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Customer engagement in UK water regulation: towards a collaborative regulatory state?
Eva Heims and Martin Lodge

Abstract

Little is known about how processes of ‘expert’ control interact with or move towards collaborative
models of regulation. This paper focuses on a critical example of such an apparent shift: customer
engagement in price-setting in water regulation in Scotland and England/Wales. By drawing on original
interview and documentary analysis, the paper demonstrates a neglected rationale for and usage of
‘collaborative regulation’: regulators introduced customer engagement to incentivise regulated firms
into further efficiencies. This points towards an increasing hybridisation of the contemporary regulatory
state, in which collaborative regulatory processes are used to advance ‘econocratic’ objectives of expert
regulators.

Introduction

The age of the regulatory state in the late 20" century was said to be characterised by a combination of
privatised provision of public services, contractualised and codified agreements, and oversight by
guasi-autonomous regulatory agencies (Laughlin and Scott, 1997). These arrangements were supposed
to establish a ‘logic of discipline’ (Roberts, 2010) in order to remove short-term interests from
regulatory decision-making (otherwise known as the need to establish ‘credible commitment’),
procedural instruments were to hinder regulatory capture, while potential problems associated with
populism and participation were designed away through means of ‘deck-stacking’ (Majone, 1994). For
regulators, this implied the application of technical (economic and legal) expertise within their spheres
of discretionary decision-making. This decision-making was to be insulated from other forms of
knowledge and from short-term pressures.

The arrangements of this ‘technocratic regulatory state’, in turn, gave rise to questions about the
legitimacy and accountability of the regulatory state’s institutions (Majone, 1999; Scott, 2000; Black,
2008; Lodge and Stirton, 2010), which prompted the emergence of regulatory arrangements that
emphasise collaboration and participation to enhance learning and adaptability. These 'decentred’
regulatory arrangements also address two further (related) concerns with the ‘technocratic regulatory
state’, namely uncertainty over regulation and its effects and complexity in view of diverse
stakeholders (Ansell, 2012; Dorf and Sabel, 1998; Sabel and Zeitlin, 2008; Lobel, 2004). This
‘collaborative’ image of the regulatory state stresses the value that local knowledge can bring to
regulatory decision-making, for example, through peer review (e.g., Dorf and Sabel, 1998) or citizen
participation (cf. Fung, 2015). Expectations regarding regulators’ expertise, in turn, turn towards
capacities in organising and supporting direct collaboration with affected stakeholders, including
citizens and customers..

Despite the prominence of these two images of the regulatory state, there has been very little
interaction between the literatures associated with them. Little is known about specific processes in
which the expert-driven logic of regulation of the ‘technocratic regulatory state’ have become
complemented, if not replaced, by collaborative logics of control. This paper explores how
collaborative approaches interact with core features associated with the ‘technocratic regulatory state’
by exploring customer engagement in economic regulation as practised in UK water regulation.
Utilities regulation in the UK has conventionally been dominated by so-called price cap regulation:



Expert regulators’ economic analyses determine the maximum level of price(s) (usually covering a
bundle of goods and services) that utility companies can charge customers. In view of this centrality of
expert-dominated regulation, it is surprising that customer engagement has been gaining increasing
traction across regulated sectors, involving water, airports, and energy (CAA, 2005; Littlechild, 2008,
2014 UKWIR, 2015). These engagement processes go beyond the traditional channels of customer
representation and consultation and require regulated companies to engage directly with customers’
views, affecting, for example, the price companies will be able to charge. Such processes might be
seen as a variant to ‘negotiated settlements’ where key regulatory decisions are directly negotiated
between customer bodies and regulated firms rather than by expert regulators. Customer engagement
processes also differ from other more market-oriented forms of accountability, such as customer
complaints and information, as well as traditional ‘customer representation’ by consultation of
organised consumer associations. Instead, customer engagement involves the direct account-holding
and bargaining by designated individuals of regulated companies within frameworks set by regulatory
agencies.

This paper’s focus on water in UK economic regulation represents a critical case in two ways. One is
the trend-setting quality of UK utilities regulation from an international perspective (see Alexander,
2014; Gassner and Pushak, 2014; Mirrlees-Black, 2014). Water regulation in the UK represents one
utility sector where the movement towards customer engagement has been particularly pronounced.
The other is the ‘natural experiment” of dealing with different experiences across UK jurisdictions, in
particular in Scotland, on the one hand, and England and Wales on the other. Establishing common
patterns across Scotland and England/Wales that suggest emergence of collaborative decision-making
help us to establish the conditions under which collaborative processes are adopted in, and interact
with, expert-driven regulatory arrangements.

In the following, this paper first sets out the analytical framework of the two different images of the
contemporary regulatory state and possible interactions between expert-driven and collaborative
regulatory arrangements. The second part offers a brief chronology of the customer engagement
processes in the two regions of the UK. The paper then assesses and explains the extent to which the
logic of the technocratic and the collaborative regulatory state interact in UK water regulation.

