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requirements and large-scale extraction of cash from the busi- KEYWORDS

nesses. Analysis of the nature of these regulatory failures finds Regulation; corporate
inappropriate corporate governance to be a major contributor, governance; water;
with the shareholder value paradigm creating damaging incentives sewerage; England and
for poor behaviour. Recent regulatory changes focus on introdu- Wales; privatization;

cing a ‘corporate purpose’ approach to governance, and the paper environment
considers whether they will be enough to improve future
performance.

Introduction

The poor performance of the privatized water and sewerage companies (WASCs) of
England and Wales provides important lessons for effective regulation. There is wide-
spread public anger at the discovery of widespread illegal discharges into waterways,
while financial engineering has left some companies perilously fragile in financial terms.
Regulation is seen as having failed, despite the extensive arrangements established at
privatization. This article examines the key failures of the industry and its regulators, and
identifies how mis-aligned corporate governance contributed to these poor outcomes. It
also considers whether the recent governance changes implemented by the Water
Services Regulation Authority (OFWAT) are likely to be sufficient to address the problems
that have emerged.

A key driver for the privatization of water was a desire to remove the investment needs
of the industry from the public sector borrowing requirement (PSBR). The intention was to
harness private capital to address deteriorating infrastructure, rising backlogs of main-
tenance work, and improvements in environmental and drinking water standards
imposed by European legislation (Lloyd Owen, 2024). Private ownership was expected
to also unleash operating efficiencies and remove the problem of short term political
spending cycles being imposed on long-term planning needs (Yarrow, 1986).

The ten water and sewerage companies (WASCs) of England and Wales were privatized
by public flotation. Over time, six of the WASCs have been bought by privately held funds,
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either private equity, infrastructure or pension funds. Dwr Cymru was transferred to
a single-purpose not-for-profit company wholly funded by debt, leaving just three of
the original 10 WASC:s still listed on the stock exchange (United Utilities, Severn Trent and
South West Water).

Three new regulatory bodies were established to control prices and to protect the
environment: the National Rivers Authority (now the Environment Agency and Natural
Resources Wales) to monitor river and environmental quality; the Drinking Water
Inspectorate to monitor potable water quality; and OFWAT to control prices and monitor
standards of service. Thus regulation was intended to ensure that the ‘public good’
aspects of utility services continued to be delivered to appropriate/improved standards,
and to avoid monopoly pricing.

The importance of governance

Corporate governance underpins modern capitalism, providing the framework within
which directors manage the businesses for which they are responsible. Milton
Friedman popularized the notion that the directors of a corporation are responsible
only for the interests of its shareholders, and this ‘shareholder value’ approach has
become immensely influential (Friedman, 1962, 1970). However, the traditional ‘share-
holder value’ approach to corporate governance has come under increasingly strident
criticism, for damaging the long-term value of businesses, the environment and other
stakeholders.

The global financial crisis highlighted the damage being done by real-life markets
failing to conform to the assumptions of shareholder value theory. (Assumptions includ-
ing perfectly competitive markets, no information symmetries and no externalities.)
Shareholder value had placed excessive focus on short-term movements in share prices,
at the expense of longer-term value, the environment and relationships with other
stakeholders (Kay, 2012; Mayer, 2013; Stout, 2012). Moreover, shareholder value created
incentives for business to lobby against and undermine regulation, with incentives to
prioritize short term gains ‘turbo-charged’ by executive pay structures (Armour & Gordon,
2014).

In response, stakeholder capitalism gained some traction. Freeman argued that to
sustain value, management needs to have regard to the interests of all stakeholder
groups, including society and the environment (Freeman, 1984). Environmental,
social and governance investing began to spread, with the UK’s Financial Reporting
Council and the US Business Roundtable issuing revised codes and principles.

Yet concerns continue over the failure of the social contract between corporations and
society, with the rise of ‘big tech’ companies creating further worries about the ‘rentier’
nature of modern capitalism (Wolf, 2023; Zuboff, 2019).

