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EIC calls for action on innovation in the water industry

Leading Members of the water pollution prevention and control industry have today called for the Government and OFWAT to reform the water industry to make it ‘fit for purpose’ for the challenge of climate change. Commenting on the evidence submitted to the Cave Review of competition and innovation in water markets, Merlin Hyman, Environmental Industries Commission (EIC) Director, said: 

“EIC has consistently argued that the current Periodic Review regulatory regime creates a “boom and bust” financial climate for the supply chain serving the water industry in the UK as capital expenditure tends to be concentrated towards the end of the five-year period. 

“This situation leads to financial and managerial inefficiencies and instabilities in the supply chain, resulting in a skills shortage and ultimately to higher costs for consumers.

“The water sector faces a period of huge challenge in coping with the implications of climate change – and in reducing its own carbon emissions. It can ill afford to be locked into a short-term investment cycle, which inhibits innovation.”

EIC’s Water Pollution Control Working Group is calling for the Government to:

· Require Ofwat to ensure the twenty-five year strategic direction statements contain clear statements of investment priorities and how water companies will maintain investment progress across the five-year cycles.

· Require Ofwat to actively assess water companies’ proposals for their encouragement of environmental innovation.

Following the current Periodic Review Government should:

· Transition the water industry to a longer-term investment programme of twenty years or more.

· Stagger the investment programmes within the water industry so that all the water companies in England and Wales are not working to concurrent cycles

--ENDS--

Note to Editors

1. The Environmental Industries Commission (EIC) is the lead trade association for UK’s environmental technology and services industry, with over 330 Member Companies. EIC represents the main environmental sectors (water, air, land, waste, transport, marine, climate change, etc). It has the support of leading politicians from all three major political parties, industrialists, trade union leaders, environmentalists, and academics.

2. EIC’s Water Pollution Control Working Group represents over 80 Members companies involved in water pollution prevention and control.

3. EIC’s Water Pollution Control Working Group response to the Cave Review reads: 
Cave Review of Competition and Innovation in Water Markets
Second Floor
Defra
Ergon House
Horseferry Road 
London 
SW1P 2AL

18 September 2008
Dear Prof Cave,

RE: Cave Review of Competition and Innovation in the Water Markets 

Thank you for the opportunity to respond to your call for evidence on competition and innovation in the Water Markets.
Environmental Industries Commission (EIC)

EIC was launched in 1995 to give the UK’s environmental technology and services industry a strong and effective voice with Government.

With over 330 Member companies, EIC has grown to be the largest trade association in Europe for the environmental technology and services (ETS) industry. It enjoys the support of leading politicians from all three major parties, as well as industrialists, trade union leaders, environmentalists and academics.

EIC’s Water Pollution Control Working Group includes over 80 Member companies.
EIC Members include leading suppliers of services and equipment to the water and sewerage companies and to the water only companies. In terms of the four models of competition set out in the Call for Evidence, EIC’s members are principally engaged in the third model. That is in competition for the market/competitive tendering, based on periodic tendering for services outsourced by the water companies. These outsourcing opportunities may be for framework contracts, complete projects or other discrete elements of the value chain. 

It is on the basis of our experience in this market that we have responded to the questions on innovation set out in the Call for Evidence.

Key Points

EIC has consistently argued that the current regulatory regime for the Periodic Review creates a “boom and bust” financial climate for the supply chain serving the 

water industry in the UK as capital expenditure tends to be concentrated towards the end of the five-year period. This situation leads to financial and managerial inefficiencies and instabilities in the supply chain and ultimately leads to higher costs for consumers.

A consequence has been the migration of skilled resources out of this sector over the years to more stable sectors, where job security is better, resource management is easier and long-term planning can be better achieved, creating a severe and worsening skills shortage.

Recent research by UKWIR, with support from Ofwat, “The Regulatory Cycle and its Impact of the Efficiency of the Supply Chain Delivery” has confirmed the problems caused by this cycle.

The water sector faces a period of huge challenge in coping with the implications of climate change – and in reducing its own carbon emissions. It can ill afford to be locked into a short-term investment cycle, which inhibits innovation.

For these reasons, EIC has welcomed the increased emphasis that OFWAT gives to a long-term framework for setting price limits and the introduction of strategic direction statements that will help focus water companies on a 25 year planning horizon.

However, in order for the water industry and its supply chain to be fit for purpose in tackling the key challenges of climate change and affordability a more significant shift in the structure of investment is required. 

In the short term as part of the Periodic Review 2010-2015 Government should:

· Require Ofwat to ensure the twenty-five year strategic direction statements contain clear statements of investment priorities and how water companies will maintain investment progress across the five-year cycles.

· Require Ofwat to actively assess water companies’ proposals for their encouragement of environmental innovation.

Following the current Periodic Review Government should:

· Transition the water industry to a longer-term investment programme of twenty years or more.

· Stagger the investment programmes within the water industry so that all the water companies in England and Wales are not working to concurrent cycles

Response to questions on innovation

Question 26 – To what extent can innovation in the current water and wastewater industry be considered currently to (a) deliver keen prices, choice and good service to customers and (b) support the efficient and sustainable use of water? How does this compare with other sectors and other countries, and what evidence is there for this?
Competition for Water company contracts has been effective in driving keen prices in the supply chain and has encouraged efficiency savings through innovation in delivery of services and products. The use of a variety of different models for outsourcing capital delivery projects in successive AMP rounds (e.g. frameworks with competition for packages of work, outsourced programmes with gain share/pain share incentives against target prices, use of contractor led consortia) has encouraged innovation in such areas as risk sharing, collaborative working, project and programme management. 