Customer Engagement in the Regulatory State

The introduction of customer engagement in regulatory processes in Scotland and England and Wales
raises the question of how and why the logic of the ‘technocratic’ and the ‘collaborative’ regulatory
state interact with each other in UK utilities regulation. As noted above, the dominant view of the
‘technocratic’ regulatory state in the late 20™ and early 21% century is state-centric: it emphasizes the
importance of limited discretion and expertise in order to ensure ‘discipline’ (Majone, 1994, Roberts,
2010). Legitimacy is ensured through ‘outputs’ and ‘outcomes’ - with some limited involvement for
consumer representation to support complaint processes in particular. In the context of utilities
regulation in the UK, this means that regulatory frameworks are based on economic expertise to
ensure competitive markets, fair prices for consumers, sufficient investment in network structures, and
fair profits to providers. Through the widely applied RPI-X formula regulators determine the cap up to



which companies can charge their customers for certain bundle of services and goods.* This approach
was intended to incentivise companies to seek efficiency gains as any additional efficiency gains
beyond the prescribed level (the “X’) was to remain with the regulated company. The technocratic
model of the regulatory state is hence based on the notion that the complex circle of efficiency, profits,
non-monopolistic pricing, security of supply, and social goals can only be squared by economic
analysis that is insulated from short-term (political) pressures, not least to provide the predictability
that financial markets (i.e. the people who invest in network industries) require. Where such
predictability is not forthcoming, private investors will require higher costs of capital which, in turn,
increase the cost of regulated services. In this world of the technocratic regulatory state, regulators and
their principals maintain the primacy of expert-based calculations in order to signal continued credible
commitment to the overarching objective of efficiency.

This image of the regulatory state is usually criticised for only providing a partial insight into the
highly-dispersed nature of regulatory activities (Scott, 2004; Black, 2001). The emergence of
participatory and collaborative decision-making in public policy-making more generally is said to
have been encouraged by uncertainty about effectiveness of regulatory activities and technological
change, and power dispersion due to complexity, as well as legitimacy concerns about expert-driven
governance.

Engagement of and participation by citizens, consumers or customers is therefore said to address the
shortcomings of hierarchical, expert-driven control associated with the ‘technocratic regulatory state’.
However, as with all doctrines, engagement appeals to different audiences for different reasons (see
also Dean 2016). Ideas involving engagement range from those that emphasise consumer rights and
representation, stakeholder engagement with government and regulators (through consultative
processes or the existence of particular committees), to fora encouraging citizen participation and
deliberation, such as in the siting of large industrial facilities or the licensing of new technologies (cf.
Fung, 2015). Debates about introducing stakeholder understandings into the theory and practice of
utility regulation have also been a recurring feature in the (legal) literature (Prosser, 2005, 1999).

Interest in participation and engagement has therefore become a central theme in a range of literatures.
Prominent strains in the literature focus on ‘new governance’, democratic experimentalism,
collaborative governance and/or responsive regulation (for example, Ansell and Gash, 2008; Ansell,
2012; Braithwaite, 2006; Dorf and Sabel, 1998; Lobel, 2004, 2012; Sabel and Zeitlin, 2008; Sabel and
Zeitlin, 2011).

One strain in this literature emphasises the need to cope with complexity. In view of dispersed
authority across state and heterogeneous non-state-actors, regulatory agencies are unable to impose
their authority - they need to mediate and negotiate (cf. Ansell and Gash, 2008). A second strain
stresses the importance of uncertainty - changing technologies and concerns about the effectiveness of
regulatory interventions lead to increasing use of alternative sources of knowledge, thereby
encouraging a move by regulators to seek engagement with other actors (e.g. Sabel and Zeitlin, 2008).
Similarly, ‘creative syncretism' has been used to define how policy entrepreneurs make creative use of

! The retail price index (RPI) is used to adjust for inflation, the ‘X’ is the regulatory ‘cap’ on prices charged for
services and goods by regulated companies in order to incentivise efficiency gains and reduce monopoly
pricing.



different resources to engage with institutional complementarities (Berk 2009). A third strain stresses
the supposed limitations of 'hierarchy'; accordingly, third party engagement facilitates information-
gathering, collaborative relationships supports compliance and participation enhances the quality and
acceptance of regulatory standards (Braithwaite, 2006; Levi-Faur, 2005; Levi-Faur and Jordana, 2004;
Scott, 2004).

Similarly, the literature on ‘bottom-up’ implementation has emphasised the benefits of processes in
which involved parties develop problem-solving approaches in conjunction with local actors. The
early 1970s also saw the rise of ‘alternative law-making processes’ in which citizens supported, if not
developed local planning processes. Such developments enjoyed particular prominence in local
governance processes (Bressers et al, 2011; Chapman and Lowndes, 2014; Dickinson and Sullivan,
2014; Elgin, 2015). The notion of ‘alternative rule-making’ (‘reg neg’) that emerged in the context of
the US 1990 Alternative Rulemaking Act drew on a wider interest in alternative dispute systems. One
of the key attractions of negotiated settlements or rule-making was the potential reduction in
transaction costs, the enhanced legitimacy of decisions, and the reduced likelihood of court challenges
(Susskind and McMahon, 1985). Empirical studies, however, cast doubt on the supposed advantages
of ‘reg neg’ (Coglianese, 1997). Others suggested that ‘reg neg’ mostly supported consensual rather
than optimal outcomes (Rose-Ackerman 1994).

Finally, a separate literature on North American utility regulation has focused on negotiated
settlements (Doucet and Littlechild, 2009; Littlechild, 2008, 2009a). These arrangements may lack any
formal set-up between negotiated partners other than the agreement the involved parties come to at the
end (see Doucet and Littlechild, 2009; Littlechild, 2009b). It is this strain in particular that influenced
the debates in UK utility regulation, largely due to the entrepreneurship of Stephen Littlechild.
However, this strain did not interact with any of the other identified lines of argumentation.

While these different literatures have documented and mapped participation and engagement in
policy-making and regulation, less attention has been paid to exploring specific processes that mark a
shift from the ‘old’, ‘technocratic’ way of regulating to ‘new’ ‘collaborative’ forms, or, at least, a
‘hybridisation’ of regulatory arrangements. One (often implicit) argument suggests that participatory
or collaborative approaches (for whatever rationale) are leading to more effective policy outcomes
(Fung, 2015). Others suggest that the attractiveness of particular policy templates is largely a response
to disappointment effects; policy is largely reactive to the (unintended) effects of earlier approaches,
for example, due to cumulative goal non-obtainment or extensive creative compliance (Hood, 1994).

