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ABSTRACT

Water is one of the most invisible of the visible means of existence in our society. It is
a defining characteristic that unites our natural, social and economics world and is
fundamental for life and health. However, given its multiple characteristics the
management of water is a complex and often contradictory task that has led to an on-
going quest for acceptable solutions. As if this were not problem enough, the last few
decades have seen concepts of sustainability become overtly important principles,
impacting on the governance of the water sector. A consequence of this rise in
importance of sustainability to society, business and the state has been the enclosure
and accommodation of sustainability within modes of governance, regulation and
accountability. Instead of treating sustainability, regulation and accountability as
separate centres of enquiry this work treats them as a complex set of interrelated
systems that both respond to and produce change. The work therefore draws on a
variety of theoretical perspectives that together broadly outline the contours of the
political economy of water management. The theoretical framework has been used to
provide an interpretation of the data gathered from fieldwork interviews from across the
water sector and documentary sources. In doing so the inquiry has focused on a
particular period of time, 1997 - 2001, in order to illuminate the processes and forces
at work in the evolution of modes of regulation with respect to sustainability. The
inquiry indicates the multi-level nature of the development of governance and
regulatory processes. It is argued that how sustainability issues are resolved depends
upon institutional structures. For progress towards a more sustainable future civil
society must be re-embedded in economic activities in order to bring about change in

cognitive knowledge, values and norms.
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CHAPTER I: INTRODUCTION

‘The thing can be done,’ said the Butcher, ‘I think.
The thing must be done, I am sure.
The thing shall be done! Bring me paper and ink.

The best there is time to procure.’

Lewis Carroll, The Hunting of the Snark

1.1 INTRODUCTION

1.1.1 Background

How often have we heard the phrase — Water is vital for Life? Few of us though
ponder on the enormity of what that means for water is one of the most invisible of the
visible means of existence in our post-industrial society. It spreads its subtle web
through each and every one of our individual and collective lives, nourishing in its many
forms our bodily and spiritual needs. It is a defining characteristic that unites our
natural, social and economic world, so much so that the United Nations Committee on
Economic, Social and Cultural Rights issued General Comment No.15 of 2002:

“Water is a limited natural resource and a public good fundamental for life
and health. The human right to water is indispensable for leading a life in
human dignity. It is a prerequisite for the realization of other human rights.”

It went on to say:

“In order to prevent abuse, the State is required to set up an “effective
regulatory system” that will function in accordance with the Covenant and
this General Comment. Such a system should include independent
monitoring, genuine public participation and the imposition of penalties for
non-compliance. Public participation includes “the right to seek, receive and
impart information concerning water issues”. Women are expressly
required to have a place in the decision making process.” (Rajepakse,
2003).

In England and Wales up to 1973 water utilities were largely under local authority
control, the result of the efforts of local councils in the 19" century to both improve
public health and hygiene and provide the infrastructure required to underpin local
economies. It also provided a limited degree of local, democratic oversight of the
service provision. Since the 1980’s two major changes have taken place in the utility
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Introduction

sector: privatisation and technological change. These changes have had a profound
effect on the approach to and provision of water services and their relationship with the
social and natural environment. At the same time there has been a growing and
influential debate regarding sustainability and sustainable development that has
provided a deeper context and space within which to locate water as a right, a resource
and a good. Privatisation has done as much as any other structural change to alter the
complex character of water from one taken as a right to its commodification as an
economic good. Whilst water services have been paid for by customers, privatisation
served to legitimise the pursuit of profit. By placing the provision of such services in
the ‘market’ it privileged the short-term profit taking at the expense of the longer term
considerations that had previously guided the industry, such as maintenance of assets.
This has challenged the focus and purpose of regulation as well as the relationships
between stakeholders.

Privatisation has generated a new set of private property rights (Graham, 1997) and
concomitantly the role of state has changed from one of government to governance
(MacKinnon, 2000, p. 293). This has given rise to the advent of new agents of the
state exercising arms length regulation because “companies cannot be trusted.” (Wilks,
1997, p.279). The emergent institutions and modes of governance therefore represent
a re-regulation rather than a liberalisation. Indeed the growth in the number of
regulatory bodies within the water sector that mediate its workings, at local, national
and international scales, has contributed to “a ‘thick’ regulatory structure, with
ambiguously defined responsibiliies and an imprecisely defined accountability.”
(Swyngedouw et al, 2001). At the same time the State’s continued involvement in
regulating the economic functioning of the water industry has been matched by the
growth of involvement of formal and informal communities (Cocklin and Blunden, 1998,
p.52) that together have subjected “a wider range of economic activities to governance
mechanisms other than and in addition to market exchange and managerial
prerogative” (Crouch and Streeck, 1997, p.3). Overall the regulatory environment has
been and is subject to processes of change through interaction and knowledge
formation in much the same way as is a social system (Garrod, 2000, p.239). And if
the regulatory environment has changed so too has the nature of accountability.

Thus the capacity of the State for direct intervention may be limited either because of
its structural relationships with the distribution of power in capitalist societies (Dryzek,
1995) or because its own institutional structures militate against it doing so.
Furthermore, there are shifting agendas arising as a result of electoral and economic
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Introduction

cycles that determine the momentum and direction of particular issues (Gandy, 1999)
or even their absence. However, media attention and public debate in the mid-1990’s
did have the effect of focusing attention on utilities and water companies in particular.
It was acknowledged that there was a need for re-examining utility regulation (Dickie,
1996) and to address aspects of sustainability, such as social equity, that the
institutions and regulatory framework had failed to adequately tackle.

As the water sector has responded to structural change and re-regulation so too
governance has evolved alongside it. As governance has evolved so concepts of
accountabilities — who is responsible for what and to whom, have changed as well.
Sustainability as a (new) reality and imperative implies a new set of accountabilities. At
the same time new regulatory relationships arising from the implications of structural
change have extended concepts of reciprocal, democratic and managerial/procedural
accountability into new areas. With changing relationships comes both changed

responsibility and accountability.
1.2 RESEARCH INTEREST

The broad area of inquiry of this thesis is regulation, sustainability and notions of
accountability within the context of the water sector in England and Wales. It includes
an exploration of the conditions necessary to support progress towards sustainable
development. It is not about seeking definitions of sustainable development though an
understanding of how sustainable development may be conceptualised collectively and
individually and how we perceive the world is necessary. In the process of seeking
explanation we inevitably and intuitively construct versions of reality that are (in)formed
and interpreted through knowledge, discourse, dialogue, experience and beliefs.
Interpretations and behaviour are influenced by the milieu within which organisations
and individuals are located. Our explanations are formulated and flow from inquiry and
a quest to answer questions that we believe are important or of interest. Through
discourse we seek understanding and through understanding to a rationalisation of the
lifeworld (Habermas, 1984 & 1987) we experience, forming the basis of our actions as
a society and as persons. Thus while there may be a scientific or physical reality it is in
the conditions and interpretation of the implications of that reality that the social
construction of our worlds becomes of critical interest.

In the context of the water sector | am conscious of the way in which society has
utilised the water environment, reconstituting it through the law, technology, economy
and the exercise of power, often to the benefit of a few and the detriment of many. The
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Introduction

legacy of past use and abuse of our global environment rises up to haunt and
challenge us. There is for some a sense of impending doom and a need for action
(Porritt, 2002), acknowledged by governments. The mantra of sustainable
development seems to offer a way forward, a new way of doing business, a means to
challenge and change that legacy, some point to the benefits that this has aiready
made — we are told that our rivers are now cleaner than at any time since before the
industrial revolution (Blackburn, Nov. 2001). The notion of sustainable deveiopment
touches and resonates in us all at an intimate level, connecting with a sense of right
and the desire to strive for a better future. But the difficulty that faces us is
understanding what sustainable development is and at a practical level, how it can be
achieved when it is socially located within a liberal market economy. [t seems an
inevitability that this means some form of regulation or governance.

The answers to such questions must, | believe, involve us in an examination of the
context within which the water sector operates - for this will broaden our understanding
of the constraint and opportunities that confront us along a path to sustainable
development. An historical perspective seems to indicate strongly that sustainable
development will not of itself happen as a resuit of overwhelming conviction by sections
of society as to it rightness. Its achievement may be located and rooted within the
existing capitalist economic system, which while it is preponderantly free market in
character, does not operate free of all constraints. There are controls that the State
imposes and exercises over the economic system, doing so through a series of
instruments and agencies. A prime instrument is the law and legislation, through which
the State seeks to establish and impose moral authority over the markets on behalf of
the constituencies it purports to represent (Cocklin and Blunden, 1998). Regulation
follows legislation providing a framework, operating procedures and agency for
regulating the affairs and conduct of the market in question. It is in the regulation that
substance is given to the intentions of the State, society and the market. It plays a
fundamental role. But this also implies not just a set of formal relationships and
obligations but also a complementary set of informal relationships and obligations.
Together they may be said to constitute governance or mode of (social) regulation.

In the case of the water sector there is a particularly close relationship between the
State and the provision of water services. This is based partly on the history of the
water industry and in part on the unique characteristics of water as a multiple attribute
resource (Hassan, 1998). The fundamental importance of water means that the State
must take a close interest in all matters related to it and must act to mediate the
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inevitable conflicts that arise from competing demands and interests. It has a duty to
ensure a balance between the demands of the market for water as an economic good,
the needs of the environment and to ensure its equitable provision to all individuals for
an acceptable quality of life. Thus the issues that surround water can be seen as being
intimately associated with sustainability, regulation and accountability.

Researchers concerned with questions of sustainability and sustainable development
within industries have tended to accept as given the operational and institutional
framework. Inquiry is focused on the question of how, within that framework, a
company or an industry can become more sustainable or move towards a state of
sustainable development, the conditions and tools necessary as well as some
judgement of success or failure. There is within this an implicit acceptance of the
institutional framework, of the status quo, leading to a focus on legitimisation and
transparency within the operational framework. | believe that we have to move beyond
these assumptions and consider the institutional framework itself as the point of focus
of enquiry. Within these terms it is not sustainable development itself that is being
questioned. It is rather the question of how the framework has been arrived at, how it
addresses the themes of sustainability and accountability, how stable it is and whether

or not it is fit for purpose.
1.3 THE RESEARCH QUESTION

The points highlighted above lead to the formulation of the inquiry, which considers
whether the form of regulation of the water sector in England and Wales

encourages progress towards sustainability?

Although the research question itself maybe simply framed, it needs to be taken apart
in order for it to be answered. There are four parts to the question, these centre on:
regulation, sustainability, the institutionalised nature of the regulatory framework and
accountability. Regulation raises questions of purpose; why do we have it, what is the
current form, what is its intent and who is it for. Secondly, there should be an
understanding as to what, for the purposes of this thesis, sustainability and sustainable
development may be taken as. Without such an exploration it becomes problematic to
enter into a discourse in which the meaning(s) of the object of the discourse constantly
change(s). The institutionalised nature of the regulatory framework raises the need to
conceptualise and understand the framework of regulating for sustainability not just in
terms of the objectives and objects of regulation but also the need to consider how and
in what way the structures are changing and why. Part of the governance
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arrangements of the institutional framework also concerns accountability. This too has
a bearing on the discursive construction of sustainability and how it might be realised.
In other words we have to set a context within which the research question itself can

operate and derive meaning.

In exploring what lies behind this overarching question there is a premise that peoples’
and organisations’ world views and beliefs — how they see, understand and interpret
reality - will have a determining influence not only on how they do business and what
factors are regarded as important but will also determine the nature of the framework
within which they operate - the institutional framework. This in turn affects the
relationships that organisations enter into and the attitudes to the relationships. The
water industry is now generally said to have a good environmental record (Blackburn,
O., Nov. 2001), what is less clear is why. It may be a genuine internally generated
commitment to develop and implement sustainable business practices, or a response
to the government's sustainability agenda driven by the regulatory framework, or a
response to other externally imposed forces that may have little connection with
progression to sustainability.

