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SUMMARY

Water is one of earth’s most precious resources. It is essential for human life,
agriculture, and industry. But water is not always treated with the care and
importance it deserves, including in the UK.

The Environment Agency’s annual water and sewerage company performance
assessment for 2021, published in July 2022, found that the environmental
performance of water companies was at its lowest ever level and most companies’
performance was declining.! The Environment Agency told us that unless
change is made, in 20 years the UK will not have enough water to match
demand.?

Water companies, which supply our water and maintain associated
infrastructure for water and sewage, must improve their practices
dramatically to prevent further damage to the environment and secure

future supply.

Since the privatisation of the water industry in England and Wales in 1989, there
have been some improvements in the sector, such as the supply of good quality
drinking water, investment in wastewater treatment, and protecting homes from
sewer flooding. Nevertheless, pressures on the sewage network have increased
substantially over time due to a combination of population growth, property
development and climate change. Levels of investment have not risen to match
these demands. The result is a network unable to cope, and which relies on
releasing polluted water into the environment.

Nor has investment kept pace with the demands of future water supply needs,
leaving us lacking appropriate plans and infrastructure to deal with future
demand, and the loss of billions of litres of water to leakage every day.

Ofwat and the Environment Agency must go further to hold water
companies to account for pollution.

It appears that it has often been individuals and organisations that have brought
pollution issues and the abuse of storm overflow permits to public attention.

Ofwat and the Environment Agency only began penalising and prosecuting
water companies for causing environmental damage in recent years, after
monitoring of storm overflows and wastewater treatment sites was rolled out.
The Environment Agency told us that it has not had the necessary funding
or data access to take sufficient enforcement action against water companies.
With widespread monitoring and data now in place, the Government must
ensure that the Environment Agency has adequate funding to monitor and
enforce environmental offences by water companies. Greater transparency is
also needed and the regulators should explain how and when they will ensure
open data on environmental performance is provided consistently by all water
companies as a matter of priority.

1 Environment Agency, Water and sewage companies in England: environmental performance report 2021,
(22 July 2022): https://www.gov.uk/government/publications/water-and-sewerage-companies-in-
england-environmental-performance-report-2021/water-and-sewerage-companies-in-england-
environmental-performance-report-2021 [accessed 22 December 2022]

2 Q98 (Sir James Bevan)
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Requiring water companies to disclose information to the same standard as
publicly listed companies has the potential to improve their governance and
increase scrutiny of their financial arrangements. Water company executives
and board members should not receive large bonuses while their companies
continue to fail the environment. Executives and board members should face
greater individual accountability and sanctions for egregious environmental
crimes, including being barred from working in the sector again.

Ofwat has failed to ensure companies wnvest sufficiently in water
infrastructure, choosing to keep bills low at the expense of investment. Greater
investment in the water industry is now urgently needed, accompanied by a
single social tariff to protect vulnerable customers from bill increases.

Ofwat is responsible for setting the prices consumers pay for water and ensuring
companies meet the conditions of their licenses and statutory obligations. This
includes a requirement on water companies to provide and maintain sewers, to
deal with the contents of those sewers, and to certify to Ofwat that they have
the resources to do so.

The five-year Price Review process is appropriate for iterative improvements to
underlying assets but long-term investment in environmental improvements and
increasing water supply has remained low. Ofwat should find ways to increase
investment outside the Price Review process and consider the important role
that third-party competition could play in reducing costs, as it did with the
Thames Tideway tunnel project.

We heard that the investment needed to update fully the water and sewerage
systems could run into tens or hundreds of billions of pounds over multiple
decades. The Secretary of State told the Committee that public money was not
available for this. Therefore necessary upgrade investment will be financed by
water companies, as they are primarily responsible for adequately maintaining
their water and sewage networks, and/or specialist infrastructure investors.

Customer bills will likely increase, which by 2025 will have been flat or falling
for 15 years in real terms. The Government should legislate to introduce a single
social tariff in time for its inclusion in the next Price Review, in order to protect
vulnerable customers from bill increases.

Cheaper, more innovative solutions to reduce water pollution should also be
investigated, including the potential of nature-based solutions, such as the
use of uncropped arable land for storing water. A move to outcomes-based
regulation could support such innovation. The enactment of Schedule 3 of the
Flood and Water Management Act 2010 and the subsequent requirement for
new developments to have sustainable drainage systems could also provide a
significantly lower cost way to reduce pressure on the sewage system.

The Government has historically failed to engage sufficiently with the sector
and 1its regulators. The Government and regulators including Ofwat and
the Environment Agency have not approached the key issues facing the
sector i a joined-up way, including reducing water pollution and securing
Sfuture supply. The Government’s advice to Ofwat has not given clear
guidance on how it should balance and prioritise its duties, even though
it provides such guidance to other regulators. Putting right the problems in
the infrastructure of the water and sewerage systems after decades of under-
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investment 1s urgent but it must be understood that this is going to take a
decade or more. It 1s also going to require more effective coordination and
proactivity on the part of the Government, regulators and water companies.

Ofwat is required to balance statutory duties that can be contradictory—for
example, protecting the short-term interests of consumers by keeping bills
low while also ensuring enough strategic investment is made to secure future
supply. Ofwat has tended to focus on keeping bills low. Further clarity is needed
to empower Ofwat to take the strategic decisions necessary to address long-term
issues and to ensure accountability to Parliament.

The Government must do more to support Ofwat and the Environment Agency
in reaching their targets on pollution reduction and future supply. For example,
the Government’s Storm Overflows Discharge Reduction Plan lacks bite.
Proper monitoring of the Plan’s progress is required. As part of its Plan, the
Government should consider banning the sale of wet wipes that are not rapidly
biodegradable.

The draft National Policy Statement for Water Resources Infrastructure should
be designated to facilitate the building of much-needed infrastructure such as
reservoirs. The Government must also set out clear policies and expectations,
allowing regulators and water companies to work together to support consumers
to make water-friendly decisions. The Government has set an ambitious target
to reduce water demand but little progress has been seen in this area. Tools
such as mandatory water metering could aid this effort as only about half of
households currently have one.

We therefore call on the Government to publish a National Water Strategy,
which should address these issues in a holistic way and facilitate a joined-up
approach. The Strategy should set clear expectations in relation to the quality
of the water environment and the resilience of water supplies, giving regulators
clear benchmarks to work towards.







The affluent and the effluent:
cleaning up failures in water and
sewage regulation

CHAPTER 1: INTRODUCTION

Background

In 1989, provision of water and wastewater services in England and Wales
was transferred from the Government to private water-only or water and
wastewater companies. Water-only companies supply water, while water and
wastewater companies both supply water and treat wastewater.

Household customers in England and Wales have their water supplied by
companies which operate as regional monopolies, while non-household
customers have a choice of provider. There are 17 major companies that
supply water and sewerage services to household customers in England and
Wales. In some areas, water and wastewater services are provided by the
same company, whereas in others, these services will be provided to the
same areas by different companies.

The Water Services Regulation Authority (Ofwat) is the statutory economic
regulator for water in England and Wales. Its duties are set out in the Water
Industry Act 1991,> and it is accountable to Parliament. Ofwat issues water
supply and/or sewage licenses to water companies, and ensures licensees are
meeting the conditions of their licenses. Ofwat is also responsible for setting
the prices paid by consumers, which it does every five years through the
Price Review (PR) process. The next Price Review is due to take place in
2024, which will set limits on prices for 2025 to 2030.

Ofwat has no direct role in regulating the environmental impact of water.
In England, this area is covered by the Environment Agency, which is
responsible for regulating water quality, monitoring pollution incidents caused
by companies, and providing permits that allow the use of storm overflows.
It has the power to prosecute companies that fail to meet environmental
standards. Natural Resources Wales is responsible for regulatory oversight of
the environmental performance of water companies in Wales.

The Drinking Water Inspectorate regulates drinking water standards in
England and Wales.

The Environment Agency’s annual water and sewerage company
performance assessment for 2021, published in July 2022, found that the
environmental performance of water companies was at its lowest ever level
and most companies’ performance was declining.* 2022 saw a period of
increased public and media scrutiny of water supply and management.
Record temperatures and low rainfall in the summer months caused drought

Water Industry Act 1991
Environment Agency, Water and sewage companies in England: environmental performance report 2021,

(22 July 2022): https://www.gov.uk/government/publications/water-and-sewerage-companies-in-
england-environmental-performance-report-2021/water-and-sewerage-companies-in-england-
environmental-performance-report-2021 [accessed 22 December 2022]



https://www.legislation.gov.uk/ukpga/1991/56/contents
https://www.gov.uk/government/publications/water-and-sewerage-companies-in-england-environmental-performance-report-2021/water-and-sewerage-companies-in-england-environmental-performance-report-2021
https://www.gov.uk/government/publications/water-and-sewerage-companies-in-england-environmental-performance-report-2021/water-and-sewerage-companies-in-england-environmental-performance-report-2021
https://www.gov.uk/government/publications/water-and-sewerage-companies-in-england-environmental-performance-report-2021/water-and-sewerage-companies-in-england-environmental-performance-report-2021
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conditions and led to hosepipe bans in many parts of the country. Public
concern about the use of storm overflows grew due to widely publicised
incidents of bathing waters being contaminated by sewage.

Our inquiry

We launched our inquiry into Ofwat on 23 May 2022. We received 36 written
submissions and held oral evidence sessions with 12 panels of witnesses from
June 2022 to January 2023. We are grateful for all the evidence we received.

Our initial call for evidence focused largely on Ofwat and its interaction
with the Government and other regulators. As we heard more evidence, it
became clear that the inquiry should also consider the regulation of the water
industry more broadly.

Given Ofwat is the economic regulator for water in England and Wales, we
limited our inquiry to this geographical area.

Structure of this report

Chapter 2 provides an overview of the main regulators in the sector and
reviews their co-operation. It also considers co-operation across sectors in
addressing water issues.

Chapter 3 focuses on Ofwat’s statutory objectives, including the need to
balance competing objectives and direction from the Government in this
area.

Chapter 4 examines the Price Review process, the role of competition in
the sector, and the call from some witnesses for the introduction of a single
social tariff. It also considers the Water Industry National Environment
Programme’s (WINEP) move to outcomes-based regulation.

Chapter 5 focuses on storm overflow overuse and poor management of
wastewater treatment sites. It examines solutions including nature-based
approaches, sustainable drainage systems, wet wipes, and capital investment.
Additionally, the chapter covers monitoring and subsequent enforcement, as
well as the Government’s Storm Overflows Discharge Reduction Plan.

Chapter 6 examines fines, penalties, and enforcement, including a
consideration of prosecution, prison sentences for chief executives and board
members, and Ofwat’s special administration powers.

Chapter 7 considers the role of debt and leverage in company financing,
levels of executive pay and dividends, as well as models of ownership.

Chapter 8 looks at the issue of future water supply, and the threat that
demand for water will outstrip supply in the UK in the next 20 years. It
covers water transfers, changing consumer behaviour, water metering, and
reducing leakage.

Appendix 1 provides a list of committee members who have worked on
this inquiry. It also lists any interests they have declared in relation to this
inquiry. Appendix 2 provides a list of witnesses and links to full transcripts
of oral evidence, alongside a list of all written evidence. Appendix 3 details
our public call for evidence which was issued in May 2022.

We make this report to the House for debate.
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CHAPTER 2: WATER REGULATION AND POLICY

Oversight of the water industry

In 1989, the water industry was privatised, and provision of water and
wastewater services was transferred to private companies operating as
regional monopolies. Three regulators were established under the Water
Industry Act 1991 to protect the interests of consumers and the environment
by regulating these companies: the Drinking Water Inspectorate; the National
Rivers Authority; and the Director General of Water Services supported by
the Office of Water Services (Ofwat). In 1996, the functions of the National
Rivers Authority were taken over by the Environment Agency, and in 2006,
the Director General of Water Services and Office of Water Services were
replaced by the Water Services Regulation Authority, which continued to be
known as Ofwat.

Ofwat is the independent economic regulator of water companies in England
and Wales, and is responsible for setting the price, investment and service
package that customers receive. It grants licenses to water and wastewater
companies to allow them to operate and can issue penalties (such as fines) to
companies who do not meet the conditions of their licenses. Ofwat’s duties
are set out in the Water Industry Act 1991, and it is funded by the companies
it regulates.

In England, the Environment Agency is responsible for regulating the
environment, including in relation to water quality and resources, and
overseeing the environmental performance of water companies. It monitors
storm overflow use and tests water quality. It also advises the Government
on the matters it oversees. Its duties are set out in the Environment Act 1995,
and it is mostly funded by grants from the Government. Environmental
regulation is conducted separately by each of the devolved nations, including
Natural Resources Wales, who work with Ofwat in relation to water
companies operating in Wales.

The Drinking Water Inspectorate (DWI) regulates the quality of drinking
water in England and Wales. It checks that water companies in England and
Wales supply water that is safe to drink and meets the standards set in the
Water Supply (Water Quality) Regulations 2018.

The Department for Environment, Food, and Rural Affairs (DEFRA)
sets the overall water and sewage policy framework in England, including
standard setting and drafting legislation. The Welsh Government carries
out this role in Wales. The Secretary of State for Environment, Food, and
Rural Affairs is responsible for setting strategic objectives for Ofwat through
a Strategic Policy Statement (SPS).

Co-operation between the regulators

In England, both Ofwat and the Environment Agency have a role in relation
to water companies’ environmental performance, in particular through the
Water Industry National Environment Programme (WINEP), an investment
programme through which the Environment Agency specifies works required
by water companies to meet environmental goals. The WINEDP forms part of
Ofwat’s Price Review process for water companies, which controls the levels
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of prices, investment and spending allowed by water companies on regulated
activities.’

In 2019, Ofwat, the Environment Agency and the DWI set up the
Regulators’ Alliance for Progressing Infrastructure Development (RAPID),
a partnership that aims to facilitate the development and funding of new
large-scale strategic water supply options by water companies by improving
regulation and removing barriers.®

In November 2021, Ofwat and the Environment Agency launched a “major
investigation” into sewage treatment works after water companies admitted
that “they could be releasing unpermitted sewage discharges into rivers
and watercourses”. The investigation will cover all water and sewerage
companies, involving more than 2,000 sewage treatment works. 7 To date,
Ofwat has opened enforcement cases into six water companies as a result of
the investigation.®

Some evidence raised concerns that Ofwat and the Environment Agency
do not work effectively together and should work more closely.® Salmon and
Trout Conservation stated that historically, “Ofwat has worked appallingly
badly with the Environment Agency”.!°

Professor Catherine Waddams and Professor Michael Harker of the
University of East Anglia suggested that the differing responsibilities of the
two regulators “obscure accountability to the general public who often see
them as a mechanism for ‘buck-passing’”. They also noted the possibility
that their differing responsibilities:

“May result in environmental standards being set at a higher level
than if the cost of implementing them was taken into account. This is
likely to arise in practice because Ofwat is required to allow funding for
environmental standards which have already been independently set.”!!

Professor Ian Barker, Managing Director of Water Policy International L.td,
noted an example of this in 2014, where the Environment Agency indicated
its approval for a proposed reservoir in Cheddar which Ofwat refused to
provide the funding for, but which has subsequently been recognised as a
potentially important strategic water resource. !

Christine McGourty, Chief Executive of Water UK, suggested that there
have been positive steps forward in co-operation between Ofwat and the

10
11
12

Department for Environment, Food and Rural Affairs, Ofwat, Environment Agency and Natural
England, Water industry national environment programme (WINEP) methodology (May 2022): https:/
www.gov.uk/government/publications/developing-the-environmental-resilience-and-flood-risk-
actions-for-the-price-review-2024/water-industry-national-environment-programme-winep-
methodology#section-10-stage-5--price-review [accessed 10 January 2023]

Ofwat, ‘About RAPID’: https://www.ofwat.gov.uk/regulated-companies/rapid/about-rapid/ [accessed
12 December 2022]

Ofwat, Press Release: Water companies could face legal action after investigation launched into sewage
treatment works (18 November 2021): https://www.ofwat.gov.uk/joint-ofwat-environment-agency-and-
defra-announcement-november-2021/ [accessed 27 January 2023]

Ofwat, ‘Investigation into sewage treatment works’: https://www.ofwat.gov.uk/investigation-into-
sewage-treatment-works/ [accessed 27 January 2023]

Written evidence from Professor Nigel Watson (T'WW0005), Angling Trust (TWW0012), Water UK
(TWW0021), Wildlife and Countryside Link (TWW0022) and Blueprint for Water (TWW0032)
Written evidence from Salmon and Trout Conservation (TWW0002)

Weritten evidence from Prof Michael Harker and Prof Catherine Waddams (TWWO0007)

Q 9 (Prof Ian Barker)



https://www.ofwat.gov.uk/regulated-companies/rapid/about-rapid/
https://www.ofwat.gov.uk/joint-ofwat-environment-agency-and-defra-announcement-november-2021/
https://www.ofwat.gov.uk/joint-ofwat-environment-agency-and-defra-announcement-november-2021/
https://www.ofwat.gov.uk/investigation-into-sewage-treatment-works/
https://www.ofwat.gov.uk/investigation-into-sewage-treatment-works/
https://committees.parliament.uk/writtenevidence/109295/html/
https://committees.parliament.uk/writtenevidence/109511/html/
https://committees.parliament.uk/writtenevidence/109547/html/
https://committees.parliament.uk/writtenevidence/109549/html/
https://committees.parliament.uk/writtenevidence/110370/html/
https://committees.parliament.uk/writtenevidence/109189/html/
https://committees.parliament.uk/writtenevidence/109432/html/
https://committees.parliament.uk/oralevidence/10457/html/
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Environment Agency. Yet there is “more to do” and the trade body would
“love to see a tighter join-up between the economic and environmental
regulators”. She raised the risk in the current system that the Environment
Agency can specify outputs without Ofwat having said whether they are
financeable, calling for the two regulators’ timelines to be joined up to
provide a more efficient process.!?

Ms McGourty argued the creation of RAPID “has brought big benefits”
in terms of strategic water resources, but this co-operation is not seen in
other areas, suggesting that a joint water quality programme between water
regulators “could bring real benefits”.!* Stuart Colville, Director of Policy at
Water UK, argued that the complexity of the system is very difficult to deal
with on a day-to-day basis, calling for a better structured approach to water
quality where all parties come together “with a single timeline and a clear
sense of what we are all trying to achieve, to overcome those co-ordination
issues”. !>

On the other hand, Peter Perry, Chief Executive of Dwr Cymru Welsh Water,
said that he did not recognise a degree of conflict between the regulators,
while Sarah Bentley, Chief Executive Officer of Thames Water, suggested
that there is plenty of evidence of effective collaboration.!®

Jonson Cox, former Chair of Ofwat, suggested that in recent years there
has been a much greater degree of co-operation. For example, in the case of
RAPID, he said: “I have never seen regulatory co-operation like that come
together as it did in a year”. Yet he felt recent developments in relation to
investigating wastewater plants have shown there needs to be closer working.
This includes ensuring that the Environment Agency formally provides
Ofwat with data about the performance of companies.!’

Alan Lovell, Chair of the Environment Agency, argued that the Environment
Agency works closely with Ofwat but it is inevitable and proper that there are
some different priorities between the two, given their differing objectives.
Sir James Bevan, Chief Executive of the Environment Agency, said his
experience is that the relationship between the two regulators is good with
both having clearly defined and complementary roles. He suggested that
over the last seven years their overall strategic goals have been brought closer
into line with each other, with Ofwat no longer focusing solely, “if they ever
did”, on price and the customer, while the Environment Agency no longer
focuses solely on the environment, although it is still its primary concern.!®

Responding to criticisms that the regulators are not always aligned on
investment needs, Sir James said that Ofwat and the Environment Agency
work together to frame their asks and expectations of water companies in
relation to environmental investment. He argued that the two regulators
have constructive conversations, and while Ofwat makes the decisions on
investment programmes, the Environment Agency plays a “leading role” in
shaping what water companies need to do and “most decisions” embedded

in the Price Review process “reflect the views of the Environment Agency”."

13
14
15
16
17
18
19

Q 54 (Christine McGourty)
Ibid.

Q 54 (Stuart Colville)

Q 117 (Peter Perry)

Q 84 (Jonson Cox)

Q 92 (Sir James Bevan)

Q 99 (Sir James Bevan)
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https://committees.parliament.uk/oralevidence/10628/html/
https://committees.parliament.uk/oralevidence/11383/html/
https://committees.parliament.uk/oralevidence/10669/html/
https://committees.parliament.uk/oralevidence/10916/html/
https://committees.parliament.uk/oralevidence/10916/html/
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Sir James said that the Environment Agency shares data on spills with Ofwat
and collaborates in tackling poor behaviour when they see it, pointing to the
example of both regulators taking action against Southern Water in 2019,
leading to separate fines and penalties.*°

David Black, Chief Executive of Ofwat, agreed that the regulators in
the sector work in conjunction, while noting that there are “significant
opportunities” to improve the planning process in future, particularly
around environmental investment. Iain Coucher, the Chair of Ofwat,
emphasised that environmental priorities are set by the Environment Agency
and Ofwat’s role is to make sure that schemes “are delivered cost effectively
and efficiently”, rather than challenging whether they are the right or wrong
things to do.?!