Other explanations highlight the presence of particular ‘policy entrepreneurs’ that seek to impose their
favourite pet-idea on the government agenda (Kingdon 1995, Berk 2006), or the strategic use of
collaboration to ‘depoliticse’ demands that have witnessed considerable politicization or gridlock. For
example, Moran (2003) has argued that the (British) regulatory state had witnessed hyper-
politicisation rather than depoliticisation. Moving to more collaborative arrangements might therefore
be seen as a strategy by regulators to remove themselves from their political flack catching role. In
general, therefore, an interest in change in the regulatory state also has implications for our
understanding of regulatory agencies. In an increasingly collaborative regulatory state, questions about
the 'independence’ of regulators have to be recast as demands change from challenging regulated firms
towards orchestrating stakeholders, and mediating conflicts.



Similarly, there has been no particular interest in the type of competency challenges that would affect
regulatory agencies if there was a shift from ‘technocratic’ to ‘collaborative’ regulatory state. In the
former, regulatory agencies are dominated by ‘econocrat’ expert thinking - concerns about
competition and market power require econometric and modelling capacities to establish credible
foundations for establishing price caps on bundles of services - such as calculating the ‘X* under the
RPI-X price-cap. Under a collaborative model, in contrast, regulatory agencies can be assumed to
become largely supporters of bargaining processes, setting out the ground rules, spanning boundaries
across different organisations to support negotiated outcomes, and offering benchmarking information
to the parties engaged. Such a shift, therefore, would constitute considerable changes for economic
regulators as the centrality of economic expertise is being challenged.

As noted, the lack of mutual engagement of the literatures on the regulatory state and the absence of
any systematic literature on why there might be a rise of 'engagement' processes in the context of a
'technocratic' regulatory state is surprising in view of the currency of ‘engagement’ in international
practitioner circles. This paper seeks to advance our understanding of the role of engagement
processes in ‘technocratic’ regulation. Customer engagement in price-setting in two jurisdictions of
the UK provides a critical case in this regard: At least on paper, its participatory format has all the
hallmarks of the collaborative regulatory state, while taking place in a sector that has been seen as
epitome of the technocratic regulatory state. The practice of customer engagement in water regulation
in two jurisdictions of the UK allows us to assess how and why expert-driven regulatory arrangements
become complemented by collaborative arrangements in a field that has been dominated by the
hierarchical governance of expert regulators.

To identify changes in the regulatory state, Table 1 illustrates the ‘ideal’ characteristics of technocratic
and collaborative images of the regulatory state. It draws on Peter Hall’s orders of policy change (Hall,
1993) to define different types of changes that would characterise a break with the logic of the
technocratic regulatory state, as well has hybridisation between the two logics, on three different
orders of change. The table demonstrates that in a wholesale transformation process at the paradigm
level we would expect to see a move away from the technocratic regulatory state’s key objective of
efficiency towards an emphasis of participation as an objective in itself. At the policy framework
level, we would expect a shift away from the centrality of expert-regulators in the regulatory process
towards regulator-mediated participation processes, and at the policy setting level we would expect
‘econocratic’ methodologies to be replaced by flexibility in regulatory approaches. Hybridisation of
these logics implies a direct interaction between these two logics, as indicated in the table. Equally,
transformations at each order of change have implications for the type of professional expertise that
regulators are supposed to provid. At the policy framework level, for example, we expect a move from
economic analyses and legal procedural appropriateness to an emphasis on mediation and boundary-
spanning by regulators. Hybridisation, in turn, would be associated with regulators needing to perform
the dual role of economic analysis and boundary-spanning.

Table 1: Orders of Policy and images of the regulatory state



Order Image of the Type of change Hybrids of Image of the
‘Technocratic’ required to ‘Technocratic’ Collaborative
Regulatory State | qualify as and Regulatory State
conversion from | ‘Collaborative’
“technocratic’ Images
regulatory state
Paradigm Efficiency as key | Move away from | Simultaneous Emphasis on
consideration and | efficiency towards | emphasis on engagement and
justification other policy efficiency and participation as
values (e.g. participation as objective in itself—
security of mutually no explicit
supply/fairness reinforcing key endorsement of
values (e.g. any key
achieving administrative
efficiency through | value
participation)
Policy Regulatory Sidelining or Pivotal role of Prioritisation of
framework | agency realigning of regulators in benchmarking,
jurisdiction and agencies’ roles regulatory adaptation and
direction, and jurisdiction, processes, but ‘learning’ across
emphasis on ‘non- | change in increased use of | experiences over
majoritarian’ decision-making | participation, expertise-based
character of approaches learning and decision-making
decision-making, | regarding benchmarking to | of regulators
enforcement standards, serve expertise-
standards and information- based views of
information- gathering and regulators
gathering enforcement.
approaches
Policy Setting of RPI-X Change in Use of Flexibility of
setting after price review | methodologies collaboration, policy approaches
used to evaluate | learning or to reflect diversity
business plans participation to
determine change
in methodology

In the following, this paper explores customer engagement processes in Scotland, which involved one
public company, and England and Wales, with its 16 different regional monopolies and varied
(‘private’ and ‘public interest’) ownership structures. In the English and Welsh cases, ownership did
not seem to matter for the nature of the engagement process. The evidence base rests on documentary
analysis as well as 24 interview transcripts and a series of 19 interviews with 25 key participants (both
conducted according to the Chatham House rule, i.e. hon-attributability). The former were conducted
by a consultant - Stephen Littlechild - at different stages of the Scottish process (the findings are
presented in Littlechild, 2014). Access to this material was granted with the consent of the
interviewees. The latter were conducted by the authors at the conclusion of the Scottish and English &
Welsh experiences. Overall, these interviews provide insights from key participants at different stages
of the Scottish process as well as ex post perspectives from both Scottish and English/Welsh

participants, taking their different institutional interests into account.