It could be argued that there is little to be gained from the proposed exploration of the
research question posed above. After all, great strides have been made by the water
industry in improving the water environment. Compared with just 15 years ago the
state of English rivers is remarkably better. But what of social conditions, such as the
level of water debt or the goal of public participation and stakeholder involvement (as
championed by the European Union)? This suggests that the situation is not as clear
cut as would at first appear. Firstly, environmental improvement is not the same as
greater sustainability. Sustainable development is a much richer, fuller concept than
that. Secondly, the drivers behind any improvement require exploration as they may
have resulted from forces that are undermining the achievement of sustainable
development. In other words there is a gain but at the expense of loss in other areas
such that there maybe perverse incentives at work. Lastly, the institutional and
regulatory structure of the sector is in transition, new forces are at work creating
tensions, tensions that the State and the exercise of regulation have fostered. There is
a need therefore to seek a greater level of understanding of the forces at work and the
trajectory of regulation.

The study seeks to make a contribution to the understanding of the interrelationship
between sustainability and regulation and the role of accountability and governance in
that relationship. Previous studies of the water industry have focused on the impact of
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privatisation whilst other studies have considered ‘real’ regulation and the changes in
the water industry over time. At a theoretical level there has been some work that has
sought to apply Regulation theory to either sustainability or to water management. Few
studies though have attempted to bring together sustainability, regulation and
accountability within a single framework. This inquiry seeks to address that project.

1.4 LANDSCAPE OF THE THESIS

For ease of reading the thesis is divided in to three main sections. Section A provides
the background to the research and as such may be said to be setting the scene for the
main body of the research that follows. It includes an historical context and
discussions of both regulation and sustainability. In Section B the theoretical
perspectives and methodology are presented. Section C presents an analysis and
discussion of the data gathered through the fieldwork and other sources as well as the

conclusions reached.
1.4.1 Section A - Setting the Scene

The purpose of chapters Il to IV is to introduce and establish a broad background to the
inquiry. Chapter |l describes the historical context of the development of the water
industry and its association with the State. The beginnings of a formalised water
industry initially in the private sector but gradually subsumed by local government and
the State in the nineteenth century are set out. Of particular relevance is the gradual
concentration of water service functions in support of the Fordist state and its transition
from the public to the private sphere, through privatisation, in response to what might
be characterised as a crisis in and of capitalism in the 1980’s and 1990’s. Chapter ||
considers ‘real’ regulation; the nature and purpose of regulation as it pertains to the
water sector as well as the institutions and instruments of regulation. It is clear from
this that the exercise of regulation is one that has evolved in breadth and complexity
over time. It now involves a hierarchy of networks with overlapping relationships and
often opaque competencies. The central point of Chapters Il and Ill is that the various
structures of the water sector are historically situated and have evolved through the
need to adapt, often existing mechanisms, to new challenges. Chapter IV tackles
sustainability, drawing on a broad literature from the technical to the philosophical. The
aim is not so much one of seeking to define and tie down a particular concept of
sustainability but rather to sketch some of the many facets that the concept
encompasses and the way in which these inform people’'s choices and actions. At
heart, it is argued, sustainability is rooted in beliefs, values and morality and for it to
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matter these must enter into the ordinariness of everyday life. Within our current
paradigm it does this through governance and institutional frameworks.

1.4.2 Section B - Theoretical Paradigms and Methodology

Chapters V and VI present the theoretical perspectives that underpin the research and
its interpretation. The approach centres on an exploration of the political economy of
regulating for sustainability in the water sector. It draws on two theoretical strands, the
Régulation Theory approach and discursive practices, which are brought together in
the later chapters. Chapter V considers the development of Régulation Theory, a
Marxist informed approach, as a possible lens with which to examine the institutional
framework of regulation and regulating for sustainability in the water sector. In Chapter
V! Foucault's ideas and insights into power, knowledge and discipline and the role of
discourse in their formation have also been developed as a complement to Régulation
Theory. Chapter VIl outlines the research process by first presenting the philosophical
underpinnings of the research and then going on to outline how the actual research
inquiry was carried out. The philosophical underpinnings may be summarised as
being: ontologically - historically relativist; epistemologically - subjective transactional
and; methodologically - dialogic. The research inquiry is qualitative and substantially
based on the use of semi-structured interviews with a cross section of water sector
stakeholders. Given the muiltifaceted nature of governance and regulation of the water
sector it was considered appropriate to involve stakeholders other than those from
industry or the State, as all affect or are affected by regulation.

1.4.3 Section C ~ Analysis, Discussion and Conclusions

In Chapters VIII to X the fieldwork data are analysed and interpreted as discursively
constructed practices that operate within and are constituents of a particular mode of
(social) regulation that is peculiar to the water sector. It is argued that with respect to
sustainability, the current institutional framework of water service provision has evolved
and given rise to a stable mode of social regulation. Such a mode seeks to reconcile
the erosion of social and environmental resources with the maintenance of the
capitalist forces of production, within a free market based economic system. Thus
these three chapters concentrate on the analysis of the underpinnings and processes
that support and constitute some of the governance structures (modes of social
regulation). Chapter Xi draws on the fieldwork data and other documentary sources to
examine the overall structure of regulating for sustainability. It identifies the period of
the first new Labour government (1997 - 2001) as emblematic of this and traces some

Page 8



Introduction

of the key events that have given rise to the particular mode of social regulation. It thus
provides a superstructure, built on the earlier underpinnings, and draws on Régulation
Theory for its theoretical inspiration. It is historically based in contrast to the ahistorical

approach of chapters Vil to X.

Chapter Xl discusses some of the implications of the approach adopted and its
interpretation. In particular it considers the research question as to whether the form of
regulation of the water sector in England and Wales encourages progress towards
sustainability both in the light of the ideals set forth in Chapter IV and the practices and
performance outlined in chapters Vill - XI.
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SECTION A

Section A contains three chapters: Historical Context, The Regulatory Framework and
Sustainable in Theory. Their purpose is to provide the foundations on which the main
work of inquiry is built. The need for and form of regulation in the water sector of
England and Wales is historically rooted. Its understanding requires some insight into
that history as well as of what is meant by ‘regulation’. Sustainability, by contrast, is a
more recent, topical concemn. It is a dynamic concept, which changing circumstances
and societal pressures have led to the requirement for forms of intervention. The forms
of intervention are contingent on how sustainability is conceptualised and on
(historically rooted) institutional frameworks. Thus understanding developments in the
water sector with respect to regulation and sustainability, which form the focus of this
inquiry, is built from the insights that deliberation and reflection on the history, on
regulation and on sustainability can provide.
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CHAPTER II: HISTORICAL CONTEXT

‘Come, listen my men, while I tell you again
The five unmistakable marks
By which you may know, wheresoever you go,

The warranted genuine Snarks.’

Lewis Carroll, The Hunting of the Snark

.1 INTRODUCTION

This chapter considers the historical origins of the water industry and the period prior to
privatisation through to the present day. It briefly introduces the genesis of a formal
organised water industry during the early part of the nineteenth century and then
considers the historical circumstances of the change from private to public ownership
that took place during the 1980's. The influence of both the European Union and
domestic political agendas are referred to and in the final section the current
constitution of the water industry is outlined. This is not intended to be an exhaustive
historical exposition but rather to be more of a scene setting exercise to provide a
backdrop for later chapters. It is intended to aid the understanding of how the current
institutional framework has come about through responding changing circumstances.

It is a truism that what we are today depends on where we have come from and the
influences that have shaped the journey. To understand the operation of the water
sector, the forces and circumstances that shaped it need to be appreciated. It would
be possible to describe the current water sector framework without any reference to its
past. This approach may give rise to questions of why the sector is constituted in the
way it is and why there are constraints and limitations on the way it goes about its
business. Thus by understanding the past we can understand the context of the
present and, through the present the limits on the future. To understand the nature of
regulation and the way in which it operates it is instructive to have an insight into the
forces and circumstances that led to the formulation of its institutional framework,
powers and duties. This aids the understanding of why different systems emerge. The
way water companies operate and respond to regulation owes as much to the duties
and expectations placed on them at the time of privatisation as it does to their
commercial circumstances. The present realities are rooted in past concerns and
issues that institutionalised arrangements were designed to address as much as how
they have evolved since. Legislation and regulation often seek to address yesterday's
issues (the known) rather than anticipating what might happen (the uncertain).
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Although the supply of water services had long been a function exercised by
institutions of the State, its origins lie in the private sector. The reasons for State
intervention/control are of some interest in that they illustrate that there is a history of
political tensions associated with service provision that stretches back over time and
are as much with us today as they were 150 years ago. It also highlights how intimate
the State's involvement has been and the forms and instruments that have evolved to
meet changing economic, social and political circumstances. It is the very nature of
water and its multiple use attributes that gives rise to the need for mediation of an
organic system characterised by physical linkages and interdependencies which
translate into economic ones. Such interdependencies lead to policy dilemmas
generated by the exploitation of the water environment. As Hassan (1998, p.4)

observed;

‘The difficulty of developing policies which efficiently and fairly satisfy most
interests may be illustrated by problems relating to the ownership
structure....Time and again, the central and local authorities have given
greater consideration to private-industrial interests than to the wider, social
costs....Consequently, attempts to reform....were invariably incomplete, if
not harmful, in impact; only when the resultant costs became unendurable
was society prepared to undertake the by now enormous expenditure to
remedy past neglect....and to thereby ensure sustainable use of the water

environment.’

The management of water resources is a complex task having to meet a number of
different and often contradictory goals; economic, social and environmental. The
organisational structures required for delivery of water as a private good that once
consumed by one customer cannot then be (immediately) consumed by another and
the nature of the costs involved in delivery and falling long-run average costs, have
strong natural monopolistic tendencies. It is technically inefficient to introduce
competition through duplication of infrastructure, a situation that lies at the heart of the
structure of the water industry since its emergence as a commercially organised
enterprise. At the same time water has equally strong public and common good
characteristics in its support for environmental services such as ecology, wildlife,
amenities and aesthetics. As with many public goods and their associated
externalities, there will be the ‘free rider’ problem with consumers unwilling to pay for
the services provided, especially where there are difficulties associated with enforcing

exclusion.
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‘Water’'s multiple characteristics create almost unique problems in devising
appropriate market and regulatory structures to govern the delivery of water
services. The search for an acceptable solution to these problems is a
central theme running through the history of water since the industrial

revolution." Hassan, 1998, p.9.

It is for these reasons that the State has had a pivotal role to play as a shaper and

mediator in the provision of water services.
.2 GENESIS OF THE WATER INDUSTRY

The origins of what can be considered as a water industry in the UK can be traced to
the Industrial Revolution and the change from a predominately agricultural to an
urbanised, industrial society. Economic and technological development induced
fundamental changes in employment patterns and social conditions as well as the
creation of new demands for goods and services such as housing, and water. The
growth of towns and cities was staggering, in the ten years after 1821 the population of
Manchester and Salford grew by 48% and Bradford by 78%. Water supply provision
was totally inadequate to meet such increases. Those who were able to pay were
supplied with water, a service that only the more prosperous could afford. There were
however, social and political forces at work that were to bring about change; the
introduction of municipal status for towns in 1833, a growing concern with more
efficient and more positive (interventionist) government and the activities of reformers
who had witnessed local conditions at first hand and were able to give them the oxygen

of publicity through the newspapers to press their case.