Mr Black also noted that RAPID makes sure that regulators are working
together as effectively as they can in securing future water supplies,
suggesting that there may be benefits to looking at that kind of approach in
the wastewater space, while appreciating that there is a different set of issues
and a role for local government in that area.?

The Rt Hon Thérése Coffey MP, Secretary of State for Environment, Food
and Rural Affairs, acknowledged that the regulatory set up “is complicated
potentially”, but stressed that she thought “it works pretty well”, with different
regulators for different purposes. She pointed to the ongoing collaboration
between Ofwat and the Environment Agency in their joint investigation into
storm overflow discharges as an example of one of the “number of ways”
that the two regulators work in partnership, stressing that “it is important to
make sure that they work effectively together”.?

Ofwat and the Environment Agency may have differing remits, but
they regulate the same industry. Therefore, effective collaboration
is key to ensuring each regulator is able to achieve its individual
aims and support the overall goals of the industry, such as reducing
water pollution. We welcome recent progress on closer co-operation
between the regulators, particularly through the Regulators’ Alliance
for Progressing Infrastructure Development (RAPID) in relation to
future water supplies. However, there is still a clear lack of effective
co-ordination on issues such as Environment Agency outputs
not aligning with what Ofwat deems financeable, and ineffective
information-sharing.

Ofwat, the Environment Agency and the Drinking Water Inspectorate
should set up RAPID-style structures, including joint working and
close partnership with industry, in areas of high priority, including
improving water quality, upgrading the wastewater network and
reducing water demand.

It is crucial that Ofwat and the Environment Agency share relevant
information effectively and efficiently on matters of joint interest.
Ofwat and the Environment Agency should formalise and publish
how they plan to share information on water company performance.
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Co-operation across sectors and a National Water Strategy

A variety of sectors contribute to the state of the water environment. For
example, water pollution is caused by sectors including water, agriculture,
housing, and transport. These sectors are overseen by different Government
departments or regulatory bodies.

Sir James told us that mechanisms to enable a joined-up approach to water
pollution already exist, such as the National Framework for Water Resources
that the Environment Agency issued in 2020, which set out the action needed
across sectors to ensure resilience of supply and prevent environmental
damage. However, he felt “that an overall strategic plan led by government
with support from everybody else” would support a co-ordinated approach
to water.?* Mr Lovell agreed, arguing that “there needs to be a national water
strategy” and the Environment Agency, Ofwat, and DEFRA are working
together on the issue. ?°

Mr Gosden said he “would always support anything which brings all the
different organisations, thoughts and opinions around the water sector
together to make sense of the entire picture and provide direction for the
industry.” However, these strategies should be reflected in the level of
investment permitted by the Price Review.?® Ms Bentley pointed out that
RAPID “has an aligned plan” for water, and therefore “is effectively a
national water strategy”. She believes what is now needed is political will and
for the National Policy Statement for Water Resources Infrastructure, which
is drafted, to be finalised.?’

In January 2023, the Government published its Environmental Improvement
Plan 2023, which aims to deliver on the Government’s environmental targets
set as part of the 25 Year Environment Plan, including the goal to “achieve
clean and plentiful water by improving at least 75% of our waters to be close
to their natural state as soon as is practicable”.?8

The Environmental Improvement Plan sets out a number of existing policies
and approaches aimed at meeting this target as well as providing new detail
in some areas. The Plan acknowledged that “the current water policy and
regulatory framework is complex, with over 15 national plans and strategic
documents”, setting out a desire to ensure that the specific purposes for these
plans are kept but that “they are brought together in a more coherent way”.
The Environmental Improvement Plan said that the policies announced in it
are “the first step in a broader water reform programme™ and explained that
the Government is “developing a suite of new policy interventions designed
to transform how we manage the water system in a holistic way, as well as
targeted action on each component of the water system.?®
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The Secretary of State said it is worth considering a national water plan that
brings together the various sources of funding and policy in the sector, and
that “how we pull all that together is under very active consideration.”>°

Effectively reducing water pollution and securing future supply
will require the unified effort of a range of sectors, government
departments, and regulators. Each of these areas has a range of
fundingsources,bodies and policies that affect the water environment,
yet these must be co-ordinated to deliver overall success for the
environment. Political will to deliver for the environment will also be
necessary.

The Government should facilitate a co-ordinated approach to water
pollution by publishing a National Water Strategy that approaches
water policies in a holistic way. The Strategy should set clear
expectations in relation to the quality of the water environment and
the resilience of water supplies, giving regulators clear benchmarks
to work towards. The Strategy should also set out clearly how the
Government intends to oversee the regulators’ delivery of these
expectations.
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CHAPTER 3: OFWAT

Ofwat’s statutory duties

Ofwat was established under the Water Industry Act 1991, which stipulates
its statutory duties .>! These are to:

. Further the consumer objective to protect the interests of consumers,
wherever appropriate by promoting effective competition;

. Secure that water companies properly carry out their statutory
functions;

. Secure that water companies can finance the proper carrying out of
their statutory functions;

. Secure that water supply licensees and sewage licensees properly carry
out their licensed activities and statutory functions;

. Further the resilience objective to secure the long-term resilience of
water companies’ water supply and wastewater systems; and

. Secure that they take steps to enable water companies, in the long term,
to meet the need for water supplies and wastewater services.*

Balancing objectives and making trade-offs

Ofwat told us that in regulating the sector, it sought to “to achieve a balance
between these duties, and avoid regulatory action which advances one duty
at the expense of another.” The regulator did not “perceive a need to manage
trade-offs in respect of [its] objectives.”>?

Witnesses such as Annabelle Ong, Director at Frontier Economics, did
not agree. Ms Ong told us that Ofwat’s objectives “are to be traded off by
design ... there are multiple objectives that are at times difficult to balance.”
She noted that sometimes there is a focus on storm overflows, but reducing
leakage, reducing supply interruptions, reaching environmental targets, and
meeting investment needs all matter. She said that “Going forward, it will be
very difficult for Ofwat to balance its statutory objectives.”?*

IFM Investors felt that Ofwat has historically protected consumers by keeping
bills low at the expense of investment in infrastructure, and Waterwise
asserted that in recent Price Reviews, “too much weight has been put on
short-term bills and not enough on meeting [Ofwat’s] resilience duty”.*
Christine McGourty, Chief Executive of Water UK, noted that “by 2025,
bills will have been flat or falling for 15 years [in real terms]”, and “Ofwat’s
focus has been weighted somewhat too much to those short-term interests of
current consumers.”>°

Afonydd Cymru, Angling Trust, the Salmon and Trout Conservation, Guy
Linley-Adams, a Solicitor at Salmon and Trout Conservation, and Mark
Lloyd, Chief Executive of The Rivers Trust, all held the view that Ofwat
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has prioritised keeping customer bills low at the expense of environmental
protections and investment.>” The Angling Trust said:

“Ofwat has duties to protect the interests of customers. Yet while it
has often forced a reduction in investment plans put forward by water
companies, under the guise of its potential impact on consumer bills, it
has failed to fully protect consumers’ interests, by failing to recognise
the value consumers place on a clean and healthy environment.”>®

The Water Act 2014 amended Ofwat’s statutory duties as set out in the Water
Industry Act 1991 to include a duty to “further the resilience objective”.
This is defined as an objective to:

. “Secure the long-term resilience of water undertakers’ supply systems
and sewerage undertakers’ sewerage systems as regards environmental
pressures, population growth and changes in consumer behaviour; and

° Secure that undertakers take steps for the purpose of enabling them
to meet, in the long term, the need for the supply of water and the
provision of sewerage services to consumers”.>®

Mr Linley-Adams outlined that when the Water Act 2014 was being passed,

many NGOs “fought very hard to have a strong duty towards the environment
and towards sustainable development placed upon Ofwat, but what we got
was a very unhappy muddle”.*® The “muddle” is the resilience objective,
which Mr Lloyd said “has been misinterpreted by many to mean financial
resilience for companies rather than environmental resilience.”*!

Professor Ian Barker, Managing Director of Water Policy International Ltd,
said it “would be a brave company that proposed an investment programme
that addressed ... long-term issues because of the potential impact on bills.”
He believed that in such a scenario, Ofwat would want to “focus on the
here and now”. He suggested “companies in some ways have managed [the]
trade-offs more than Ofwat has by virtue of what goes into their business
plans”.*?

Emma Clancy, Chief Executive of the Consumer Council for Water,
acknowledged that Ofwat has a difficult task in balancing its objectives. She
argued that this is not helped by the timeframes of the Price Review process,
which requires that years in advance of any kind of execution, the regulator
must try and predict the needs of customers and all other factors, including
the environment and investment. She felt in the past “the pendulum had
perhaps swung too far in favour of companies”, but applauded Ofwat for
“swinging it back the other way for recent Price Reviews”.*?

Professor Catherine Waddams, a member of the Centre for Competition
Policy at the University of East Anglia, argued that balancing trade-offs
between objectives should sit with the Government or Parliament rather
than the regulator. For example, she said water companies will argue for

37

38
39
40
41
42
43

Written evidence from Afonydd Cymru (TWWO0006), the Angling Trust (TWW0012), Salmon and
Trout Conservation (TWWO0002),. Q 16 (Mark Lloyd) and Q 17 (Guy Linley-Adams).

Written evidence from the Angling Trust (TWWO0012)

Water Act 2014, section 22(3)

Q 17 (Guy Linley-Adams)

Q 16 (Mark Lloyd)

Q 9 (Prof Ian Barker)

Q34



https://committees.parliament.uk/writtenevidence/109362/html/
https://committees.parliament.uk/writtenevidence/109511/html/
https://committees.parliament.uk/writtenevidence/109189/html/
https://committees.parliament.uk/oralevidence/10499/html/
https://committees.parliament.uk/oralevidence/10499/html/
https://committees.parliament.uk/writtenevidence/109511/html/
https://www.legislation.gov.uk/ukpga/2014/21/section/22/enacted
https://committees.parliament.uk/oralevidence/10499/html/
https://committees.parliament.uk/oralevidence/10499/html/
https://committees.parliament.uk/oralevidence/10457/html/
https://committees.parliament.uk/oralevidence/10533/html/

61.

62.

63.

64.

65.

THE AFFLUENT AND THE EFFLUENT 17

better financing, but this would raise bills and could threaten the consumer
welfare: “That is a trade-off that I do not think is proper for Ofwat itself to
make; that would be better coming from Parliament.”**

Mr Cox told us he would “reject very strongly any suggestion that Ofwat,
under my tenure, had an objective for bills that overrode other objectives.
It categorically did not.” Similarly, David Black, Chief Executive of Ofwat,
said he did “not think that it is right to characterise Ofwat’s focus as being
on low bills”. He pointed to the 2019 Price Review where no schemes were
rejected on the grounds of affordability. Mr Black acknowledged that bills
have fallen in recent Price Reviews (PRs), but explained this has been due
to a fall in allowed returns, and not at the expense of investment.* He said
that going forward: “Substantial new investment is required, which may well
impact on bills, depending on the other elements of the package.”*® Iain
Coucher, Chair of Ofwat, emphasised “it is not the case that [Ofwat] have
held back investment”.*

The Secretary of State said she felt Ofwat’s statutory objectives were clear
and appropriate, and that the Government “had the opportunity in the
Environment Act [2021]” to consider the issue. She argued that there had been
changes to the original duties given to Ofwat in the Water Industry Act 1991,
such as opening up competition for non-household suppliers. She outlined
that using directive GGovernment statements such as the Water Industry
National Environment Programme and the Strategic Policy Statement,
which sets the Government’s priorities for Ofwat, “is a reasonable way to
keep going with [updating Ofwat’s objectives], as opposed to constantly
having to wait to change primary legislation all the time”.*®

Itis the view of many in the water sector that Ofwat’s objectives require
it to make trade-offs between prioritising consumer bills, investment,
and the environment. It is the impression of some stakeholders that
Ofwat has historically given more focus to a short-term desire to
keep water bills low at the expense of long-term environmental and
security of supply considerations.

Ofwatfaces the challenge ofbalancing the financial needs of customers
during a cost-of-living crisis with the urgent need for infrastructure
and environmental investment. Given the distributional and
intergenerational consequences of many of these decisions, it is
crucial that Ofwat is given strong, clear guidance by the Government
on how these trade-offs should be made.

The Government’s Strategic Policy Statement

The Government has the opportunity to provide clear guidance on how
Ofwat should prioritise its objectives. The Water Industry Act 1991 provides
that “The Secretary of State may from time to time publish a statement
setting out strategic priorities and objectives for [Ofwat]”, and Ofwat must
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carry out its functions in accordance with such a statement.*® This is known
as the Government’s Strategic Policy Statement (SPS).

In its January 2022 report on water quality in rivers, the House of Commons
Environmental Audit Committee stated that witnesses had suggested to
them that DEFRA’s 2017 SPS had “ducked the hard choices” by describing
processes rather than specific outcomes. In its response to DEFRA’s then-
draft updated SPS, the Environmental Audit Committee welcomed the
protecting and enhancing the environment strategic objective, but expressed
concern that the SPS was imprecise in its expectations, with no indication of
the specific outcomes expected.’®

In February 2022, DEFRA published its latest SPS. It identified four
priorities for the water sector:

. Protect and enhance the environment;
. Deliver a resilient water sector;

. Serve and protect customers;

. Use markets to deliver for customers.

Mr Lloyd said that The Rivers Trust welcomed aspects of the 2022 SPS, but
there was “a bit too much language about Ofwat enabling and encouraging
things to happen rather than requiring them to happen, so it looked a bit
gentle.” He said stronger language would be helpful to hold Ofwat to account,
as it is far easier to assess if they have required companies to do something as
opposed to merely encouraging them to.”!

Mr Linley-Adams agreed that the language in the SPS is too weak:

“We need the Secretary of State to make it absolutely clear to Ofwat that
it is not just about encouraging or cajoling the water companies to do
what they are required to do by law; it is about actually requiring them
to do it—directing Ofwat to use its enforcement powers.”

He said that Salmon and Trout Conservation, together with the Angling
Trust, had released a shadow SPS with stronger language.’> When asked
if stronger language would compromise Ofwat’s independence, Mr Linley-
Adams responded that outcomes—a better water environment—are
what matters, and “If Ofwat needs to be told firmly what to do and that
compromises its independence a little bit, then so be it.”>*> Mr Lloyd agreed.>*

Ms Bentley, Annabelle Ong, Director at Frontier Economics, Prof Barker,
Water UK, Blueprint for Water, Waterwise, and Affinity Water, all told us
that the SPS missed the opportunity for the Government to advise Ofwat as
to which objectives it should prioritise.”® For example, Affinity Water said:
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“The priorities as laid out [in the SPS] are not organised in any
hierarchy and do not provide any indication or guidance in terms of
relative importance. The implicit assumption is that all are equal, none
are contradictory and all are achievable at the same time ... We consider
that there is scope for more specific direction to be given on how Ofwat
should prioritise these objectives and how the trade-offs should be
considered ... Without clear direction on relative priority, there is a
risk that the balance that is struck does not aligned with Government
objectives.”>®

Ms Bentley and Blueprint for Water told us that a lack of clear priority-
setting in the SPS differs to similar documents issued to other regulators.>’
Ms Bentley highlighted:

“Other regulators, such as Ofcom, [get] set very clear direction when
it comes to the trade-offs and the balance of investment versus the
bill profile ... Ofcom’s version of the SPS makes it very clear that the
Government state that ‘promoting investment should be prioritised
over interventions to further reduce retail prices in the near term’ ...
That sets quite a clear steer in the Ofcom example, which I think Ofwat
would benefit from. “°%

Ms Ong said an implication of a lack of prioritisation in the SPS is that it
is difficult to measure if Ofwat is meeting the priorities set: “It will be very
hard to say that [Ofwat] did not meet the SPS, given that the SPS does not
prioritise.”>®

Several witnesses told us that there needed to be further scrutiny of
Ofwat’s work to meet the objectives set in the SPS. Affinity Water noted
“there is no mechanism to check or measure [Ofwat’s] delivery of [the
SPS’] expectations.”®® The Independent Water Networks Ltd. felt there
was more scope “to regularly monitor the performance of the regulator in
facilitating [the SPS’ objectives]”®!. Lawrence Slade, Chief Executive of the
Global Infrastructure Investor Association, commented that “there does not
appear ... to be a really solid, formal way of understanding the regulator’s
performance against [the SPS]”. He suggested such scrutiny could be
conducted by a parliamentary committee®?. This suggestion was also made
by IFM investors and Water UK.%® In its January 2022 report on Water
quality 1n rivers, the House of Commons Environmental Audit Committee
announced its intention to invite Ofwat to appear “routinely” to discuss its
progress against the objectives of the new SPS.%

Mr Cox said that Ofwat has the most directive government intervention of
any of the economic regulators through the SPS, arguing that it provides
very strong guidance. While the SPS does not explicitly state how to make
trade-offs, it gives guidance. He felt it would “be wholly inappropriate to go
any further” than the Government does in the SPS, due to the benefits of
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the independent regulation model, which attracts investors. Mr Cox believed
it was the role of those heading the regulator to make decisions about trade-
offs.®> The Consumer Council for Water similarly argued “a more detailed
SPS would run the risk of undermining regulatory independence.”®

Mr Black said there is an argument about balance regarding the SPS. Ofwat
is looking for the Government to set the outcomes it wants to see from the
sector, which it is starting to do in the form of its 25 Year Environment Plan,
which sets environmental goals, and Storm Overflows Discharge Reduction
Plan, which sets targets on storm overflow use. The key is having clarity on
the outcomes that are expected from companies and then having greater
flexibility in the system to get the best value means of delivery. He felt that:

“The role of the Government in the process is more intrusive than it
looks from the outside, if you look just at the SPS and Ofwat’s role.
Every environmental investment scheme that was put forward at PR19
was designed and developed by companies and the Environment Agency
... The sign-off process is a matter for the Environment Agency, but
there is the ability for the Government to sign that off, if they choose.”®’

Mr Coucher said that in the future, there will be significantly more
investment in the environment, and “That may well cause the Government
to get involved in decision-making or balancing between investment and bill
payers.”%®

The Secretary of State said that the SPS allows the Government to show
Ofwat “what we want to see”. She felt the 2022 SPS “is very good” and noted
it had “a much stronger emphasis on the environment”.®® On managing the
trade-off between customer bills and investment, the Secretary of State said
“Ofwat cannot stop the investment into things that the Government has
directed. That is our influence in having involvement in the bill-setting
process”.™

Ofwat needs clear guidance from the Government on how it should
balance and prioritise its objectives. The Government should do this
through its Strategic Policy Statement (SPS). However, the 2022
SPS failed to give a sense of prioritisation, particularly in relation
to the balance between the affordability of bills and infrastructure
and environmental investment. We recognise the concern that more
directive Statements could impact Ofwat’s independence, but it is
critical that elected politicians take controversial decisions which
will have financial and environmental consequences for many
generations, rather than passing that responsibility to regulators.
The Government has not yet shown the necessary political will to
make these decisions on the most important issues facing the sector.

Like the House of Commons Environmental Audit Committee, we
welcome the greater emphasis the 2022 SPS placed on protecting
and enhancing the environment. However, some of the outcomes
are vague and the language tends to call for Ofwat to “enable” and
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“encourage” actions from water companies and the water industry
rather than require these actions.

Ofwat’s performance against meeting the objectives of the SPS
should also be subject to greater Parliamentary scrutiny. We welcome
the Environmental Audit Committee’s intention to carry out this
scrutiny routinely.

The Government should update the SPS to strengthen the language
contained within it to ensure that Ofwat requires companies to meet
SPS priorities. It should also provide a clear steer to Ofwat on how
to balance its priorities, particularly in relation to the need to ensure
higher levels of infrastructure investment, and these lessons should
be taken on board in future Statements.
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CHAPTER 4: PRICE REVIEW AND OUTCOMES-BASED
REGULATION

Price Review

Ofwat notes that “most people receive their water services from a licensed
monopoly company”. As competition is limited, there is a risk that water
companies will not deliver the services their customers want or that they
could charge higher prices to increase their profits.”

As the economic regulator, Ofwat is responsible for controlling the prices
companies can charge their customers. Ofwat said it sets the price by
balancing the duty to protect consumers’ interests with the need to ensure
the sector is able to finance the delivery of water and sewerage services and
meet its legal obligations, including its environmental and social duties.”

Price limits are reviewed every five years in Price Reviews. Ofwat is currently
working on the Price Review for 2024 (PR24). This will set wholesale price
controls for water and sewerage companies for 2025-2030, which in turn
will set the price paid by consumers. Ofwat published its draft methodology
for PR24 in July 20227 and its final methodology in December 2022.7* The
regulator will set final price limits in December 2024.