Customer engagement, the Customer Forum and Customer Challenge Groups

Customer engagement has become a central theme in economic regulation in the UK, moving debate
beyond traditional concerns with formal consultation processes. Starting in the UK with engagement
processes launched by the Civil Aviation Authority (CAA) involving Gatwick airport, it was in the
water regulation that customer engagement processes became particularly prominent, operating
however in somewhat different ways in Scotland in contrast to England/Wales. This section sets out
the chronology of the two processes, which involved the periodic regulatory framework setting (i.e.
the setting of the price cap) for water companies in the two jurisdictions. As noted, these so-called
‘price reviews’represent arguably the most central processes that define the relationship between
regulator and regulated industry as it traditionally involves extensive exchanges between the different
parties over business plans, potential efficiency gains and projections of the future. It is here where the
‘technocratic’ expert model of the regulatory state was to be of particular value: regulators were not
tied to electoral business cycles or consumer pressure would ensure that private investment would be
‘protected’ while placing controls (as a market surrogate) on regulated firms.

Turning to Scotland first, the Customer Forum was created through a tripartite agreement including
the economic regulator (WICS), the consumer representation body responsible for this sector (at that
time, Consumer Focus Scotland), and the publicly-owned incumbent, Scottish Water. The Customer
Forum was to represent customers’ preferences during the 2014 price review (see Cooperation
Agreement, Article 2.1). WICS nominated two water industry representatives and one representative
with a wider industry interest to the Forum. Consumer Focus Scotland nominated five members with a
‘strong customer-focused reputation’ (as stated in the initial Agreement (Schedule 1, 1.1.2)). The
chairman of the Forum, Peter Peacock, had a background in Scottish local government, and had been
member of the Scottish Parliament and minister in the Scottish government. His engagement was to
prove critical for guiding the process.

The Customer Forum’s involvement in the regulatory process expanded considerably after its creation.
During the process, the Customer Forum evolved into a de facto negotiating partner of Scottish Water
in agreeing its business plan during the price review. The WICS Chief Executive confirmed this
formerly in a letter to the Chair of the Customer Forum on 15 October 2012 by inviting him to ‘to seek
to agree by April 2014 a Business Plan for delivery by Scottish Water in 2015-20 [Note: subsequently
changed to 2021]. Such a Business Plan should be fully consistent with Ministerial Objectives and
with the views and ranges that the Commission will set out in notes and papers over the period to early
2014° (WICS, 2014, p. 70f). From October 2012 onwards, WICS supplied the Customer Forum
members with 22 ‘notes’ (of around 2-4 pages) that included technical background information and
advice to the Forum on proposals by Scottish Water. WICS expected the agreement between the
Customer Forum and Scottish Water to be fully in line with these notes unless there were
‘demonstrable reasons’ for not doing so. While the process involved regular sessions between the
Customer Forum members and Scottish Water, it was also supported by frequent bilateral and trilateral
discussions between the Chief Executive of WICS, the Chief Executive of Scottish Water, and the
Chair of the Customer Forum.

Participants of the Scottish processes agreed that the Customer Forum played a highly effective role in
challenging Scottish Water and in influencing the final business plan (Littlechild, 2014; Customer
Forum, 2015). The language of the business plan was said to have become far more accessible to lay
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audiences, Scottish Water switched its use of the Retail Price Index (RPI) to the Consumer Price Index
(CPI), and the agreed price cap of CPI-1.8 over the period 2015-2021 went beyond all expectations
(including those of Scottish Water). Most crucially, the price cap was tougher than WICS had
regarded as feasible at the outset of the process. Despite some concerns about statutory responsibilities
within the water regulator, WICS accepted the entirety of the negotiated business plan in its Draft
Determination. In Scotland, then, customer engagement had a very tangible and significant effect on
the outcome of the regulatory process.

The water sector in England and Wales, in contrast, witnessed a different kind of customer
engagement process. First and foremost, customer engagement processes were not granted the same
remit as the Customer Forum in Scotland. The economic regulator, Ofwat, created a customer advice
panel for considering questions relating to its overall price review methodology, while also requiring
each water company to set up a ‘customer challenge group’ (‘CCG’) for the Price Review 2014. These
groups were situated at the company level, and were tasked to verify whether companies’ business
plans were adequately informed by high quality customer research (Ofwat, 2011, 2012).

Ofwat provided direction to companies at the beginning of the process, especially in relation to the
composition and remit of CCGs (one aspect being to encourage firms to recruit challenge group
chairpersons from outside the existing customer representation group universe). Once groups had been
set up, Ofwat did not provide detailed guidance to the different challenge groups. One reason for this
was that the groups were to be ‘owned’ by their company rather than the regulator. Another
justification was that individual engagement processes were not to be stifled by direction being given
by the regulator: Ofwat argued that companies tended to be too attentive to the regulator to the
detriment of their customers. Moreover, detailed company-specific guidance comparable to WICS
Notes would have required a large resource commitment on the part of Ofwat in the context of 18
water companies in England and Wales. Finally, the differences in remit (to Scotland) were justified
by highlighting the mostly private ownership structure in England and Wales (based on interview
material).