The demand for supply services to towns and cities was largely met by private
companies and in some cases by improvement commissioners, on a commercial basis.
An Act of Parliament was required in order to authorise the works proposed by a public
company, which was then responsible for raising adequate capital, arranging for the
works to be carried out and its subsequent operations. Indeed, some of the water
companies that are with us today can trace their origins back to early Victorian times
and the rise of what may be regarded as classical industrial capitalism, as observed by

Marx and Engels.

The poor living conditions in towns became the focus of growing attention and this was
to result in far reaching organisational changes for the water industry, which have
lasted in many ways until recent, pre-privatisation times. It marked the transfer of
control from being exclusively in the hands of the private sector to the organs of the
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State at a localised level. In 1842 the Poor Law Commission published The Sanitary
Conditions of the Labouring Classes in Britain in 1842. The conditions that it revealed
were horrifying and one of the conclusions of the report was;

“The primary and most important measures, and at the same time the most
practical, and within the recognized province of public administration, are
drainage, the removal of all refuse of habitations, streets and roads, and

the improvement of the supplies of water.”

The effect of the report was to force the government to set up the Heaith of Towns
Commission. The inquiry revealed that many councils were oblivious of the sanitary
conditions in their towns and had neither the desire nor the ability to introduce
improvements. For some this was an opportunity to make profits from water and there
were moves on the part of some capitalists to form the first nationwide utility company,
a move that was in part undermined by the even greater enthusiasm of investors for
railway shares — there just wasn’t enough private capital to go round. However, the
publication of the Second Report of the Health of Towns Commission foreshadowed
public control of water supplies at some future date. A consequence of the failure of
the private sector to capitalise on the opportunities, which were evidently there to be
had in the provision of water and sewerage services, was the progression to public

control through the arms of the State.

In 1847 a Bill was introduced into Parliament, which would have required town councils
and commissioners to supply water to every house, and either to construct the
necessary waterworks or make contracts with existing water companies. Importantly, it
removed the need for an Act of Parliament for the authorisation of works. Although,
when passed many of the provisions of the Bill had been watered down, it did establish
the Central Board of Health with permissive powers. In the same year, 1847, Edwin
Chadwick' secured a model Waterworks Clauses Act, which limited the profits of a
company to 10% and aiso that ensured it must comply with a reasonable demand for

! Edwin Chadwick, a follower of Jeremy Bentham, is perhaps better remembered today as the
author of the Poor Law. However, he was one of the first to realise in the 1830’s that proper
sanitation was a prerequisite for any improvements to living conditions. He also realised that
aid must come from ‘applications of the science of engineering, of which the medical men know
nothing; and to gain power for the application, and to deal with local rights which stand in the
way of practical improvements, some jurisprudence is necessary of which engineers know
nothing." it wasn't until the 1860’s that the ideas of adequate water supply and sanitation
gained general acceptance.
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water. The Central Board of Health encouraged the formation of local boards and,
more importantly, conducted enquiries into sanitary conditions, recommended works
and, sanctioned mortgages for the construction of waterworks. A measure of the
success of the Board, quite apart from its physical achievements was the intense
criticism it attracted from a wide variety of vested interests; water companies,
parliamentary agents, civil engineers, physicians and Treasury. However, the
government's control over water companies was exceptionally weak and poorly
defined, and the rights of individuals so hedged by bureaucracy as to be little more
than of notional vaiue. In spite of this it placed the responsibility for the majority of the
provision of water services under some form of State ownership and control up until
privatisation. By 1913, municipally owned authorities provided 80% of the water
supplied. This remained the case until the 1973 Water Act, which restructured the
industry. It created ten water and sewage authorities in England and Wales based on
geographic rather than administrative or political boundaries. In doing so it removed a
significant element of what some have perceived to be local political control and

accountability (Bakker, 2002).

Although the assumption of responsibility for water supply and more especially
sewerage by corporations and local authorities resulted in greater accessibility to these
services it had little effect on poliution or pollution control. The reasons for this are
partly down to the technology available and how pollution was perceived but also due
to entrenched political and economic interests. It was in the Midlands and the north of
England that the sharpest division in the debate over pollution took place. It was the
land owning classes that wanted measures to compel manufacturers to adopt less
environmentally harmful practices and municipalities to treat sewage. Because of the
failure of common law to limit these harmful effects they argued for the need to
introduce national legislation to redress the situation. Manufacturers, liberal politicians
and laissez faire capitalists argued that this would raise costs, interfere with innovation
and alter the balance between capital and labour, and opposed this.

Attempts to introduce improvement measures were vigorously opposed as both
impractical and a threat to continuing trade. Industry continued to manage to subvert
and out manoeuvre those that sought to improve environmental conditions and limit
poliution. For example, the 1876 Rivers Pollution Prevention Act, was the fundamental
environmental legisiation until the mid 20" century. Under this legislation, it was
impossible to bring a successful prosecution if it could be shown that to do so would
inflict injury on industry and interfere with property rights and the rights of capital.
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.3 METAMORPHOSIS OF THE WATER INDUSTRY

I1.3.1 Introduction

In 1989 the ten Regional Water Authorities (RWA) in England and Wales were
privatised and the assets sold into private ownership with shares quoted on the Stock
Exchange. In the view of some, water privatisation arrived suddenly on the political
agenda (Kinnersley, 1994; Jordan and Greenway, 1998) though there is general
agreement that the decision was largely a political one by the Thatcher government
(Shaoul, 1997; Hassan, 1998). The question arises as to whether the decisions was
purely based upon a political ideology that wished to see the role of the State pushed
back and the private sector taking greater responsibility for the provision of public
services. Some commentators have stressed primarily ideological motivation as being
behind the decision (Schofield and Shaoul, 1997; Shaoul, 1998a; Shaoul, 1998b),
others have attributed more complex reasons (Jordan and Greenway, 1998). What
does emerge from a consideration of the circumstances leading up to the event is that
whatever the reasons that lay behind privatisation a crisis was looming. Some change
to the way the water sector was constituted and operated would have had to take
place. It was the form and nature of the change that was dictated by political

considerations.
1.3.2 The Impact of Government: 1973 — 1989

The 1973 Water Act saw what was hoped to be the establishment of integrated water
resources management in England and Wales, reconciling the interests of water
supply, amenity and environmental improvements. In this there was a recognition of
the inter-relatedness of water supply, sewage treatment, river quality and
environmental protection. Taken as a whole there was certainly the potential to
achieve these objectives, and in fact there were some real initial gains made in the
areas of water supply and improvements to sewerage services. In spite of this by the
early 1980’s there was growing public unease over the performance of the industry
(Hassan 1998, p.143); a perceived failure to achieve environmental objectives, failure

to halt the collapse of the infrastructure and, rising water bills.

One of the reasons for the failure to achieve the environmental improvements heralded
by the 1973 Act was the defective regulatory framework (Lynk, 1993) that resulted in a
degree of regulatory capture by the RWAs. As constituted the RWAs were responsible
for service delivery as well as regulatory control and enforcement.  Although
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government set environmental objectives there was no provision for arrangements to
be made to monitor or measure compliance. Thus there was a tendency on the part of
RWAs to loosen consent conditions in order to remain compliant and to avoid the
spectre of legal proceedings, a process which some have regarded as evidence of
regulatory capture. The financial targets and controls introduced by government,
especially after 1983 were claimed to act as a surrogate market. The Conservative
government eventually saw such attempts as poor substitutes for competitive discipline
and this was one factor leading to the introduction of privatisation proposals in the mid
1980’s. However, to attribute the blame to the RWAs would be wholly unfair, the
political and economic conditions of the time had an overarching influence that created

the conditions and shaped the privatisation proposals.

There is evidence that after the 1983 Water Act there were significant improvements in
operating efficiencies and cost savings. The 1983 Act removed the requirement for
local authority representation on RWA boards and had the effect of ushering in a much
more business orientated managerial style. Lynk's (1993) study indicates that the
tough financial targets set by government for operating costs throughout the 1980’s
were generally met. However, although there was a change in management culture
and the industry became more efficient, this was being driven by a narrow government
agenda. This was to bring about a change from public service delivery to a business
organisation ripe for privatisation, with little or no thought given to the consequences of
how the environmental and other long term objectives set in 1973 could be realised
(Hassan 1998, p156).

Spending in the water industry was influenced throughout the 1970’s and 80’s by the
macro-economic position in which Britain found itself. In response to the economic
crisis, the Treasury exercised strict controls over public sector borrowing and spending.
This resulted in cuts in capital expenditure, which hit the water industry particularly
badly. In 1979 the new government instructed the industry to reduce its planned
investment for the following year by 11.2%. At the same time government wanted the
industry to increase the proportion of capital expenditure financed out of current
surplus. In the inflationary times of the 1970’s loan and fixed charges consumed most
of the budget. In such circumstances it was difficuit to finance new investment other
than to increase charges well above the rate of inflation, a move that was not at all
welcome. Under the pressure of these forces investment fell, the fabric of the

infrastructure worsened and water quality deteriorated.
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“There is little doubt the Water Authorities are now more efficient than
previously, however.....the methods of achieving this had ‘dire’
consequences for the renewal and replacement of assets.” Hassan 1998,

p.159

Spending controls halted works which would have led to the achievement of
environmental and water quality objectives. To accommodate this the Department of
the Environment in the run up to privatisation, encouraged RWAs to apply for the
relaxation of consent conditions thus masking the extent to which they were operating
ilegally. As Hassan (1998, p.160) observed, “The chief causes of the comparative
failure of the RWAs lay less with regulatory defects, which certainly existed. The main
problem was the damaging and arbitrary effects of the government’s financial policies.”
Arguably an example of a crisis that brought about the need for a restructuring of the
economic system of governance of the water industry in order to avert more serious

problems and possible collapse.
11.3.3 European Union and Environmental Policies

Water protection is the oldest sector and most complete package of the European
Commission’s environmental policies. It is expressed and given legal force through the
various water related Directives, with which all European Union member States must
comply. The requirement to adopt and comply or face legal proceedings has arguably
been the single most important driver behind environmental protection and
improvement policies as well as one of the factors that prompted the fundamental
changes in the water industry. European directives, of themselves may not have been
sufficient to force the structural changes if it had not also been for the absence of ability
by the water industry to be able to respond and meet the obligations encompassed by
successive European Directives. For this absence of ability it is the State that must

take a very large share of the responsibility.

Although the decision was a political one the form and timing of the 1989 sell off of the
water industry, or more correctly the RWAs, was greatly influenced by growing
concerns for the deterioration of the environment and by the growing obligations under
various European Community (EC) directives that the government had signed up to.
For a long time there was a tendency on the part of both government and the water
industry to misunderstand and more significantly underestimate the nature of the

commitments entered into in adopting directives.
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There are three broad types of water directive. The first details quality objectives to be
met; such as the Bathing Water Directive, Drinking Water Quality Directive and
Shellfish Directive. The second type seeks to control or eliminate dangerous emissions
in to the aquatic environment. The third aim to protect the water environment against
general risk: such as the Urban Waste Water Treatment Directive (1991) and more

recently the Water Framework Directive (2000).

During the 1970s the EC began to take a growing interest in the environment. One of
the first directives was the Bathing Waters Directive, which although viewed with a
great deal of suspicion by the British government, was eventually adopted
unanimously. It soon became apparent that the government’s attempts to circumvent
the provisions of the directive were inadequate. It faced the embarrassment of formal
legal proceedings in 1986 in respect of the beaches at Blackpool and Southport. At a
time of reducing capital expenditure on water and sewerage services, the government
was faced with a dilemma as non-compliance with EU environmental law was
recognised as an undesirable option. The Drinking Water Directive (1980) had for the
first time specified standards in relation to a wide range of parameters for drinking
water. When the target date of 1985 loomed the water industry was not in a position to
meet the specified standards, especially with regard to tap water. The British
government responded by attempting to get the deadline moved to 1995, which only
served to publicise the failure to meet water quality standards and on-going and

unwanted publicity.