Several authors have suggested that the answer lies in re-focussing corporate
governance on the purpose of the corporation (Collier, 2018; Mayer, 2013). Mayer
argued that purpose is distinct from profit and should not be driven by shareholders’
interests alone. A corporate purpose approach enables executives to focus on the
business of delivering value to customers and provides a robust method of taking
account of externalities.
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The nature of the regulatory failures

Water regulation has failed in three key areas: its inability to distinguish between effi-
ciency savings and underspending, its failure to prevent financial engineering that left
some companies over-burdened with debt and its failure to prevent deteriorating envir-
onmental performance and multiple compliance failures.

Efficiencies or underspending?

OFWAT established a retail price index (RPI)-X price regulation regime to protect custo-
mers from monopoly pricing while providing incentives for improved efficiency and
continued investment (OFWAT, 1994). Under the regime, price caps are set for each
company for a five-year period, sufficient to enable an efficient company to cover their
operating costs and finance their functions. Explicit incentives for improved efficiency
were provided and appropriate investment encouraged through an allowance for the cost
of capital.

The influence of these twin drivers (the need for investment and the drive for efficiency
improvements) is apparent throughout OFWAT's water pricing determinations.
Investment in improved environmental quality and levels of service exert upward pres-
sure on bills, while efficiency savings and reductions in financing costs exert
a countervailing influence.

However, the regime created incentives for companies to inflate their cost estimates
(Hall & Lobina, 2008; Helm, 2024), while the ‘success’ of companies in out-performing
regulatory assumptions was not easily distinguished from underspending (Kay, 2000).

In order to reduce regulatory gaming and encourage greater accuracy in forecasting
expenditure, OFWAT changed its methodology for the 2014 Price Review, introducing
a ‘'menu-based’ approach and accounting for total expenditure rather than separating
operating and capital costs (OFWAT, 2014). Despite these changes, cumulative under-
spends by the industry remained significant. Three WASCs underspent their asset man-
agement plan (AMP6) Water Industry National Environment Programme by 43% - an
underspend that ‘beggar’s belief’ (Cox, 2022, p. 8). Such underspends have allowed cash
to be taken out of the businesses for shareholders and executives.

Thus, while regulation tried to provide appropriate incentives for efficiency and invest-
ment, it struggled in the face of information asymmetries. The industry uses assets that
are largely hidden underground, manages a wide range of risks including climate change,
and involves long timeframes for the delivery of outcomes to customers. Together these
provide the industry with a significant informational advantage over regulators, which
facilitates the extraction of cash for the benefit of shareholders.

Financial engineering and extraction of cash

The regulatory regime also failed to prevent extensive financial engineering, which has
left some companies in perilous financial straits.

In preparation for the privatization, the WASCs had their debt forgiven and ‘green
dowries’ (cash injections) provided. These were intended to strengthen their balance
sheets in advance of the further debt and equity raisings that were anticipated, to finance
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the planned capital investment programmes and maintain a sustainable financing struc-
ture (Schroders, 1989).

However, instead of contributing new equity, businesses relied heavily on debt fund-
ing, raising some £64 billion in debt since privatization. Over the same period the industry
paid out £78 billion in dividends, equivalent to nearly half of the investment made in
infrastructure (Plimmer & Hollowood, 2024).

The large asset base and debt-free balance sheets of the businesses made them
attractive to private equity, whose business model uses leverage to increase the returns
to equity. Moreover, there are many examples of the resultant high leverage leaving
companies vulnerable to adverse changes in circumstances. New equity owners and debt
holders typically shoulder the losses involved (Wolf, 2023). In this way private equity
extracts value for the benefit of the few positioned as principals or senior management
(Froud & Williams, 2007).

Now debt costs have spiralled due to higher interest rates just as industry cash flows
have declined due to weaker performance and larger regulatory fines (Jenkins, 2024). It is
no coincidence that the two businesses with the weakest financial positions, Thames and
Southern Water, were both owned by private equity.

