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1. Background 
 

1.1 Various industries in the UK, mainly utilities, are subject to ‘independent’ economic 
regulation.  In the case of utilities, the creation of independent regulators was seen as 
an essential part of privatisation, not least to reassure investors in the newly 
privatised entities that ‘regulated’ revenue would be determined in a reasonably 
predictable way within the constraints of a prescribed statutory framework, rather 
than left unduly exposed to changing governments and ministerial whim.  This priority 
was reflected in the prominence given in the Telecommunications Act 1984, the Gas 

Act 1986, the Water Act 1989, and the Electricity Act 1989 to the obligations on 
regulators to ensure the financeability of the privatised entities. 

 
1.2 Since privatisation, there have been significant changes to the statutory frameworks 

within which utilities are regulated, including the Utilities Act (2000) and various 

amendments to sector-specific legislation.  Changes have included reprioritising the 
objectives of regulators – notably a greater weight to be given to the interests of 
consumers and to environmental objectives – and increased formal scope for 
ministers to give ‘guidance’ to regulators on how to interpret their statutory 
obligations.  However, the government remains formally committed to the principle of 

independent regulation, as set out in 2011 in The Department of Business, Innovation 
and Skills’ ‘Principles for Economic Regulation’. 1 

 
1.3 Despite this commitment, and perhaps inevitably in the light of the political 

prominence of the regulated industries, regulators’ independence seems under as 
much pressure now as at any time since the major privatisations.  Whereas, in the 
1990s and the early noughties, regulators were to a large extent left to ‘get on with it’ 
within a framework of fairly broadly drawn statutory duties, more recent years have 
seen a reassertion of politics in formulating in considerably more detail what is 
expected of regulated industries and their regulators, and how those expectations will 
be met, as well as in more informal control of some regulators’ activities. 

 
1.4 Nowhere has this has been more obvious than in the energy industries, as shown by, 

for example: 
 

 successive changes in the Energy Act to redefine Ofgem’s duties and bring them 

more explicitly into line with government policy, not least in respect of 
delivering government targets for renewable energy; 
 

 the government taking direct responsibility for the current ‘Electricity Market 
Reform’ programme – in contrast with the last major reform of the wholesale  

                                                           
1 Department for Business, Innovation and Skills (2011), ‘Principles for Economic Regulation’, April. 
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electricity market (the ‘New Electricity Trading Arrangements’ of 2001) which 
was both designed and overseen by Ofgem; 
 

 the government actively supervising Ofgem with respect to lower level tweaks of 
the electricity market (especially those involving access of renewable generators 
to the transmission system and the pricing of that access), whereas Ofgem had 
been in sole charge of earlier similar modifications. 
 

1.5 There is nothing necessarily inappropriate about any of the above.  However, what all of 
these instances do is to give rise to various questions about how regulation should 
operate in industries where regulation is presented as ‘independent’ of government. 

 

 What is the point of regulatory independence?  What is it meant to achieve? 

 How is independent regulation meant to work in the context of industries which 
have political profiles which are as high as those of energy, communications, 
water, airports and rail? 

 How has it actually worked in practice? 

 What does all of this imply for the future of independent economic regulation in 
the UK? 
 

1.6 This paper is an attempt to answer each of these questions.  In summary, its 
conclusions are that: 

 

 Independent regulation was initially designed in the UK to, above all, reassure 
investors in privatised utilities that their returns – on assets which typically have 
long lives and pay back over long periods (much longer than one parliament) – 
would not be unduly subject to day-to-day politics.  That said, regulators were 
also given many specific duties, including the duty to promote competition 
where possible – and independent regulation offers government other benefits, 

including increased ability to accumulate and retain expert knowledge in 
government about the sector in question and the provision of a scapegoat for 
unpopular government policies. 
 

 Whether prices are rising in the sector as a result of the increased infrastructural 

spend.  
 

 Both government and parliament have made attempts to define how 
independent regulation ought to work, notably in BIS’s 2011 ‘Principles’ 
document and in an earlier (2007) report by the House of Lords Select 
Committee on Regulators.2  These reports agree in emphasising that policy is for 
politicians, rather than regulators, but that independence within that political 
framework can best be preserved by making explicit and transparent any  
 
 

                                                           
2 House of Lords Select Committee on Regulators (2007), ‘UK Economic Regulators’, November. 
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‘guidance’ from ministers on how regulators interpret their statutory obligations 
and, in particular, on how they should make trade-offs between any conflicting 
obligations. 
 

 Government practice has to, to date and at least in some industries (notably 
energy and water), fallen short of this prescription.  At the same time, such 
intrusions on regulatory independence as there have been have not interfered 
with the assurance to investors in the regulated monopoly parts of the relevant 
 industries that the return on their investment would be determined by 
relatively objective and predictable criteria. 
 

 The extent of government formal and informal intervention in the operations of 

an industry regulator – and, to an extent, the narrowing of regulatory 
independence – has not been uniform across the regulatory sectors.  In most 
regulated sectors, it does not seem to have been a significant issue.  It has been 
an issue in the water sector and, even more, in the energy sector.  What would 
seem to be going on here is a mixture of factors but including: 
 

- the question of whether customers of the industry in question are 
funding the government’s infrastructure ambitions for the sector (thus 
creating a potential conflict with a regulator’s consumer protection 
duties) or whether funding is coming from another source (general 

taxation for example); 
- how open the government is about conflicts between different 

objectives (notably between achieving infrastructural ambitions and 
affordability); 

- the political profile of the industry in question, linked in the case of the 
energy sector to the political toxicity of high energy prices. 
 