At the same time the 1980s were a time of increasing public awareness and concern
with environmental issues. Membership of voluntary environmental organisations such
as Greenpeace, Friends of the Earth and the Wildlife Trusts increased dramatically.
There was a greater awareness and debating of issues such as environmental
degradation as well as concerns over greenhouse gas emissions. There was also
mounting, supranational, concern over issues such as pollution in the North Sea.
Greenpeace for example, mounted a high profile campaign labelling Britain as ‘The
Dirty Man of Europe’.

The net result of these influences was that the British government came to accept that
there was no alternative and that there would have to be greater investment in order to
meet and comply with EU directives. By the late 1980s the investment programme
required to meet EU standards was estimated at £24 billion (Kinnersley, 1994),
although much of this investment would be required to meet the backiog in
infrastructural maintenance. The public also desired an improvement to the water
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environment. The government would not be in a position to sanction public
expenditure on such a scale. One of the effects of this was therefore to increase the

attractiveness of privatisation of the RWAs.
I.3.4 Privatisation of the Water Industry

In 1985 the Department of the Environment issued a discussion paper on water
privatisation. Although the stated objectives of privatisation included; the promotion of
competition, the spreading of share ownership, involving staff in companies, reducing
the size of the public sector and freeing enterprise from State controls, it was the last of
these that was the most important factor. The act of privatisation itself was promoted
as ensuring enhanced efficiency for the benefit of consumers, employees, the industry
and the nation (Shaoul 1997, Ogden 1995). It would resolve the growing problem of
how to adequately finance the water industry, part of which was the need to redress
decades of neglect and under-investment in the infrastructure. Indeed, one of the ways
in which the government of the nineteen eighties managed to sell privatisation of the
water industry to the public was to suggest the market would bear this substantial cost

burden (Letza and Smallman, 2001).

Although the decision to privatise may have been made on a mixture of ideology and
expediency, there remained the question as to what form privatisation should take.
The decision to opt for the wholesale transfer of the RWAs to the private sector with
minimal reorganisation was probably prompted by a number of factors. A sense of
haste to accomplish the transfer favoured minimal change, which the devising of
alternative forms would entail. Secondly, the viability of other models, principally
franchising were not evident at the time and this might have led to reluctance on the
part of the capital markets to accept profit threatening competition (Hassan 1998,
p169). The City also wanted to know the full liabilities of the industry before it would
support the sale, which in turn implied a realistic interpretation of EU obligations.
Furthermore, franchising might not raise the same amount of cash for the Treasury
(Kinnersley, 1994) and might even involve a degree of public or municipal control.
Something that was an anathema to Margaret Thatcher's government.

It is interesting to note that initially senior management in the RWAs were opposed to
privatisation but were quickly won around to it and indeed became some of its
strongest supporters. Several reasons have been advanced for this support. Freedom
from the dictates of the Treasury was certainly a strong factor but equally the proposals
provided for new managerial freedom with litle change in organisational structure or
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introduction of competition — in other words maintenance of the status quo. Escape
from the commercial and social objectives associated with nationalised industries was
another factor. As a result when privatisation eventually came to pass in 1989 it was
relatively well supported from within the industry’s managerial echelons.

Because privatisation of the industry in the form preferred by government would create
private natural monopolies with great market power it was realised that great care
would have to be exercised in devising an appropriate regulatory system. It would
have to meet the twin challenges of ensuring that the environmental protection and
policies would be effective and also prevent abuse of the natural monopoly position.
Initially it was proposed that the regional companies would retain their regulatory
environmental protection role, as this would also promote integrated water
management. This proposal ran into strong opposition outside of the industry among
environmental groups and the opposition. The first set of proposals were withdrawn
and replaced by a solution that was eventually adopted in 1987, operational and
regulatory functions were separated. The RWAs were set up as regional monopolies
providing water supply and sewerage services while the regulatory functions were
conferred on two new statutory bodies (EU rules do not permit private companies to
discharge regulatory functions); the Office of Water Services (Ofwat) and the National
Rivers Authority (NRA), which became the Environment Agency (EA) in 1995.

Owing to what economists call its natural monopoly characteristics, and the water
companies sole responsibility with their respective geographic areas for the distribution,
maintenance and treatment of what is essentially a natural resource, the water industry
is a highly regulated industry. Indeed it has been claimed as one of the toughest
regulatory systems in the world (Hassan 1998, p170).
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1.4 THE PRIVATISED WATER INDUSTRY

I.4.1 Introduction

On the 1 September 1989 the assets
and liabilities of the ten regional water
authorities were transferred to ten
companies as subsidiaries of ten
holding companies prior to shares in the
holding companies being sold in
November 1989. Each appointed
company holds a Licence for 25 years
from 1% September 1989, which may be
terminated at any time on expiry of the
twenty-five years, provided at least ten

years notice is given. The conditions of
an appointment may be varied subject to agreement between the parties concerned
and the Director General of Water Services (DG), although under -certain
circumstances this may be referred to the Competition Commission. Similarly, if the
DG considers that an appointed company operates in a manner contrary to the public
interest there can also be reference to the Competition Commission, including
requirements about corporate structure and management. Thus there are strong
elements of regulation and governance in place that theoretically guide and constrain
not only the performance of the industry but also the way in which it conducts itself.
Setting up procedures and mechanisms of accountability to the regulator enables
government to use these mechanisms as surrogate means of control, if it so wishes.
Thus privatisation, whilst placing operational control in the hands of the private sector,
has still not freed the industry from government's ability to exercise direction and

control over it.

In addition to transferring the ten regional water authorities in to the hands of the
private sector, the 1989 Act removed the existing statutory controls over the Water
Only Companies and brought them under the same regulatory framework.

The DG regards comparative competition as a powerful regulatory tool and therefore
any loss of a comparator arising from a merger that dilutes the ability to make
comparative judgements is said to be against the public interest (Ofwat, 2000).
Although this does not necessarily mean there can be no mergers, the fact is that since
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1989 there have been none among the ten water and sewage companies. Even take-
overs have been scrupulously examined by the DG and the businesses ‘ring fenced’ in
order to maintain the ability of the regulator to use them as a comparator. This has had
the effect of removing still further the benefits and disciplines that a “free market” was

supposed to bring to the industry.

Since 1989 there have been a number of changes affecting the structure of the water
industry and the companies not least being the change of ownership of some of the
water companies. In the first few years after privatisation there was a tendency for
water companies, especially the water and sewerage companies to diversify and
develop non-regulated business ventures. This posed particular problems for the
economic regulator in order to ensure that customers were not disadvantaged by such
activities. The strong financial performance of water companies attracted business
interests and led to a number of take-overs, often by foreign owned interests, though
the DG was also careful to ensure that there was no loss in the ability to continue to
use the companies as comparators through ‘ring fencing’ of their operations.

In response to regulatory pressure to achieve efficiency savings there were moves
away from the vertically integrated company model with certain functions and activities
being outsourced. In the period after the 1999 Price Review more fundamental
restructuring proposals, some
of which have been approved
by the regulator and some
not, emerged. However, in
March 2002, Ofwat noted that
“The pace of restructuring
proposals has slowed since
our last City briefing although
there have been a number of
twists and turns on a couple
of them” (Fletcher, 2002). In
spite of these moves the water industry of the early 2000s is still largely unchanged
from what it was in 1989. Much the same can be said of the regulatory framework.

The ten water and sewage companies set up in 1989 are still in place, trading in the
same geographical locations. The ownership of the companies has undergone change
and in some cases radical restructuring, notably Dwr Cymru/Welsh Water. Details of
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the Water and Sewage Companies as well as the Water Only Companies are given in

Appendix .

One of the main benefits of privatisation was expected to be the ability of the water
industry to deliver the investment in assets and infrastructure required to improve
services and to meet the conditions laid down in various EU directives. Although there
continues to be argument over the scale, pace and effectiveness of the investment that
has been made, there can be no doubt that the water industry has undertaken
significant expenditure to the extent of several billion pounds since 1990. In 2000 the

Environment Minister reported,

“The billions being invested in cleaning up our rivers are already bearing
fruit. These are the best ever water quality results and reflect the
Government’s firm commitment to delivering a cleaner, better quality
environment for everyone to enjoy.” (Environment Agency, 2000).

At the same time the above inflation price increases, allowed by the regulator, that
were to be used to pay for these improvements also resulted in levels of profits for
water companies and increases in executive’s pay that the public found unacceptable
(Corporatewatch, 1996). So much so that when the Labour Party came into
government in 1997, it introduced proposals for a one-off windfall tax, especially on
water companies, which came into effect in 1998. Further shortcomings of the
industry, the regulator and the efficacy of market forces to deliver improvements were
highlighted by the 1995/96 drought and the resulting attention given to leakage.

Schofield and Shaoul (1997) have also questioned whether the way the industry
operates is sustainable in the long term. They see the privileging of shareholders over
customers as exerting an adverse influence on investment programmes leading to
increased levels of borrowing. Such a situation they argue, would result in
“jeopardising future levels of service.” and if debt levels increase companies would “in
time come to mirror the position the water industry was in before it was privatised.” In
spite of what many see as a success, there are doubts as to whether the framework of
the water sector is capable of adequately fulfilling the environmental, social and
economic demands placed on it, given the privileging of the economic viability of
companies enshrined Ofwat’s remit.
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.5 SUMMARY

This chapter has provided an historical context of the water industry in England and
Wales over the last 150 years, focusing on its beginnings and on the last 25 years.
The Industrial Revolution in Britain in the nineteenth century saw the rise of commercial
water enterprises in the towns and cities as traditional sources became inadequate.
However, the failure of the commercial enterprises to provide adequate water services
gave rise to concerns for public health and the debilitating effects on public and
commercial life. Through the reform of local government, water services came to be
regarded as a local government responsibility from the mid to late 1800's until the
1970’s, with a particular construction of accountability. Environmental legislation as it
pertained to water pollution and water quality lagged far behind such enlightenment. In
1973 changes in the organisation of water services were introduced but political and
economic circumstances undermined any chance of them being substantially realised.
Indeed, these pressures together with the growing influence of EU directives and the
need for compliance with them brought about fundamental and far-reaching changes in
the nature of the water sector in the form of privatisation. This was coupled with an
expanding, arms length, regulatory environment that included not just environment and
quality issues but matters such as surrogate market competition and conceptions of
customer service. And, by extension it is coupled to changes in the nature, scope and
purpose of accountabilities. The nature of the transfer of ownership of the sector from
the public to the private sphere set the institutional and regulatory framework of the
sector that remains in essence unchanged up to the present. The framework is
characterised by: a separation of operation and supply functions in private hands from
those of regulation and compliance in public hands; regionally based, vertically
integrated, monopolies subject to arms length regulation of economic, environmental
and quality aspects by the State exercised through parastatal agencies. It is a
framework that has succeeded in addressing the causes of the crisis that gave rise to it
by embedding liberal market capitalism as an essential part of the institutional
framework’s ethos. The historical context of the water industry plays a defining role in
the shaping of governance structures and relationships, of which the regulatory
framework is a part. It circumscribes what can be done and how, for example with
respect to the conception, place and role of sustainability and accountability in the
water sector. The historical context is necessary for a better understanding of what

follows.
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CHAPTER Ill: THE REGULATORY FRAMEWORK

‘And when quarrels arose — as one frequently finds
Quarrels will, spite of every endeavour -
The song of the Jubjub recurred to their minds,

And cemented their friendship for ever!’