Why did regulation fail in this regard? The post-privatization regime imposed require-
ments on company groups to protect the financial viability of the core regulatory
businesses. However, OFWAT focussed on identifying the appropriate allowed rate of
return, with companies being free to determine their own financial structures, dividend
streams and management pay structures.

OFWAT has long published annual ‘Monitoring Financial Resilience’ reports and
requires companies to ensure that equity is sufficient to maintain financial resilience.
The ring fence around the appointed company was strengthened in 2019, and new board
leadership requirements imposed (Fletcher, 2019). Yet these requirements, or their enfor-
cement, proved inadequate to the task.

The problem is that regulation struggles to be effective when it is working against
incentives, and strong incentives are provided to senior management under the share-
holder value paradigm - particularly under private equity (Kay, 2009).

In response OFWAT has made a number of changes to corporate governance arrange-
ments to strengthen the safeguards: water company licences were amended to
strengthen the ring fence, dividend payments were linked to performance and OFWAT
was given the power to prevent the inappropriate payment of dividends (OFWAT, 2023a).
These new powers were used to impose lockup measures on Thames, Southern and South
East Water, to prohibit them from paying dividends without consent (OFWAT, 2024c¢).

Declining environmental performance

The most high-profile failure of regulation concerns the so-called sewerage scandals.
Revelations of non-compliance with discharge consents has resulted in enforcement
actions, fines and inquiries by parliamentary committees, the Office for Environmental
Protection, the Environment Agency (EA) and OFWAT.

OFWAT and the EA both failed to uncover the scale of the breaches, as they relied
extensively on self-monitoring by the businesses. The EA’s annual enforcement budget
had shrunk by 40% over a 12 year period, and prosecutions fell precipitously (Bullough,
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2022). It was ‘citizen scientists’, such as the Windrush Against Sewage Pollution (WASP)
campaign group, who focussed attention on the wrong-doing (House of Lords Industry
and Regulators Committee, 2023). In response, some companies have attempted to
restrict access to their incident data and/or provide data only in inaccessible formats
(Ungoed-Thomas, 2024; Ford et al., 2024).

Following numerous investigations and inquiries, OFWAT has brought enforcement
cases against all 11 WASCs (OFWAT, 2024b), the EPA launched many prosecutions and
significant penalties have been imposed.

Figure 1 shows the value of penalties paid by the 10 WASCs and Scottish Water for
environmental and customer protection violations. The figure shows the largest penalties
were imposed on three of the privately owned businesses, Thames, Southern, and
Yorkshire. By contrast, virtually no fines have been incurred by government owned
Scottish Water.

The EA and the Welsh Office publish annual performance matrices which show
achieved standards of performance for defined performance indicators. These can be
converted into performance scores, which provide a broad-brush indication of perfor-
mance relative to targets (see the online supplemental data). Charting the trend in overall
score for each company then allows them to be grouped according to whether they
display an ‘improving’, ‘declining’ or ‘mixed’ performance.
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Figure 1. Violation tracker — fines paid £m. Notes: Includes penalties for environment related and
consumer protection related offences. Most penalties are for environmental or water pollution
violations. Consumer protection penalties were as follows: Dwr Cymru 2024 $40m to be repaid to
customers for misleading reports on leakage performance. Yorkshire 2022 £100m invested to reduce
spills from storm overflows, following concern that lack of financial resilience would impact delivery of
obligations. Southern 2019 £126m penalty for failures at sewerage treatment sites and mis-reporting
of performance. Thames 2018 £120m for failing to deliver leakage control commitments. Thames 2014
£7m for sewer flooding. Source: https://violationtrackeruk.goodjobsfirst.org/.
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Figure 2. Environmental performance trends. Notes: See the online supplemental data for methodol-
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Figure 2 shows that an improving trend can be identified for three companies (Severn
Trent, United Utilities and Northumbrian), two of which are publicly listed. Two of the
privately owned WASCs exhibit a declining performance trend, Anglian and Southern,
with the remaining WASCs showing variable performances, with no clear improving or
declining trend.