In contrast to Scotland, Ofwat mandated that CCGs should include members from the other regulators
(the Environment Agency and the Drinking Water Inspectorate).? More generally, membership
patterns varied across CCGs. Nevertheless, they usually consisted of a mix of private-business owners
and their representatives, local authorities and charities. Many CCGs also included paid consultants at
various points throughout the process (see CCWater 2014; UKWIR, 2015). Some water companies put
their CCGs on a highly formalised footing, others allowed their CCG processes to develop in a less
structured way. There were also differences in the agendas that different CCGs pursued (some straying
into the territory reserved for Ofwat) and in the recruitment of chairpersons. Initially, it had been
Ofwat’s (implicit) intention to sideline existing customer representatives (i.e. CCWater) by
emphasising the importance of ‘independent’ chairs (i.e. independent from the firm, politics,
regulators and customer advocacy groups) (interviews). Nevertheless, some companies chose to
appoint their chair from CCWater, others recruited non-affiliated chairpersons for their group.

’In Scotland, other regulatory bodies were consulted as a matter of courtesy to address their concerns about
potential implications of the Customer Forum on their jurisdictional remit.



Ofwat’s approach — and the variations in which water companies organised their CCGs — meant that
individual CCGs focused on different issues in their reports on companies’ business plans. Many
CCGs perceived themselves to have had crucial impacts on their company’s business plan (including
the lowering of prices through further efficiencies). However, Ofwat disputed the strength of the
evidence of satisfactory customer engagement in nine of 18 of the initial risk-based reviews of
business plans and CCG reports (see, for example, Ofwat, 2014b, p. 13f). Ofwat subsequently
requested that Business Plans had to show more clearly how they had been informed by customers’
views. This request frustrated CCGs and water companies as it suggested that they had spent time and
effort ‘for nothing’ during the CCG process. Ofwat, on the other hand, concluded that not all CCGs
had the necessary independence (from firms) and expert capacity to challenge companies sufficiently
(interviews). Although actors claimed that the process had succeeded in forcing companies to consider
their customer responsiveness, no one suggested that it had been a resounding success. Overall, then,
customer engagement in England and Wales had a varied effect on the regulatory outcome across
water companies. Overall, it was less effective than the Scottish process in significantly altering the
regulatory output.

In sum, across both jurisdictions, the move towards customer engagement with the regulated firm was
more than a mere symbolic gesture: considerable effort was expended and the experience signified a
major departure from earlier experiences in both jurisdictions. Customer engagement in UK water
regulation represented a considerable departure from previous price reviews, even though there were
marked differences across the two cases in terms of institutional arrangements, de facto delegation to
the customer body, as well as the impact the groups had on the outcome (see Table 2). Nevertheless, in
both cases, customer engagement processes were seen as significant and indicative of a future, albeit
undetermined way of regulating.

Table 2: Variations in customer engagement in the UK

Scotland England/Wales
Formal status Tripartite agreement CCGs established within
companies
Role of regulator Formal responsibility, high degree | Formal ex post control - general
of bespoke support to Customer guidance, but no bespoke advice to
Forum throughout process individual processes
Scope of engagement Negotiation of business plan of Limited scope for assessment of
public monopoly business plan of mixed regional
monopolies

Towards a Collaborative Regulatory State?



Is there evidence, then, of the collaborative regulatory state or of hybridisation in a sector that
epitomises the technocratic regulatory state? Putting customer groups at the heart of the price review
process challenges the image of the technocratic regulatory state: Setting the price cap in utilities
regulation in the UK has traditionally been based on regulators’ econometric analyses and assessments
of historical expenditure patterns. Even attempts at regulatory innovation, such as 'menu regulation’,
did not reduce the ‘technocratic’ role of the regulator in establishing ‘baselines'. With the introduction
of customer groups, local knowledge and preferences of customers about the level of water charges
were added to the price review process, potentially displacing the primacy of econometric analyses as
well as the credible commitment to efficiency gains that comes along with it. At the same time,
however, the expertise of regulators remained essential, thus challenging the image of the
collaborative regulatory state and demonstrating how collaborative arrangements and ‘econocratic’
regulation mutually reinforce each other.

At first sight, the Customer Forum and the Customer Challenge Group processes bear all the
hallmarks of the collaborative regulatory state. Water regulators engaged with non-state stakeholders
(namely, customer groups) in collective decision-making processes to varying degrees. At the heart of
this model lies the direct engagement between regulated company and non-state stakeholders, which is
supported, and ultimately sanctioned or approved, by water regulators. Much in line with the models
of collaborative governance, the regulators have seemingly turned into orchestrators of regulation,
rather than representing the ‘main act’. Processes were consensus-orientated and deliberative in both
jurisdictions. The Customer Forum and the Customer Challenge Groups engaged in extensive
discussions with ‘their’ water companies that resembled a conversation between two partners. Water
companies responded to challenges by the customer bodies by either adjusting their business plan or
by trying to persuade the customer group by virtue of argumentation.

The introduction of the Customer Forum and the CCGs established consumer representation type
processes that directly engaged with regulated firms, used different methodologies than previous price
reviews and altered the role of regulators. In Scotland, the direct negotiations meant that the regulator,
WICS, no longer directly (at least formally) engaged with the water company. Furthermore, the
Scottish Customer Form did not make use of the RPI-X methodologies to determine the kind of water
charges that could be imposed on Scottish Water. Instead, the focus was on ‘what the customer wants’,
thereby questioning Scottish Water’s business approach rather than engaging in methodological battles
over calculations and assumptions.