Lewis Carroll, The Hunting of the Snark

.1 INTRODUCTION

This chapter has two main aims. The first is to consider the purpose of regulation and
what is meant by the term regulation and what it tries to achieve. This provides an
introduction to the inter-relationship and interaction between economic, environmental
and social regulation as well as to regulating for sustainability. It indicates that formal
regulation is a part of wider framework that is governance. The second part of the
chapter introduces the formal regulatory structure of the water industry in England and
Wales, building on the introduction provided by chapter Il. It gives a description of the
main players and their respective jurisdictions. A discussion of the changes that have
taken place in the duties and responsibilities provides the focus of a later chapter but
the main features are touched upon here. It would not be possible to consider the
research question of whether or not the current regulatory framework promotes
sustainability without knowing what the framework is. Only by knowing the framework
can the extent of its accommodation of sustainability be investigated, its potential as a

support and how this has come about.

The question of what does regulation try to achieve must include why there is a need
for regulation. It is through these questions and a knowledge of the recent political,
social and economic history of the water industry that an understanding of the current
form of regulation can emerge. In considering regulation there is a tendency to focus
on one or other particular aspect, such as economic regulation. Regulation however,
relates to and impacts on a wide range of (governance) activities carried out by the
water industry. A narrow focus can obscure the inter-dependent nature of the different
aspects and how they affect and are affected by each other. The importance accorded
to a particular form or focus of regulation is more often than not dependent upon the
commentator and the question considered. In other words there is a degree of
subjectivity about what should be considered important in regulation. Any reading of
the regulatory literature would tend to lead one to believe that economic matters are of
greater significance (Beesley, 1997, 1999, Newberry, 1999), even the non-economic
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aspects of regulation are often couched and presented in economic terms (Polluter
Pays Principle for example). Regulation however, does not exist of itself, it is subject to
the formal pressures that gave rise to it and to informal forces that shape it, oppose it
and change it. It is not just a technical, mechanistic process. It is part of the
functioning of society and therefore in considering the nature of regulation we need to
understand how it is used and the forces that use it. Important themes are the role of
power and how it is constituted and the effect that this has on accountabilities,
compliance and on mechanisms of change. This chapter concentrates on the formal

aspects of regulation, what some have referred to as ‘real regulation’ (Jessop, 1995).

.2 RATIONALE FOR REGULATION IN THE WATER SECTOR

I11.2.1 Introduction

Regulation can be expressed as the exercise of control through the setting of rules and
standards. In this respect it shares a number of commonalities with ideas of
governance. lts usage contains implicit suggestions of a set of norms governing what
is to be regarded as acceptable conduct. Exercise of control suggests the existence of
power relationships and the presence of a number of participants and therefore goes
beyond a one-way process of communication to one of interaction. There are other
elements within regulation that need to be identified and explored so that when looking
at the formal structures and their workings we may discern the influence, importance

and role that they play in the exercise of regulation.

It is suggested above that regulation relies on a set of norms and rules. How are the
norms formed, whose norms are they and what is their legitimacy? The rules could be
seen as a formalisation of a dominant discourse such that actions and outcomes are
interpreted in the light of that discourse. Thus there is the idea of judgement and
competence to judge as well as boundaries (spheres of influence and control) within
which this competence can be exercised. If there is judgement then there is the
suggestion that there are means of sanction and coercion to counter deviation from
norms and re-establish the required harmonious relationships. Regulation seeks to
remove tension through ensuring conformity to rules and norms.

Facilitating the interchange between those who regulate and those who are regulated
(against) there are many mediums of exchange. In many instances, what is being
exchanged are accounts, the various parties are giving accounts - being accountable to
each other. Accountability in the informal sense that the parties acknowledge that they
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are required to render and use accounts as a means of demonstrating conformity to the
rules and norms. Such accounts are contestable, become the focal point of judgement

and instruments in the exercise of power.

In a more formal sense however, regulation is an outcome of a legislative process.
The legislative process expresses what are to be regarded as acceptable norms, it
establishes the framework for the implementation of its rules and lays out the formal
structures that give expression to that framework. In other words legislation seeks to
establish regulatory practices. What goes on in practice may of course differ from that
which was envisaged, especially given the forces that usually govern the introduction
and drafting of legislation. Regulation and regulatory practices are not static concepts
but rather dynamic and interactive processes. They are processes through which
power and discipline are exercised, implying a set of reciprocal relationships and
legitimacies, formalised through legislation but given substance through regulatory
practices. Regulation and regulatory practices mirror and represent the interplay and
reinterpretation of norms and challenges to norms and, the construction of acceptable
social behaviour that markets alone cannot reconcile. Regulation is at the foundation

of a liberal market economy.

lil.2.2 Rationale

There are a number of reasons advanced as to why there is a need for regulation in the
water sector. They may arise from economic, social or environmental reasons though
it should be appreciated that often these are interconnected. The most often cited
reason arises from economic considerations, the fact that water companies are natural
monopolies within their geographic area of operation (Rees, 1988). All consumers
have to make use of their services regularly and the efficient supply affects the whole
economy. Thus effective regulation, or direction, can be beneficial to the economy.
There is also a widespread view that the water sector is special and as such should not
be subject solely to commercial considerations (Currie, 1997). The characteristics of a
natural monopoly include the existence of economies of scale, which acts as an
effective barrier to the entry of competition, a case of market failure than leads to sub-
optimal outcomes in terms of technical and allocative efficiency. In addition to this
there are other characteristics such as capital intensity, non storability with fluctuating
demand, locational specificity, production of necessary or essential commodities and,
direct connection to customers (Farrer, 1902 cited in Newberry, 1999).
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It is the last two of these reasons perhaps more than the others that ensure some form
of public interest in the production and supply of water. For mainstream economists
market failure is an anathema that must be addressed, if market forces cannot be
introduced directly then regulation is a second best option. The concern is that without
regulation (preferably by market forces) the monopolist would exploit the dominant
position by providing a poor quality service at a high cost to consumers. By extension
of the same argument, the absence of markets for social and environmental goods and
services means that they too will be exploited, without regard for the potential damage
that this may cause. Social and environmental goods and services become
externalities, whereby a producer incurs no cost in exploiting the services that they
provide but society does. Regulation is a means of internalising such externalities.
Market failure thus becomes the rationale for intervention, of whatever form, and it
emphasises the dependence of the regulators on political process and what is
politically acceptable. Regulators are therefore interdependent on government and the
State (Robinson, 1999). Implicit in this is the premise that the State knows how to
make things better than they are and that on this basis it is able to institut(ionalis)e

regulation.

The State now seeks to balance competing claims. On the one hand there are the
claims of industry and ‘capital’ to a return on investment in assets that cannot be
moved and that its rights will be protected against arbitrary (political) interference. On
the other the ‘rights’ of workers, voters and consumers need to be protected. At the
same time water companies must satisfy both consumers and investors; consumers
have a voice through the political process and investors through their market activities.
As Robinson (1999) observed, regulation is imposed by government (as the policy
monopolist) while in power, using market failure as the intellectual justification. It posits
a benevolent government acting altruistically to detect failures and then acting in the
public interest. What may be termed government, the act of governing.

However, what has been put in place is governance - regulatory frameworks. This
being more than structures and which consist of organisations that regulate, are
regulated or contribute to regulation as well as the web of rules, procedures and
relationships. Institutions encompass sets of rules (formal and informal) that organise
and constrain human interactions and they include established laws, custom and
practice (Newberry, 1998). A complex web of norms, expectations, and sanctions
supports these (discourses). Regulatory institutions/frameworks have by their nature,
great inertia and are historically dependent. One view of regulation would suggest that
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the institutions of regulation result from a demand for regulation and a process of
bargaining between parties. Customers require regulation as a means of countering
the commercial power of industry and limiting the scope for exploitation, whether that
be economic, social or environmental. On the other hand regulation is seen by industry
to grant it rights to act in a certain manner, create conditions of relative certainty and
protection of their commercial interests. The State becomes a willing participant as it
wishes to enjoy the reflected kudos that securing the benefits expected by the various

participants would give it.

However, if we see regulation as the outcome of bargaining between parties there is a
dynamic element involved. Bargaining suggests it will be in the interests of each of the
parties to critique the system in order to gain further advantages. This can be
observed in the debate concerning the regulation of the utilities sector and by extension
of the water industry. It has been argued that regulation is inefficient due to problems
arising from asymmetric information and commitment by the parties to the process
(Newberry, 1999). Others have argued that the whole premise on which regulation is
founded is flawed (Robinson, 1998 and 1999) and that it contains such perils as
bureaucratic expansionist tendencies, increasing costs, restriction of entrepreneurship
and managerial development and, ossification (Water UK, 2001). To counter this the
introduction of greater competition is said to be necessary and a lightening of the
regulatory burden. Competition is good, it relies on market forces to achieve efficient
outcomes that all will benefit from. Even the regulators themselves and the State are
wedded to the idea of the introduction of greater competition and the virtues of the
market place (Currie, 1997, Robinson, 1999, Ofwat, 1998, DETR, 2000). it would
seem that we are in danger of completing a circle and ignoring the reasons for
introducing regulation in the first place. It is clear from this that the process of
bargaining over the institutions of regulation is still on-going.

It is perhaps fair to say that it is not the rationale for regulation that is being questioned
but rather the practice. Evidence of this questioning can be seen in the decision of the
Labour Party when it came into government in 1997 to set up a review examining utility
regulation (Dickie, 1996). This arose out of the concerns of the party whilst in
opposition and contained in the ‘Vision for Growth’ (1996) document, a quarter of which
was devoted to utilities.
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.3 REGULATORY FRAMEWORK ‘

When the water industry was privatised in 1989, it had been recognised by the State

that there would have to be a separation of operational and regulatory functions (Rees
and Synnott, 1988; Hassan, 1998). The Water Act 1989 saw the creation of two
statutory bodies charged with the principle responsibility of regulating the affairs of the
water industry, the National Rivers Authority (NRA) and the Office of Water Services
(Ofwat). The form of regulation and its institutions put in place are peculiarly British. In
Britain it is possible for legislation to be introduced into Parliament that will over rule
past Acts of Parliament making legislative commitment low in certain cases. However,
the judiciary and courts are independent of Parliament and are able to adjudicate and
uphold matters of contract without, overt, political interference. Therefore the Water
Act 1989 set out the granting of Licenses to the privatised water companies. It is in the
Licenses that the main body of the regulations are set out, as part of the contract
entered into, and typically such Licenses to operate run for 25 years before coming up
for renewal. Such a system removes the threat of party political interference via
Parliamentary Acts. It relies on the courts and, any changes to the conditions of the
License have to be negotiated. This protects the interests of capital and provides a
stable contract between all parties, though one that can be adapted to changes in
conditions and circumstances. There have been a number of changes to License
conditions negotiated between Ofwat and License holders, often claimed by Ofwat to

strengthen the conditions that the holder must meet.

The regulatory framework has emerged out of legislative processes that have created
new institutions and at the same time involving other established institutions as well as
drawing in others with which there are some commonalities. Given the high political
profile of water, its characteristics and importance as an economic and environmental
good, it is inevitable that the activities associated with it would be subject to a myriad of
regulations and regulatory instruments. For the same reasons it is no wonder that
regulation is seen as too complicated and overbearing’. The Figure 1 indicates some
of the main features of the current regulatory framework. The main features will be
discussed further but it can be noted that there are four main spheres of regulation;
economic, social, environmental and quality, each with their own, differing, regulator.