During the Price Review process, companies put forward their business
plans for the next period to Ofwat, which then makes determinations of
the investments, targets and returns that the companies can make and
challenges them on whether their plans can be delivered more effectively
and at least cost. These determinations can be appealed by companies to the
Competition and Markets Authority. In its methodology for PR24, Ofwat
has announced that due to the long-term challenges facing the sector, it will
ask companies to set their five-year business plans in the context of a long-
term delivery strategy, which “will see the water sector take steps to embed
an adaptive approach to planning for the future”.”

At the 2019 Price Review (PR19), Ofwat set water companies performance
targets for the period 2020-25. These performance targets cover a wide range
of elements of water company performance, including pollution incidents,
leakages, customer satisfaction, water consumption, unplanned outages and
mains repairs, among others.”®

Most performance commitments have rewards and penalties associated with
them. If a company performs better than the performance commitment
level, it may get a financial reward, whereas if a company performs below the

71

72

73

74

75

76

Ofwat, ‘Price reviews’: https://www.ofwat.gov.uk/regulated-companies/price-review/ [accessed 22
December 2022]

Ibid.

Ofwat, Creating tomorrow, together: consulting on our methodology for PR24 (July 2022): https://www.
ofwat.gov.uk/consultation/creating-tomorrow-together-consulting-on-our-methodology-for-pr24/
[accessed 10 January 2023]

Ofwat, Creating tomorrow together: our final methodology for PR24 (December 2022): https:/www.
ofwat.gov.uk/publication/creating-tomorrow-together-our-final-methodology-for-pr24/ [accessed 10
January 2023]

Ofwat, ‘PR24 long-term delivery strategies™ https://www.ofwat.gov.uk/regulated-companies/price-
review/2024-price-review/pr24-long-term-delivery-strategies/ [accessed 23 January 2023]

Ofwat, Water Company Performance Report 2021-22 (December 2022): https://www.ofwat.gov.uk/
publication/water-company-performance-report-2021-22/ [accessed 23 January 2023]



https://www.ofwat.gov.uk/regulated-companies/price-review/
https://www.ofwat.gov.uk/consultation/creating-tomorrow-together-consulting-on-our-methodology-for-pr24/
https://www.ofwat.gov.uk/consultation/creating-tomorrow-together-consulting-on-our-methodology-for-pr24/
https://www.ofwat.gov.uk/publication/creating-tomorrow-together-our-final-methodology-for-pr24/
https://www.ofwat.gov.uk/publication/creating-tomorrow-together-our-final-methodology-for-pr24/
https://www.ofwat.gov.uk/regulated-companies/price-review/2024-price-review/pr24-long-term-delivery-strategies/
https://www.ofwat.gov.uk/regulated-companies/price-review/2024-price-review/pr24-long-term-delivery-strategies/
https://www.ofwat.gov.uk/publication/water-company-performance-report-2021-22/
https://www.ofwat.gov.uk/publication/water-company-performance-report-2021-22/

89.

90.

o1.

92.

THE AFFLUENT AND THE EFFLUENT 23

level it may pay a financial penalty.”” For instance, Ofwat required Thames
Water to return £51 million to its customers while Southern Water was
ordered to return £28.3 million for missing targets on water treatment works
compliance, pollution incidents and internal sewer flooding. Yet Severn
Trent Water was allowed to make an extra £101.8 million from customers
after exceeding its targets.’®

In its February 2022 Strategic Policy Statement for Ofwat, the Government
outlined that it wants Ofwat to take a “long-term approach” to investment
in water infrastructure. It added that a system that meets the “enduring
interests of consumers” does not “simply mean lower prices in the short-
term at the expense of future generations”, emphasising that Ofwat should
promote efficient investment that delivers “value for money for customers,
society and the environment over the long-term”. ™

Christine McGourty, Chief Executive of Water UK, said that the draft
methodology for PR24 looks “tough” and “stretching” and welcomed the
support for nature-based schemes and an overall focus on the long term.
Stuart Colville, Director of Policy at Water UK, said that the final business
plans depend on more than just the methodology, arguing that there is a
need for decisions on long-term investment and outcomes to maintain
sufficient momentum.?® Lawrence Slade, Chief Executive Officer of the
Global Infrastructure Investor Association, emphasised that while the draft
methodology for PR24 is “a definite move in the right direction”, there is still
a need to get “more of a long-term view”, allow more innovative spending
and have “a more flexible approach”.®!

Sarah Bentley, Chief Executive of Thames Water, said that the introduction
of long term delivery strategies to the next Price Review is a “very welcome
move” as Thames Water wants to look more at the long term, noting that
Thames Tideway is an example of a longer-term investment but that this was
undertaken outside the Price Review process.®? She suggested that longer-
term programmes can help when investing in replacing water mains or
large sewage treatment works, arguing that there is a need to turn the Price
Review settlement into “some clear direction and certainty” for improvement
initiatives that last beyond a five-year period.®?

Professor Catherine Waddams, a member of the Centre for Competition
Policy at the University of East Anglia, said that water companies have been
“gaming” the Price Review process by putting their argument across in a
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particular way in public to get the best possible revenue.®* She argued in
her written evidence with Professor Michael Harker that “companies may
promote their own case for investment by depicting Ofwat as preventing them
from being able to fulfil their roles, where the disagreement may rather be
about the least cost way of doing s0”.%> Prof Waddams said that the regulator
will always be as hard as it feels it can, but looking at the history of Price
Reviews, “it turns out not to have been as hard as it thought”.%°

Jonson Cox, former Chair of Ofwat, said that he “cannot think of a single
proposal” put forward at the last two Price Reviews where a “good, necessary
investment scheme” was rejected by Ofwat, arguing that Ofwat often says
that things could be done more efficiently, but that the only times where
investment has been turned down are when the company has done “a sloppy
and poor job of justifying it”.%” He disagreed with the suggestion that the
Price Review does not focus on the long term but suggested that one of
the lessons of previous attempts at long-term planning was that companies
cannot accurately assess needs over 25 years, which is why Ofwat wants
companies to have an “adaptive plan” in their long term delivery strategy.%8

Alan Lovell, Chair of the Environment Agency, said that PR24 will be critical
to enable investment by water companies to ensure future water supply. He
argued that there is a “general recognition” that more investment is required
and agreed with the suggestion that there has been too much of a focus on
low prices that has restricted investment. He said that five-year periods are a
challenge, as long-term projects would ideally have a longer timescale.®’

David Black, Chief Executive of Ofwat, emphasised that in recent Price
Reviews, there has not been a need to constrain investment plans for
affordability reasons, but it may be that looking ahead, significant increases
in investment will be required, especially following the work of the Storm
Overflows Taskforce.? In relation to long term delivery strategies, Mr Black
explained that Ofwat wants to see companies setting out the plan for their
area while avoiding “locking companies into a straitjacket about future
decisions”, noting remarkable changes even within the current Price Review
period.”

Iain Coucher, Chair of Ofwat, said that while Ofwat can monitor operating
and maintenance performance very well over five-year periods, some large-
scale investment schemes in new reservoirs, water management schemes
and drainage plans will take more than five years and cover multiple Price
Review periods. He said that the regulator needs to be able to fund long-
term investments with certainty and stability in the long term, but this will
need a change to how water companies and regulators operate.®?

Mr Black pointed out that at PR19, Ofwat “pushed companies sufficiently
hard” that four of them appealed the determination, which had never
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happened before. He argued he has the ambition to push the sector further
as he thinks it is capable of doing “much more”. However, he noted that one
challenge Ofwat faces is getting companies to take action on the commitments
they have already agreed, as in the most recent Price Review, some progress
on infrastructure has been “slower than we would have liked”.”

The Secretary of State set out that the Government expects “a significant
amount of money to come through in the Price Review”, noting that the last
Price Review led to “about £51 billion of capital investment”.’*

We welcome Ofwat’s recognition of the need for a significant increase
in investment at the next Price Review, given the challenges facing
the sector. The Price Review process is appropriate for iterative
improvements to underlying assets but investment in environmental
improvements and increasing water supply has remained low,
potentially due to the regulator’s focus on efficiency and the limited
time horizon of the Price Review process. Given the likely shift in
the sector towards large, long-term strategic infrastructure projects
that are required to ensure future water supplies and resolve
environmental issues, more of the sector’s investment will need to
take place outside of the Price Review process in future.

Competition

Traditionally, water and sewerage infrastructure has been built by the
incumbent regional company. However, the Thames Tideway tunnel, a
25-kilometre sewer being built under the River Thames, has been financed
and constructed by a third party company independent of Thames Water.

Mr Cox explained that Thames Water had the right to build waste
infrastructure in the region but Ofwat was not satisfied with its provision, so
it created a separate scheme to allow others to bid for the project separately.
He acknowledged that there were “some very difficult battles” with Thames
Water over it and although the project attracted fewer consortia than had
been hoped for, the project’s cost of capital for construction was “half the
then level for the water industry” and lower than anyone thought would be
managed, reducing costs from around £80 per customer per year to around
£20 per customer per year.”’

The project has taken a long time to be completed. The initial Thames
Tideway Strategic Study Group was set up in 2000, but it took until 2013
for Thames Water to announce the shortlists of consortia bidding for the
construction work. The third party infrastructure provider, Bazalgette
Tunnel Limited, was given a regulatory licence in August 2015.°° Tunnelling
began for the project in 2018 and all works are set to be completed in 2025.°7

The Government introduced the Water Industry (Specified Infrastructure
Projects) (English Undertakers) Regulations 2013 to enable the project to
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be delivered in this way.’® Ofwat set up a Specified Infrastructure Projects
Regulations (SIPR) regime, putting the project out to competitive tender for
a third party to design, build and finance, aiming to deliver “better value for
customers and provide a wide range of benefits”.*

Under this model, a special purpose vehicle (SPV) independent of the area’s
water company is established to finance, build and operate the infrastructure
project using project finance. The debt and equity used to finance the project
is paid back from the cashflow generated by the project in the long term.
Ownership of the SPV can be opened up to a range of different investors.!°°

In January 2022, the then-Secretary of State for Business, Energy and
Industrial Strategy, The Rt Hon Kwasi Kwarteng MP, asked Ofwat to
conduct a high-level stocktake to identify opportunities and barriers to
unlocking more competition in strategic investment in the water sector.'"!

Ofwat published its report in July 2022, finding benefits to competition
including lower costs, increased speed and effectiveness, and wider benefits
such as environmental improvements and innovation. However, Ofwat also
outlined barriers to competition, including legislative restrictions to using its
Specified Infrastructure Projects Regulations (SIPR) regime more widely
and an inability for water companies to automatically apply for a development
consent order under the Planning Act 2008.1°

The Water Industry (Specified Infrastructure Projects) (English Undertakers)
Regulations 2013 provide that the SIPR regime can only be used where the
project is “of a size or complexity that threatens the incumbent undertaker’s
ability to provide services for its customers”.!> Ofwat argued that this is a
“high threshold to pass and prevents its use”, even where this would provide
better value for money for customers, recommending that this test is removed
from eligibility considerations.!%*

Ofwat also raised concerns about the ability of large water infrastructure
projects to gain planning permission. The Planning Act 2008 facilitates
delivery by providing a streamlined planning process for projects that are
deemed ‘nationally significant infrastructure projects’ (NSIPs). This allows
project sponsors to apply directly to the Planning Inspectorate for planning
permission and other statutory powers and consents through a Development
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Consent Order (DCO) process. The Government publishes National Policy
Statements (NPSs) to establish the need for NSIPs and the policies for their
development, but currently there is no designated NPS for Water Resources
Infrastructure, which “creates some uncertainty around the DCO process”.!®

The Government consulted on adraft NPS for Water Resources Infrastructure
in 2018'%¢ but a finalised NPS is yet to be published. In its Environmental
Improvement Plan, published in January 2023, the Government confirmed
DEFRA will “Designate the National Policy Statement for Water Resources
Infrastructure, to improve planning decisions and better enable new water
supply infrastructure delivery.”!%7

Ofwat recommended that designating the NPS should “be a priority for the
Government” and called for the definition of NSIPs to be updated to cover
some strategic water resource projects that would currently be excluded,
including those delivered through special purpose vehicles or other
competitively appointed providers.!%®

Mr Slade said that there are almost certainly areas within the sector where
greater competition can be brought in, with Thames Tideway often quoted
as an innovative way of dealing with a significant piece of infrastructure that
needed funding. He suggested that the issue is ensuring that the projects
being put out to competitive tender are of sufficient scale to make it worth the
time and money that goes into preparing and managing bids and bringing
consortia together.%°

Mr Cox argued the project is a “fantastic success” and shows what can
be done when the responsibility for completing significant infrastructure
projects is taken away from water companies, allowing a separate focus on
them. He explained that at the last Price Review, Ofwat asked companies
to justify why any investments over a certain size should not be carried out
externally. He suggested that the model lends itself to building a passive asset
whose operation can be taken on by the incumbent company, as it needs to
be integrated into their operations, and he is “confident” that there will be
more opportunities for this.!!°

Ms Bentley agreed that Thames Tideway is a good example of delivering
a large-scale infrastructure programme effectively, stressing that Thames
Water is fully supportive of the increased use of competition. She argued
that competition is attractive as it is done on a longer timeframe and spreads
costs over the life of the asset rather than over a five-year cycle, suggesting
that there is an opportunity for this approach to be the way forward for
large infrastructure projects that improve water security. She suggested that
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it makes sense to use competition for reservoirs and other large programmes
that can be easily identified and separated from the rest of the network.!!!

Ms Bentley said that other large, long-term investment programmes, such
as replacing the Victorian clean water network, are a little harder to compete
on as they are live systems and are integrated with the operating controls
of the water company, making it harder for a third party to provide those
assets. She argued that there are areas in more rural or semi-rural landscapes
where this may be possible, but that the intense integration of L.ondon could
make it difficult. She said that some areas of Thames Water’s plans could be
provided in this way, particularly the provision of sustainable urban drainage
systems which involve “spongifying” areas to help absorb surface water.!!?

Ms Bentley said that the regulations introduced to enable the Thames
Tideway scheme were deliberately left flexible to allow other projects to use
the same route. She supported Ofwat’s recommendation for changes that
would allow “wider use” of the SIPR model and emphasised that putting in
place a National Policy Statement would “help ensure projects are delivered”.!!?

Asked whether strategic infrastructure should run on a timeline outside the
Price Review process, Mr Black said that this “may well be the approach™.
He explained that at the last Price Review, Ofwat set a ten-year price
control for the new Havant Thicket reservoir and put in place the Direct
Procurement for Customers (DPC) process, which set a 25-year contract
for the building of a new £1 billion aqueduct from the Lake District to
Manchester. He emphasised that the future will see a significant step up into
major infrastructure projects, requiring new skills and capacity to manage
them within companies and the regulator. '!*

Mr Black said that Ofwat has options to bring about competition but
explained that one of its requests to the Government is for it to “free up” the
special purpose vehicle model used to take Thames Tideway forward under
the Specified Infrastructure Project Regulations so that it can be used more
widely. He explained that Ofwat thinks setting up special purpose vehicles
is “the right way to go”, as this provides a licence that can be applied to the
new investment, allowing Ofwat to intervene more effectively than in the
DPC model.'®

Mr Black stressed that if one looks at Thames Water and the challenges it
is currently facing, it would be reasonable to suppose that if the Thames
Tideway project had been taken forward by Thames Water, it would have
been “less effective and successful”. However, he emphasised that as with
Thames Tideway, there will still be interfaces with existing water companies
and it is important that they work well. Mr Coucher said that Ofwat would
like to see some bigger schemes taken out of the Price Control mechanism,
such as the proposed Abingdon reservoir and similar projects, and delivered
through different mechanisms, enabling water companies to focus on doing
the basics well.!°
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The Secretary of State pointed to the Direct Procurement for Customers
(DPC) as an example of the ways in which Ofwat can “make sure
that appropriate investment can go ahead but consumer bills are not
overwhelmed”.!'” She explained that the Government is “having discussions,
recognising the scale of capital that needs to be invested in this industry
more broadly to see the benefits of what happened with the [SIPR] model,
which has significantly reduced the cost of financing”.!!®

The Secretary of State praised the Thames Tideway project for reducing
costs and argued that it “shows that the competition works in that regard”.
Davide Minotti, Deputy Director for Water Services at the Department for
Environment, Food and Rural Affairs, said that the National Policy Statement
“will specify” a number of strategically important water infrastructure
projects, including through the Direct Procurement for Customers route. The
Secretary of State said that she is “very open” to amending the designation
process for projects to go through the SIPR regime.!*®

Strategic, nationally significant infrastructure projects should be
delivered outside of the Price Review process. The special purpose
vehicle approach used for the Thames Tideway project provides a
useful alternative model for funding such projects, reducing capital
costs and spreading them over a longer timeframe than the five-year
Price Review. Ofwat’s Direct Procurement for Customers model
provides an opportunity for larger projects to be carried across
multiple Price Review periods and is a useful outlet, but the expansion
of the Thames Tideway model is more desirable as this allows Ofwat
to intervene more effectively through the licence that can be applied
to the new investment.

The Government should consider legislating to remove the scale and
complexity test from the Water Industry Act 1991 and the Specified
Infrastructure Project Regulations, ensuring that special purpose
vehicles can be used much more frequently to build large water
infrastructure projects.

The Government should designate the final National Policy
Statement for Water Resources Infrastructure to ensure strategically
significant water infrastructure projects are designated as nationally
significant infrastructure projects and can progress through the
planning process in a timely manner. The definition of nationally
significant infrastructure projects should be amended to ensure
strategic water resources schemes are not excluded, particularly
those delivered through competitively appointed providers.

Social tariffs

Ms Clancy explained that the water sector faces many serious and immediate
challenges, such as climate change and changing expectations around the
environment, all of which will cause upward pressure on bills. However, she
noted that 1.5 million people are currently struggling to pay their water bill
at today’s rate, which is why the Consumer Council for Water is campaigning
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for the introduction of a water affordability scheme to protect those who
need help at the same time as increasing investment. '2°

Ms Clancy said that at the moment there is a “postcode lottery” of support
with water bills. Two families in exactly the same situation “but on different
sides of the same street” can receive different help depending on their water
company, with some receiving a 90 per cent reduction on their bill while others
get no help at all. She argued that this is why consistent support is important,
suggesting that funding from a central pot for such a scheme would mean
that the burden is spread evenly and does not fall disproportionately on areas
with the highest levels of deprivation. She said that many customers are not
even aware of what water company they belong to or are looked after, which
layered with different support schemes on top poses a significant challenge
for debt advice agencies to provide help.!?!

Ms Clancy emphasised that the introduction of a water affordability scheme
or single social tariff would need legislative change, while noting that Ofwat
does have a role in terms of affordability more generally. She said that the idea
has received “really positive support” from the sector, the UK Government
and the Welsh Government, with working groups looking at the viability
and practicalities of the scheme. She urged Ofwat to signal the need for
such a scheme in relation to the next Price Review, subject to the necessary
legislation being in place.!'??

Prof Barker explained that every company has a social tariff but it is called
different things by different companies and is calculated differently, with
75 per cent of customers having no idea if water companies will offer
support with bills. He said that proposals for a single social tariff could go
“a long way” to addressing concerns about bill increases but emphasised
that providing a national tariff could lead some customers in some areas to
be worse off, calling for a no-detriment clause to be included in any such
scheme.!?®> Other witnesses argued in favour of retaining some of the benefits
of local, company-led schemes, while agreeing on the need for a baseline
level of support.!2*

Ms Ong argued that there are good arguments in principle for a single social
tariff, including removing the postcode lottery and increasing the support
available. However, she emphasised that while it would address some issues, it
would not be a panacea and would not resolve the conflict between customer
bills and investment needs.!?®

Mr Perry said that Dwr Cymru Welsh Water already provides support for
customers receiving means-tested benefits or with medical conditions,
but that an emerging group needs help which can broadly be categorised
as the working poor. He said that Welsh Water will be trialling the idea of
supporting those people who have negative budgets and would turn up to a
food bank by putting them onto a reduced tariff in January 2023.12°
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Mr Gosden explained that Southern Water offers a social tariff which is
standardised at about a 45 per cent reduction in bills but can range between
20 per cent and 90 per cent. He welcomed proposals for a single social tariff
but emphasised the need to put in place the right entry mechanisms to ensure
people are supported.

Ms Bentley said that Thames Water is very supportive of the single social
tariff, arguing that it has a number of features that could really help to make
a difference. She emphasised that it would require active sharing of data
between water companies, HM Revenue and Customs and the Department
for Work and Pensions to ensure support is going to those who need it most.!'?’

Mr Cox said that he can see why there is a desire for a more common system
but expressed caution as to whether this would be a good thing, arguing that
it could disrupt innovation by companies who are doing what is right for
their region, which can sometimes provide a model for others to emulate but
which might not happen with a standard, national scheme. He also argued
that there may be a limit to which customers not covered by social tariffs are
willing to subsidise other customers.!?®

Mr Black said that Ofwat’s research suggests that customers are facing a
very tough time, even prior to the impacts of the most recent cost of living
increases, with around 50 per cent of customers struggling to pay their bills.
He said that while all companies have social tariffs, Ofwat thinks more can
be done in this space and he has written to companies asking them to think
about how they can provide further assistance.'?’