 Government could do more to underpin the independence of regulators, not 
least through being more willing to explicitly recognise conflicts between a 
regulator’s objectives and offering explicit guidance on how to make tradeoffs 
between the conflicting objectives, thus reducing the need for more informal 

ongoing intrusions on regulatory independence.  There could also be a greater 
willingness to at least contemplate the funding of particular infrastructure 
through general taxation, rather than through the pricing of the industry in 
question.  In some cases, this might more fairly align payers with beneficiaries 
and would reduce the conflict between desired infrastructural outcomes and 
regulators’ consumer protection duties. 
 

 The current government has formulated its ‘Principles for Economic Regulation’ 

which suggest that aligning regulators with government policy, while 
maintaining regulatory independence, can be achieved by having a transparent 
statement of what the government wants a regulator to achieve (a ‘Strategy and 

Policy Statement’) which would not normally be changed more than once per 
parliament. 
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 The existing Strategy and Policy Statement for Ofwat does not raise hopes that 
the government is willing to recognise conflicts between objectives or give 
guidance on how these might be managed.  
 

1.7 The following sections address in turn: 
 

 the rationale for independent regulation; 

 how independent regulation is meant to work in the UK, not least in the light of 
the BIS Principles; 

 how has it worked in practice and how likely is it that the BIS Principles will 

improve things in the sectors where independence has proved relatively 

problematic; 

 what, in the light of the above, is the future for independent regulation in the 
UK. 

 
 

2. Why have independent regulation? 
 

2.1 Most UK governments, including the present one, started with the aim of reducing the 
number of agencies and other bits of ‘delegated governance’ that characterise the 
political institutional landscape.  The success of these periodic culls is usually modest.  

This is not surprising – there are good reasons for governments to use agencies, 
including economic regulators.  One of these reasons is that an agency may be 
required by international obligations.  For example, the EU Third Internal Energy 
Market Package of 2009 requires each member state to have an independent energy 
regulator.3  In addition, agencies can help to divert blame from ministers for 
unpopular policies or outcomes. 

2.2 But, beyond these, there are at least two reasons why governments use independent 
agencies. 

 Independent agencies, operating within an appropriate statutory framework, 
enhance the credibility of promises made by government by giving some 

assurance that certain future decisions will not be governed by day-to-day 
politics.  Just as independent utility regulation has been a critical part of the 
assurance to investors in privatised utilities that they would get a reasonable 
return on their investments in the face of political change, so the credibility of 
UK monetary policy has been substantially enhanced by responsibility for that 
policy being given to the Bank of England’s Monetary Policy Committee. 
 

 Agencies often find it easier to accumulate specialist expertise than do 

mainstream government departments.  This may have something to do with 
regulators being funded by levies on the respective industries4 but is also to do 

                                                           
3 Directive 2009/72/EC, Article 35 
4 Lord Currie pointed out in his recent Beesley Lecture that the Competition and Markets Authority budget in 2014/15 will be 6% of the UK 
‘regulatory budget’.  As he points out, ‘It is hard to rationalise this disparity, though it reflects in part the fact that sector regulators are 
typically funded from their industry whereas the competition authorities are of necessity funded from central government’.  David Currie 
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with personnel moving around within a regulatory body continuing to enhance 
their knowledge of the sector(s) in question.  Even mobility between regulators 
enhances expertise in dealing with regulated industries.  In contrast, within the 
mainstream civil service, mobility is more likely to enhance breadth of 
knowledge, rather than depth. 

2.3 Each of these reasons has been seen in action over the last few years. 

 Despite the periodic bouts of political rhetoric around the regulated industries – 

most recently focused on the energy sector – politics has made little direct 
impact on the returns on offer to investors in the regulated industries.  Unlike in 
several West European countries, there has not been routine direct intervention 

by government to hold down the prices charged by utilities.  The review of 
monopoly network prices, at periodic price reviews, has broadly been left to 
regulators, including the Competition Commission. 
 

 Regulators continue to find it easier to accumulate expertise in their sectors 
than do mainstream government departments.    

2.4 Government continues to declaim why it wants independent regulation, not least to 
reduce uncertainty and increase predictability for those wishing to invest in the sort of 
long-life, long-payback assets which characterise the regulated sectors. 

‘Economic regulation plays a significant role in establishing the terms under 

which investment is made.  Efficient investment is an important part of 
promoting the long-term interests of consumers.  It is important that the 
regulatory framework avoid adding undue uncertainty to the business 
environment. 

To a large extent this is achieved by building a stable and transparent regulatory 
environment with a long track record of consistent regulatory decision making.  

A history of rational regulatory decisions, which can be objectively justified, 
creates an expectation that a narrow set of outcomes will follow a given set of 
circumstances.  This in turn will help both investors and consumers to predict 
regulatory decisions.  On the other hand, piecemeal, ad hoc or unanticipated 

changes in policy or regulatory responsibilities are likely to erode investor 
confidence and increase the cost of capital.’5  

2.5 However, that position – and the case for independent regulation – is now more 
qualified than in the 1990s.  In the earlier period, the government’s philosophy, at 
least in respect of those sectors where competition was seen to be possible, was 
articulated back in the 1980s (and in respect of the energy sector) by the then 
Secretary of State for Energy, Nigel Lawson. 