However, much of the emphasis has been on reducing capital costs and it is less clear whether the same effort has gone into reducing operating costs and the whole life costs of new investments. Hence there has possibly been less innovation in support of the efficient and sustainable use of water. Until recently the environmental and social costs of water have not been fully reflected in water company decision making. This has been rectified to some extent in AMP4 and more so in PR09, with greater weight given to such aspects as the costs/benefits of water quality improvements and the shadow price of carbon.

Question 27 – To what extent do the current (a) regulatory or (b) legislative frameworks support or hinder the achievement of these objectives? 
The Ofwat regulatory approach based on periodic price-setting and assessments of the comparative performance of different water companies has been a major factor in driving the price reductions and innovation in the supply chain noted in response to Q26. Whether this approach has been equally effective in driving innovation in the identification of needs and the scale of investment plans prepared by water companies (and influenced by the environmental, health and safety requirements of government, the Environment Agency and DWI) is harder to judge. For example, the current regulatory and legislative frameworks provide little incentive to challenge locally defined discharge consent standards for effluents by taking a catchment wide approach to pollutant loads.

One aspect of the regulatory regime about which EIC has been lobbying Ofwat, Defra and the Treasury for a number of years is to change the five-year investment cycle in the water industry. The former Department for Trade and Industry in its ‘Science & Innovation Investment Framework 2004-2014’ commented that: ‘There is some concern that the five-year price control periods typically used by the economic regulators do not give efficient incentives to undertake R&D that will reduce costs beyond the five-year price horizon.’

EIC believes that not only do these relatively short-term horizons inhibit innovation, they also lead to feast and famine years throughout the water sector and are a major cause of the current skills crisis as many people leave the industry during the inevitable downturns. While the introduction of the 25 year Strategic Direction Statements in the PR09 process are a partial response to this issue, we are concerned that they will be insufficient to remove the sharp variations in resource requirements over the 5 year AMP cycle.

Question 28 – Are there innovative technologies, processes and organisational techniques that would benefit consumers and the environment but which have not been adopted? If not, why not?
There are many innovative technologies, management techniques and organisational arrangements that have not yet been adopted. The reasons “why not” are varied but probably include:

· In some instances too little competition (overly high barriers to entry) – no incentive to take risk of doing something different.

· In other instances “too much” competition or at least perception of insufficient reward from innovation.

· Conservatism in levels of proof required before innovations will be adopted and reluctance to pilot test new ideas. This links to sometimes adversarial approach and fear of failure by suppliers.

· Disagreement over appropriate risk sharing between water company and supplier.

Question 29 – To what extent would greater competition in or for the market deliver more innovation?
EIC welcomes the investigation of the Cave review on the link between competition and innovation in the water industry. Innovation is seen as one of the key drivers of productivity and hence of delivering value to customers. The role that competition has to play in promoting innovation in the water industry that has a large asset base, with long asset lives and where operations have direct implications for health and the environment it is less easy to establish than in many other sectors. 

Question 30 – Is there also a need for greater coordination/partnerships between companies and between companies, suppliers and stakeholders to encourage innovation? How can this best be achieved? What are the implications for regulation and competition?
The experience of supply chain innovation, especially during AMP3 and AMP4 is that co-ordination and partnership working encourage innovation by sharing risks and rewards between water companies and suppliers. 

Question 31 – What role is there for government over and above competition and coordination in stimulating innovation?
The government could extend the concept of the “Innovation fund”, through which Defra is seeking to improve future delivery of flood and coastal risk management by promoting innovative approaches, to cover other aspects of climate change adaptation and mitigation. For example, innovations that reduce water industry emissions of greenhouse gases, such as technologies to reduce the production of non-CO2 greenhouse gases from biosolids management, would be prime candidates for such an extension. 

An apparent obstacle to innovation, particularly for small companies, is the financial burden of process guarantees that the water companies require before they will accept new technologies. Government needs to provide direct funding for these guarantees or, alternatively, might funding be provided from savings achieved against Ofwat targets?

Question 32 – Should the regulator be given an explicit remit to promote innovation? How could it best achieve this?
The use of innovation funding was discussed in Question 31. In general, this seems a role that it is more appropriate for Government to take rather than Ofwat. However, Ofwat could be given an explicit remit to allocate a portion of the savings achieved against their targets to provide process guarantees for future innovations.

Question 33 – What has been the impact in decline in reported level of research and development spending since privatisation? What does this indicate about the pace of innovation?
There is a danger that the Ofwat regime of comparative efficiency drives water companies to pursue individual research programmes and discourages industry-wide collaboration. This may be to the disadvantage of UK suppliers because our fragmented research programme is at a disadvantage compared to the large scale R&D that national programmes can support.

Question 34 – In the light of future challenges, could the regulatory and comparative competition frameworks of the industry be reformed to further spur innovation which significantly benefits consumers and the environment, in the absence of market competition?
See comments under Question 27 above. 

Question 35 – How does the current system of enforcement and licensing by (a) the Environment Agency and (b) the Drinking Water Inspectorate impact on innovation? How could it be reformed?
The systems of enforcement and licensing may have an important impact on competition and innovation by suppliers of water and sewerage services. However, they do not have a direct influence on innovation by EIC members.

I trust that you will find these comments useful.

Yours sincerely,

Merlin Hyman

Director