Mr Black welcomed that some companies had put shareholder funding into
social tariffs but accepted that they are usually funded by cross-subsidy
between customers, suggesting that the Government has a key role to play in
setting guidance on the amount of cross-subsidy available for social tariffs.
He argued that there would be “significant gains” from standardisation
across companies, including in terms of greater awareness of the assistance.
He explained his understanding that the Government intends to have a single
social tariff from 2025, and that if this was the case, Ofwat will implement it
as part of the next Price Review.!*°

In January 2023, the Consumer Council for Water provided supplementary
evidence that “a change of direction from the current Secretary of State has
ended the prospect of a new scheme funded through a central pot, which
could have lifted up to two million households out of poverty”. The Council
said that the decision means “customers could face the double whammy
of unaffordable bills and an environment starved of vital investment”, and
stressed that helping people struggling to pay their water bill “should be a
public policy matter and not be in the gift of private water companies™.!*!

The Secretary of State said that she is “more minded not to have one tariff
for the entire country but to try to get consistency, water company by water
company”. She expressed her view that due to different water stresses in
different parts of the country, “a more localised approach will... almost
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certainly have better outcomes”. She emphasised that she is “seeking a
more consistent approach” across the country in relation to how support is
provided, particularly in relation to eligibility.!*?

It is likely bills will have to increase to pay for some of the necessary
investment in water infrastructure. It is therefore essential that
appropriate support is given to those customers who need it. Current
support schemes vary between water companies with no common
baseline. This amounts to a postcode lottery for consumers in need.

The Government should legislate to introduce a single soctial tariffin
time for its inclusion in the next Price Review. This should provide
a baseline of support for customers regarvdless of who supplies their
water. As this would require some customers to subsidise other
customers, the Government should take decisions on the level of
support having consulted with regulators, companies and consumer
groups.

The single social tariff should include a no-detriment clause to
ensure that no customer is worse off as a result of the introduction
of the new arrangements. Water companies should continue to offer
additional support where customers are struggling to pay their bills
even with the single social tariff in place.

Outcomes-based regulation

In July 2021, DEFRA, Ofwat and the Environment Agency published a
review of the Water Industry National Environment Programme (WINEP),
an investment programme through which the Environment Agency specifies
works required by water companies to meet environmental goals. The review
proposed reforms to move towards an outcomes-based approach.!*?

An outcomes-based approach to regulation is one which stipulates a final
outcome but does not prescribe how the outcome is reached. For example,
if the outcome were to reduce storm overflow use 50 per cent by 2030,
companies would have scope to reach this target in whatever way they see fit
This differs to output-based regulation, which prescribes the steps that must
be taken to reach an outcome.

Annabelle Ong, Director at Frontier Economics, told us that outcomes-based
environmental regulation was key to improving water sector regulation. She
explained that as part of the current WINEP, a lot of water companies are
given “hundreds of very specific output-based things they have to do, such
as improve their discharge at a treatment works. It is more or less prescribed
that there is a traditional solution available.” She argued that if the WINEP
instead proposed outcomes and allowed companies to look at a wider range
of solutions, this would allow more innovative solutions that could have
“lower capital cost, less carbon cost and potentially more biodiversity”. This
can involve, for example, nature- and catchment-based solutions, where
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natural solutions are designed to protect or enhance the environment while
mitigating or preventing pollution 34

143. Mr Colville said that ideally, there would be top-level goals nationally that
describe the level of ambition in the case of the environment, which are then
translated to a catchment-by-catchment basis to reflect local pressures and
opportunities and enable companies to deliver different solutions.!?®

144. Lawrence Gosden, Chief Executive Officer of Southern Water, Mr Perry
and Ms Bentley all emphasised the need for both outcomes and outputs as
part of the regulatory system, suggesting that specific outputs are needed in
maintaining the health of infrastructure assets, whereas outcomes are helpful
when looking at long-term environmental goals. Ms Bentley accepted that it
is a difficult situation for companies to play a bigger role in the WINEP
given low levels of trust in the sector but argued that the next WINEP needs
to be broken down into local, relevant plans that allow companies to work
collaboratively with local authorities, environmental NGOs and agriculture
owners, allowing companies to build trust on the ground.!*®

145. Mr Cox said that Ofwat has used an outcomes-based approach in its last
two Price Reviews and wants the Environment Agency to adopt a similar
approach to encourage innovation in wastewater treatment. He suggested
that in his conversations with them, the Environment Agency has some
sympathy with the idea but has a distrust of water companies having greater
leeway to determine outputs. He explained that there was agreement that
only those companies at the top of the Environment Agency’s performance
rating could be given the opportunity of an outcomes-based regime.'*” Sir
James confirmed that some companies are serious and others are not, with
a great difference in performance and attitude between them. Nonetheless,
the Environment Agency tried to be outcomes-focused and proportionate %%

146. Sir James argued that the then-Government’s review of EU regulation on
the statute book was an opportunity to deliver a more outcomes-based
framework, with the Environment Agency having identified various EU
legacy regulations that can be reformed or repealed. Mr Lovell said that he
is highly motivated to take an outcomes-based approach and that there is
some frustration at the amount of funding that is still restricted and used in
a very closely prescribed way, arguing that the Environment Agency “shall
certainly try and loosen those shackles”.!?°

147. Mr Black said that Ofwat has used an outcomes-based approach in its Price
Review but not in the environmental area. He argued this was because
the Environment Agency is held back by pre-existing EU legislation, but
also called for a “very clear government steer” as to the outcomes it wants,
allowing Ofwat and others to “unleash innovation, partnership working and
getting the best solutions”.!4°

148. Asked whether companies are ready for an outcomes-based approach, Mr
Black said that “some are and some are not”, stressing that some companies
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are “well behind on their current delivery of outputs”, which “would raise
concerns” while other companies are keen and ready.'*!

Mr Coucher agreed that there are roles for outputs, particularly in relation
to issues such as mains renewals, and there are areas where Ofwat “might
want an output measure as well as an outcome”. However, he stressed that
outcomes are “absolutely the right way to go” and are “largely a better way
of doing things”.!*?

The Secretary of State said that it was “always better to have an outcomes-
based approach” but that she was “conscious that sometimes not all the things
that you are trying to do are in your control”. She explained that there will
be many areas that are driven by outputs as outcomes-based regulation “is a
novel approach”. She said that the Government, Ofwat and the Environment
Agency were “working together” to include an outcomes-based approach in
the next WINEP.*?

The current Water Industry National Environment Programme
(WINEP), aninvestment programme through which the Environment
Agency specifies works required by water companies to meet
environmental goals, is prescriptive about work water companies
should undertake. Many stakeholders told us a move to outcomes-
based regulation, where how an outcome is met is not prescribed,
would give water companies greater opportunity to design innovative
solutions to problems facing the sector. These solutions may be more
cost-effective and environmentally friendly than traditional ones. We
therefore welcome that the Government, Ofwat and the Environment
Agency are planning to move towards outcomes-based regulation in
the next iteration of the WINED.

The Government, Ofwat and the Environment Agency should ensure
that the next iteration of the Water Industry National Environment
Programme has a greater focus on the outcomes to be achieved.
This will give responsible companies more leeway to use nature-
based and catchment-based solutions.

To the extent that prescriptive regulatory requirements are the result
of retained EU law, the Government should examine whether the
relevant provisions can be amended to enable an outcomes-based
SJramework in time for the next Price Review.
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CHAPTER 5: STORM OVERFLOWS AND WATER POLLUTION

154. Storm overflows, agricultural runoff, and runoff from roads and transport
all contribute to water pollution and ought to be tackled to safeguard the
environment. Given that the focus of our inquiry is on the regulation of water
companies, we have focused our attention on pollution that water companies
bear responsibility for.

Storm overflows

155. Sir James Bevan, Chief Executive of the Environment Agency, told us water
companies are responsible for 36 per cent of water pollution.!** Pollution
from water companies can be caused by storm overflows and ineffective
management of wastewater treatment works. Storm overflows are release
valves used when sewage systems become at risk of being overwhelmed—
for example, in periods of high rainfall. They release water and sewage
into rivers and the sea to prevent damage to the sewage system that could
cause flooding of properties and streets. Storm overflows can be found at
wastewater treatment works and elsewhere on the sewer network, where they
are known as combined sewer overflows (CSOs).

156. Wastewater treatment works take foul water from the sewage system, treat
it, and release it back into the water cycle in a state that does not damage the
environment. If pressure on sewage systems becomes too great, wastewater
treatment sites are unable to treat and accommodate the volume of water
they receive and thus release untreated water back into the environment.

157. In England, the Environment Agency is responsible for issuing permits
to water companies to allow them to use storm overflows in exceptional
situations. They also regulate wastewater treatment works by assessing the
quality of wastewater they discharge against compliance limits. In Wales,
Natural Resources Wales bear this responsibility.

158. Professor Ian Barker, Managing Director at Water Policy International
Ltd, said that while the Environment Agency is responsible for setting and
enforcing storm overflow permits, Ofwat may have a role if a company is
breaking rules so often that it may not be delivering the statutory functions
that Ofwat is responsible for enforcing.!%

159. Although storm overflows are intended to be used in exceptional
circumstances, witnesses told us they are used routinely. In 2021, sewage was
released from storm overflows 327,533 times for 2.6 million hours. In 2020,
they spilled more than 400,000 times for over 3 million hours.!*¢ Jonson
Cox, former Chair of Ofwat, urged that “we need to get down to a standard
that is what the purpose of the storm overflow always was ... that it should
operate at a time of extreme storm.”'*” His views were echoed by Ofwat, who
said the “current overuse of storm overflows is unacceptable”,'*® and a range
of environmental groups including Wildlife and Countryside Link, Salmon
and Trout Conservation, Angling Trust, and Blueprint for Water.!4°
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Causes of storm overflow overuse and solutions

Stuart Colville, Director of Policy at Water UK, told us that the issues with
storm overflows stem from the 1850s to 1965, when they were “routinely
inserted into the construction of sewers”. However, “the challenges of
climate change, fat, oil and grease, and wet wipes ... were not necessarily
being borne in mind when [storm overflows] were first designed”.’®® The
Rt Hon Philip Dunne MP, Chair of the House of Commons Environmental
Audit Committee, explained that population growth has put additional
pressure on the sewer network. He also said more rainwater now needs to
enter the system both because of greater rainfall caused by climate change
and the building of properties, which has resulted in less porous ground
to absorb rainwater.'” Alan Lovell, Chair of the Environment Agency, said
that shortly after privatisation, water company investment was “directed
primarily at the availability of more fresh water, more drinking water” rather
than wastewater.'>?

An independent evidence project commissioned by the Storm Overflows
Taskforce, established by the Government in 2020, found that to reduce the
volume and frequency of storm overflows, “Either more collected rainwater
and wastewater must be retained in the system and provided with treatment
at a wastewater treatment works. Or the quantity of rainwater entering
sewers must be reduced, enabling a higher proportion of all flows to receive
full treatment.” The Taskforce identified four approaches to reducing storm
overflow overuse:

. Modify the current sewer system, which combines polluted water with
unpolluted water, so that the two types of water are separate. When
water needs to be released via storm overflows, unpolluted water can
be released;

. Add capacity to the sewer system to store and treat more water;

. Manage storm runoff differently, so that it does not all enter the
sewer system, using partly or wholly nature-based solutions such as
sustainable drainage systems;

° Treat discharges from storm overflows on site to a standard where
environmental harm is avoided.

The Taskforce found that “there will be an optimum mix of approaches
appropriate to specific locations”.!*?

Combined sewage systems, the right to connect, and sustainable drainage systems

Currently, much of England is covered by combined sewage systems. Surface
water'®* is combined with wastewater from toilets, bathrooms and kitchens
when conveyed to sewage treatment works, polluting it. As a result, when
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storm overflows are used, polluted water is released. If foul and surface water
were separated, clean surface water could be released in times of stress.

164. Mr Dunne reflected on an oral evidence session the Environmental Audit
Committee held with then Secretary of State for Environment, Food, and
Rural Affairs, The Rt Hon George Eustice MP, who said that separating
foul and surface water within sewers was essential to reducing pressure on
the system and preventing storm overflow overuse.'”> However, Mr Dunne
highlighted that separating surface and foul water completely would be “a
mammoth undertaking™ as “there are in the order of 600,000 kilometres of
underground drainage networks ... [and a] huge amount of infrastructure
would be required to separate them.”!>°

165. Mr Dunne suggested that a good place to begin is ceasing the right to
connect.”” Currently, in England, developers have the right to connect
new developments to combined sewer systems, without separating foul and
surface water, and without regard to the capacity of the sewer to take on
a new connection. This differs to Wales, where the right to connect was
removed in 2019. In Wales, all construction work with drainage implications,
of at least two properties or 100m? or more, is required to have sustainable
drainage systems that comply with national standards. County Councils have
Sustainable Drainage Approval Bodies that developers must seek approval
for their drainage systems from.'>®

166. Schedule 3 to the Flood and Water Management Act 2010 was intended,
by 2015-16, to make the right to connect conditional upon approval by a
Sustainable Drainage Systems approving body at the county and unitary
level.’® Yet the Schedule was never enacted.

167. The Worshipful Company of Water Conservators called for Schedule 3 to be
enacted, highlighting that “water companies and regulators have no powers
to object to development but do have statutory obligations as a consequence
of planning decisions”. They recommended water companies are made
statutory consultees in the planning process. They also recognised that
ceasing the right to connect could be “an impediment to development” that
would “clash with the regular planning permission process”. Therefore, the
National Planning Policy Framework would need to be updated accordingly.!®®
David Black, Chief Executive of Ofwat, commented that the Government
has “committed to reviewing” the enactment of Schedule 3, but Ofwat is
looking for better solutions surrounding surface-water drainage.!®! Guy
Linley-Adams, a Solicitor at Salmon and Trout Conservation, argued that
“it should not be possible to build new builds where there are surface water
drains connected to sewers.”!¢?
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In January 2023, the Government published a review for implementation
of Schedule 3. The review found that Schedule 3 should be implemented
“subject to final decisions on scope, threshold and process once a full
regulatory impact assessment has been consulted on.” In her foreword to the
review, the Secretary of State said she intends to make “swift progress” with
the implementation of Schedule 3. A public consultation will be launched
in late 2023, with implementation expected during 2024.!%> She told us she
did “not know what has happened” to cause the delay to the enactment of
Schedule 3 but was glad the Government has “agreed to get on with it”,!%4

The prevalence of combined sewers in England, which combine
surface water with foul water, results in polluted water being released
to the environment via storm overflows. Although the Government
will need to look at the possibility of separating sewers, significant
progress could be made by reducing pressures on the existing
network. We therefore welcome the Government’s intention to enact
Schedule 3 of the Flood and Water Management Act 2010. This will
ensure developers in England are not able to connect to existing
sewer networks without designing appropriate sustainable drainage
systems, and will place England in line with Wales, where most
construction work is required to have sustainable drainage systems
that comply with national standards.

Wet wipes

In June 2022, Mr Cox, Professor Chris Whitty, Chief Medical Officer for
England, and Emma Howard Boyle, then-Chair of the Environment Agency,
wrote an opinion piece for The Telegraph where they set out that sewage in
waterways is a serious public health risk. The piece states that “management
of sewers is made more difficult by plastic wet wipes flushed down toilets
which congeal together with fats poured down drains to form fatbergs that
block sewers and cause avoidable use of the storm overflows.” They argued
that ensuring only rapidly biodegradable wet wipes are available to purchase,
or that wet wipes are only put in bins, would immediately assist the problem. !

In a July 2022 report on customer research into river water quality, Ofwat
found that only 64 per cent of surveyed customers understood that personal
behaviour such as flushing wet wipes can directly impact sewerage systems. 6
Mr Lovell said it “is primarily the role of water companies to have dialogue
with their customers™ on issues such as wet wipes. Mr Cox told us that there
needed to be a common campaign from the industry on wet wipes, as “it is
no use each company having slightly different messages”.!®’
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Ms McGourty told us 90% of fatbergs are made up of wet wipes. She said
Water UK would launch a national campaign around wet wipes in late 2022,
but the issue required “help and support” from policy makers.!%®

In December 2022, we wrote to the Secretary of State to ask why the
Government has not banned non-biodegradable wet wipes. The Secretary of
State did not answer this question in her response.!'®

Wet wipes pose a serious risk to the proper operation of the sewage
system by contributing to “fatbergs”—build ups of fat that cause
blockages and thus storm overflow use. Consumers must be properly
educated about the problems of wet wipes by the water industry.
We therefore welcome Water UK’s national campaign on the issue.
However, policy intervention may also be needed.

We recommend the Government considers banning the sale of wet
wipes that are not rapidly biodegradable.

Nature-based solutions to water pollution

Nature-based solutions to water pollution are designed to protect or enhance
the environment while mitigating or preventing pollution. For example,
constructing a wetland adjacent to a wastewater treatment site can help to
filter nutrient pollution, slow the flow of water and prevent flooding, and
provide habitats for wildlife.!”® Uncropped arable land can be used to store
water and limit pressure on the sewer system.

Witnesses from environmental groups highlighted the importance of
nature-based solutions in the fight to tackle pollution. Mr Lloyd said he felt
Ofwat had placed “too much emphasis on delivery of carbon-intensive and
engineered solutions on water company assets, such as improving treatment
works on small rural works” where you could spend less on a catchment
solution which would greater benefit society.!”! The Angling Trust told us
that “Ofwat must do more to facilitate the use of both catchment and nature-
based solutions by the water industry”, mainly through the upcoming Price
Review, PR24.12 This sentiment was shared by Blueprint for Water!” and
Wildlife and Countryside Link, who said Ofwat should “incentivise the use
of catchment and nature-based solutions (C&NBS) by the water industry ...
through the PR24 methodology directly”.!”

Some witnesses emphasized that in order for nature-based or catchment-
based solutions to be successful, a move towards outcomes-based regulation
is necessary. This concept is explored in Chapter 3. Ms Ong said we need
“a regulatory system that will incentivise companies to innovate, so that in
five or 10 years we get the optimal mix between traditional, nature-based,
partnership and other solutions.”!”

168
169

170
171
172
173
174
175

Q 59 (Christine McGourty)

Letter from Lord Hollick, Chair of the Industry and Regulators Committee, to Therese Coffey MP,
Secretary of State for Environment, Food, and Rural Affairs, 2 December 2022: https://committees.
parliament.uk/publications/31843/documents/179085/default/

Environmental Audit Committee, Water quality in rivers (Fourth Report, Session 2021-22, HC 74)

Q 16 (Mark Lloyd)

Written evidence from Angling Trust (TWWO0012)

Written evidence from Blueprint for Water (TWW0032)

Written evidence from Wildlife and Countryside Link (TWW0022)

Q 12 (Annabelle Ong)



https://committees.parliament.uk/oralevidence/10628/html/
https://committees.parliament.uk/publications/31843/documents/179085/default/
https://committees.parliament.uk/publications/31843/documents/179085/default/
https://committees.parliament.uk/publications/8460/documents/88412/default/
https://committees.parliament.uk/oralevidence/10499/html/
https://committees.parliament.uk/writtenevidence/109511/html/
https://committees.parliament.uk/writtenevidence/110370/html/
https://committees.parliament.uk/writtenevidence/109549/html/
https://committees.parliament.uk/oralevidence/10457/html/

40

179.

180.

181.

182.

183.

184.

185.

THE AFFLUENT AND THE EFFLUENT

Professor Barker added that achieving such innovation will be difficult, as
concrete and steel solutions have been popular in the past because companies
know how to operate them. Transitioning to more innovative nature-based
solutions “will take longer to establish and to deliver the environmental
outcomes we seek. Until that is happening, regulators, Governments and
water companies will need to hold their nerve and trust in the solutions”,
sharing data with others in the process of discovering which solutions are
most effective.!” Stuart Colville, Director of Policy at Water UK, similarly
remarked that “If you do not give yourself enough time to design a scheme,
you will be driven down a concrete route because they are more familiar ...
rather than a nature-based route”.!””

IFM Investors argued that nature-based solutions “require a more outcomes-
based approach measured well beyond the current 5 year regulatory
horizon.”'® A similar view was expounded by Ms Bentley, who said a “move
towards outcome measures is helpful when we look at some of these longer-
term and perhaps nature-based solutions”.'”’

Mr Linley-Adams expressed that it “is great” if “you can separate rainwater
from sewage and put that into nature-based solutions rather than into the
sewers”. However, he underlined that there will remain a need for foul water
to be treated properly: “It is very difficult to see how you can apply a nature-
based solution to that.”!8

While regulators and companies in the sector may be more
comfortable with traditional, infrastructure-heavy solutions to water
pollution, and some will undoubtedly be needed, it is clear that there
is also a place for innovative approaches, including nature-based
solutions and catchment approaches. These can be a cost-effective,
environmentally friendly way of reducing water pollution.

We recommend nature-based solutions and catchment approaches
Jorm a larger part of the next iteration of the Price Review and the
Water Industry National Environment Programme (WINEP).