‘I do not see the government’s task as being to try to plan the future shape of 
energy production and consumption.  It is not even primarily to try to balance UK 
demand and supply for energy.  Our task is rather to set a framework which will 

                                                                                                                                                                                     
(2013), ‘The new Competition and Markets Authority: how will it promote competition?’, Beesley Lecture at the Institute of Directors, 7 
November, page 8. 
5 Department of Business, Innovation and Skills (2011), op.cit., paras 25 – 26. 
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ensure that the market operates in the energy sector with a minimum of 
distortion and energy is produced and consumed efficiently’.6 

2.6 Partly driven by this philosophy, duties on regulators where competition was seen as 
feasible gave high priority to the promotion of competition.7  However, the 
competition duty prioritised a process (competition), rather than particular outcomes 
– the presumption being that, whatever the outcomes were, competition would 
ensure that they would be ‘efficient’.  Amongst other things, the obligation to 
promote a process, competition in this case, gives the obligation a certain 
timelessness which does not apply if what a government wants are specific outcomes 
which will tend to change from time to time. 

2.7 Since the days of the ‘Lawson doctrine’, the desire to achieve specified (particularly 
volume) outcomes has become central to government policy for the energy sector – 
as it also has been with, for example, broadband rollout in the telecoms sector and as 
it has always been for the privatised water industry.  Both the previous and current UK 
governments have taken quite enthusiastically to the task of planning energy 
production (through, for example, the Renewables Obligation on electricity suppliers 

and the still to be implemented Electricity Market Reform programme) and energy 
consumption (through numerous energy efficiency programmes).  With the 
government now focused in energy on the delivery of specific volume outcomes 
(volume of carbon emissions, volume of renewable generation, volume of nuclear 
generation), none of which could be expected to result from a competitive generation 

market, left to its own devices, it is unsurprising that enthusiasm for regulatory 
independence has become more nuanced. 

‘While there are significant benefits to economic regulation being carried out 
independently of government, it needs to form a coherent part of broader public 
policy or its predictability can become undermined.  Regulated markets and 
technologies change and regulatory frameworks, as well as broader policy 
objectives, need to be kept up to date and reflect the priorities of the day.  A 
regulatory framework that is clearly out of date is unlikely to lead to successful 
or predictable outcomes.  .....  Government has a legitimate role to play, defining 
a strategic vision of the likely needs and priorities over the long term and 

providing a policy context for regulatory decisions in the medium and short 
term’.8  

2.8 In other words, the Government’s position (which does not seem to be different from 
the Opposition’s) is that the reasons for independent regulation, notably predictability 
for investors, still exist – but that the nature of independent regulation has changed.  
Rather than being centred on processes (control of monopoly prices, promoting 
competition where possible), it has become more of a delivery mechanism, aimed at 

                                                           
6 Speech given at the Fourth Annual International conference, International Association of Energy Economist, Churchill College, Cambridge, 
June 28th, quoted in Helm, D. (2003), ‘Energy, the State and the Market: British Energy Policy since 1979, Oxford University Press, pp. 57-8. 
7 With respect to the earlier privatisations, pro-competitive obligations were there for telecoms, gas and electricity (water was seen as 
having less scope for the introduction of competition), although it is arguable that the experience of privatising British Gas as a vertically 
integrated monopoly sharpened the obligation in electricity (the original obligation to promote competition in gas supply applied only to 
supplies in excess of 25,000 therms per year).  
8 Department for Business, Innovation and Skills (2011), op.cit., para 27. 
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delivering specific outcomes desired by the government of the day (many of which 
currently fall within the overarching government policy of delivering ‘infrastructure’). 

2.9 This will require more specific (and, potentially, more frequent) instructions from 
government to regulators as to what they are meant to achieve.  This, in turn, begs 
the question of how nominally independent regulation is meant to work in the context 
of governments which are much more focused on the delivery of specific outcomes 
than was the case in the aftermath of privatisation (albeit that the water industry is an   
obvious exception to this trend, with many very specific outcomes required from 
privatisation and a significant focus on promoting competition only emerging 
relatively recently). 
 

3.  How is independent regulation meant to work? 

 

3.1 In trying to get a handle on how independent regulation should work, in order to 
achieve the benefits described in Section 2, a useful starting point is the recognition 

that regulators are agencies of government.  They are not ‘independent’ of 
government in any absolute sense.  To the extent that regulators are independent, 
that independence is within a framework of rules set by parliament and ministers. 

3.2 In the first instance, these rules are set out in the various industry Acts 
(Communications, Water, Gas, Electricity, Railways and Airports/Civil Aviation), as well 

non-sectoral legislation like the Utilities Act 2000, the Competition Act 1998, the 
Enterprise Act 2002 and the Enterprise and Regulatory Reform Act 2013.  Among 
other things, these statutes set out the duties of the relevant regulator and Secretary 
of State.  For example, Ofgem has a primary duty to protect the interests of existing 
and future gas and electricity consumers – these interests being explicitly defined to 
include consumers’ interests in the reduction of greenhouse gases and in security of 
supply (lest it be thought that consumers were predominantly interested in energy 
prices).  In addition, and in protecting the interests of gas and electricity consumers, 
Ofgem must consider whether those interests would be best protected by promoting 
effective competition between electricity and gas industry participants, but must also 

consider whether some other means would be more effective  In addition, Ofgem 
must have regard to other issues like financeability of licence holders, the need to 
contribute to the achievement of sustainable development and the need to ensure 
that various EU directives and regulations are implemented.    