OFWAT also monitors company performance against commitments, and for the last
few years has rewarded/penalized companies for under- or out-performance (by adjust-
ing customer prices). Figure 3 shows the best performers to be the publicly listed
companies, Severn Trent and United Utilities.

OFWAT has noted that the listed equity companies are rated as better performers
and have achieved higher regulatory standards than the privately owned businesses
(Cox, 2020). Recently, OFWAT designated the business plans of just two companies as
‘outstanding”: both were publicly listed companies: Severn Trent and South West
(OFWAT, 2024a).

Comparable performance data is not available for Scottish Water. Nonetheless, it is
clear from the few fines and absence of adverse publicity that the publicly-owned
business has performed relatively well in environmental terms. This accords with the
warnings in the literature on corporate governance, that shareholder value provides
incentives for businesses to disregard or abuse the environment in pursuit of higher
returns to shareholders. The importance of appropriate corporate governance is also
indicated by the superior environmental performance of the publicly listed compa-
nies compared to the privately owned businesses.
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Figure 3. OFWAT under/out performance trends. Source: https://www.ofwat.gov.uk/ofwat-calls-on-
water-sector-to-improve-its-performance-after-companies-fall-short-on-targets/.


https://www.ofwat.gov.uk/ofwat-calls-on-water-sector-to-improve-its-performance-after-companies-fall-short-on-targets/
https://www.ofwat.gov.uk/ofwat-calls-on-water-sector-to-improve-its-performance-after-companies-fall-short-on-targets/

8 S. JAFFER

OFWAT'’s recent changes to governance arrangements

Principles requiring transparency and good governance by the board were first intro-
duced in 2014 and revised in 2019 (OFWAT, 2019). Recently OFWAT has introduced
a series of further measures aimed at aligning corporate purpose and behaviour to the
concerns of customers and the environment. These focus on the incentives created
through executive pay and board leadership on corporate purpose.

The final methodology for the 2024 Price Review requires companies to ensure that
performance related pay (PRP) is aligned to outcomes delivered to customers, with
transparency over the targets, metrics and clawback arrangements (OFWAT, 2022).
OFWAT also developed a PRP recovery mechanism, allowing OFWAT to intervene to
prevent customers from funding executive pay when performance does not meet expec-
tations (OFWAT, 2023b). In November 2024, OFWAT used these powers to stop the
customers of Thames, Yorkshire and Dwr Cymru from paying £1.5 m of bonuses.
Another six companies voluntarily reduced the amount of bonus payments to be paid
by customers (OFWAT, 2024c). Notably, Scottish Water executives receive far lower pay
than the directors of the WASCs (Buse & Bayliss, 2022).

The hope is that these changes will change the behaviour of senior management, so
they deliver the improvements wanted by customers and needed for the environment,
rather than seeking to deliver cash to shareholders through ‘efficiency savings’ and
financial engineering.

Companies had previously been required to set a purpose for the company which
recognized the needs of its wider stakeholders and to ensure that its culture was aligned
with that purpose (Fletcher, 2019). To build on this, OFWAT identified three strategic goals
(Cox, 2020):

e That business success depends (only) on achieving operational excellence.

e That the risks arising from climate change and population receive urgent attention.

e Companies focus more on providing wider public value, rather than on short term
profits.

OFWAT sees the 2024 Price Review (PR24) as an opportunity for the industry to transform
its performance and reputation. PR24 is intended to deliver a significant increase in
enhancement spending, with companies demonstrating that their financing choices
and PRP decisions serve the interests of customers, while ensuring that the businesses
are financially resilient.

Are recent regulatory changes enough?