Investment needed to address storm overflow overuse

David Black, Chief Executive of Ofwat, told us that the water sector has
historically “been very slow to identify the early signs that more investment
[to deal with storm overflows] needs to be made”. He outlined that in 2014,
when monitoring of storm overflow use was rolled out, data became available
which showed “there is a need for a major step-up in investments”, and that
this “will now take place.”

The independent evidence project commissioned by the Storm Overflows
Taskforce found that the elimination of discharges from storm overflows by
separating rainwater drainage from wastewater in the sewer network would
cost between £350 billion and £600 billion and would cause significant
disruption. The Taskforce said that reducing discharges to zero in an average
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year through other options, such as building storage tanks to capture excess
water during heavy rainfall, would cost between £240 billion to £260 billion.'®!

In its August 2022 Storm Overflows Discharge Reduction Plan, the
Government set a target that by 2050, “no storm overflows will be permitted
to operate outside of unusually heavy rainfall or to cause any adverse
ecological harm”. Overall, the plan estimated there will need to be £56
billion of capital investment over the next 25 years to reach this target.
The plan anticipated that there would be no consumer bill impacts of its
plans to reduce storm overflow discharges by 2025, and that over the whole
period to 2050, bills would eventually rise by £42 per annum. However, the
Government emphasised that this is an average and that there is expected
to be significant variations across years and water company regions, with
impacts in some regions at three times the national average.!®?

Mr Dunne said that the challenge of retrofitting and disconnecting systems
1s “enormous” but suggested that capital markets are “awash” with capital
to invest in long-term, sustainable projects, arguing that the qualifier would
be the capacity of the construction industry to deal with the volume of
investment required. He said that there will be an argument about the pace
and extent to which the use of storm overflows is reduced and how to find a
balance between how this is paid for, over what period, and how to keep bill
levels within reason. While this will come at some cost, he argued that this
does not have to lead to an excessive increase in bills.!8?

Professor Catherine Waddams, a member of the Centre for Competition
Policy at the University of East Anglia, noted that there is an argument
consumers should pay for investment “because they are the people who can
benefit from it”. However, she felt that funding investment through bills was
regressive, and suggested that there was a case for providing funding through
general taxation as it is a public good.'®*

Christine McGourty, Chief Executive of Water UK, suggested that storm
overflows could take “tens of billions of pounds” to resolve but argued that
the private sector had shown it could deliver high levels of investment after
privatisation.'® She argued that the cost can be minimised by the right
public policy interventions, and with interaction with other areas of public
spending, such as Environmental LLand Management Schemes (ELMS).!8¢
She emphasised the need to act now and not “push the problem out to future
generations”!®7,

Lawrence Slade, Chief Executive of the Global Infrastructure Investor
Association, emphasised the need for flexibility in funding settlements
to enable water companies to respond to any imminent challenges, given
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the unpredictability of climate change and its impact on water capacity.
He argued that if long-term planning is done right, with companies and
investors having confidence in the direction of travel and the regulatory
approach, then the impact on bills should be minimal, although engagement
with consumers will be needed as there will definitely be costs.!8®

Lawrence Gosden, Chief Executive of Southern Water, said that early
estimates of the cost of an 80 per cent reduction in storm overflow discharges
in Southern Water’s area would be in the order of £2 billion. He explained
that this would be a doubling of Southern’s capital programme for the five-
year Price Review period.!®® Mr Perry said that the large number of river
catchments and Wales’ sparse population mean that Dwr Cymru Welsh
Water’s bill to reduce storm overflows would be £9 billion, as it has more
lengths of sewer.!”® Sarah Bentley, Chief Executive of Thames Water, said
that the current estimate for Thames Water to make the necessary reductions
in discharges by 2030 is £2 billion, as the company is advantaged by the
Thames Tideway project resolving a large part of London’s infrastructure. '

The Water Industry Act 1991 provides a duty on sewerage providers to
“provide, improve and extend” a system of public sewers, to “cleanse and
maintain those sewers”, and “to make provision for the emptying of those
sewers”, including by “effectually dealing... with the contents of those
sewers”.’2 Mr Cox told us:

“Nearly a third of breaches of storm overflows resulted from inadequate
maintenance of sewers. Operating performance is for companies to
manage. They certify to Ofwat every year that they have the resources
to operate and maintain their services to meet their legal obligations,
and failure to do that should be at their cost.”

He said that the model of private investment in the water system is “hugely
attractive” and continues to be so to private capital markets. He argued
that it is a “fantastic model” for pension funds looking to make long-term
investments and that there is no shortage of private capital funds to invest,
as shown by the fact that new investors were found for Southern Water when
it was virtually put into special administration and its previous investors
lost money.!”® Iain Coucher, Chair of Ofwat, said that Ofwat is very aware
that some of the environmental improvements that it wants would have an
upward impact on bills. He stressed the need for early conversations as to
the scale of ambition on the environment and what this will do to consumer
bills. He explained that Ofwat has the ability to “sculpt” where costs will fall
and can push back impacts on bills towards the end of the next Price Review
to ease the impacts in earlier years, but noted that this is still a real issue for
the sector.*

Mr Black said that Ofwat cannot yet say what the scale of future investment
will be, noting that the Government’s Storm Overflows Discharge Reduction
Plan talks about £56 billion over 25 years. He outlined that this would be
a doubling of current environmental spend but that this was “certainly
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not the limit” as storm overflows are only one aspect of the environmental
issues facing the sector. He argued that Ofwat will not know the full scale
of expenditure until companies have submitted their business plans and
stressed that it is ultimately the responsibility of companies to put investment
needs to Ofwat.'®>

Mr Coucher said that Ofwat has some very good ideas about what investment
plans will be going forward and can quantify what it believes the investment
cost will be for environmental schemes under discussion but noted that those
are Ofwat’s estimates and the regulator wants companies to propose what
the costs will be, as it is conscious that some of the increased expenditure
will affect some water companies much more significantly than others.!*°

The Secretary of State said that the Storm Overflows Taskforce estimated
the cost of eliminating storm overflows at “about £600 billion, which would
be an average of about £850 extra on people’s water bills”. She said that the
Government was “not prepared to go to that level [on bills]”, because it did
not think that “getting bills to that level was the right thing to do.”!*’

The Secretary of State explained that the Government’s plan will require
“about £56 billion of investment” to tackle the storm overflows issue between
2025 and 2050. She stressed that the Government “will continue with the
existing model” to fund this investment and that she is “pretty clear that
there will not be any money coming from the Treasury”.!*®

A huge level of investment—that the Government has estimated will
cost £56 billion over 25 years—is required so that storm overflows are
only used in times of exceptional weather. Given that water companies
are responsible for maintaining their own sewage networks, they
must bear a significant degree of responsibility for the necessary
investment costs. However, we recognise that the scale of investment
needed is vast, and for the private sector to meet this challenge there
will need to be stable, long-term funding arrangements that provide
certainty for investors.

The Government should set out how it envisages the investment
needed to prevent pollution will be funded through a National Water
Strategy. Water companies should take the lead in meeting the
majority of costs.

Prioritising investment in storm overflows

Given the cost of reducing or eliminating storm overflow use could run to
billions of pounds, the question arises of whether prioritising storm overflows
provides value for money—especially considering there are a number of other
sources of water pollution.'®® Mr Perry said that in Wales, “nutrient pollution
is the key issue ... If our focus is on [combined sewer overflows], it will be
absolutely marginal and we will not make the same level of progress.”2%°
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Pennon Group emphasized that in the case of water quality:

“cross-sectoral action is needed to deliver least cost solutions. For
example, we could undertake expensive sewer maintenance programmes,
or Government policy could set the way for behavioural change on wet
wipes, making unflushable products unacceptable.” 2°!

The Secretary of State pointed out that while the Treasury would not
provide funding for water infrastructure, “we are already spending money in
different ways, through things such as flood defences, in our area.”?°

Pollution caused by the routine use of storm overflows is
environmentally damaging and the public is right to demand better.
However, we recognise that there are other causes of water pollution
which must also be tackled.

A National Water Strategy should include consideration of how
SJunding should be balanced across causes of water pollution, to
maximise environmental protection and minimise costs.

Monitoring

Development of monitoring

Storm overflows can be monitored to ascertain how frequently they are
used. Mr Dunne told us that in 2010, the Environment Agency moved to a
system where water companies self-monitored discharge incidents, “partly
because it had fewer personnel engaged”. He said a result of this move to self-
monitoring seemed to be that the Environment Agency were unaware of the
extent of pollution incidents. Sir James said that the Environment Agency
“identified that there was a problem at [storm overflows]”, so the fitting
of monitors was rolled out across the sector from 2014. This rollout will be
completed by the end of 2023, at which point all 15,000 storm overflows
will have monitors fitted.?°> The Secretary of State said it was The Rt Hon
Richard Benyon MP, then Minister for Natural Environment and Fisheries,
who took steps to require water companies to introduce monitoring.?%*

Sir James outlined that as monitors began to be rolled out to oversee storm
overflows, it became clear from the data that “overflows were spilling far
more frequently and for longer than anyone, including the Environment
Agency, had been aware of.”?%° At that point, the Environment Agency
“started to investigate actively”?°¢ and began to work with the Government
to ensure changes were made.

Mr Cox outlined a similar story with Ofwat and the monitoring of wastewater
treatment works. He told us that in 2015, there started to be concern about
the operation of wastewater treatment works, and as a result “Ofwat funded
the rollout of monitors in every company and every works over a certain
size”.?%7 Yet it was only in October 2021 that data became available to show
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significant failings across wastewater treatment works and enforcement
action could begin.

Sir James said he did “not think anybody, not even the water companies,
was aware of the scale of what was going on, because until a few years ago
people had not really thought that it was an issue of particular importance.”2°8
On the issue of wastewater treatments, he added that the Environment
Agency “did not have the resources to put a lot of our people on to sewage
treatment plants and sewage outfalls to check what was actually going on”,
which contributed to the Environment Agency only recognising there was a
problem recently.?°® Mr Black similarly said: “The issue of storm overflows
was known about, but the extent of the issue was not known” prior to 2014.%°

Lawrence Gosden, Chief Executive of Southern Water, told us he could not
see how “before [monitoring began] we could have understood exactly what
was occurring in some of those places out in the network.”?!! Sarah Bentley,
Chief Executive of Thames Water, argued that in the case of wastewater
plants, “It seems to have been the case that the measuring that was done
[initially] was on some of the quality parameters ... regarding levels of
ammonia and phosphorus, not levels of flow”, in line with the EU Water
Framework Directive.?!? She also posited that “A number of the treatment
works and storm discharge points are not manned, so there is no one there
looking at these things.”?!?

Mr Coucher did not believe that water companies knew the extent of pollution
being caused by storm overflows prior to the introduction of monitoring.
However, he said that this raises a concern about how much water companies
know about their assets, so Ofwat “absolutely have to get on top of that” so
that companies can “respond when things are not going right.”?!*

Mr Cox was more sceptical. He noted that data was only presented by water
companies “as it became very clear that the rollout of these monitors was
going to show very significant non-compliances with the regulations and
permits relating to wastewater treatment works.”??> Sir James set out that:

“It was not until the Environment Agency insisted a few years ago that the
water companies put monitors both on their combined sewage overflows
and, critically, on what was happening at their sewage treatment plants
... that some of the water companies came to us and said, “We think
that when you see the data we will find that at least some of our sewage
treatment works are not compliant”.

He went on to say it was conceivable that “at least some of the leaderships
of those companies were not aware” of the amount of non-compliance
happening on the network, but that it is “quite hard to believe that some of
the people working on the ground at some of the sewage treatment plants did
not know that those plants were failing to meet the terms of their permits”.
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He emphasized, however, that this is something that would need to be
established by an ongoing investigation.?!

Effectiveness of monitoring and enforcement

Mr Cox said that when Ofwat and the Environment Agency became
aware of data that indicated significant failings at wastewater treatment
works, they acted quickly, opening investigations against five and then six
companies within a month in November 2021.2"7 Then, in March 2022,
Ofwat announced that it was opening enforcement cases into five water
and wastewater companies (Anglian Water, Northumbrian Water, Thames
Water, Wessex Water and Yorkshire Water) as part of this investigation. The
companies have been served formal notices to gather further information
for enforcement purposes.?'® In June 2022, a further enforcement case was
opened into South West Water, which was also served with a formal notice
to gather information.?"

In 2019 Ofwat fined Southern Water £126 million after concluding that it
had underinvested in a number of its works, leading to equipment failures
and sewage spills. The company had also “manipulated its wastewater
sampling process” to avoid revealing the sites’ performance and so avoid
penalties under Ofwat’s incentive scheme.??°

Separately, in 2021 the Environment Agency prosecuted Southern Water for
breaches of the conditions of its permits which had resulted in the dumping
of billions of litres of raw sewage into the sea over several years. The company
admitted 6,971 unpermitted spills from 17 sites in Hampshire, Kent and
West Sussex between 2010 and 2015. The £90 million fine for the spills was
the highest ever awarded by a court for a sewage discharge permit breach.?*!

Professor Ian Barker, Managing Director at Water Policy International Ltd,
said that the Environment Agency had made it very clear to the House of
Commons Environmental Audit Committee that it “does not have adequate
resources to monitor and enforce.” This is because “there has progressively
been a reduction in the grant in aid given to the Environment Agency”,
which it uses to fund monitoring—though it is unclear exactly how much the
fund had reduced.?*

On 29 November 2022, The Times published an article claiming the
Environment Agency had told officials that if, following reports of an incident,
a water company was able to demonstrate no impact, the Environment
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Agency should accept this without further investigation.?”*> We wrote to
Sir James asking for further information. Sir James responded that the
Environment Agency is not funded to respond to all incident reports, so made
the decision to only focus on the most serious incidences. Earlier this year,
the Environment Agency issued guidance to staff that they should “reduce
response levels” to minor and no impact pollution incidents. However, they
must still consider attending such incidents “in certain circumstances and
at sensitive locations. For example, at bathing waters where we can expect
people to be in the water.”?**

218. When we asked Sir James if the Environment Agency was underfunded,
he acknowledged that “All public sector organisations are under resource
pressure”. Yet he explained the Environment Agency had faced particular
issues with funding enforcement:

“For various reasons that the Treasury has imposed, we are not allowed
to use the £200 million, on average, that we get every year from the
water companies to fund the cost of regulating them, to prosecute them.
That means that the only money we have to enforce and prosecute has
to come in the form of grant. Over the last 10 years, the overall grant
that the Environment Agency has had from successive Governments for
our environment work has diminished.”

219. However, he said the Environment Agency has seen a “welcome reversal of
that decline in the budget” this year.?®

220. The Secretary of State said that “every organisation funded by taxpayers often
wants a lot more money than they have”. She said this is often a result of the
Government having to make choices like prioritising putting money into the
NHS.??¢ Nonetheless, she noted that “the [Environment Agency’s] budget
has “certainly increased” for the purposes of enforcement, highlighting that
Anglian Water has recently been prosecuted and fined in court.??’

221. The levels of storm overflow overuse by some companies are
unacceptable. We welcome that monitors will be present on all storm
overflows by the end of 2023 and that the Government has increased
the Environment Agency’s funding for monitoring. However, it
appears that the Agency’s monitoring and enforcement has in the past
been seriously compromised by cuts to its grant, leading to an over-
reliance on self-monitoring by water companies. It is crucial that the
Environment Agency is provided with adequate funding to carry out
inspections. Failure to do this would risk returning the regulator to
a position where it must rely on water companies to police their own
behaviour.

223 Adam Vaughan, ‘Beach sewage inspections to be scaled back’ , The Times (25 November 2022): https:/
www.thetimes.co.uk/article/environment-agency-scales-back-beach-sewage-pollution-inspections-
661d0nvg8 [accessed 4 January 2023]

224 Letter from Sir James Bevan, Chief Executive of the Environment Agency, to Lord Hollick, Chair
of the Industry and Regulators Committee, 7 December 2022: https://committees.parliament.uk/
publications/33338/documents/180401/default/
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We recommend the Government ensures adequate funding is
available to the Environment Agency to inspect and enforce
environmental offences by water companies.

Open data

The Environment Agency hold data on pollution incidents, but do not
make this data public. Sir James told us that “When we know about spills
and we have data that is relevant to that, we share it with Ofwat.”??® Mr
Black was positive about Ofwat’s information sharing relationship with the
Environment Agency, saying “we work very well [together]”.?2°

Mr Cox also praised the working relationship he had with the Environment
Agency while Chair of Ofwat, but said he “cannot deny that this summer
... [has] shown that there needs to be a better-defined system about
environmental regulation, pollution control and holding to account.” Mr
Cox said that Ofwat has called on companies for several years to endorse
the principles of open data, but feels “the barrier is the companies accepting
that open data is a good thing”. We asked him if he believes Ofwat has the
power to compel companies to make their data open, to which he said the
Environment Agency “probably have the powers to do it more than Ofwat”.?3°
He recommended that “Regulators should require all companies to commit
to open data, in a useable form, so that customers can see in real, or near
real, time the environmental performance of their sewerage network and
sewage works.”?3!

Mr Black expressed that he was “really disappointed” that some companies
were not sharing their data openly, and flagged that there is a live review
of the issue at the moment in the sector.>*> He highlighted that more open
data is “part of the Government’s plan” and that Ofwat had recently held
a roundtable with senior company executives on open data.?>> Mr Coucher
said Ofwat “want to find ways in which we can get that information and
make it publicly available, with an obligation on water companies to do that.”
However, he expressed uncertainty that Ofwat has powers to compel water
companies to make data public. #**

The water companies we heard oral evidence from all expressed support
for open data. Lawrence Gosden, Chief Executive of Southern Water, said
information about storm overflow use was “fully publicly available through
a really easy to use portal on our website. We also have that portal directly
electronically connected to the Surfers Against Sewage app.”?*® Sarah
Bentley, Chief Executive of Thames Water, said “We are working through
a live monitoring pilot which will be completed by the end of this year.
We are on track for that and have committed to providing live discharge
notifications.”?*® Peter Perry, CEO of Dwr Cymru Welsh Water, said his
organisation shares open data on environmental performance.?*’
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The Environment Act 2021 amended the Water Industry Act 1991 to require
water companies to publish the following information in a readily accessible
form the public can understand in near real time:

. That there has been a discharge from a storm overflow;
. The location of the storm overflow;

o When the discharge began;

o When the discharge ended.?*®

The Government’s Storm Overflows Discharge Reduction Plan, which sets
environmental targets, states water companies must make this reporting
available no later than 2025.2*° The Secretary of State highlighted that
Thames Water “has decided to proactively make [its] data” on storm overflow
monitoring available.?*® She said the information from monitoring outlets
“has to be made public by the end of 2024 or 2025”24

Water companies should commit to providing public, open data in a
useable form on the environmental performance of their sewerage
network and sewage works. Customers should be able to see how
water companies are affecting their areas in real or near-real time,
and regulators should have access to this information in order to
ensure that water companies are fulfilling their duties. It is welcome
the Environment Act 2021 amended the Water Industry Act 1991 to
require companies to provide open data, but no detail about how such
plans will be implemented have yet been outlined.

The Government, Ofwat, and the Environment Agency should
publicly outline their plans to ensure open data on environmental
performance is provided by companies as a matter of priority.

Government policy and strategy

Storm Owverflows Discharge Reduction Plan

In August 2022 the Government published its Storm Overflows Discharge
Reduction Plan.?*?> The plan requires water companies to achieve several
targets, including that by 2035, water companies will have to improve all
storm overflows discharging into or near designated bathing water, and
improve 75 per cent of overflows discharging to high priority nature sites.
By 2050, this will apply to all remaining storm overflows covered by the
targets, regardless of location. The Plan will be reviewed in 2027 to consider
where the Government can go further, taking account of innovation and
efficiencies.

The Plan also states that water companies will be required to publish
discharge information in near real time as well as committing to tackling the
root causes of the issue by taking steps to improve surface water drainage.
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Environment Act 2021 section 81

Department for Environment, Food and Rural Affairs, ‘Storm overflows evidence project’: https://
www.gov.uk/government/publications/storm-overflows-evidence-project [accessed 4 January 2023]
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It outlines the expectation that water companies ensure their infrastructure
keeps pace with increasing external pressures, such as urban growth and
climate change, without these pressures leading to greater numbers of
discharges.

The Plan sets out the Government’s expectation that Ofwat will challenge,
support and enable water companies to meet the targets set out, and enable
investment to follow investigations as quickly as possible without waiting for
the next Price Review period. It called for Ofwat to incentivise companies to
meet the targets as soon as possible and go beyond them if this is supported
by customers, to challenge companies to meet their public commitments,
and to actively support companies in the use of green infrastructure where it
is the most appropriate and best value approach.