Moreover, the direct engagement process also challenged one central aspect of the technocratic
regulatory state, namely its emphasis on codification. The Scottish experience was characterised by
very close and informal relationships between the chair of the Customer Forum, the chief executive of
WICS and the chief executive of Scottish Water (somewhat akin to the tradition of ‘club government’
that used to characterise British regulation, see Moran, 2003). The ‘drift’ towards more extensive
powers was facilitated by means of a letter rather than any changes in statutory basis.

However, the continued existence of formal provisions presented the water utility with safeguards
against too far-reaching discretionary activities by the Customer Forum. Similarly, the CCG process
enabled the formulation of business plans that were primarily based on customers’ preferences, and
hence local knowledge of the people directly affected by the price cap, rather than the regulator’s
thinking. Equally, whether this was the case was verified by CCGs in the first instance, rather than the
economic regulator. Companies had to consider how to respond effectively to customers’ preferences .
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CCGs were to hold businesses to account with regards to their customer responsiveness. As a result,
justifiability of any measure in front of CCGs became a benchmark for companies’ positions. The
emphasis in justification on part of the company also highlights the deliberative nature of the
processes in both jurisdictions. In this sense, therefore, one can speak of a growing emphasis on
collaboration.

Despite this shift towards the collaborative regulatory state at the policy framework level (as defined
in Table 1), no comparable shift took place at the paradigm level which would imply a shift in
underlying values of the regulatory state. Even though the features of the negotiated process in
Scotland came close to those that characterize negotiated settlements (as defined in the literature),
negotiations continued to be shaped by the traditional concerns that characterise the technocratic
regulatory state: the Customer Forum may have changed Scottish Water’s and the regulator’s ways of
communicating, but these changes took place within the broad context of regulatory concern with
efficiency. Indeed, the Customer Forum process was designed to ensure ‘credible commitment’. The
initial agreement, informal commitments, the close inter-personal connections among key participants,
and the so-called ‘tramlines’ that featured in the concluding agreement were all geared towards
granting Scottish Water (and its ‘owner’, the Scottish government) a degree of reassurance.® Ofwat, in
turn, signalled credible commitment by limiting the scope of discretion of the customer groups from
the outset, and by maintaining its strong ex-post control function.

Crucially, regulators in both jurisdictions retained their centrality in the regulatory process, albeit in an
altered role. In Scotland, the various notes issued by WICS to assist the Customer Forum were based
on the conclusions the regulator had come to on the basis of technical modelling (for example, see
WICS, 2012, p. 2). The notes provided the Customer Forum with bespoke and focused advice and
contextual information. Thus, WICS did not only explain technically complex regulatory issues to the
‘lay’ Customer Forum, but also provided very clear directions to the Forum as to which demands it
‘may wish to’ place on Scottish Water (for example, WICS, 2013b). Therefore, WICS maintained a
central role in this process. While it is difficult to measure the exact influence of the WICS guidance
notes, they provided an explicit ‘corridor’ within which negotiations could take place since WICS had
clearly stated that it expected the agreement between Customer Forum and Scottish Water to reflect
them.

While Ofwat did not provide bespoke guidance to CCGs, it played a central role in the final
determination of the price review process. Ofwat did not accept 9 out of 18 of the CCGs’ initial
interpretations of their companies’ business plans in its risk-based reviews. This variation across
CCGs can in part be attributed to whether the Chair of a given CCG was regarded by Ofwat as
sufficiently independent from the water company and CCWater and to the extent to which the water
company had formalised its CCG process (CCWater, 2014). Overall, the diagnosed lack of necessary
expert capacity and independence from their companies motivated Ofwat to intervene with customer
engagement issues in its reviews. The extent of ex-post criticism highlights the continuing centrality of
regulatory agencies and their thinking in existing customer engagement processes in the English and
Welsh case.

¥ The ‘tramlines’ were agreed performance indicators. Should indicators move beyond particular parameters, then there was the
possibility to revise the agreed commitments. The monitoring of these performance indicators was to be conducted by the
(successor to the) Customer Forum.
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In sum, neither of the two processes altered the fundamental regulatory framework in any formal sense
- procedural innovations occurred within the set statutory provisions. Nor did either of the two
processes fundamentally reduce the role of the regulator: both regulatory bodies continued to play
central roles, WICS played a central orchestrating role throughout, Ofwat especially at the ex post
stage. Individual policy settings did change, such as the move from RPI to CPI in Scotland, and
companies were said to have become more responsive to customer rather than regulatory
requirements. The processes therefore altered the role of regulatory bodies by drawing in customer
representatives directly into the regulatory process (rather than limiting them to complaints handling
and policy advocacy, for example through the submission of responses to consultations). As such, at
least at the policy setting level there was a shift towards governing arrangements associated with the
collaborative regulatory state. However, ultimately the introduction of customer groups into the price
review process did not diminish the importance of expert regulators in the regulatory process, and at
the paradigm level the novel price review process did not alter the underlying assumptions of the
technocratic regulatory state.

Overall, then, we observe a hybridisation based on expert-driven and collaborative arrangements,
whereby collaborative processes are used by key institutions of the ‘technocratic regulatory state’
(expert regulators) to achieve one its key aims (efficiency). Customer engagement processes did alter
the role of regulatory agencies towards a growing emphasis on collaboration, requiring them to
become more of a facilitator. The two experiences suggest that collaboration occurs in the
complexified context of regulation, in which the regulatory process has become more collaborative,
while the regulatory objectives of the technocratic regulatory state (efficiency and credible
commitment) remain unaltered.