3.3 However, such statutory obligations are broadly drawn and may indeed conflict with 
each other.  In particular, there is a conflict between keeping prices down to 
consumers and achieving many of the other objectives set for regulated industries. 

 The water industry was privatised, at least in part, to allow private funding of the 

infrastructure investment required to meet a whole variety of environmental 
and water quality objectives, some of them associated with EU-wide targets.  

Through the 1990s and beyond, this has created a tension between the role of 
the economic regulator (Ofwat) – acting to protect the interests of consumers in 
affordable water – and other government objectives. 
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 In the electricity industry, renewable energy and decarbonisation targets involve 
investment in forms of low-carbon generation like offshore wind which are 
likely, at least through to the medium term, to be significantly more expensive 
than fossil-based alternatives – again creating a tension between Ofgem’s 
obligations with respect to decarbonisation and those in respect of more 
traditional consumer protection against higher retail prices. 

3.4 Government, therefore, has a balancing act to perform.  On the one hand, the 
effectiveness of a regulator is, at least in part, conditional on that regulator being 
perceived as ‘independent’ of government – but, at the same time, the government 
wants that regulator to be aligned with government policy. 

3.5 At least in the energy and water industries, this balancing act was meant to be 
achieved, through most of the noughties, by a second set of rules – ‘Social and 
Environmental Guidance’ from the relevant Secretary of State.  Both the Utilities Act 
2000 (in respect of gas and electricity) and the Water Act 2003 give the relevant 
Secretary of State the power to issue guidance ‘about the making by the Authority of a 
contribution towards the attainment of any social or environmental policies set out or 
referred to in the guidance’. 

3.6 However, Social and Environmental Guidance was just that, i.e. ‘guidance’.  Ofwat and 
Ofgem were required to have ‘regard’ to this guidance but did not have an obligation 
to take the guidance as a legally binding instruction.  Regulatory independence thus 
meant, in this regard, having advice but not an instruction from the Secretary of State. 

3.7 The problem for government with such guidance was summed up by the Department 
of Energy and Climate Change (DECC) in 2011. 

‘Previous attempts to improve the alignment of the regulatory framework with 
Government strategy have included amendments to the duties ... and the 

introduction of the Social and Environmental Guidance through the Utilities Act 
2000.  However, these have not succeeded in consistently and transparently 
achieving the desired coherence between the overarching strategy and the 
regulatory regime. 

This disconnect can be attributed to two characteristics of the existing legal 
framework: the broad scope of the duties and the weak legal status of the 
Guidance.  The duties describe the statutory boundary within which the regulator 
must make its decisions and are intentionally broad to allow the regulator 
flexibility and, therefore, space to ensure long-term stability.  However, because 
of their broad nature, the regulator is given considerable scope for 
interpretation, which could result in poor alignment between the regulator and 
the Government’s views.’9 

3.8 In other words, government did not spell out exactly what it wanted from Ofgem and 
did not have the legal powers to secure that Ofgem did what the government wanted 
it to do. 

                                                           
9 Department of Energy and Climate Change (2011), ‘Ofgem Review, Final Report’, July, page 24. 



Independent Economic Regulation                                                                                                   Tim Tutton  
 

11 
 

3.9 The conclusion as to what needed to be done about this – a conclusion reached both 
by BIS in its Principles for Economic Regulation and by DECC in its review of the role of 
Ofgem – is that government will publish a Strategy and Policy Statement which will set 
out: 

 government policy and strategy for the sector in question; 

 a description of the division of labour between government and regulator; 

 policy outcomes which the regulator would be expected to deliver or contribute 

to delivering; and 

 the basis on which government would monitor the regulator’s achievements 
against those outcomes (Ofgem will be expected to report annually on this).10 

3.10 Both BIS and DECC have set out that they would not normally expect a new Strategy 
and Policy Statement more than once per parliament – but have also kept open the 
option of more frequent changes if that was thought to be needed.  To date, the 
Department for Environment, Food and Rural Affairs (Defra) has published its Strategy 
and Policy Statement for Ofwat and the Energy Act 2013 has recently given DECC 
powers in relation to the Statement for Ofgem. 

3.11 Where do Strategy and Policy Statements leave regulatory independence for those 
regulators subject to them?  The core government propositions would seem to be 
along the following lines. 

 There must be alignment between the objectives of the government and those 

of the regulator. 
 

 Statutory obligations on the regulator will sometimes be too broad (and because 
of the legislative requirements to change them, too inflexible) to achieve this 
purpose by themselves. 
 

 Social and Environmental Guidance was designed to fulfil the resulting gap but 
was insufficiently binding on the receiving regulators. 
 

 Strategy and Policy Statements will constitute obligations on regulators, rather 

than simply guidance.11 

 

 In addition, adequate predictability of regulatory decisions (a key objective of 
independent regulation, especially for suppliers of capital for investment in long-
life assets with regulated rates of return) and, indeed, regulatory independence 
itself will be helped by: 

- the transparency of the Statements; 
- the expectation that Statements will not normally be changed more 

than once per parliament. 

                                                           
10 Ibid., pages 25 – 27. 
11 ‘The Secretary of State and the Authority must carry out their respective regulatory functions in the manner which the Secretary of State 
or the Authority (as the case may be) considers is best calculated to further the delivery of the policy outcomes’.  Energy Act 2013, section 
132 (2). 



Independent Economic Regulation                                                                                                   Tim Tutton  
 

12 
 

3.12 Will all of this work in practice, especially in those industries where government has 
perceived more of a problem in aligning independent regulators with government 
policy? 
 