2 hitp://www . cabinet-office.gov.uk/regulation/taskforce/index.htm
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Though it is fair to say that with respect to the social this is more often than not
exercised through economic regulation.
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Although Figure 1 is only intended to give an idealised understanding of the framework
and not all of the linkages have been included, it should be evident that the framework
of regulation is complex. The three principle regulators, environment, water quality and
economic have been highlighted. Absent from this is social regulation, which is
exercised at arms length by the State in a number of different forms, mostly through
Ofwat. What is clear though is that regulation is carried out at ‘arms length’ from the
State; the organs of the State are not directly involved with the hands on application of
regulation across all the different spheres. It should also be apparent from this that no
one sector of regulation, be it economic, environmental or social, can be exercised
independently or in isolation of the others, even though the institutional structure is far

from integrated.

The following sections outline some of the main characteristics of the regulating bodies.
The interrelationships between the various bodies indicates the lines of responsibility
and accountability of the various bodies, though some of these axes of accountability
are far from explicit and often lacking in any formal powers of action and redress.

.4 EcoNOMIC REGULATION

lll.4.1 Ofwat

Given the conditions prevailing in the second half of the 1980’s it was almost
unavoidable that some form of tough regulatory regime would be put in place alongside
privatisation. The very nature of a natural monopoly per se and the decision to retain
regional monopolies meant that there would be severe difficulties in introducing
competition into such an industry. Lack of competition means that the regulator cannot
discover, through the market, what the efficient costs are for the industry and so they
have to rely on information supplied by the utilities, giving rise to the problems of
asymmetry of information. Regionalisation, part of the form adopted, confers market
power on the utility but can at least provide comparative information on performance. It
allows yardstick competition to be introduced whereby the targets set for one utility
depend on the performance of all the others. Further, there is still the possibility of
take-over, another incentive to efficient management.

The Office of Water Services (Ofwat) was established as the economic regulator for the
industry which owing to its remit, the ability to cap water charges and to set required
levels of serviceability for key performance indicators, arguably, has the main influence
over water companies. Certainly, water companies are dependent on Ofwat for the
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determination of prices that can be charged to consumers and are responsible for
submitting detailed retums to meet Ofwat's prescribed expenditure reporting
requirements. On the basis of these returns Ofwat assesses whether companies have
and can maintain the required levels of service provision as well as achieving
mandated targets, the results of which are published annually (Ofwat, 2001).
Expenditures including the cost of financing investment have to be achieved within the
revenue received from the sale of water, at the price determined by Ofwat. Hence
water companies are keenly aware of the power of the economic regulator and the

need to ensure cost efficiency whilst maintaining levels of service.

In status Ofwat is a non-ministerial governmental department responsible directly to
Parliament with independent powers under the 1991 Water Industry Act. The primary
duties laid down in the Act of the Director General of Ofwat are twofold. These are to

ensure that:
« The functions of a water and sewage company, as specified in the Act,
are properly carried out; and,

e companies are able to finance their functions, in particular by securing a

reasonable rate of return on their capital.
In addition the Director General's secondary duties are that:

e No undue preference nor undue discrimination in the way charges are

fixed and recovered;
o Other aspects of consumer’s interests are protected;

e Companies to promote the efficient use of water by consumer's
(introduced in the Environment Act 1995),

» Provide incentives to reduce costs and pass the resulting savings on to

the customers;
o Facilitate competition between existing and potential suppliers;

e To further the conservation, enhancement of flora, fauna and geological
or physiographical features of special interest, but only in so far as they
are consistent with the primary duties.

Price capping has an important influence on a water company in terms of controlling
expenditures and the amount of capital investment that it is willing to undertake. It was
designed with the belief that price capping:
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“would limit prices and provide managers with the pressure and incentives
to deliver greater efficiency and quality, reduced costs and effective
investment and promote the welfare of the consumer. Furthermore the
existence of a number of companies would enable comparison to be made
of their relative efficiency and therefore determine differential prices which
would require efficiency savings based on best practice.” (Shaoul 1997,
p.484).

In other words price control would be achieved through “yardstick competition” based
on the Director General of Ofwat making comparisons between water companies in
relation to operating costs, capital investment and outputs such as levels of service, as

a means of determining best practice.

Parliamentary Acts set out the duties and responsibilities of the regulator but the actual
practice of economic regulation is not prescribed, in line with the philosophy of arms-
length regulation espoused by the State. Ofwat, under the guidance of the first Director
General, lan Byatt, developed its own working practices over the years to give effect to
discharge of those duties. This has taken the form of issuing position papers and
guidance notes to industry setting out what the regulator expects of the industry with
respect to certain matters. On the other hand such documents may be issued in
response to some external initiative, such as an Act of Parliament, which will have an
impact on the industry and must be accounted for by the regulator. Whilst the regulator
might argue that this merely gives clarification to the regulatory process others have
seen it as part of the growing burden of regulation. The insights of procedural
rationality models are relevant in this respect. Decision makers are only rational within
the bounds set by their skills, knowledge and habitual modes of thought and secondly,
management goals are set subjectively, being determined by an individuals value
system, range of experience and knowledge. The conclusion might be reached that
the dominance of personalities has probably had much to do with the system of
economic regulation that has emerged in the water sector during the first decade since

privatisation.

An obvious weakness of this comparative approach is that no allowance is made for
the differing regional and historical conditions faced by the various water companies
nor for the variable conditions of the water networks that each company inherited
(Hassan 1998, Ogden and Anderson 1999, Shaoul 1997). However, there continues to
be a strong held belief that comparative competition (Fletcher, 2000) and a system of
price capping provides management with the incentive to control and reduce costs if
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they wish to improve profit margins whilst maintaining levels of services to consumers.
That this has not always been the case is highlighted by the problem of leakage, which
in the end required external intervention to bring about improvements that the market
forces failed to achieve (NAO 2000, p.2).

inefficiencies in performance which increase costs mean the resuitant incremental
costs cannot be passed on to customers. A problem with the comparative approach
necessary to create a competitive environment is the way it may stifle companies in
being innovative or in attempts to dramatically improve levels of service or even in
taking initiatives for improving sustainable development. The regulator in setting price
caps will err on the side of caution and thus favour rates that will yield above-average
profits to the companies, rather than risk an investment strike. This is unsustainable
unless periodically the price cap is reset in line with costs and better performance
information. This form of profit sharing reduces the incentives to reduce costs and is
not helped when utilities can lay claim to special circumstances that only pertain to their
operations. Thus there are weak incentives and few rewards, especially if the regulator
is of the opinion that the level of service provided exceeds that which the customer
expects and not what the customer requires (Cowan, 1994). Though quite how robust
the methodology used to determine customer preferences is open to question and was
much debated at the 1999 Price Review.

It would be wrong to assume that all regulatory institutional development has come
about as a result of the economic regulator. In this respect the outcome of the
regulatory review and subsequent initiatives by government have been just as
important and have moved it in directions which the regulator alone would not have
been able to. The review noted that economic regulators have wide discretionary
powers on social and environmental issues, which are pursued in ways that do not
always reflect Minister's objectives. It suggests that there is a need for a framework to
reflect these objectives and proposes legislation to issue statutory guidance which
regulators would have a duty to have regard for (Robinson, 1999). These
recommendations have been followed up in some cases by legislation with the
Competition Act in 1998, the Water Industry Act in 1999 and the draft Water Bill in
November 2000.

Of these the Water Industry Act, 1999 is of interest as it contained a number of
provisions that are of a social nature. This in effect makes the economic regulator
responsible for the implementation of the government's social policy. For example, it
allows the Secretary of State to provide guidance to Ofwat on the treatment of
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vulnerable customers. It also removed companies’ abilities to disconnect household
customers for non-payment of charges. There does appear to be a tendency for the
government to use the economic regulator to address social policy issues, through
guidance from the Secretary of State. Such matters, it could be argued are more

properly dealt with through the tax and welfare system.

The primary duties of Ofwat clearly state that it must ensure companies are able to
finance their functions (Water Industry Act 1991, Water Industry Act 1999). These also
include a number of duties designed primarily to protect consumers. There should, for
example, be no discrimination in the way charges are fixed and incentives should exist
to guarantee any cost savings are passed on to customers. Specific and indicative of
these duties is that Ofwat must facilitate competition, as this was one of the
justifications for privatisation in the first place. The secondary duties of Ofwat are to
promote efficiency in the use of water by consumers and significantly, ‘to further the
conservation, enhancement of flora, fauna and geological or physiographical
(landscape) features of special interest, but only in so far as they are consistent
with the primary duties ‘(Ofwat, 1997, emphasis added). Clearly, and with deliberate
intent, the economic duties are to be held supreme for Ofwat in keeping with it as the

economic regulator.

Ofwat, through its Director General is openly responsible to Parliament for its actions.
In exercising its duties, Ofwat consults with, and receives advice from, other
government agencies as well as the water companies themselves though it is under no
legal obligation to take such views into account when exercising its function as an
economic regulator. Guaranteeing the financial viability of water companies by the
regulator is essential to ensure that the water companies do not fall prey to the ultimate
sanction of the market through bankruptcy (Schofield and Shaoul 1996). it has to be
inferred from this that wider issues of sustainability, reflecting social, environmental and
ecological concemns, through the introduction and promotion of appropriate schemes
and actions will receive little support from Ofwat if they contribute to rising water bills or
diminished financial performance by water companies (Cashman, Lewis & Birkin,
2003). The last water price determination process by Ofwat in 1999, whilst endorsing
the implementation of the government's environmental quality programme (National
Environmental Programme, EA, 1999), only gives water companies the means to carry
out statutory environmental improvements. The Wildlife Trust's response to this was,
“In tightly limiting the resources available for environmental improvements, Ofwat is
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jeopardising the future of much of the vital discretionary conservation work carried out
by water companies.” (Wildlife Trust, 1999).

I.4.2 Competition Commission

The Competition Commission, taking over from the Monopolies and Mergers
Commission in 1999, is not a frontline economic regulator. However, it is there to
exercise oversight of the economic regulator in respect of the conditions contained
within a companies’ license. Appeal to the Commission is open to both parties with
respect to changes in license conditions; the basis of referral is whether amendments
to license might be expected “to operate against the public interest’. The Commission
takes evidence from a wide cross section of parties and produces a report on its
findings with recommendations. The economic regulator’s discretion as to whether to
accept the recommendations or not is limited, it has been the case that they are

accepted.

The cases referred to the Commission have been over the Periodic Price Reviews,
challenging the regulator’'s determination. A particular problem from the point of view
of those regulated is that they cannot refer specific aspects of a determination to the
Commission. It has to be all or nothing. This they contend constitutes an
unreasonable restriction and one that has deterred many from embarking on this
course of action. In the opinion of some in the water industry this is a matter that
requires attention. A view not shared by the economic regulator (Fletcher, 2002, pers.

comm.).

In a certain respect given the terms of reference it could be said that the Commission
acts in a normative manner, looking at the way regulation ought to work in order to

maximise some concept of social welfare for the good of society.