The sewage scandal has caused such damage to the legitimacy of the industry that, for
a period, the Labour Party was putting forward a policy of re-nationalizing the industry
and criticizing the regulatory system as ‘not fit for purpose’. Indeed, Scottish Water’s
strong environmental performance and more modest executive salaries (and absence of
dividend payments) suggests that government ownership does provide a more appro-
priate alignment of corporate governance to the concerns of customers and the needs of
the environment than that delivered to date by the WASCs.
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However, the ongoing investment needs of the industry remain a deterrent for
government ownership, and the Labour Party has stepped back from re-nationalization.
Given that a return to public ownership is off the table, will OFWAT’s changes be sufficient
to turn performance around? OFWAT points to some positive developments, including an
increase in contributed equity (Chesworth, 2023), although Thames and Southern remain
in a parlous financial state. In addition, OFWAT reports a turn-around in expenditure
performance, with all companies spending more than committed in the current review
period, compared to the significant under-spending reported in the past.

Are incentives now aligned better with the concerns of customers, or is this
a temporary flurry of activity? It is too early to say, not least because investment planning
in water and sewerage involves such long timeframes. Nonetheless, it is clear that the
regulatory system as implemented at privatization was deficient. OFWAT's recognition of
this, and the move towards corporate purpose, is to be welcomed, because it should focus
the efforts of senior management on the concerns of customers and the public.

There are many dangers. One is whether OFWAT can institute a genuine change in
approach to corporate governance in isolation from the rest of the economy, where the
principles of shareholder value continue to play a major role. ‘Purpose-washing’ is as
much of a concern as ‘greenwashing’. A related concern is whether OFWAT has moved
too far down the path of conduct regulation, effectively taking over the functions of the
board (Helm, 2024). Companies risk getting bogged down by excessive regulation: Water
UK has already criticized OFWAT's regulatory processes for the slow pace of investment to
improve overflows (Plimmer, 2024).

Another problem is the scale of damage to the financial resilience of some of the
WASCs. When companies are over-burdened by debt, managers become focused on
financial constraints rather than on running the business. There are concerns that if the
Special Administration Regime is triggered for Thames it could discourage future funding
for the industry. On the other hand, it might facilitate the break up and re-listing of
Thames on the stock exchange, removing the temptation for private equity to again gear
up and extract further cash from the business (Helm, 2024).

A final danger is the difficulty of striking a balance between affordable prices for
customers and the need for realistic budgets for maintenance and improvements.
OFWAT seeks ‘efficient’ expenditures to limit the cost increases to customers, raising
the risk of insufficient expenditure and poor service (Helm, 2024). The balance between
affordability and environmental improvements has always been hard to navigate, with
politicians asked to prioritize programmes and derogations granted to companies strug-
gling with affordability issues. Nonetheless, loss of legitimacy coupled with high ongoing
investment needs is a toxic cocktail, worsened by the prospect of more legal cases and
larger fines.

Conclusions

The performance failures of the water industry have been very damaging. While the root
causes are identifiable, they are deeply embedded in the UK regulatory and capitalist
systems. The prime culprit is the excessive emphasis on short term outcomes engendered
by the shareholder value system of corporate governance, accentuated by executive pay
structures that turbo-charge adverse incentives. Regulation was intended to protect
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customers and the public from market failures, but shareholder value creates incentives to
extract value for shareholders and executives, and cheat on service delivery and environ-
mental regulations.

Recent regulatory changes are aimed at aligning the objectives and incentives of
management with the concerns of customers and the public; in effect a corporate
purpose approach to governance. Corporate purpose is well-suited to the industry,
given the strong public-good nature of the services it provides. It is also well suited
because the industry incorporates many features that are problematic for a shareholder
value approach, such as asymmetric information and the long-term nature of the assets
involved.

A corporate purpose approach will not be easy to deliver, but given the failures
outlined above, is likely to be the only route to improved performance and effective
regulation. The financial fragility of some businesses creates both dangers and opportu-
nities. It will also require adequate funding of the regulators to allow them to fulfil their
monitoring functions.

While the reforms are aimed in the right direction, they involve difficult balancing acts:
enabling the companies to finance the required investment in the face of lost legitimacy
and concerns about the affordability of bills; and rewarding companies that deliver
investment programmes that will take time to yield visible improvements to the environ-
ment and customers.
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