4.  Will the BIS Principles work in practice? 
 

4.1 In order to answer this question, this section tries to answer two related but separate 
questions. 

 First, why has the government struggled with independent regulation in some 

industries – notably the water and energy industries – more than others? 
 

 Second, will Strategy and Policy Statements and the other aspects of the BIS 
Principles work in practice in those more problematic sectors?  In other 
words, will they work in the sense of setting out an explicit and transparent 
set of instructions as to what outcomes the relevant regulators are meant to 
be achieving and, in particular, how they should prioritise objectives in the 
event of a conflict between those objectives – thus making it feasible for day-
to-day independence to be preserved within that policy framework? 

 

4.2   Why has regulatory independence been more of an issue in some 
industries than others? 

 

4.2.1 Since privatisation, tensions between regulators and their sponsoring departments 
have been most obvious in the water and energy industries.  In both industries, the 
conflicts have been between government departments, which wanted to deliver 

specific physical outcomes, and regulators concerned with the price implications for 
consumers of achieving these outcomes, in the context of regulators’ duties to protect 
the interests of those consumers. 

4.2.2 In the water industry, these tensions date back to the post-privatisation period in the 
1990s.  The water industry was being required to deliver big programmes of 
infrastructural investment, both to renew ageing plant and pipes and to deliver 
environmental and drinking water quality improvements.  Ofwat, on the other hand, 
had a duty to protect the interests of customers and has used periodic price reviews in 
the sector to squeeze the capital investment programmes of the water companies.  
The tensions between the government’s desire to deliver specific outcomes in the 
water sector and Ofwat’s desire to protect the interests of consumers, as it saw them, 
led to the Water Act 2003 and the Social and Environmental Guidance to Ofwat 
enabled by the Act. 

4.2.3 In the energy industries, the tensions and the attempts by government to bring Ofgem 

into line with government policy have been more marked, but date from the early 
noughties when government moved towards targeting the decarbonisation of the 
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electricity sector, mainly through getting electricity consumers to subsidise renewable 
generation and the network infrastructure to transport the renewable electricity from 
that generation. 

4.2.4 Thus, as with water, the government wanted a major infrastructural programme to be 
financed by the industry’s consumers – whereas the regulator was concerned with 
how this fitted with its obligation to protect the interests of those consumers, 
including from rising energy prices.  Relative to water, the conflict has been sharpened 
by: 

 the fact that world energy prices rose sharply from the early noughties (oil prices 

averaging around $100/barrel over the last few years, against an average 

£20/barrel from the mid 1980s to the early noughties), meaning that retail 
energy prices were rising even without the impact of substituting relatively 
expensive low-carbon generation for fossil generation; 
 

 the fact that energy takes up a much larger part of the average household’s 
expenditure than does water. 

4.2.5 Government’s desire to achieve its physical targets for low-carbon energy, combined 
with the regulator’s desire to protect consumers’ interests, have led to a number of 
changes in the government-regulator relationship in energy. 

 Ofgem’s statutory obligations have been revised a number of times in various 

Energy Acts over the last few years, ultimately by redefining consumers’ 
interests to include the reduction of carbon emissions – thus giving Ofgem a 
primary obligation to facilitate the reduction of carbon emissions. 
 

 DECC has refined the Social and Environmental Guidance to Ofgem to put more 
emphasis on Ofgem’s need to deliver the network infrastructure necessary to 
transport renewable electricity. 
 

 DECC has itself taken responsibility for many of the tasks which would, in an 

earlier period, have been left to Ofgem. 
 

- DECC has taken direct responsibility for the Electricity Market Reform 
(EMR) programme, designed to put in place contracts to deliver future 
low-carbon generation and to ensure the availability of back-up fossil 
generation – whereas, the last major market reform programme (the 
‘New Electricity Trading Arrangements’ of 2001) was led by Ofgem. 
 

- DECC now typically supervises Ofgem on other programmes relevant to 
the delivery of decarbonisation (for example, changes to the regime by 
which renewable generation accesses the electricity transmission 
system and changes to the regime for building offshore transmission for 
offshore wind generation) – much in the way that, in the post-1917 
Soviet Union, political commissars were embedded in the Red Army.  



Independent Economic Regulation                                                                                                   Tim Tutton  
 

14 
 

4.2.6 Thus, in energy and water, the respective government departments have felt the need 
to have additional instruments to ‘control’ their regulators – whether through primary 
legislation, Social and Environmental Guidance or (most obviously in the case of 
energy) through more informal management of the regulator’s operations.  In 
addition, Defra has now provided Ofwat with a Strategy and Policy Statement and 
DECC will soon provide one to Ofgem. 

4.2.7 So, why has regulatory independence apparently been more of an issue in the water 
and energy industries than in, for example, telecoms?  There would seem to be 
several factors in play here but, in particular: 

 the conflicts between achieving government infrastructural objectives and 

consumer prices, especially when those prices have already become a political 
issue; 
 

 the problems which government sometimes has about being open about those 
conflicts and with giving clear guidance on where a regulator’s priorities should 
lie when faced with such conflicts. 
 

4.3    Conflicts between infrastructure objectives and consumer prices 
 

4.3.1  As already noted, both the water and energy industries have been characterised by 

major spend programmes, to be paid for by consumers, at a time when (especially in 
energy) prices have been rising sharply anyway.  This has set up a conflict between the 
regulatory obligations to protect the interests of consumers (to the extent that one of 
those consumers’ interests is in holding prices down) and the achievement of the 
government’s infrastructural targets. 