Collaboration in the Name of Efficiency

What then explains the observed patterns of hybridisation of regulatory arrangements in UK water
regulation? Regulators introduced customer engagement as a result of disappointment with the
previous price review model’s ability to incentivize companies into further cost reductions, a concern
that also motivated policy entrepreneurship in this field. Engagement was aimed at achieving better
results within the broad parameters of the technocratic regulatory state. This explains the move to
collaborative processes without a shift in regulatory objectives. Indeed, effective customer engagement
requires support from expert regulators, which explains why regulators remained so pivotal in the
price review process despite the wide-ranging changes brought about by customer engagement.
Expert-based and collaborative approaches can hence mutually reinforce each other in their objectives
and effectiveness.

The emergence of customer engagement, not just in water, can be seen as a result of widespread
disappointment with existing technologies of economic regulation, most of all the price-review
process and the manner in which the use of the RPI-X methodology had developed, which resulted in
(what parties perceived as) tediously complex and long price review processes. Such disappointment
effects are well-known drivers of regulatory change, where repeated attempts to trial particular
problem-solving approaches in light of considerable side-effects, leads to growing disillusionment —
whether it is because of continued non-obtainment of initial objectives, the cumulation of side-effects
and/or the widespread occurrence of gaming and other forms of non-compliance (cf. Hood and Peters,
2004). A sense of exhaustion with existing approaches was shared across both jurisdictions (and
reflected a broader consensus in the UK economic regulation community). Interviewees (in both
jurisdictions) argued that the price-review process had become extremely complex and lengthy,
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leading regulator and regulated to be pre-occupied with gaming each other. It was hence not so much
complexity of the ‘regulated world’ but of the regulatory process itself which prompted the shift
towards customer engagement.

In the Scottish case, disappointment with the regulator-led price cap regulatory framework became
embedded by large disagreements about the ‘right’ price cap between Scottish Water, WICS and the
consumer body in the 2004 price review, partially resulting from the (perceived) gaming on the part of
Scottish Water during the same round of price reviews, and the resulting confrontational nature of the
process (see Hobson, 2005). The difficulties during the 2004 price review culminated in the departure
of the then Chairman of Scottish Water due to disagreements with the Scottish Executive over the
speed of delivery of water quality and environmental standards. Moreover, Scottish Water was said to
have experienced significant performance improvement following its creation in 2002 (by merging
three water authorities). Given the view that Scottish Water’s efficiency and performance had
increased significantly as a result of previous price review processes, the ‘old model” was increasingly
regarded as incapable of sufficiently challenging Scottish Water, especially after the 2009 price
review. It was argued that the RPI-X formula, and benchmarking with English companies, had
achieved considerable efficiency gains, but that this approach had reached a dead-end (Sutherland,
2011).

Disappointment was also of central significance in the case of England and Wales. The perception of
dissatisfaction with the performance of water companies was driven by the regulatory view that the
methodology used in price reviews was not stretching companies and that companies were not
sufficiently attempting to innovate and to ‘aim higher’ in their performance than regulatory standards
demanded of them (for example, see Ofwat, 2013, p. 3ff). A review of Ofwat’s practices (the ‘Gray
Review”) pointed to the need for businesses to take ownership of their decisions. Ofwat was charged
with the responsibility of encouraging this company behaviour (for example, Defra, 2011, p. 27).
Ofwat saw customer engagement as a means to challenge companies in order to address regulatory
requirements and to become more responsive to customers’ views in their business plans. This was
also seen as a means of encouraging innovation at the level of the regulated firm. Other changes to the
price-review methodology were designed to allow for more flexibility in companies’ business plans
and regulatory decision-making in order to avoid the type of regulatory box-ticking referred to above
(Ofwat, 2013). Furthermore, the rise of customer engagement was also a response to frustration with
existing customer representation arrangements, especially as Ofwat saw CCWater as being too close to
firms and lacking interest in sustained engagement with regulatory decision-making.

Customer engagement in both jurisdictions was therefore not championed due to a widespread desire
to enhance input legitimacy and accountability or to incorporate local knowledge, but in order to shake
up regulatory routines and to enhance the effectiveness of regulation (an aim that is often at the heart
of participatory approaches, see Fung, 2015). Especially in Scotland the idea for the Customer Forum
emerged from policy entrepreneurship by the economist Stephen Littlechild who had outlined the idea
in his scholarship (for example, Doucet and Littlechild, 2006, 2009; Littlechild, 2008, 2009a, 2009b,
2009c). He argued that, for example, a negotiated settlement would also have the potential to trigger a
more serious effort by the company to meet regulatory demands as these would effectively be the
result of ownership of the agreement. Littlechild’s advocacy and papers introduced the (then)
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Chairman of WICS (Sir lan Byatt) to ideas about negotiated settlements.* Importantly, though, while
entrepreneurship mattered directly in Scotland, this was less the case in England and Wales. Here the
initial idea of engagement was taken up, but ultimately adjusted to reflect the (then) interests of Ofwat.

The motivation of regulators in addressing persistent problems with price reviews never
fundamentally challenged the assumptions of the ‘all-knowing’ regulators and the ‘logic of discipline’.
That regulators were able to introduce new customer engagement processes whilst safeguarding their
own authority in the regulatory process also needs to be understood against the backdrop of significant
bureaucratic autonomy and bureaucratic turf protection on part of the regulators (cf. Carpenter, 2001)
- in that sense, customer engagement qualifies the depoliticisation explanation, noted earlier.
Accordingly, regulators and regulated would have opted for engagement processes to protect
themselves from ongoing criticism by adding new fora to the decision-making process that offered
additional sources of legitimisation. WICS, especially its chief executive, already enjoyed
considerable autonomy given a record of successful regulation of the publicly owned Scottish Water
and used this autonomy to introduce customer engagement. This degree of granted autonomy was
under challenge only once, namely when the membership of the WICS board changed and incoming
Commissioners displayed scepticism about the degree of delegation of regulatory competencies to the
Customer Forum (interviews). Furthermore, WICS benefitted from the circumscribed and consensus-
driven political environment of Scotland. In England and Wales, in contrast, the Gray Review
highlighted that Ofwat, rather than firms, had not taken customers’ priorities seriously enough (Defra,
2011): this criticism encouraged Ofwat to develop its customer engagement approach as a
legitimisation strategy. At the same time, Ofwat carefully delineated the role of CCGs to protect its
sphere of influence, such as issues involving the cost of capital. Both regulators were hence careful to
make best use of their ‘wriggle room’ to adopt strategies that could legitimise their regulatory
approach internally and externally.