Mr Gosden viewed the Plan as setting out a “minimum” and said Southern
Water will seek to accelerate meeting its targets.?*> Mr Lloyd similarly argued
that the Plan is “too little too late” and noted that some water companies have
already committed to meeting its targets earlier than the prescribed dates.?**
Mr Linley-Adams added that the Plan seems to “allow water companies
decades more to deal with [the] problem”.?%

Ms Ong criticised the Plan for not setting “environmental targets and
ambitions at that outcome level”, instead listing specific outputs such as
not allowing storm overflows to discharge above an average of 10 rainfall
events per year by 2050. She said an outcomes-based approach “would allow
companies to be more innovative”, 24

Ms Bentley raised concern that the Plan exhibited a disconnect between
DEFRA and regulators. She highlighted that “DEFRA targets are about
the number of sites that are improved, while Ofwat has a proposal out at the
moment for the number of events per storm overflow.”?4’

Other witnesses argued the Plan needs to be part of a more joined-up
approach across Government more generally. Mr Barker said “putting all
the onus on the water companies, on the discharge end of it, ... does not
face up to the reality” of the causes of storm overflow overuse. He posited
that surface run-off from areas that combined sewers serve, such as roads
and industrial estates, are significant contributors to storm overflow use:
“It would make a lot more sense, in order to manage storm overflows, if
[the Plan] were part of a more coherent and integrated effort to manage
surface water better in the urban environment.” This effort would cut across
DEFRA, the Department for Levelling-Up, Housing and Communities, and
the Department for Transport.>*® Mr Lloyd similarly said the Plan “is very
focused on just the water industry and fails to grasp the holistic approach
... It needs to set a statutory objective to bind in all other sectors—Ilocal
authorities, housing developers, highways agencies.”?*°
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238. Both Mr Dunne and Mr Black welcomed the Plan.?®* Mr Black said
companies will reflect the Plan in their business plans which they submit to
Ofwat. However, he noted that of plans Ofwat had already received, “Many
companies still have not adequately reflected the Government’s overflows
plan in their planning process.”?!

239. Davide Minotti, Deputy Director of Water Services at DEFRA, said that the
Government are “certainly not going to wait until 2050” to make the £56
billion investment the Storm Overflows Discharge Reduction Plan predicts
will be needed to reduce storm overflow overuse. The Secretary of State
emphasized that the Plan will be reviewed in 2027. She set out that if the
Government “could [take steps to reduce storm overflow overuse] a lot more
quickly, without it being massive on bills, of course I would want it done
more quickly.” The Secretary of State said innovation could help in reducing
storm overflow overuse more quickly, and that while water companies should
invest in this innovation, she is considering if some of DEFRA’s research
budget could be used.??

240. We welcome the Government’s Storm Overflows Discharge Reduction
Plan and its expectation that water companies reduce their use of
storm overflows to their original intended use—during exceptional
periods of rainfall. However, we recognise that there are concerns
over whether the targets in the Plan are sufficiently ambitious,
especially in terms of its 2050 goal for reducing storm overflow use.
We also recognise that tackling storm overflow overuse will require
a joined-up approach across government and regulators, which the
plan currently lacks.

241. We recommend that the Government’s commitment to a mandatory
review of the Storm QOverflows Discharge Reduction Plan in 2027
is used as an opportunity to set stretching targets to reduce storm
overflow overuse. We would welcome Defra’s research budget being
used to examine how these more stretching targets could be met. In
the meantime, Ofwat must ensure that significant incentives are in
place to encourage companies to meet the targets in the Plan ahead
of prescribed dates. We also recommend that a National Water
Strategy should include a co-ordinated approach to reducing and
preventing water pollution.

250 Q5 (Philip Dunne MP) and Q 122 (David Black)
251 Q 122 (David Black)
252 Q 135 (Thérese Coffey MP)


https://committees.parliament.uk/oralevidence/10456/html/
https://committees.parliament.uk/oralevidence/11401/html/
https://committees.parliament.uk/oralevidence/11401/html/
https://committees.parliament.uk/oralevidence/12590/html/

52

242.

243.

244.

245.

246.

THE AFFLUENT AND THE EFFLUENT

CHAPTER 6: FINES, PENALTIES, AND ENFORCEMENT

Fines and penalties

The Environment Agency’s annual water and sewerage company performance
assessment for 2021, published in July 2022, found that the performance
of water companies was at its lowest ever level and most companies’
performance was declining. The Environment Agency argued that despite
continuing enforcement action against those breaching environmental laws,
water companies remain undeterred by the penalties currently being issued
by the courts, calling for courts to impose much higher fines for serious and
deliberate pollution incidents.?>?

The Agency’s then-Chair, Emma Howard Boyd, said that the Environment
Agency “would like to see prison sentences for Chief Executives and Board
members whose companies are responsible for the most serious incidents”,
and for company directors to be “struck off so they cannot simply delete
environmental damage from their CV and move on to their next role”.?>*

On 3 October 2022, then-Secretary of State for Environment, Food and Rural
Affairs, the Rt Hon Ranil Jayawardena MP, announced that he would bring
forward proposals to raise the limit on civil penalties that the Environment
Agency can directly impose on water companies from £250,000 to up to £250
million. The Variable Monetary Penalties (VMPs), which offer a quicker
method of enforcement than lengthy and costly criminal prosecutions, can
be issued for more serious offences, including where there is evidence of
negligence or mismanagement or when there is a serious environmental
impact.?®

Prof Barker said that the Environment Agency has moved towards having
fewer prosecutions and more civil sanctions, noting that civil sanctions
provide a direct benefit in that sums are paid to benefit the environment,
but that they do not have the same level of publicity or reputational damage
as prosecutions.?°® Guy Linley-Adams, of Salmon and Trout Conservation,
suggested that civil penalties should not be used in cases of water pollution,
arguing that they are “extremely attractive” to companies because they avoid
the “useful stigma” that is attached to prosecution.?’

Professor Catherine Waddams, a member of the Centre for Competition
Policy at the University of East Anglia, said that fines “may not be” at the
right level and there is some evidence that it is “worth risking the fine” by
not meeting standards. She said that she is “personally in favour of much
stronger sanctions for individuals”, arguing that it might concentrate minds
if there was a risk that those responsible could be unable to participate in
boards as a result of their actions.?’®. She noted an occasion during her time
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on the board of Ofwat where she was involved in fining a water company that
had deliberately lied to the regulator. In this particular case, she explained
that the entire management and board of the company had been replaced by
the time the fine was levied.*’

Alan Lovell, Chair of the Environment Agency, said that the Agency has the
opportunity to take matters through the courts but this takes time and has
to be proved to a criminal standard, noting that the current investigation
into combined sewer overflows will be “a very long process”.?%° He said that
he was “quite delighted” with the Government’s proposal to increase the
amount that the Agency can levy in Variable Monetary Penalties, arguing
that this will give the regulator “a much bigger stick with which to go after
bad behaviour among water companies”. He said that this still requires a
criminal standard of evidence and is not a simple process, but that it will “tip
the balance” in terms of discussions with water companies and should make
a significant difference. He said that he hoped the Government “will rapidly
be able to deliver on that commitment”?°',

Sir James Bevan, Chief Executive of the Environment Agency, said that
the Agency normally always prosecutes when there is evidence of serious
wrongdoing. However, he said that the Environment Agency has increasingly
been using enforcement of undertakings as an option. He emphasised that
prosecution is a “key weapon” for the Agency but explained that while they
are doing less of it, this is partly down to resource constraints, as well as
because it is “broadening the palette of options™ available to it.2%2

David Black, Chief Executive of Ofwat, said that the regulator’s power to
fine companies 10 per cent of their turnover is “quite substantial” but there
“may be further scope for change” given that water companies are asset-
intensive businesses. However, he argued that the current penalties imposed
by Ofwat and the Environment Agency provide “very serious challenge to
companies and their investors”, stressing that it is “now getting very painful
for shareholders and regulators are seeing changes”?%?. Mr Coucher said that
Ofwat would like to see greater powers to debar directors from companies
that are “egregiously and continually poorly performing”, meaning that they
cannot take up new, senior positions within the regulated sector.2%%.

The Secretary of State felt that regulatory fines and penalties are adequate,
stressing that the Government had “listened to Ofwat” and provided it with
powers to modify licences. She explained that while Ofwat does not have the
power to debar companies or executives, “the Environment Agency does,
where appropriate”.

251. The Secretary of State said that she was “very keen” for the Environment
Agency to use the powers that it has. She noted that for criminal prosecutions
by the Environment Agency, “unlimited fines are possible, but the judge
decides what the fines will be. To date, the largest fine a judge has given has
been about £5 million”. She outlined that the Government is intending to
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consult on its proposals in relation to Variable Monetary Penalties in “this
quarter, or perhaps stretching into just the other side of Easter [2023]”.2%

252. It appears that for some time, regulatory deterrents such as penalties
and fines have been insufficient to ensure an acceptable level of
performance by water companies, particularly in relation to the
environment, where performance is at its lowest ever levels. We
welcome that some recent fines and penalties have been at a more
appropriate level but remain concerned that they may not be a
sufficient deterrent. The length of enforcement processes can result
in those in penalties being applied long after those responsible have
left the company.

253. Recent Government proposals to increase substantially the limit
on the Variable Monetary Penalties that can be directly imposed
by the Environment Agency on companies could help to provide
strong enforcement in a more reasonable timeframe. However, it is
concerning that the Environment Agency has not used these powers
often in the past, a situation possibly brought about by the Agency’s
shortage of resources for enforcement.

254. While civil penalties can help to bring about enforcement more
quickly, it is important that regulators prosecute criminal behaviour.
It is alarming that the Environment Agency is prosecuting less due to
resource constraints.

255. The Government should deliver on its proposals to increase the imit
on Variable Monetary Penalties for serious offences committed by
water companies. The Government should ensure the Environment
Agency has adequate funding to use its new powers effectively and
prosecute criminal behaviour in the sector.

256. There is a need for greater individual accountability for executives
and directors of companies that are responsible for serious and
deliberate pollution incidents, including criminal prosecution where
appropriate. The Government should give Ofwat powers to prevent
directors of companies that are responsible for serious pollution
incidents from continuing to work in the sector.

Special administration and changes of ownership

257. Under the Water Industry Act 1991, Ofwat is responsible for granting water
supply licences.?* Licences continue in force, unless revoked or suspended in
accordance with their conditions, for the period specified in or determined
by the licence.?®” However, the Water Industry Act 1991 gives Ofwat the
power to transfer businesses to new owners through a special administration
process under certain conditions, including where a company fails to meet
its legal obligations or where it is unable to finance its functions.?®

258. Jonson Cox, a former Chair of Ofwat, outlined that in 2021 Ofwat brought
about what was called a “virtual special administration” of Southern Water,
as the company was “failing on many fronts, and we had given investors
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notice to put more money in or we would take control of the situation”.
He said that Ofwat, with the assistance of the owners, ran a “competitive
auction” to bring new capital into the company.?*° In August 2021, Macquarie
Asset Management announced that it had reached an agreement to acquire
a majority stake in the company and would invest “over £1 billion in new
equity to recapitalise the business”.?”°

259. Mr Cox explained that the company’s previous owners lost a “very large
share of their investment” and stressed that it was an important message that
if assets are not run well, investors will lose a “big part” of their investment.?”!
He argued that it would be good to have a more competitive process for
licences and that licence powers “were underused by regulators”, given their
ability to “control behaviour”. However, he was not sure that the current
problems in the sector are best answered by looking at duties and licences, as
there is a “simpler way forward”.?"

260. Prof Waddams said that she does not think that Ofwat has a fundamental
reluctance to take away a licence for serious infringements, and while it
would lead to costs that would need to be carefully considered, Ofwat felt
that it could find someone to take the licence on if necessary.?”

261. Oflicence removal, Sir James said that “the more stick and carrot there is, the
better. That is an obvious stick”. He explained that the Environment Agency
has had “those conversations” with Ofwat about particular companies and
while the question is about how to sustain public water supply after a licence
is stripped, “there are ways round that”. He noted that at a lower level,
the Environment Agency does suspend licences and permits when water
companies do not perform at the necessary level.?™

262. Mr Black said that the special administration powers to take away water
company licences are “part of the toolkit” for Ofwat but they have a high
bar to be applied, requiring a high burden of proof and approval from the
Secretary of State and the courts, so “they will not be used lightly”. He
argued that Ofwat had used the threat of these powers to achieve changes at
companies and has “come close to looking at the need” to use them.?”

263. Mr Black said that introducing competition for water company licences is
“certainly an idea worth considering” but emphasised that there are upsides
and downsides. He argued that if licences were expiring ahead of a bidding
process, it “might be difficult” to get companies to focus on and make
provisions for the long term. He instead argued in favour of introducing more
powerful incentives on companies in the existing model, with companies
held to account. 27

264. The Secretary of State said that there have been examples of water companies
being taken over, as “sometimes investors have come in and not realised

269 Q83

270 Macquarie Asset Management, Press Release: ‘Macquarie Asset Management agrees to acquire
majority stake in Southern Water’ (August 2021): https://www.macquarie.com/au/en/about/
news/2021/macquarie-asset-management-agrees-to-acquire-majority-stake-in-southern-water.html
[accessed 1 February 2023]

271 QQ 79, 83

272 Q86

273 Q49

274 Q 103 (Sir James Bevan)

275 QQ 119, 123 (David Black)
276 Q 123 (David Black)



https://committees.parliament.uk/oralevidence/10669/html/
https://www.macquarie.com/au/en/about/news/2021/macquarie-asset-management-agrees-to-acquire-majority-stake-in-southern-water.html
https://www.macquarie.com/au/en/about/news/2021/macquarie-asset-management-agrees-to-acquire-majority-stake-in-southern-water.html
https://committees.parliament.uk/oralevidence/10669/html/
https://committees.parliament.uk/oralevidence/10669/html/
https://committees.parliament.uk/oralevidence/10534/html/
https://committees.parliament.uk/oralevidence/10916/html/
https://committees.parliament.uk/oralevidence/11401/html/
https://committees.parliament.uk/oralevidence/11401/html/

56 THE AFFLUENT AND THE EFFLUENT

quite the demands that may be made on them”. However, she expressed her
view that “it is for Ofwat to decide how best to use its powers”.?”’

265. In relation to introducing greater competition for licences, the Secretary of
State said that she is “not sure” that opening up the non-household water
market “has had quite the impact that may have been hoped for”, and also
pointed to the impacts of the introduction of competition to the retail energy
market.?”®

266. Ofwat’s special administration powers allow it to change the
ownership of water companies that are falling short in meeting their
responsibilities. This a powerful tool that has the potential to be
used more widely where companies have been found not to have been
meeting their obligations.

267. Ofwat should consider whether to be more proactive in using these
powers to change the management of continued poor performers in
the sector.
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CHAPTER 7: DEBT, DIVIDENDS, AND FINANCIAL
RESILIENCE

Debt and dividends

Under its statutory duties, Ofwat must “secure that water companies can (in
particular through securing reasonable returns on their capital) finance the
proper carrying out of their statutory functions”.?”

Professor David Hall of the University of Greenwich published a paper in
January 2022 highlighting that between 2010 and 2021, English water and
sewerage companies paid shareholders a total of £18.9 billion in dividends,
an annual average of £1.6 billion. He suggested that the dividend payments
have “significantly” reduced the money available for investment by
companies and increased the cost of water and sewerage to consumers “by
an average of £69 per household per year over the last 12 years”.?%° Dr Kate
Bayliss of SOAS University of London argued that water companies have
used “financial engineering to create returns for shareholders”, including by
restructuring company finances to accrue high debts while paying dividends
to shareholders”.?®!

In July 2022, Ofwat published a consultation on proposals to improve financial
resilience in the sector, which would give the regulator extra powers to stop
water companies making dividend payments if their financial resilience is
at risk. The proposals would also enable Ofwat to take enforcement action
against companies that do not link dividend payments to performance, or
those failing to be transparent about their dividend pay-outs.?82

Ofwat Chief Executive David Black explained that the proposals would
give Ofwat the power to “lock money into the company” if its credit rating
fell to a level “deemed insufficient for a water company”. He said that the
change “has been fiercely resisted by companies”, who may choose to refer
the licence conditions to the Competition and Markets Authority (CMA).2%?

Jonson Cox, former Chair of Ofwat, said that a “very long-standing mantra”
at Ofwat before his tenure was that capital structure was “for the companies
to determine”. He argued that it was “unfortunate” that regulators had
allowed companies to take ownership of capital structures, emphasising
that if a public utility is owned privately then it should be “held to a higher
standard than other businesses”. He explained that in the 2000s, investment
banks began to realise their ability to acquire water companies and “put
significantly more” debt onto their capital structures. He suggested that
most water companies with highly leveraged structures had “run into real
difficulties”, requiring action to “bring about significant reinvestment 284,

Emma Clancy, Chief Executive of the Consumer Council for Water,
argued that the money put towards shareholder rewards and profits “could

279
280

281
282

Ofwat, ‘Our duties’:_https://www.ofwat.gov.uk/about-us/our-duties/ [accessed 22 December 2022]
David Hall, Water and sewage company finances 2021: dividends and investment - and company attempts
to hide dividends, (January 2022): https://gala.gre.ac.uk/id/eprint/34274/14/34274%20HALL_Water
and_Sewerage Company Finances %28Rev.2%29 2021.pdf [accessed 11 January 2023]
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very much help” with the problems in the sector, but suggested that what
customers “really want” is a level of transparency about what companies are
being rewarded for.?%

Peter Perry, Chief Executive of Dwr Cymru Welsh Water, suggested that
Dwr Cymru Welsh Water, which operates on a non-profit basis, has “not had
a problem raising finance” without paying dividends and is funded by debt
on the bond market. He said that the company has “one of the best credit
ratings in the utilities sector” and that it has been “oversubscribed” every
time it has gone to the market. He argued that the retention of profits means
Welsh Water has “very solid liquidity” which can be drawn on during shocks,
which “works very well”?8¢, However, other witnesses suggested that Welsh
Water’s performance is not “significantly better” than its counterparts*®” and
that the non-profit model “is not a silver bullet”?8,

On the other hand, Christine McGourty, Chief Executive of Water UK,
argued that the model of companies raising a mix of debt and equity finance
had delivered benefits, suggesting that “it is the dividends that enable the
equity that funds the investment”. She also said that in the last year, three
companies paid no dividends.?®* Stuart Colville, Director of Policy at Water
UK, said that the financial performance of companies over the last couple
of years “does not quite match some of the stereotyping”, with a total return
on regulated equity of 2.3 per cent in the 2020/21 financial year. He stressed
that Ofwat has been “pushing down the cost of capital and effectively the
assumed return for companies” during recent Price Reviews.?*°

Lawrence Slade, Chief Executive of the Global Infrastructure Investor
Association, acknowledged that there have been disagreements between
investors and the regulator over financial models, suggesting that investors
have “the sense that the regulator has become too involved and too engaged”
in regulating the funding models used by the sector. He argued that this
element “should be one for company boards and not necessarily for the
regulator”?°!, a point also raised by other investors?2.

Lawrence Gosden, Chief Executive of Southern Water, and Sarah Bentley,
Chief Executive of Thames Water, both emphasised that their companies
had not paid dividends in recent years and that they were taking action to
reduce debt levels. Mr Gosden suggested that in the long term it is “not
sustainable” to have zero dividends.?*?

David Black, Chief Executive of Ofwat, said the regulator is “concerned”
about debt and the financial resilience of water companies. He suggested
that debt levels have “stabilised” rather than increased in recent years but
that three companies in particular raise concerns: Thames Water, Southern
Water and Yorkshire Water. He suggested that there has been progress with
those companies but that Ofwat remains concerned that the licence is “still
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too permissive” and “does not set stringent enough standards of financial
resilience”.?%*

279. Iain Coucher, Chair of Ofwat, said that the sector’s finances are currently
“about 70 per cent” debt, explaining that Ofwat “would like to see it come
down” to “about 60 per cent”, with Mr Black clarifying that Ofwat would
like to see this reduction occur during the current Price Review period. Mr
Black also pointed out that it is “important not just to look at the headline
debt numbers”, as “other factors in the financial structure can add to the
stresses”, including the use of derivatives.?*°

280. The Secretary of State said that Ofwat “thought there was an issue” in relation
to dividends, “which is why, in the Environment Act [2021], powers were
given on dividends” and related issues. She argued that “it is that unlocking
of the private capital... that has led to investments” but recognised “some of
the issues and dividends seeming to have been prioritised”. She stressed that
the Government has responded to Ofwat’s concerns “and it is now over to
Ofwat to deliver any changes that it thinks are necessary”.?°°

281. It is clear that in the past, a number of water companies have been
overly focused on maximising financial returns, including by
increasing debt levels, at the expense of operational performance
and protecting the environment. We welcome that some companies
have exercised more restraint in recent years, in part due to tougher
regulatory settlements as well as wider economic conditions.

282. While financial structures are usually a matter for company boards,
water companies’ monopoly role in providing an essential service
means that a higher standard should be demanded, especially in a
sector of such importance to households and the environment. We
support Ofwat’s increased interest in the financial structures of
water companies and wholly support its proposals to amend licenses
to ensure that dividends are linked to performance and companies
are financially resilient.