4.3.2 In telecoms, in contrast, not only have prices been on a generally downward trajectory 
– alongside major improvement in quality of service (faster speeds for fixed line and 
mobile broadband, in particular) – but, where there has been an instance of a 
government social programme, like rural broadband, most of the cost of this has been 
picked up directly by government (general taxation), rather than through a levy on 

telecoms consumers.  Thus, Ofcom (in its role as telecoms regulator) has not been 
faced with the same conflicting pressures, in respect of infrastructure investment 
versus consumer prices, that have characterised the other two sectors. 

 

4.4 Government unwillingness to acknowledge conflicts between regulatory 
objectives and unwillingness to guide regulators on how to trade off 
between conflicting objectives 

 

4.4.1 Although this applies more to energy than water, successive governments have found 

it difficult to be open about the implications for retail prices of their infrastructural 
policies.  DECC’s position has been that, on the government’s own assumptions about 
fossil fuel prices and on energy efficiency, there will come a time when 
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decarbonisation will result in lower energy bills than would be the case without 
decarbonisation.12  This may or may not turn out to be the case many years from now, 
but, in the meantime, the costs of low-carbon energy continue to be well above the 
cost of fossil electricity, as set out by the government’s own advisers on the issue.13  
The price implications of this will grow as more low-carbon generation is 
commissioned. 

4.4.2 The government’s unwillingness to be entirely open about the price implications for 
energy consumers of its decarbonisation policies has itself also led to greater 
government involvement in energy regulation.  A frank recognition that 
decarbonisation was going to cost consumers – even if there might also be benefits in 
terms of lower carbon emissions and in terms of purchasing insurance against future 

fossil fuel price volatility – would have meant that government’s Social and 
Environmental Guidance to Ofgem could have been more explicit about the priority to 
be given to hitting renewable energy targets over, for example, affordability.  Ofgem 
would have then been under rather more pressure than it was to give a higher priority 
to facilitating the achievement of those targets.  Greater government frankness would 
thus have rewritten the effective contract between DECC and Ofgem (much along the 
lines that Strategy and Policy Statements are intended to) and would have probably 
reduced the need for the sort of detailed supervision of much of Ofgem’s work that 
has characterised the last few years. 

4.4.3 In effect, the government was caught trying to balance two of the main benefits of 

independent regulation.  It could have given Ofgem explicit guidance (through Social 
and Environmental Guidance) that government policy was, in the first instance, to 
facilitate the achievement of renewable energy targets (and to then deal with the 
implications for security of supply of having more intermittent electricity generation 
as a result), even if this meant that electricity prices would have been higher as a 
result, at least for the foreseeable future.  Having given this guidance – and thus made 
it clear how Ofgem should prioritise between facilitating decarbonisation and 
protecting consumers from higher electricity prices – it could have left Ofgem’s day-
to-day independence rather more intact than has been the case. 

4.4.4 Why the government did not do this goes to the heart of one of the problems with 

independent regulation.  As noted in Section 2, one of the benefits to government of 
independent regulation is that it provides another agency to take the blame for the 
results of government policies (and the heaping of blame on Ofgem has been a major 
part of political discourse in the energy sector for some time now).  However, if the 
regulator is to take the blame for government policies, there has to be some 
appearance that Ofgem is not simply doing what the government tells it to – it has to 
be seen to have a choice about how it prioritises its activities.  If Ofgem had, in effect, 
been instructed (through some mixture of statutory obligations and Social and 
Environmental Guidance) to focus primarily on facilitating decarbonisation (while 
trying to minimise the price impacts of this), then it would be much harder for 

                                                           
12 See, for example, Department of Energy and Climate Change (2013), ‘Estimated impact of energy and climate change policies on energy 
prices and bills’, March. 
13 Mott Macdonald (2010), ‘UK Electricity Generation Costs Update’, Department of Energy and Climate Change, June. 
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government to use Ofgem as a shield – Ofgem would simply have been following 
orders. 

4.4.5 However, in practice, government tends not to issue this sort of explicit prioritisation.  
Ofgem’s statutory obligations simply include decarbonisation as one of the consumer 
interests which Ofgem has a duty to protect and, when the government has had the 
opportunity to be explicit in non-statutory guidance, it has typically declined to do so, 
most blatantly in the first Social and Environmental Guidance issued to Ofgem, issued 
in the wake of the 2003 Energy White Paper. 

‘The Government has not sought to rank the four objectives set out in the White 
Paper [‘achieve carbon reduction targets, maintain reliability of supplies, 

promote competitive markets, ensure that every home is adequately and 
affordability heated’].  It is the Government’s view that these objectives can be 
achieved together and the Government has put in place policies designed to 
achieve this.’14 

4.4.6 Explicit prioritisation of costly decarbonisation would have reduced the value to the 
government of Ofgem as a deflector of blame for policies which were leading to higher 
electricity prices.  The government chose, therefore, to rewrite Ofgem’s statutory 
obligations to make clear that Ofgem’s obligations included reducing carbon emissions 
– but to not make it clear how Ofgem was to make the trade-off between affordability 
and decarbonisation objectives, the government’s position being that there was no 
conflict between decarbonisation and long-term affordability.  Having not given 

Ofgem the political cover to go full tilt for decarbonisation, the government then had 
to use other means to achieve its objectives, including supervision of Ofgem’s work in 
areas which were thought to bear on the achievement of renewable energy targets 
and, in the process, significantly narrowing Ofgem’s scope for independent action.    
 