Moreover, a functional necessity for regulators’ expertise highlights why regulators remained so
pivotal even though customer groups adopted a significant role in the price review process. The
comparative analysis suggests that customer engagement in Scotland was more ‘successful’ not
despite, but because of the supportive role played by the regulator. Customer groups regarded the
regulators' expert guidance as vital for succeeding in their role. While customer representatives were
able to introduce knowledge about what customers wanted; for example, by highlighting to companies
how painful very small water price rises could be for vulnerable customers (a key influence CCGs and
the Customer Forum alike had in altering the thinking of ‘their’ water companies), they all lacked a
detailed understanding of the water sector and water companies’ business models, let alone a means to
assess which demands could reasonably be placed on companies by using comparative knowledge
across water companies. WICS supplied this kind of ‘benchmarking’ expertise to the Customer Forum
in its ‘Guidance Notes’. WICS hence provided a very clear corridor for action for the Customer
Forum, based on its own expert analysis of Scottish Water’s business model. In contrast, the absence
of focused guidance was a crucial factor in the relative lack of ‘success’ of the CCGs since CCGs
reportedly found it difficult to challenge their companies in the absence of focused expert guidance
from Ofwat (CCWater, 2014; Ofwat, 2014; Ofwat, 2015, p. 21; UKWIR, 2015; interviews). This lack
of bespoke advice was compounded by an infrequent information exchange across customer challenge
groups, even though membership in some cases overlapped. Overall, the evaluation of business plans

* Interviewees thought this happened in 2008 or 2009.
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without technical expertise or expert guidance was perceived as problematic by all participants. Ofwat
stepped in after CCGs had delivered their reports not just to safeguard its role in the regulatory
process, but because of a perceived functional necessity to do so. These patterns suggest that expert-
based and collaboration-based regulatory processes interacted with each other in mutually beneficial
ways, while a lack of this interaction led to a loss of effectiveness of engagement processes (as was the
case of England and Wales).

Overall, then, one key finding is the central role of regulators among these examples of ‘collaborative
regulation’. They initiated the shift to customer engagement in order to respond to the perceived
disappointment with existing decision-making processes. Customer engagement processes were
introduced to improve regulatory goals that were embedded within the parameters of the technocratic
regulatory state. Collaboration hence seems to have a much wider range of uses than is often assumed
in the literature. While elsewhere it has been documented that collaboration fosters desirable
regulatory outcomes (Ulibarri, 2015), this case shows that collaboration can change behaviour of the
regulated industry in ways specifically desired by regulators. The continued functional necessity for
water sector specific expertise to challenge water companies demonstrates that the efficiency-
orientated goals of ‘econocratic’ regulation and the process-orientated goals of collaboration can
mutually support each other. Customer engagement processes that are buttressed by the expertise of
the regulator can enhance the quality of collaboration processes and the influence that customer bodies
have on the regulatory outcome. High-quality work of customer bodies, in turn, can provide effective
challenges to the regulated industry, thereby helping regulators to achieve their objectives.

Conclusion

This paper has pointed to a hybridisation dynamic in which regulators take on the dual role of
economic analysis and boundary-spanning. The observed patterns point to growing complexification
of regulatory processes which have general significance for the study and practice of economic
regulation: While regulators continued to be key actors and efficiency remained the key regulatory
goal, regulators chose customer engagement as a strategy to deal with what they perceived to be the
limits of their own hierarchical control over regulated companies. The limits of this control, however,
were not so much rooted in strategic uncertainty, heterogeneous interests of key stakeholders or the
inherent limitations of hierarchical control (factors often associated with the emergence of
experimentalism and collaborative arrangements). Instead, the complexity of the regulatory process
itself had essentially become victim of its own success. Engagement processes may therefore emerge
in fields in which regulated firms have ceased to respond to regulatory challenges and in which highly
autonomous regulators have the autonomy to choose ‘engagement’ to advance their regulatory goals.
Far from being autonomy-depleted in an uncertain and complex regulatory environment, strategically
motivated regulators can shape the arrangements of the contemporary regulatory state to a significant
extent. The empirical findings suggest that regulators can be successful in creating such zones of
autonomy for strategic action.

It is unlikely that this hybridisation will simply fizzle out. Hybridisation means complexification
which, in turn, brings its own side-effects. The emergence of customer engagement can hardly be seen
as a ‘cost cutting’ exercise, and requires regulators to mediation and ‘boundary spanning’ skills.
Customer engagement also places high demands on regulators to demonstrate their independence from
all parties concerned, including customer groups. Given that customer groups are in need of
informational and expert support from regulators to challenge firms effectively, this could prove
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challenging. Furthermore, customer engagement, while supposedly adding legitimisation to regulatory
decision-making, raises further long-standing concerns as to potential biases that might emerge due to
differences in representation among groups. In other words, far from removing tensions in the
regulatory state, hybridisation points to continued, if not enhanced tensions and side-effects.
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