Executive pay

283. In February 2022, Ofwat Chief Executive David Black wrote to the chairs
of water companies’ remuneration committees about performance-related
executive pay. In the letter, Black explained that companies’ performance
in some areas, and particularly the environment, “risks eroding trust and
confidence in the sector”. He wrote that it is “essential that companies
provide robust and clear explanations of performance related executive pay”
and how this links to performance for customers, urging committees to give
“particular consideration to the clarity of reasoning” for any awards made
in relation to environmental performance, given the current concern in this
area and ongoing investigations into compliance.?®” In December 2022,
Mr Black wrote a follow-up letter stressing that Ofwat’s board is “deeply
concerned that, generally, companies have not taken sufficient action” to
respond to the regulator’s measures. He wrote that Ofwat wants to be clear
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that it expects companies to “much better account for overall performance in
making decisions on performance-related elements of executive pay.”??8

284. The Rt Hon Philip Dunne MP, Chair of the House of Commons
Environmental Audit Committee, said that there is a need to question
whether some of the “very high” bonuses paid to executives of water
companies that are in breach of their permits and licences “are appropriate
for a public utility”.?*° Wildlife and Countryside Link called on Ofwat to use
powers under the Water Industry Act 1991 to limit payment of bonuses to
water company executives who “consistently” breach their permits, arguing
that this would disincentivise pollution.??°

285. Mr Cox said that Ofwat has “intervened” with remuneration committees
where it was not satisfied with their approach and would call in their Chairs
to explain what is expected. He suggested that if he were still at Ofwat, he
“would encourage it to think about going further on that”.?%!

286. Ms Bentley said that part of Thames Water’s turnaround plan is being
“responsible” on executive pay, with a “substantial proportion” of the
management team’s bonus relating to environmental and customer measures.
Mr Gosden said that three-quarters of executive pay at Southern Water
is linked to performance, including environmental and customer service
performance.?*?

287. Mr Black said that it is “really concerning” given the current environment
and criticism of water companies that they “have not yet been more
responsible in linking executive pay to performance”. He stressed that Ofwat
is “currently looking” at payments and engaging with companies.?*> He said
that Ofwat needs to act in this space and is looking at how it can “bolster
arrangements”, noting that companies made a commitment at PR19 to align
executive pay to performance.?** However, Mr Black argued that it is not the
regulator’s role to “micromanage executive pay”, suggesting that company
boards and remuneration committees “need to take responsibility for making
those decisions”.??

288. Water company executives should not be able to receive substantial
bonuses while their companies have missed performance targets
and polluted the water environment, potentially in breach of their
permits.

289. We support Ofwat’s increased interest in executive pay, including
its expectation that companies set out their proposed policies for
performance-related executive pay during the next Price Review
period. These proposals should ensure performance-related pay is

298 Ofwat, ‘Letter to Chairs of Remuneration Committees regarding performance related executive pay’,
(December 2022): https://www.ofwat.gov.uk/publication/ofwat-letter-to-chairs-of-renumeration-
committees-regarding-performance-related-executive-pay/ [accessed 24 January 2023]
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much more closely inked to performance, particularly in relation
to the environment. Ofwat should set out further provisions to ban
bonuses at companies who have been found to have caused serious
pollution incidents as part of the conditions of water company
licences.

Ownership models

Mr Dunne said that the nature of water companies’ capital structure is so
variable that it is difficult to get a “clear picture” of each company’s activities,
as while public companies have to make disclosures through annual reports,
water companies that are owned by private equity companies are less
transparent. He suggested that some water companies, particularly those
owned by private equity, are more heavily indebted than others.?°

Mr Cox said that in the 2000s, a “raft” of public listed water companies
went private, leading to a “predisposition” for companies to look at water
companies “as financial assets” rather than public service businesses.?’” Water
companies in England now consist of a mix of public listed and privately
owned companies.

Asked whether water companies should be required to be publicly listed
companies, Mr Gosden said that the water company licence already requires
companies to act as if they are listed from a transparency point of view
through an annual reporting process.>°® Ms Bentley said that one can debate
the pros and cons of different ownership models but argued that what is
important is having “patient, long-term investors”.3%

Mr Black argued that requiring water companies to trade at least some
of their shares publicly would “have some benefits”, including minimum
requirements for board governance and “the additional scrutiny that analysts
bring when a company is listed”. He noted the regulator’s concerns around
the highly indebted structures used by Thames Water, Southern Water and
Yorkshire Water.>!°

Mr Black acknowledged that Ofwat has replicated “to a large extent” the
governance benefits of public listing by introducing licence requirements for
governance standards, and stressed that Ofwat has real concerns about the
performance of some listed companies, including South West Water. He said
that it would be “wrong to pretend that listed companies are the answer to
the problem”, as being listed “does not guarantee good performance”.?!!

The Secretary of State said that she does not think that the Government
“should force companies to be publicly traded”. She argued that private
equity can work “in a variety of ways” and comprise of “different kinds of
investors”, including pension funds. She emphasised that there are examples
of private equity owned water companies that are performing well and public
listed companies that are performing less impressively, suggesting that “there
is a role for both approaches” ?'?
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Some witnesses told us the introduction of private equity ownership
to the water sector has been a driver in some companies focusing
on financial performance rather than service delivery and securing
resilience. This has led some privately owned companies to take
on debt and introduce complex financial structures in order to pay
out large returns, even where performance has been unacceptable.
Requiring water companies to disclose information to the same
standard as publiclylisted companies has the potential toimprove their
governance and increase scrutiny of their financial arrangements.

Ofwat should ensure that water companies are subject to the same
level of transparency as publicly listed companies, in order to
improve transparency through the regular reporting cycle.
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CHAPTER 8: FUTURE WATER SUPPLY

Sir James Bevan, Chair of the Environment Agency, told us that every water
company’s business plan contains a graph with two lines. One tracks the
rise in demand for water over the next 30 years, and the other the fall in the
amount of water available. He said that in 20 years, the lines cross, a “point
at which, unless we intervene, we do not have enough water for the country.”
It is critical that those lines do not cross.?"?

Water transfers

Water infrastructure and storage capacity varies across different parts
of England and Wales, as does levels of rainfall. Water transfers use new
or existing infrastructure, such as dams, pipes, reservoirs, and canals, to
transfer water from areas of surplus to areas of need.

300. Jonson Cox, former Chair of Ofwat, told us that water transfer schemes have

301.

302.

existed since the Victorian era. Municipalities “jointly invested in schemes
that transferred water from one region to another”. Yet this only accounted
for four per cent of water supply, a proportion which did not increase for “at
least” a generation, if not considerably longer. Therefore, Ofwat recognised
the need to build more water transfers.’’* Mr Cox said shortly after he
joined Ofwat in 2012, the regulator “started on collaborative work with
companies about how to transfer water across the country”. He outlined that
initially, some companies were less enthusiastic than others about transfer
schemes because it would require them to “give up some headroom in its
water resources for the benefit of another company.” But the establishment
of the Regulators’ Alliance for Progressing Infrastructure Development
(RAPID) in 2019, which brought regulators and companies together to work
collaboratively on ensuring future water supply, put water transfers “on a
different footing”. Within a year of the establishment of RAPID, 18 strategic
resource schemes had been established.?'?

Sarah Bentley, Chief Executive of Thames Water, felt that “the strategic
solutions we need” to ensure future water supply “are well set out”. She
pointed to the success of RAPID, and discussed how in the South East,
“The six regional companies have joined together to form [a] group ... called
Water Resource South East.” The group are overseeing the development of
six water transfer schemes which will be finished between 2030 and 2050.
Ms Bentley felt that the challenge these schemes faced was being “deemed
nationally significant infrastructure projects so that they can go through the

appropriate planning and accelerate through”, as this will require political
will.31e

Mr Perry acknowledged Wales is “one of the wetter parts of the UK?”,
and with the approval of the Welsh Government, Dwr Cymru Welsh
Water would support water transfers. However, he highlighted that water
transfers are a politically and culturally sensitive issue in Wales following the
Tryweryn flooding in 1965, where a rural community was flooded to create
a reservoir to supply water to Liverpool and Wirral. Mr Perry said in order
for Dwr Cymru Welsh Water to support water transfers, criteria would need
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to be in place. This would include “no detriment to our customers or our
environment” and certainty “that the commercial rate for that transfer was
appropriate.”!’

David Black, Chief Executive of Ofwat, told us that at the last Price Review
(PR19), there was insufficient co-ordination across companies, and there
was frustration within Ofwat at companies failing to discuss water transfers.
Yet he was happy to report that he thinks “there has been substantial change”
because of the establishment of RAPID. He also noted that the Environment
Agency’s regional water resource management planning process and the
National Framework for Water Resources foster “much better co-ordination
at the regional level”—even if there are disparities between regions.?'®

Alan Lovell, Chair of the Environment Agency, said that “there are some
decent examples around” of water companies working together on water
transfers. This includes “water transfer arrangements in place from north
Wales into the Midlands that Severn Trent Water is looking after” and a
reservoir in Portsmouth Water’s district which will primarily be used by
people in Southern Water’s remit.>"

Mr Black said that costs are decided by both companies using a “bulk supply
framework”. Ofwat has been working with the water sector “to make sure
that the framework is fit for purpose.” There are challenging issues, for
example, about sharing water resources in a drought. But Mr Black felt this
“can be resolved and we are working through that with the companies.” He
also said that there are environmental challenges to water transfers, such as
the potential transfer of invasive species, which must be worked through. 32°

The Regulators’ Alliance for Progressing Infrastructure
Development’s plans to increase the levels of water transfer between
regions are set to be very important in using existing water resources
more effectively. The regulators should continue to ensure that
companies work co-operatively in this area.

Reservoirs

Reservoirs store vast quantities of water that can be used in times of need,
such as during drought conditions. Ms Bentley told us that LLondon and
the South East particularly lack enough reservoirs—ILondon has roughly a
month’s worth of raw water in storage. She said that if L.ondon had more
reservoirs, the drought restrictions put in place in summer 2022 would not
have been needed.?*

Yet despite the need for reservoirs, we heard that under current plans, not
a single major one will have been built in the UK between 1991 and 2029.%2
In 2018, the National Infrastructure Commission published a report on
preparing for a drier future, which found that in order to avoid the risk of
a severe drought, more than £20bn of investment in new infrastructure
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such as reservoirs is needed over the next 30 years, alongside a reduction in
leakages.???

Mr Lovell said that not building a major reservoir for 30 years was leaving the
country “exposed”, but PR24 would “be critical to enable some investment
by the water companies” and take a step in the right direction.??*

Prof Barker highlighted the case of Cheddar Reservoir:

“In 2014, the Environment Agency confirmed to Bristol Water that it
was happy for a proposed Cheddar reservoir to go ahead, but Ofwat
then refused to fund it on the basis that the case had not been made.
Subsequently, it has been recognised that Cheddar is potentially an
important strategic water resource for water security in the south-west
of England.”?*

Mr Black told us that planning controls have also impeded the creation
of reservoirs in the past: “the last time a major reservoir—the Abingdon
reservoir—went to planning process, in 2011, it failed. It did not get
planning consent on the grounds that it was not immediately needed.” He
said the planning process will need to align with the needs of water resource
management.>?°

The Secretary of State told us:

“I see the challenges that local farmers have, never mind water
companies, for getting planning permission for reservoirs. I am hoping
that you will see stuff coming in the new [National Policy Statement
for Water Resources Infrastructure] that will help with clarity for the
planning process.”**’

Davide Minotti, Deputy Director for Water Services at Defra, said that 20
new large infrastructure projects are currently being considered, five of
which are reservoirs.>?®

Under present plans, the UK will not have built a single new major
reservoir between 1991 and 2029. The Government, regulators, and
companies must work together to deliver more reservoirs to meet the
UK’s future water needs. Failure to do so will result in a less resilient,
secure water supply that risks leaving households without water
during extreme weather conditions that are becoming more frequent
due to climate change. We welcome the Government’s intention to
address the planning issues impeding reservoir development in the
National Policy Statement for Water Resources Infrastructure.

The Government should set out plans to accelerate the planning
process for reservoirs, including by designating, and if necessary
amending, its National Policy Statement for Water Resources
Infrastructure as a matter of priority.
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Changing consumer behaviour

Sir James stated: “Changing behaviour and ensuring that we all cherish water
and treat and use it wisely will be one of the most powerful interventions we
can make” in ensuring future water supply.>** The National Framework for
Water Resources, established by the Environment Agency in 2020 to explore
long-term water needs, outlined a potential shortage of 3,435 million litres
of water per day in England by 2050 if no action is taken.**° The Consumer
Council for Water said roughly “one third of this gap needs to be plugged
by customer behaviour change, yet this is where the least progress is being
made.”?*!

Sir James told us that each person in England uses an average of 140 to 145
litres of water a day. This compares to 80 litres a day in Denmark. *>? Alan
Lovell, Chair of the Environment Agency, said that it is essential to reduce
consumer demand to a maximum of 110 litres a day to ensure future supply.?*?

We heard a variety of ideas about how consumer demand might be reduced.
Effective consumer messaging campaigns®** and water metering®*® could
encourage consumers to consciously reduce the amount of water they use—
for example, by taking shorter showers. Devices such as water-efficient shower
heads and toilet parts can be provided by companies to reduce demand.?*®

Water efficiency labelling may encourage consumers to make informed
choices to reduce water use,?*” which the Secretary of State said was one
approach the Government was taking.?*® The Government’s Environmental
Improvement Plan sets out that over the next decade, the Government will
deliver mandatory water efficiency labelling.?*°

At PR19, Ofwat set each company a target of reducing per capita consumption
of water. However, no company is on target,**® and Ofwat will waive penalties
until at least 2025 because of a rise in working from home, which has
increased demand for water.>*!

The Secretary of State highlighted that in January 2023, Parliament approved
The Environmental Targets (Water) (England) Regulations 2023.34? These
regulations, which were required by the Environment Act 2021, set a target
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of a 20% reduction in the amount of water supplied per day per head of
population in England by March 2038.3%

Responsibility for changing consumer behaviour

Mr Lovell said that “it is primarily the role of the water companies to have
dialogue with their customers” on reducing water usage.>** Mr Cox held the
same view, saying water companies are best placed to persuade customers
about the importance of water conservation and water efficiency—mainly
because water companies can be held to their license obligations to work
with customers.?®

Ms Bentley told us that Ofwat provides companies with a “fixed revenue
settlement over the five-year period irrespective of consumption for customers
who are metered”, meaning that companies are “absolutely incentivised to
roll out metering and reduce demand” through targets set by the regulator.
She said Thames Water are working “with the Consumer Council for Water
and other bodies to encourage better water consumption”.?*¢ Lawrence
Gosden, Chief Executive of Southern Water, said his company wants to
support customers in reducing usage, pointing to its “You Save, We’ll Pay
Scheme”. Under the scheme, small businesses that “could find ways to be
water efficient” would not only “save by not paying for that water on their
water meter but [Southern Water] would double the return, so we paid them
the same money again.”?*’

Mr Perry said that “producing less water actually benefits [Welsh Water] in
cost efficiency” which is a huge incentive for reducing demand.?*® While he
recognised that Dwr Cymru Welsh Water “[has] to engage with customers
to encourage them to use less,”** he also noted the Consumer Council for
Water, Ofwat, the Environment Agency, and Natural Resources Wales had
begun messaging on water reduction. He suggested the Government should
also be involved, as “it is about joined-up messaging from the Government
to the companies through our regulators.”?**° Christine McGourty, Chief
Executive of Water UK, said companies are doing “a huge amount” on
messaging, but “companies need help and support from policymakers.” For
example, through introducing water efficiency labelling of white goods.>*!

Emma Clancy, Chief Executive of the Consumer Council for Water, told
us that the Council “would definitely like to see Ofwat place far greater
emphasis on reducing consumption and encouraging behavioural change as
part of the price review.” She suggested “a body such as RAPID or a similar
group could address [the demand reduction] side of things to help people
make good decisions and begin to value water.”>>?

The Government’s Environmental Improvement Plan stated that DEFRA
is “working to develop additional policy options” on the issue of demand
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management, including “supporting communications campaigns on the
value of water and how we can use it more efficiently”.>>

Reducing water demand is crucial to ensuring sufficient water
supplies. The UK has one of the highest water usage figures per capita
in Europe and while the Government has set an ambitious target to
reduce consumption, clearer detail is needed on how it, regulators
and companies plan to address this issue. The Regulator’s Alliance
for Progressing Infrastructure Development (RAPID) has proved to
be a successful model for co-operation, and given the need for co-
operation to reduce consumption, a similar alliance could be used to
focus on this area.

The Government should set out in a National Water Strategy how
it envisions meeting its targets for reducing water demand. This
should involve setting out new policies and setting clear expectations
Jor regulators and companies.

Ofwat, the Envirvonment Agency and water companies should work
closely together, as they do with RAPID, in order to set out schemes
and proposals to reduce water demand.

Water metering

Water meters are devices that can be fitted in people’s homes to track how
much water they are using and subsequently the household’s water bill. Ms
Clancy told us that around 60 per cent of people currently have water meters
installed.>>*

In 2019, the University of Southampton published research which found water
metering can reduce overall water consumption by 22 per cent by the time
the customer receives their fourth metered bill, around two years after meter
installation.?> Mr Gosden reflected that water metering had contributed to
Southern Water supplying 200 million litres of water a day less than it did 30
years ago, despite population growth in this time.**® Arqiva, a smart water
meter provider, estimated that “if just one million smart water meters were
to be fitted in the UK each year for the next 15 years, then by the mid-
2030s, savings of at least one billion litres of water a day (1,000 Mld) could
be made”.?’

Water metering is not currently mandatory. Meters are installed by
companies, either at the request of the consumer or, in water-stressed parts of
the country, as a matter of course. Mr Black said that some companies were
doing interesting work on smart metering, but that more leadership and co-
operation across the sector was needed.?® Iain Coucher, Chair of Ofwat, told
us that companies “are really promoting the installation of water meters”—
for example, by speaking to customers who ring up their call centres about
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them. He thought that companies “should be out there installing meters
ahead of customers signing up for them.”.?°

Mr Cox said: “It seems blindingly obvious that we should have all households
metered.” He argued that proper meters and in-home displays can help
consumers monitor their consumption and can show when there are invisible
leaks. He noted one barrier to uptake may be consumer concern at companies
holding their data, but this is “a perception issue utility providers have to
deal with”.?¢® The Consumer Council for Water said combining compulsory
metering “with customer engagement and the provision of information could
provide additional encouragement for people to act on the information the
meter provides.”?¢!

Mr Lovell said he was in favour of compulsory metering where possible.
However, he outlined that compulsory metering “is not quite as simple as it
sounds because in some apartment blocks it is difficult to do.”?%? This point
was reiterated by Ms Bentley, who said Thames Water face this challenge
as there are “a disproportionately higher number of [flats] in the Thames
region”. However, she told us that she has “set a clear mission for [her] team
to eradicate” issues with properties that cannot currently be metered.?®?

Currently, Dwr Cymru Welsh Water install meters in all new properties,
and from 2025 will use a change of occupancy as a mechanism to promote
meter uptake. Mr Perry said that in making such a change, it is important to
make sure “that the people who make those changes are protected from an
affordability perspective”, while emphasising that metering “plays a part” in
dealing with the challenges of climate change.?**

Mr Lovell told us he believed the Environment Agency and water companies
had the power to make water metering compulsory. However, Sir James
differed, saying “Ultimately, I think there would need to be legislation if they
were to be made compulsory.”3%

The Secretary of State said she personally benefits from a meter, but did not
believe “the Government are at a stage yet to mandate [metering] for every
household across the country.” She said that without a meter, there is an
element of certainty as to what water bills will be, and “people may feel that
they will use a lot more water or that they will not be able to use as much
water as they do now” if they were metered. She underlined that meters are
automatically fitted into new developments.>¢®

Metering helps to inform consumers about their water usage by
providing greater visibility of the amount of water used and the costs
this is placing on the consumer. Metering has also been shown to
reduce water consumption and could make a valuable contribution to
managing future water supplies.
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The Government should make water metering compulsory for all
households and businesses whereitis possible to do so. Inintroducing
compulsory metering, the sector should clearly communicate the
benefits of metering to customers. Given the low levels of trust in
water companies, the Government should proactively set out its
view that the public should reduce its water consumption, both in
the national interest and in order to reduce consumer bills.

Leakage

In March 2020, the Environment Agency launched the National Framework
for Water Resources, exploring England’s long-term water needs. The
Framework aims to ensure that by 2050, leakage will have been reduced
by 50 per cent.’® Leaks, which are often caused by faulty pipes or faulty
water storage, cause clean water to be wasted. Given the predicted scarcity
of future water supply, it is essential that water loss to leakage is minimised.

The majority of leaks occur on pipes owned by water companies. In Ofwat’s
Annual Report and Accounts 2021-2022, the regulator noted that: “After
a sustained period of poor performance, the sector is making encouraging
progress reducing leakage.” 13 companies (75 per cent) had achieved their
2020-21 targets.?*® However, Ofwat explained that in 2020-21 in England
and Wales, leakages amounted to “51 litres of water per person per day”.?®°
As Mr Cox summarised, “Clearly, there is further to go on leakage”.?”°

Ms Clancy highlighted that “we know that high levels of leakage, when
witnessed, have a significant detrimental impact on people’s willingness to
[reduce their own water consumption]. They will not have a three-minute
shower if they can see evidence of water companies having big leaks.”*”! Ms
Bentley also recognised water companies “are not going to encourage anyone
to reduce their consumption if we do not stop wasting [water].”>"?