4.5 Will Strategy and Policy Statements work in energy and water? 
 

4.5.1 As implied above, the question of whether Strategy and Policy Statements will ‘work’ 
is, at least in part, a question of whether they will contain a sufficiently explicit and 

transparent statement of the outcomes that government wants the regulator to 
facilitate, that the regulator can then be left to get on and implement its brief without 
day-to-day interference from government.  At the heart of this issue is, in turn, the 
question of whether the government gives clear guidance on how the regulator should 
make trade-offs between outcomes which conflict with each other.  This is because 
the lack of such guidance may leave rather political judgements to be made by the 
regulator. 

4.5.2 This issue was trenchantly expressed by the House of Lords Select Committee on 
Regulators in its 2007 report on economic regulators. 

                                                           
14 Department of Trade and Industry (2004), ‘Social and Environmental Guidance to the Gas and Electricity Markets Authority’, February. 
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‘Independent regulators’ statutory remits should be comprised of limited, clearly 
set out duties and that the statutes should give a clear steer to the regulators on 
how those duties should be prioritised 

Government should be careful not to offload political party issues onto unelected 
regulators.’15 

4.5.3 At the time of writing, DECC has not published its Strategy and Policy Statement for 
Ofgem.  However, the omens are not good because there has, as yet been, no 
evidence that DECC is prepared to admit the extent to which its decarbonisation 
objectives conflict, at least through to the medium term, with the objective of keeping 
energy affordable.  It is, therefore, quite possible that Ofgem will not have a clear brief 

on how to manage conflicting objectives (between decarbonisation and affordability) 
– and it is also therefore quite possible that DECC will continue with its current 
informal ways of controlling Ofgem’s operations.  It is certainly arguable – and has 
been argued by Lord Currie (in his recent Beesley Lecture) in relation to BIS’s ‘strategic 
steer’ to the CMA16 - that such informal control is damaging to the credibility of an 
independent regulator in a way that transparent guidance, contained in the steer to 
the CMA and as promised in Strategy and Policy Statements, is not.  

4.5.4 If the outlook for independent energy regulation does not look that promising in this 
area, then things do not look obviously more so for water regulation.  Last year, Defra 
did publish its Strategy and Policy Statement for Ofwat.17  Bearing in mind, the House 
of Lords Select Committee’s recommendations of, first, a few objectives and, second, 

guidance on how to handle conflicts between those objectives, Defra sets out ten 
‘policy priorities’ – and its guidance on how to manage conflicts between objectives is 
as follows. 

‘These are general directions to Ofwat, issued in accordance with sections 27(3) 
and 192 (B) of the Water Industry Act.  They are not presented in any particular 
order, each is equally important.  In their role as economic regulator, Ofwat is 
expected to manage any tensions of tradeoffs between the priorities and to 
report on these as part of the periodic reporting process.’18 

4.5.5 In other words, Defra comes at what helps regulatory independence from the 

opposite end of the spectrum from the Select Committee.  There is more than a whiff 
of the DTI’s 2004 Social and Environmental Guidance to Ofgem – i.e. that the regulator 
can achieve all of the target outcomes.  One conclusion from this could be that Defra 
views the management of conflicting objectives as a purely technical exercise – and 
takes the view that Ofwat has rather more of the relevant technical expertise than it 
does itself.  However, this does not really cover the issue of conflicts between 
affordability (Priority VIII) and other priorities dealing with investment, sustainability 
and resilience or the issue of conflicts relating to intergenerational equity. 

4.5.6 An alternative explanation would be that Ofwat places a high value on the ‘shield’ 
benefit of having an independent regulator.  In other words, by delegating to Ofwat 

                                                           
15

 House of Lords Select Committee on Regulators (2007), op. cit., para 1.1. 
16 David Currie (2013), op. cit. 
17 Department for Environment, Food & Rural Affairs (2013), ‘Defra’s strategic policy statement to Ofwat’, May. 
18 Ibid., page 39. 
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what the Select Committee would probably have seen as political decisions, Defra 
increases its distance from such decisions and increases its ability to blame Ofwat for 
subsequent problems in the water industry.  This is despite the fact that Defra says 
that ‘The principle underpinning [the Strategy and Policy Statement] is that high-level 
decisions involving political judgement are taken by the Government; whilst 
regulatory decisions are taken by Ofwat.’19 

4.5.7 Either way, the more that political judgements are left with a regulator (even if the 
sponsoring government department may consider these to be ‘low-level’ political 
decisions), the more there is scope for the regulator to be perceived as not aligned 
with the government’s objectives and the more scope for day-to-day involvement of 
government in regulatory decisions.   

 

4.6    Where does all of this leave the future of independent regulation? 

 
 

4.6.1 This paper has deliberately focused on sectors where issues of regulatory 
independence have been apparent.  This is because it is in those sectors where one 
can most clearly see some of the issues which can compromise that independence. 

4.6.2 It is not true that there have been no threats to regulatory independence in other 
sectors.  Before the last election, for example, the Conservative opposition threatened 

to abolish Ofcom, just as the Labour opposition has recently called for the abolition of 
Ofgem. 

4.6.3 But, apart from energy and water, no other sector has generated the perceived need 
for the equivalent of Social and Environmental Guidance to keep a regulator on the 
straight and narrow. 