Although the Minister retains power of veto over the economic regulator as well as the
ability to instruct the regulator not to make reference to the Commission this has never
been employed. The Minister can only act after a decision is published and the spectre
of political interference would under these circumstances certainly cause problems. As
a means of pre-empting appeals the regulator has taken to publishing a great deal
more information regarding price determinations and have sought to argue that they
are following the “Commissions methodology” (Green, 1999, p.3).
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L5 NON-ECONOMIC REGULATION :

In the non-economic field of regulation there are a number of other bodies, some

statutory some not, that have a role to play, see Figure 1. These include ‘front line’
bodies such as the Environment Agency, Drinking Water Inspectorate and English
Nature as well as a host of others that form part of the institutions of regulation in the
water sector. Some of these also perform a regulatory function, acting as a check on
the activities of the participants in the water sector through the setting and enforcement
of rules. The second line regulators include (though not exhaustively) the National
Audit Office, Parliamentary select committees, the judiciary, Customer Services
Committees, Planning Inspectorate, DEFRA as well as organs of the European Union.
It is not the intention to dwell on each of these but rather to refer to what are
considered to be the major non-economic bodies. The ‘front line’ regulators are seen
as performing a specific range of regulatory functions (e.g. environmental or water
quality related) whilst the others provide either policy direction (e.g. DEFRA or EU) or
perform an oversight role (i.e. accountability, transparency or equity of regulation).

ll.5.1 The Environment Agency

The 1995 Environment Act created the Environment Agency (EA) bringing together the
former National Rivers Authority, Her Majesty’s Inspectorate of Pollution, Local Waste
Regulation Authorities and some units of the Department of Environment. The Act,

section 4 specifies the principle aim and objectives of the EA, which are:

‘It shall be the principle aim of the Agency (subject to and in accordance
with the provisions of this Act or any other enactment and taking into
account any likely cost) in discharging its functions so to protect or enhance
the environment, taken as a whole, as to make the contribution that
Ministers consider appropriate towards attaining the objective of achieving

sustainable development.’

The Agency must take into account any likely costs, which are defined as including
costs to the environment. The government, through the Secretary for State, has a
responsibility to issue statutory guidance to the EA on its objectives and its contribution
to sustainable development. In addition Ministers have issued Management
Statements that summarise their aims and objectives for the EA. Together these set
the policy framework for the EA, which it is then responsible for translation into
practice. ~ Within this the EA has broad discretionary freedom to exercise its
responsibilities (Streeter, 1998). In addition to this, the EA also advises government on
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the development and implementation of environmental objectives and targets and,
provides assistance on national and international regulatory issues. It has therefore
assumed a central role not only in implementing, but also in formulating, environmental

policies.

Responsibilities of the EA include pollution control, management of water resources,
flood defence, fisheries, conservation and recreation. Fundamentally, the EA has
responsibility for all “controlied waters” under the Water Resources Act (1991) and can
take action against unauthorised pollution discharges. As noted above, in carrying out
its duties the EA has to have regard for costs and benefits and any effect on the
economic and social well-being of local communities. It also compiles reports on the

state of the environment.

In contrast to Ofwat, the EA is a non-departmental public body having a Board
appointed by Ministers through whom it is accountable to Parliament (Environment
Agency, 1999). The Agency has devolved regional structure to allow for flexibility at
local level with the head office dealing with policy and standards. The main
instruments for managing activities affecting the environment are authorisations
(consents) and licenses, typically command and control regulation, it has yet to develop
(in conjunction with DEFRA) and implement regulation based on economic
instruments. One of the objectives of the EA is to develop relationships and links
locally with the public and customers. Literature produced by the EA suggests that a
consultative approach is taken to achieve this objective reflecting the statutory duties
that when exercising power it must take into account the likely costs and benefits,
unless unreasonable or unlawful to do so. Thus there appears to be the ability to
exercise greater discretion at regional and local levels. Recourse to legal action and
the imposition of fines seems mainly to relate to pollution incidents and the regulation
of industrial processes (Environment Agency, 2004), in contrast with the more legalistic
approach of the DWI. Increasingly statutory environmental obligations are originating
from the European Union with the EA having the responsibility for the implementation
and application of these obligations, noting that often the EA has played a role in the
negotiations regarding environmental directives. What is also of interest is that the
scope and impact of EU directives is bringing more and more aspects of economic
activity within the ambit of environmental regulation and control, the Water Framework
Directive being a case in point (EU, 2000).

The work of the EA has an enormous impact on water companies’ capital expenditure
and on Ofwat’s Periodic Review process. For the quinquennial Asset Management
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Programme (AMP) the EA prepares an environmental programme based on its
interpretation of the environmental obligations it considers should be placed on water
companies. The environmental obligations arise from both EU directives (the principle
source) and UK legislation, and are prepared in consultation with DEFRA and English
Nature. Endorsement of this programme has in the past been sought from the
Secretaries of State, reinforcing the institutional legitimacy of its submissions. The
extent and hence the cost of meeting the EA’s environmental programme has been a
source of tension between the EA and Ofwat (Kinnersley, 1998, p71). It could also be
said that this represents a situation that gives rise to criticism of regulatory institutions
and their perceived expansionist tendencies. The regulator opportunistically imposes
their interpretation of obligations on industry while not having to bear the cost of

meeting the obligations (Newberry, 1999).

11.5.2 Drinking Water Inspectorate

The DWI is part of DEFRA, which means it is responsible to the Secretary of State. As
the name suggests the DWI is the water quality regulator and ensures that companies
comply with their statutory duty to supply wholesome water. Water companies are
prosecuted if they fail to comply with the water quality standards. However, as well as
taking a reactive role in applying standards, the DWI has developed a number of
proactive strategies such as launching requirements for water companies to prepare
water quality management plans (DWI, 2000). In addition, the DWI not only monitors
compliance by water companies but it also provides information about that compliance
to Ofwat. Ofwat uses the information as part of its decision as to whether a company
has maintained serviceability to customers and thus what price limits to provide for the
maintenance of serviceability. Economic regulation is, therefore, partly governed by
statistics compiled by a third party and neither party has any accountability towards

each other.

I1.5.3 English Nature

English Nature (EN) is a statutory non departmental government funded body whose
purpose is to promote conservation of England’s wildlife and natural features. The
main duties of EN are to give effect to the provisions of various Acts of Parliament such
as Environmental Protection Act 1990 and these include:

o the establishment and management of National Nature Reserves;
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e notification and safeguarding of Sites of Special Scientific Interest
(SSSr's);

e advocacy of policies to promote nature conservation;
e guidance and advice concerning nature conservation;

e promotion of nature conservation research.

It works to try to ensure that the nature conservation goals derived from the various
Acts are integrated within other policies, practices and programmes of other
government agencies and implementation departments. It has special responsibility for
Sites of Special Scientific interest (SSSI), 1300 under its control, and it is in this respect
that it works closely with the EA and the water industry. Indeed, freshwater has been
identified as one of six key sectors in which it is seeking to make a contribution to
biodiversity and prevention of damage. It has particular responsibilities in these areas
that to some extent overlap those of the EA and go beyond it. However, it has limited
regulatory and enforcement powers, and has to rely on consultation and the duties of
other bodies such as EA, Ofwat and water companies to consult with it on matters and
activities affecting SSSI's. In its own view the adoption of Biodiversity Action Plans in
1995 and the implementation of the EU Directive on the Conservation of Natural
Habitats and of Wildlife Fauna and Flora have tilted the balance in favour of greater
commitment conservation action (EN, 2000). Particular areas of interest of EN are the
reduction of pollution of freshwaters, floodplain management, shoreline management
as well as sustainable development, nature conservation issues and impacts on

SSSI's.

Il.5.4 Other Regulatory Bodies

There are quite a number of other bodies which it could be argued also have a
regulatory role and therefore are part of the institutional framework of regulation. For
the most part these bodies play a peripheral role that comes into occasional play and
when it does with a limited scope. The exception to this is DEFRA which it could be
argued plays a key role in the development of policy and the policy framework. As part
of government it has a responsibility to advise ministers and at the same time give
substance to the political wishes of ministers. It is responsible for the development of
legislation that forms the legal basis for regulation. The one area where it perhaps has
a prime role to play is in giving effect to social policies as this is an area of regulation
and sustainability that is not explicitly covered by any of the other regulatory bodies.
Given that it is difficult to separate social matters from economic circumstances and the
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principle of independence of the economic regulator, it is unsurprising that government
regulates through legislative action, laying down specific conditions (e.g. Water
Industry Act, 1999). As such measures have an economic impact, they have to be
taken into account by the economic regulator and allowed for in his dealings with the

water industry.

It is also significant that it is from this particular Ministry that the promotion and
monitoring of sustainable development emanates and is the lead Ministry for the
‘Greening of Government’ initiative. DEFRA provides further evidence of the highly
regulated state of the water industry in that as well as these front-line regulators, there
are two Directorates within an Environmental Protection Group that play a policy
formulation role. One is the Environmental Protection Strategy (EPS), which has an
important co-ordinating role for the Group. It examines the Government's
environmental policies and provides economic and statistical advice and analytical
support to the whole Group. The EPS is the base for the Sustainable Development
Unit, which is responsible for promoting sustainable development. Significantly, EPS
has policy and financial oversight for the Environment Agency. The co-ordinating role
of the EPS is also apparent in the way it acts as the focal point for the European
Environment Agency and has responsibility for the co-ordination of the UK’s interests in
the United Nations Commission on Sustainable Development and the United Nations

Environment Programme among other roles.

The second directorate within the Environment Protection Group is the Water and Land
Directorate (WLD), which is responsible for all aspects of water policy in England,
including water supply and resources and the regulatory systems for the water
environment and the water industry. The apparent integration of these different bodies
is illustrated in the way the WLD works closely with the EA, which enforces water
quality standards other than drinking water quality, and with Ofwat. In this sense, there
would seem to be a circularity to the regulation impacting on operating companies
within the water industry. Ofwat acts as the economic regulator (and by default social
policy) and the other regulators attend to quality and a wide range of environmental
concerns in terms of the extraction of water, waterways, water quality, the treatment of
waste water and indirectly, sustainable development. In theory, through a government
ministry and in particular the EPS, the various pieces of regulation are co-ordinated
and integrated. However, it still remains that DEFRA is a department of the
environment rather than the department for the environment and certainly the 2001
ministerial reorganisation of government departments was seen by some
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commentators as a regressive move for the importance of the environment and

sustainability in government policy.

The EU, as noted, is an important source of regulation, albeit that such regulation is not
directly applied by the EU itself but rather through national implementing agencies such
as the EA. It was the threat of non-compliance with EU regulations that provided an
important impetus for the restructuring of the water industry in England and Wales. |Its
practical influence therefore cannot be under estimated even though the development
of regulation policy appears to take place remotely and with little contact with the
sector. An appearance that would seem to benefit some parties though it conveniently
ignores the active but often unseen role played by bodies such as DEFRA and the EA

in EU policy formulation.

Amongst other bodies that perform some form of regulation over the affairs of the water
industry there are also the Planning Inspectorate and local authorities, among others.
Such bodies usually have a limited and specific role to play and as such do not have a

strategic influence on the conduct of the industry.

L.5.5 Oversight

The oversight bodies provide a degree of accountability and an opportunity to question
the governance and actions of the various regulators. There are three main bodies of
interest: the National Audit Office; Parliamentary select committees; and Customer

Service Committees.

The National Audit Office’s (NAO) work concentrates on auditing government
departments, agencies and other public bodies. In addition to the traditional role of
financial auditing and more recently value for money audits, it investigates the
economy, efficiency and effectiveness with which departments and other public bodies
have spent public money. The Parliamentary Committee on Public Accounts (PAC)
investigates a significant proportion of NAO reports and issues its own reports. In most
cases these result in the implementation of NAO and PAC recommendations. The
value for money studies are said to lead to improved quality of public service while
financial audits to improvements in compliance with corporate governance (NAO,
2002). Over the past ten years the NAO has produced reports associated with the
water sector ranging from an investigation of the pricing regime used to regulate
privatised utilities, to the leakage and water efficiency work of Ofwat, to regulating and
monitoring quality of service to customers and, the work of the Director Generals. The
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NAO appears to restrict itself to investigating matters as it finds them rather than
passing any normative judgements about the activities of the bodies it audits.