Mr Lovell identified that leakage must be reduced, but “we are suffering
from Victorian pipes”, making fixing leakage an expensive operation.?”* This
was echoed by the water companies. Mr Gosden said: “Soon we will get to
the position where we need to need to start ramping up the replacement of
[Victorian] cast-iron mains with new plastic ones that are fit for the future.”
However, while “mains replacement is a really important investment need”,
this need must be balanced alongside prices.’”* Ms Bentley explained that
London pipes are 84 years old on average, but the average life expectancy of
a pipe is 80 years. Therefore, “a sustained uptick in investment” was needed,
but “this can be bundled together ... over a multi-regulatory-cycle period,
15 or 20 years, so that we can spread the cost.”?”
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344. The Secretary of State highlighted that “targets have been set for reducing
leakage, some near term and some long term”, and stressed she is very keen
for water companies to address their leaks.?"®

345. Water companies must play their part in reducing future water
demand by minimising the amount of clean water wasted through
leakages. Companies will find it far easier to make the case that their
customers should reduce their water consumption if they can show
that they have already taken similar action.

346. Ofwat must continue to set stretching targets on reducing leakage
and incentivise companies to exceed these targets. Ofwat should
ensure the necessary itnvestment to reduce leakage is provided for
through the Price Review process.
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SUMMARY OF CONCLUSIONS AND RECOMMENDATIONS

Water regulation and policy

Ofwat and the Environment Agency may have differing remits, but they
regulate the same industry. Therefore, effective collaboration is key to
ensuring each regulator is able to achieve its individual aims and support
the overall goals of the industry, such as reducing water pollution. We
welcome recent progress on closer co-operation between the regulators,
particularly through the Regulators’ Alliance for Progressing Infrastructure
Development (RAPID) in relation to future water supplies. However, there
is still a clear lack of effective co-ordination on issues such as Environment
Agency outputs not aligning with what Ofwat deems financeable, and
ineffective information-sharing. (Paragraph 40)

Ofwat, the Environment Agency and the Drinking Water Inspectorate should set
up RAPID-style structures, including joint working and close partnership with
ndustry, in areas of high priority, including improving water quality, upgrading
the wastewater network and reducing water demand. (Paragraph 41)

It 15 crucial that Ofwat and the Environment Agency share relevant information
effectively and efficiently on matters of joint interest. Ofwat and the Environment
Agency should formalise and publish how they plan to share information on water
company performance. (Paragraph 42)

Effectively reducing water pollution and securing future supply will require
the unified effort of a range of sectors, government departments, and
regulators. Each of these areas has a range of funding sources, bodies and
policies that affect the water environment, yet these must be co-ordinated
to deliver overall success for the environment. Political will to deliver for the
environment will also be necessary. (Paragraph 49)

The Government should facilitate a co-ordinated approach to water pollution by
publishing a National Water Strategy that approaches water policies in a holistic
way. The Strategy should set clear expectations in relation to the quality of the water
environment and the resilience of water supplies, giving regulators clear benchmarks
to work towards. The Strategy should also set out clearly how the Government
intends to oversee the regulators’ delivery of these expectations. (Paragraph 50)

Ofwat

It is the view of many in the water sector that Ofwat’s objectives require
it to make trade-offs between prioritising consumer bills, investment, and
the environment. It is the impression of some stakeholders that Ofwat has
historically given more focus to a short-term desire to keep water bills low at
the expense of long-term environmental and security of supply considerations.
(Paragraph 63)

Ofwat faces the challenge of balancing the financial needs of customers
during a cost-of-living crisis with the urgent need for infrastructure and
environmental investment. Given the distributional and intergenerational
consequences of many of these decisions, it is crucial that Ofwat is given
strong, clear guidance by the Government on how these trade-offs should be
made. (Paragraph 64)

Ofwat needs clear guidance from the Government on how it should balance
and prioritise its objectives. The Government should do this through its
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Strategic Policy Statement (SPS). However, the 2022 SPS failed to give a
sense of prioritisation, particularly in relation to the balance between the
affordability of bills and infrastructure and environmental investment. We
recognise the concern that more directive Statements could impact Ofwat’s
independence, but it is critical that elected politicians take controversial
decisions which will have financial and environmental consequences for
many generations, rather than passing that responsibility to regulators. The
Government has not yet shown the necessary political will to make these
decisions on the most important issues facing the sector. (Paragraph 79)

Like the House of Commons Environmental Audit Commuittee, we welcome
the greater emphasis the 2022 SPS placed on protecting and enhancing
the environment. However, some of the outcomes are vague and the
language tends to call for Ofwat to “enable” and “encourage” actions from
water companies and the water industry rather than require these actions.
(Paragraph 80)

Ofwat’s performance against meeting the objectives of the SPS should also
be subject to greater Parliamentary scrutiny. We welcome the Environmental
Audit Committee’s intention to carry out this scrutiny routinely.
(Paragraph 81)

The Government should update the SPS to strengthen the language contained
within 1t to ensure that Ofwat requires companies to meet SPS priorities. It should
also provide a clear steer to Ofwat on how to balance its priorities, particularly in
relation to the need to ensure higher levels of infrastructure investment, and these
lessons should be taken on board in future Statements. (Paragraph 82)

Price Review and outcomes-based regulation

We welcome Ofwat’s recognition of the need for a significant increase in
investment at the next Price Review, given the challenges facing the sector. The
Price Review process is appropriate for iterative improvements to underlying
assets but investment in environmental improvements and increasing water
supply has remained low, potentially due to the regulator’s focus on efficiency
and the limited time horizon of the Price Review process. Given the likely
shift in the sector towards large, long-term strategic infrastructure projects
that are required to ensure future water supplies and resolve environmental
issues, more of the sector’s investment will need to take place outside of the
Price Review process in future. (Paragraph 99)

Strategic, nationally significant infrastructure projects should be delivered
outside of the Price Review process. The special purpose vehicle approach
used for the Thames Tideway project provides a useful alternative model for
funding such projects, reducing capital costs and spreading them over a longer
timeframe than the five-year Price Review. Ofwat’s Direct Procurement for
Customers model provides an opportunity for larger projects to be carried
across multiple Price Review periods and is a useful outlet, but the expansion
of the Thames Tideway model is more desirable as this allows Ofwat to
intervene more effectively through the licence that can be applied to the new
investment. (Paragraph 121)

The Government should consider legislating to remove the scale and complexity
test from the Water Industry Act 1991 and the Specified Infrastructure Project
Regulations, ensuring that special purpose vehicles can be used much more frequently
to build large water infrastructure projects. (Paragraph 122)
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The Government should designate the final National Policy Statement for Water
Resources Infrastructure to ensure strategically significant water infrastructure
projects are designated as nationally significant infrastructure projects and can
progress through the planning process in a timely manner. The definition of
nationally significant infrastructure projects should be amended to ensure strategic
water resources schemes are not excluded, particularly those delivered through
competitively appointed providers. (Paragraph 123)

It is likely bills will have to increase to pay for some of the necessary
investment in water infrastructure. It is therefore essential that appropriate
support is given to those customers who need it. Current support schemes
vary between water companies with no common baseline. This amounts to a
postcode lottery for consumers in need. (Paragraph 137)

The Government should legislate to introduce a single social tariff in time for
its inclusion in the next Price Review. This should provide a baseline of support
for customers regardless of who supplies their water. As this would require some
customers to subsidise other customers, the Government should take decisions on the
level of support having consulted with regulators, companies and consumer groups.
(Paragraph 138)

The single social tariff should include a no-detriment clause to ensure that no
customer is worse off as a result of the introduction of the new arrangements. Water
companies should continue to offer additional support where customers are strugglhing
to pay their bills even with the single social tariff in place. (Paragraph 139)

The current Water Industry National Environment Programme (WINEP),
an investment programme through which the Environment Agency specifies
works required by water companies to meet environmental goals, is prescriptive
about work water companies should undertake. Many stakeholders told
us a move to outcomes-based regulation, where how an outcome is met is
not prescribed, would give water companies greater opportunity to design
innovative solutions to problems facing the sector. These solutions may
be more cost-effective and environmentally friendly than traditional ones.
We therefore welcome that the Government, Ofwat and the Environment
Agency are planning to move towards outcomes-based regulation in the next
iteration of the WINEP. (Paragraph 151)

The Government, Ofwat and the Environment Agency should ensure that the next
iteration of the Water Industry National Environment Programme has a greater
Jocus on the outcomes to be achieved. This will give responsible companies more
leeway to use nature-based and catchment-based solutions. (Paragraph 152)

10 the extent that prescriptive regulatory requirements are the result of retained
EU law, the Government should examine whether the relevant provisions can be
amended to enable an outcomes-based framework in time for the next Price Review.
(Paragraph 153)

Storm overflows and water pollution

The prevalence of combined sewers in England, which combine surface
water with foul water, results in polluted water being released to the
environment via storm overflows. Although the Government will need to
look at the possibility of separating sewers, significant progress could be
made by reducing pressures on the existing network. We therefore welcome
the Government’s intention to enact Schedule 3 of the Flood and Water
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Management Act 2010. This will ensure developers in England are not
able to connect to existing sewer networks without designing appropriate
sustainable drainage systems, and will place England in line with Wales,
where most construction work is required to have sustainable drainage
systems that comply with national standards. (Paragraph 169)

Wet wipes pose a serious risk to the proper operation of the sewage system
by contributing to “fatbergs”—build ups of fat that cause blockages and
thus storm overflow use. Consumers must be properly educated about the
problems of wet wipes by the water industry. We therefore welcome Water
UK’s national campaign on the issue. However, policy intervention may also
be needed. (Paragraph 174)

We recommend the Government considers banning the sale of wet wipes that are not
rapidly biodegradable. (Paragraph 175)

While regulators and companies in the sector may be more comfortable with
traditional, infrastructure-heavy solutions to water pollution, and some will
undoubtedly be needed, it is clear that there is also a place for innovative
approaches, including nature-based solutions and catchment approaches.
These can be a cost-effective, environmentally friendly way of reducing
water pollution. (Paragraph 182)

We recommend nature-based solutions and catchment approaches form a larger
part of the next iteration of the Price Review and the Water Industry National
Environment Programme (WINEP). (Paragraph 183)

A huge level of investment—that the Government has estimated will cost £56
billion over 25 years—is required so that storm overflows are only used in
times of exceptional weather. Given that water companies are responsible for
maintaining their own sewage networks, they must bear a significant degree
of responsibility for the necessary investment costs. However, we recognise
that the scale of investment needed is vast, and for the private sector to meet
this challenge there will need to be stable, long-term funding arrangements
that provide certainty for investors. (Paragraph 198)

The Government should set out how 1t envisages the investment needed to prevent
pollution will be funded through a National Water Strategy. Water companies
should take the lead in meeting the majority of costs. (Paragraph 199)

Pollution caused by the routine use of storm overflows is environmentally
damaging and the public is right to demand better. However, we recognise
that there are other causes of water pollution which must also be tackled.
(Paragraph 203)

A National Water Strategy should include consideration of how funding should be
balanced across causes of water pollution, to maximise environmental protection
and minimise costs. (Paragraph 204)

The levels of storm overflow overuse by some companies are unacceptable.
We welcome that monitors will be present on all storm overflows by the end
of 2023 and that the Government has increased the Environment Agency’s
funding for monitoring. However, it appears that the Agency’s monitoring
and enforcement has in the past been seriously compromised by cuts to its
grant, leading to an over-reliance on self~monitoring by water companies. It
is crucial that the Environment Agency is provided with adequate funding
to carry out inspections. Failure to do this would risk returning the regulator
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to a position where it must rely on water companies to police their own
behaviour. (Paragraph 221)

We recommend the Government ensures adequate funding is available to the
Environment Agency to inspect and enforce environmental offences by water
companies. (Paragraph 222)

Water companies should commit to providing public, open data in a useable
form on the environmental performance of their sewerage network and
sewage works. Customers should be able to see how water companies are
affecting their areas in real or near-real time, and regulators should have
access to this information in order to ensure that water companies are
fulfilling their duties. It is welcome the Environment Act 2021 amended
the Water Industry Act 1991 to require companies to provide open data, but
no detail about how such plans will be implemented have yet been outlined.
(Paragraph 229)

The Government, Ofwat, and the Environment Agency should publicly outline their
plans to ensure open data on environmental performance 1s provided by companies
as a matter of priority. (Paragraph 230)

We welcome the Government’s Storm Overflows Discharge Reduction Plan
and its expectation that water companies reduce their use of storm overflows
to their original intended use—during exceptional periods of rainfall.
However, we recognise that there are concerns over whether the targets in
the Plan are sufficiently ambitious, especially in terms of its 2050 goal for
reducing storm overflow use. We also recognise that tackling storm overflow
overuse will require a joined-up approach across government and regulators,
which the plan currently lacks. (Paragraph 240)

We recommend that the Government’s commitment to a mandatory review of the
Storm Owerflows Discharge Reduction Plan in 2027 is used as an opportunity to
set stretching targets to reduce storm overflow overuse. We would welcome Defra’s
research budget being used to examine how these more stretching targets could be
met. In the meantime, Ofwat must ensure that significant incentives are in place
to encourage companies to meet the targets in the Plan ahead of prescribed dates.
We also recommend that a National Water Strategy should include a co-ordinated
approach to reducing and preventing water pollution. (Paragraph 241)

Fines, penalties, and enforcement

It appears that for some time, regulatory deterrents such as penalties and fines
have been insufficient to ensure an acceptable level of performance by water
companies, particularly in relation to the environment, where performance
is at its lowest ever levels. We welcome that some recent fines and penalties
have been at a more appropriate level but remain concerned that they may
not be a sufficient deterrent. The length of enforcement processes can result
in those in penalties being applied long after those responsible have left the
company. (Paragraph 252)

Recent Government proposals to increase substantially the limit on the
Variable Monetary Penalties that can be directly imposed by the Environment
Agency on companies could help to provide strong enforcement in a more
reasonable timeframe. However, it is concerning that the Environment
Agency has not used these powers often in the past, a situation possibly
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brought about by the Agency’s shortage of resources for enforcement.
(Paragraph 253)

While civil penalties can help to bring about enforcement more quickly, it is
important that regulators prosecute criminal behaviour. It is alarming that
the Environment Agency is prosecuting less due to resource constraints.
(Paragraph 254)

The Government should deliver on its proposals to increase the limit on Variable
Monetary Penalties for serious offences committed by water companies. The
Government should ensure the Environment Agency has adequate funding
to use its new powers effectively and prosecute criminal behaviour in the sector.
(Paragraph 255)

There 1s a need for greater individual accountability for executives and directors
of companies that are responsible for serious and deliberate pollution incidents,
including criminal prosecution where appropriate. The Government should give
Ofwat powers to prevent directors of companies that are responsible for serious
pollution incidents from continuing to work in the sector. (Paragraph 256)

Ofwat’s special administration powers allow it to change the ownership of
water companies that are falling short in meeting their responsibilities. This a
powerful tool that has the potential to be used more widely where companies
have been found not to have been meeting their obligations. (Paragraph 266)

Ofwat should consider whether to be more proactive in using these powers to change
the management of continued poor performers in the sector. (Paragraph 267)

Debt, dividends, and financial resilience

It is clear that in the past, a number of water companies have been overly
focused on maximising financial returns, including by increasing debt levels,
at the expense of operational performance and protecting the environment.
We welcome that some companies have exercised more restraint in recent
years, in part due to tougher regulatory settlements as well as wider economic
conditions. (Paragraph 281)

While financial structures are usually a matter for company boards, water
companies’ monopoly role in providing an essential service means that a higher
standard should be demanded, especially in a sector of such importance to
households and the environment. We support Ofwat’s increased interest in
the financial structures of water companies and wholly support its proposals
to amend licenses to ensure that dividends are linked to performance and
companies are financially resilient. (Paragraph 282)

Water company executives should not be able to receive substantial bonuses
while their companies have missed performance targets and polluted the
water environment, potentially in breach of their permits. (Paragraph 288)

We support Ofwat’s increased interest in executive pay, including its expectation
that companies set out their proposed policies for performance-related executive pay
during the next Price Review period. These proposals should ensure performance-
related pay is much more closely linked to performance, particularly in relation
to the environment. Ofwat should set out further provisions to ban bonuses at
companies who have been found to have caused serious pollution incidents as part of
the conditions of water company licences. (Paragraph 289)
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Some witnesses told us the introduction of private equity ownership to the
water sector has been a driver in some companies focusing on financial
performance rather than service delivery and securing resilience. This has
led some privately owned companies to take on debt and introduce complex
financial structures in order to pay out large returns, even where performance
has been unacceptable. Requiring water companies to disclose information to
the same standard as publicly listed companies has the potential to improve
their governance and increase scrutiny of their financial arrangements.
(Paragraph 296)

Ofwat should ensure that water companies are subject to the same level of transparency
as publicly listed companies, in order to improve transparency through the regular
reporting cycle. (Paragraph 297)

Future water supply

The Regulators’ Alliance for Progressing Infrastructure Development’s plans
to increase the levels of water transfer between regions are set to be very
important in using existing water resources more effectively. The regulators
should continue to ensure that companies work co-operatively in this area.
(Paragraph 306)

Under present plans, the UK will not have built a single new major reservoir
between 1991 and 2029. The Government, regulators, and companies must
work together to deliver more reservoirs to meet the UK’s future water
needs. Failure to do so will result in a less resilient, secure water supply that
risks leaving households without water during extreme weather conditions
that are becoming more frequent due to climate change. We welcome the
Government’s intention to address the planning issues impeding reservoir
development in the National Policy Statement for Water Resources
Infrastructure. (Paragraph 314)

The Government should set out plans to accelerate the planning process for reservoirs,
ncluding by designating, and if necessary amending, its National Policy Statement
for Water Resources Infrastructure as a matter of priority. (Paragraph 315)

Reducing water demand is crucial to ensuring sufficient water supplies. The
UK has one of the highest water usage figures per capita in Europe and while
the Government has set an ambitious target to reduce consumption, clearer
detail is needed on how it, regulators and companies plan to address this
issue. The Regulator’s Alliance for Progressing Infrastructure Development
(RAPID) has proved to be a successful model for co-operation, and given
the need for co-operation to reduce consumption, a similar alliance could be
used to focus on this area. (Paragraph 327)

The Government should set out in a National Water Strategy how it envisions meeting
its targets for reducing water demand. This should involve setting out new policies
and setting clear expectations for regulators and companies. (Paragraph 328)

Ofwat, the Environment Agency and water companies should work closely together,
as they do with RAPID, in order to set out schemes and proposals to reduce water
demand. (Paragraph 329)

Metering helps to inform consumers about their water usage by providing
greater visibility of the amount of water used and the costs this is placing on
the consumer. Metering has also been shown to reduce water consumption
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and could make a valuable contribution to managing future water supplies.
(Paragraph 338)

The Government should make water metering compulsory for all households and
businesses where it is possible to do so. In introducing compulsory metering, the
sector should clearly communicate the benefits of metering to customers. Given the
low levels of trust in water companies, the Government should proactively set out
its view that the public should reduce its water consumption, both in the national
interest and in order to reduce consumer bills. (Paragraph 339)

Water companies must play their part in reducing future water demand by
minimising the amount of clean water wasted through leakages. Companies
will find it far easier to make the case that their customers should reduce
their water consumption if they can show that they have already taken similar
action. (Paragraph 345)

Ofwat must continue to set stretching targets on reducing leakage and incentivise
companies to exceed these targets. Ofwat should ensure the necessary investment to
reduce leakage is provided for through the Price Review process. (Paragraph 346)
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APPENDIX 3: CALL FOR EVIDENCE

The House of Lords Industry and Regulators Committee launches an inquiry
investigating the role of Ofwat, the Water Services Regulation Authority. The
Committee will consider Ofwat’s performance against its statutory objectives
and whether it has the powers and resources needed to meet those objectives.
The Committee is seeking answers to the following questions from interested
individuals and organisations.

1.
2.

10.

11.

Is Ofwat meeting its statutory objectives?

Are Ofwat’s statutory objectives clear and consistent? How can performance
against these be measured? How well does Ofwat manage any trade-offs
between its objectives?

Does Ofwat have the necessary powers to meet its objectives? Does it need
greater powers to ensure that water companies reduce sewage overflows?

Does Ofwat have the necessary resources to meet its objectives?
What are the main challenges facing Ofwat and how well is it meeting them?

Does Ofwat have strategic guidance from the Government on how to balance
its objectives?

How well does Ofwat work with other regulators and authorities to meet join
challenges and overlapping responsibilities?

How satisfactorily does Ofwat take the consumer interest into account?
How effective is Ofwat’s Price Review process?

In its engagement with the water industry, does Ofwat strike the right balance
between being open to industry whilst also providing robust regulatory
oversight?

Does Ofwat sufficiently consider the long term in its regulation? Does Ofwat
strike a balance between more visible, short-term issues and long-term
considerations?
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