 In both rail and airports regulation, economic regulation is largely focused on the 
price control of monopolies (Network Rail, Heathrow, Gatwick), an area where, 
even in energy, independence has not been particularly compromised. 
 

 In the case of rail, the role of government in funding the rail system means that 

big infrastructure decisions have stayed with government which also takes the 
key decisions on the split of industry funding between customers and general 
taxation – thus avoiding some of the basis for government-regulator conflicts in 
the energy and water industries. 
 

 In the case of airports, major infrastructural decisions again sit with government 
and, even though the money to pay for airport enhancements comes ultimately 
from airline customers, airport pricing does not have the same political 
resonance as energy and water prices – thus again mitigating the sort of 

tensions which characterise energy and water. 

 

                                                           
19 Ibid., page 3. 
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 In the case of telecoms, consumers seem willing to pay for the infrastructure 
enhancements which will mean faster broadband etc – and, when this is not the 
case, as with rural broadband, the government itself has played a major role in 
providing funds from general taxation.  In addition, and as noted in Section 4, 
competition and technical change have meant that the overall trajectory of 
telecoms prices has been downwards.  So, again, the scope for tension between 
a regulator’s obligation to protect the interests of consumers and the 
government’s infrastructural ambitions has been limited. 

4.6.4 The conclusion from all of this – and accepting that rail is a somewhat special case 
because of the government’s funding role – is that independent regulation is not 
under threat in the above sectors. 

4.6.5 In the water sector, even though government may think that Ofwat could have done 
more to boost infrastructure spend, the main issue for independent regulation since 
privatisation has been to underpin massive investment in the sector and not to reduce 
the credibility of Ofwat as an independent setter of price controls and, in particular, as 
an independent setter of the rates of return that investment in the sector will earn.  
This has been achieved – with the only obvious counterweight to Ofwat’s role here 
being the also independent Competition Commission (soon to be merged into the 
independent Competition and Markets Authority). 

4.6.6 Even in the energy sector, the position on independence, and whether or not its 
objectives continue to be achieved, is complicated.  The setting of network monopoly 

price controls continues to be an area where Ofgem continues to operate without 
active supervision – underpinning what has been a continuing reduction in the rate of 
return which investors are prepared to receive for funding the networks.  At the same 
time, government has taken onto itself the role of underpinning new investment in 
low-carbon generation through offering projects contracts with government itself – a 
course reflecting, at least in part, the lack of alternative options for funding new 
investment in nuclear power stations which would have any chance of complying with 
EU state aid rules. 

4.6.7 However, the most substantial threats to Ofgem’s independence currently stem from 
the level of retail energy prices and from what Professor Dieter Helm has recently 

referred to as their ‘political toxicity’.20  High energy prices have underlain political 
calls for a price freeze, for the abolition of Ofgem and for regulators to ‘think radically’ 
about the structure of the gas and electricity industries, even while Ofgem, the Office 
of Fair Trading and the Competition and Markets Authority are undertaking a 
‘competition assessment’ of the gas and electricity industries.  It is not surprising that 
the Financial Times referred on 10 February to the ‘elevation of political risk’ in the 
sector.21  

4.6.8 What is, therefore, to be concluded from all of the above about the current state and 
likely future of independent regulation in the UK? 

                                                           
20 Dieter Helm (2014), ‘Why are electricity prices so politically toxic?’, February. 
21 Financial Times (2014), ‘Centrica shares fall as Ed Davey hints at British Gas break-up’, 10 February. 
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 It continues to function without obvious controversy in most of the relevant 
sectors. 
 

 In water and energy, it has been put under pressure by the conflict between a 

government agenda to achieve physical outcomes – mainly revolving around the 
building of infrastructure of one sort or another – and regulators’ obligations to 
protect the interests of consumers. 
 

 In energy, pressure has been increased by the sheer political toxicity of rapid 
increases in energy prices over several years and by the importance of energy 
spend in consumer budgets. 

 

 Even in energy, direct political interference in price setting has not yet 

happened, even if it has been threatened – thus differentiating the UK from  
several other European countries, all of which are required by EU legislation to 
have an independent energy regulator. 
 

 Could government – and politicians generally – have done more to underpin the 
independence of regulators?  Almost certainly.  In particular, they could have 
been: 

- more willing to explicitly guide regulators on how to manage conflicts 
between different obligations/targets imposed on them; 

in the case of energy, more frank about the existence of the conflicts 
themselves. 

 

 There could also have been more consideration to when it makes sense for 
consumers of particular products to pay to achieve broader government 
objectives and when it makes sense for these to be paid for out of general 
taxation (as has happened with rural broadband and more recently with some of 

the ‘green levies’ in electricity).  This may become even more relevant in the 
context of the government’s desire for more coordination between regulators in 
facilitating cross-sectoral infrastructural investment, as set out in the most 
recent National Infrastructure Plan.22 

 

 There remains a lack of coordinated parliamentary scrutiny of the work of 

regulators.  They are individually scrutinised by their respective sponsoring 
departments, and sectoral House of Commons Select Committees (like the 
Energy and Climate Change Committee) scrutinise ‘their’ regulators, usually on a 
specific topic – but there has been no parliamentary successor to the House of 
Lords Select Committee on Regulators which, to date, has produced just the one 
report cited in this paper. 

 

Tim Tutton 

19 February 2014 

                                                           
22 HM Treasury (2013), ‘National Infrastructure Plan 2013’, December, paras 7.52 – 7.56. 
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