Select committees are appointed by Parliament to scrutinise the work of government
departments, the composition of the committees approximately reflects the party
proportions in the House of Commons. Other than departmental committees, there are
three committees that consider external matters; Public Accounts and Environmental
Audit being two of them. The Environmental Audit Committee was only established in
1997. It considers the extent to which the policies of government departments and
non-departmental public bodies contribute to environmental protection and sustainable
development. It also seeks to audit their performance against targets they have been

set.

Departmental select committees shadow each Department of State and are there “to
examine the expenditure, administration and policy” of the departments. The
committee will select a topic for inquiry take advice and evidence and issue a report to
the House. The committees have powers to “send for persons, papers and records”
and appoint specialist advisers to assist them in their work. The government is
expected to publish a reply to such reports within two months. Since 1995, provision
has been made for committee reports to be debated on three Wednesday mornings of
each session of Parliament®. Select committees have no formal powers to order a
regulator (or company) to undertake actions or comply with recommendations but if a
regulator rejects a committee’s recommendation the reasons for doing so must be
given in writing. Committee recommendations can be powerful means of change. It is
evident then that such committees can exert a powerful influence over government
departments, agencies and non-departmental bodies and have wide powers of
investigation but have no powers outside of the institutions of government. On the
downside given their limited number, the pressure on members’ time and the wide
range of potential topics that could be investigated limits the effectiveness of their
oversight role. It also raises questions about the basis on which topics for investigation
are selected, as there will be a temptation to be seen to be dealing with topical rather
than perhaps more fundamental issues.

3 (http://www.publications.parliament.uk/pa/cm/cmhome.htm)
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The Customer Service Committees (CSCs) are statutory bodies established under the
Water Act 1989 and Water Industry Act 1991. Their duties are to keep under review all
matters that affect the interests of customers and, to consult, investigate such matters
and make representations to water companies. Such matters as it can deal with must
relate to any of the functions of a water company. The members of the CSCs are local
people appointed by the Director General of Ofwat and Ofwat as part of its own budget
funds the activities of the CSCs. Ofwat provides legal and technical support advice as
well as other support (Ofwat, 2000). By themselves they have no compulsive power
(ONCC, 2000 p9) and rely on persuasion to achieve their aims and objectives but they
do, through their actions, hold water companies accountable and require them to
account for their actions and behaviour. Under the current set up the CSCs are seen
as an extension of Ofwat with little scope for independent action, a situation that has
been criticised and led for calls for reform (Water Voice, 2002,). The government has
indicated that it intends in any future Water Bill to establish an independent national
Consumer Council for Water supported by regional committees. However, it is still
unclear as to what enforcement powers it would be able to exercise on behalf of

customers, its relationships with other regulators and its accountability.

Under English law any branch of government, including regulators, can be subject to
judicial review following a complaint. The courts concern themselves with determining
if proper procedures were followed and if the decision reached was reasonable. In this
respect they could be considered as having a limited normative role. Generally the
recourse to judicial review is avoided by most parties and is considered to be a course

of last resort.

lI.L6 COORDINATION

Regardless of which ministry has named responsibility, rationality suggests regulators
for the environment would be working in concert with other regulators towards
achieving the overall aim of sustainability. It has to be observed, however, that the
regulatory framework when applied to the water industry is quite complex. It involves a
number of regulators with different remits and powers. Once these remits and the
organisational structures of the regulators are investigated the complexity becomes

more apparent.

Of more importance is the concern that however committed the people within these
structures are towards combining the economic with social and environmental
concerns, doubts are raised about how the regulatory bodies are co-ordinated in
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moves towards sustainable development when each has to be primarily focused on its
own remit. Such concern for co-ordination of the overall goal of sustainability is more
attributable to how the economic regulator is positioned in the framework, with its
primary duties seeming to override all others. The complexity of the framework raises
question about how effective it is in practise with the companies to some extent caught

in the middie.

Certainly, on the face of it, the water industry is highly regulated but this regulation is
also bureaucratic to the extent that there might be too many actors (interests) involved
in relation to actioning and achieving real sustainability. In other words, though there is
a clear intent to ensure that environmental and economic concerns are addressed, the
bureaucracy created involves so many parties with so many different remits and
professional autonomies (Egeberg, 1995) it seems inevitably to lead to difficulties in
terms of how the regulation is implemented or best practice disseminated. It may even,
in practice, lead to conflicts between the different actors (Egeberg, 1995), in this case
the regulators, or at least different interpretations or different degrees of enforcement
depending upon the individuals responsible for policing the regulation and regional

variations.

More importantly, it is how the industry, in the form of the water companies are able to
respond and comply satisfactorily with the regulation and at the same time perform as
commercial organisations. This raises the issue of accountability (Ogden, 1995) as
well as that of sustainability. Needing to satisfy a range of interests reflected by
shareholders, economic regulators, environmental regulators and government who are
the means of promoting and enforcing sustainability as well as other stakeholders
affected by the activities of water companies is a difficuit balancing act. The more so if
the interpretation as to what sustainability is and how it is best promoted varies

between organisations.

The institutional structure of the water sector is replete with tensions, often focused
around particular nexus points - such as periodic price reviews, legisiation or other
issues that require the interpretation and balancing of multiple societal goals. These
draw parties into the debate as to how to accommodate and resolve these tension with
the formal bodies of regulation making some of the most significant contributions.
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H.7 SUMMARY

This chapter, building on the previous chapter, has given an outline of the main
regulatory bodies within the water sector of England and Wales. A distinction has been
made between economic and non-economic regulators, acknowledging the
predominant importance that the current regulatory framework, developed since
privatisation in 1989, has given to economic matters. With respect to non-economic
regulation it has been shown that there are a variety of other regulatory bodies that
form part of institutions of regulation. These range from those in the ‘front line’ such as
the EA and DWI to others that play a more select and limited role. Also important is the

oversight of the practice of regulation, which touch on issues of governance and
accountability. The outline provided illustrates the complexity of the regulatory
framework, not only in its formal structure but also carried over into its informal
relationships that exist with and alongside it. The often overlapping and
interconnectedness of regulatory organisations, even given some form of sustainability
remit, is problematic as each will have its own envisioning of sustainability and their
role. It is the role of the State to provide an overall vision and guidance but the
exercise of regulation at arms length inhibits the development of coherent and
coordinated approaches. Thus the development of regulating for sustainability is a
more fluid than focused process. It is the fluid, non-deterministic nature of regulation

that makes it a suitable subject for inquiry.
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CHAPTER IV: SUSTAINABLE IN THEORY

‘In one moment I've seen what has hereto been
Enveloped in absolute mystery,
And without extra charge I will give you at large

A Lesson in Natural History.’

Lewis Carroll, The Hunting of the Snark

IV.1 INTRODUCTION

This chapter through a review of literature investigates the meaning of sustainability
and how it is being operationalised with particular reference to the water industry in
England and Wales. Sustainability does not exist of itself, it is largely an interpretation
built from the observation of the interplay between science and society, and the
implications as to what this might mean for future actions. It is in the interpretation of
meanings and the carry over into policy that leads to the observation that sustainability
is a socially constructed rather than an underlying perception of a scientific reality. The
interpretations that are given to sustainability and their power to inform and shape link
directly to regulation, in terms of what is to be regulated and by what means. The
conceptualisation and interpretation of sustainability coupled with systems of political
and social beliefs provide the rationale for incorporating sustainability into regulation.
There is recognition that without regulatory processes it would be difficult if not
impossible to provide the safeguards necessary to mutually maintain and improve
social and natural environments. Without forms of regulation it would be difficult to
address the inadequacies of a free market based system that is built on a particular
concept of the utility maximising individuals that tend to see nature and society as
resource. It provides a basis for the critiquing of interpretations of sustainability that
form the basis of some of the chapters that deal with the presentation and analysis of

the field data.

The first part of the chapter attempts to look at some of the ways in which sustainability
has been conceptualised and how it has informed thinking. This is considered
important because conceptualising sustainability implies a set of normative beliefs and
values that have the ability to exercise political influence over policy formation and
implementation. The ideas concerning the formulation of weak and strong
sustainability concepts are introduced and the difficulties that arise from them are
touched upon. It is not the intention to discuss the various definitions of sustainability
or to critique them with the idea of arriving at some ideal formulation of sustainability. It
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is rather to indicate the breadth of the subject and the way in which definitions reflect
the background and interests of those doing the defining. Thus recognising the
different interpretations of sustainability should lead to a richer understanding of
sustainability as a concept. It also enables us to go beyond definition and to examine

praxis in the light of theory.

The second part provides a brief outline of the actions in the UK indicating how
sustainability has provided a particular focus for the State. Of particular interest has
been the growing trend for formal duties towards sustainable development to be placed
upon new statutory bodies (such as the Welsh Assembly) and introduced for existing
bodies (such as Ofwat). There is a growing use of sustainability reporting and of
indicators by the State and its various agencies and this has been mimicked by the

water industry.

IV.2 APPROACHING SUSTAINABILITY

In considering sustainability and the role of regulation a natural starting point is the
concept of sustainability itself, for how can there be an exploration of the impact of
regulation on sustainability without first considering what might be meant and
understood by sustainability. The nature of sustainability, its perceived importance and
the understandings of it mean many different things to many different people. The
importance accorded to sustainability would seem to depend on understanding as
much as on other factors. Lastly, there is the question as to how sustainability is being
transformed from a concept into a working ethos that permeates thinking on social,
environmental and economic matters. This indicates the institutionalisation of

sustainability as a site of contest and exercising of power.

The literature review takes a very broad approach. It is held that there is no one
absolute or correct theoretical approach to sustainability but rather any number of
theoretical perspectives that could be used. What is of importance is their ability to
inform and enlighten the understanding of observed behaviour and practice. Theory is
like the lightening for a play, without it we would remain in the dark, with it we are
presented with an array of possibilities to have our understanding of the actions shaped
and guided — illuminated. Each light or bank of lights enables the observers to see the
action in a different light, adding to comprehension and engagement leading to
understanding (an interpretive act). No one light reveals all, each can add or subtract
from our understanding. Itis in this vein that the literature review of various theoretical
perspectives has been approached. Through the literature this chapter seeks to
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explore the various frameworks for the understanding and interpretation of the political
economy of sustainability. At one end of the spectrum there is the Marxian
interpretation of the present system whilst at the other is a market based or liberal

capitalist approach.

IV.3 SUSTAINABILITY

IV.3.1 Background

So much has been written about sustainability that it is hard to imagine that anything
new is left to be said. Yet in spite of so much having been written or perhaps because
of this it remains a contested concept, its meaning remaining far from clear
(Bebbington, 2001, Lele, 1991, Pezzoli, 1997, Redclift, 1992). The lack of clarity is in
part due to the broadness of the concept as well as to the formulation and the way it
has entered into contemporary culture. It may be noted that sustainability is
increasingly being used and applied in a range of circumstances — sustainable growth,
sustainable business, sustainable cities, sustainable societies, sustainable institutions
etc. and a swelling transdisciplinary literature on its meaning(s) (Pezzoli, 1997). The
appropriation of sustainability in a variety of contexts is not just a reflection of academic
interest, the complexity of themes but it also illustrates “the fluidity of conceptual
categories and boundaries in the relatively open-textured context of political and social
debate.” (Meadowcroft, 1999). More significantly it says something about the
importance placed on it as principles that have something vital and important to say

about our lives and the world we live in.

In many people’s minds the definition of sustainable development is associated with
the Brundtland Commission and its report ‘Our Common Future’ (WCED, 1987) and
the memorable phrase defining sustainable development to be that which “meets the
needs of the present without compromising the ability of the future generations to meet
their own needs”. Sustainability was 