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1.
We understand that the focus of the independent budget review will be on responding to the expected fall in the level of public expenditure which is directly controlled by the Scottish Parliament and the Scottish Government. Further, that 

under any reasonable assumption, the Scottish Government’s DEL budget is likely to fall by around £1 billion (3.6%) per year in real terms during the three years to 2013-14. 

2.
The Scottish government has few fiscal powers and no monetary policy powers: it must therefore make full use of the limited economic powers which it does have to stimulate the Scottish economy.

3.
One of these, which, as yet, it has not used, is its powers over the Scottish water industry.

4.
Scottish Water is one of the top five companies in Scotland with a turnover exceeding £1 billion per annum. Over the next four years, its capital expenditure programme will be greater than £500 million per annum. In the last four years,its capital investment programme amounted to the equivalent of some 40 per cent of all civil engineering investment in the country The company, which is in public ownership, was set up in 2002, bringing together the three water boards in Scotland. Scottish ministers set the overall guidelines for the industry, which is regulated by the Scottish Water Commission. Since 2002, Scottish Water has improved efficiency, reduced operating costs, and met European quality requirements. 

5.
As a public body with a large capital investment programme, Scottish Water has funded its capital needs primarily through customer charges but also through borrowing by means of loans administered through the Scottish government.  The results of this borrowing, which counts against the Scottish DEL, has led many commentators to suggest that the public purse in Scotland would be better financially if Scottish Water were to be privatised.
6.
We argue here that there are very direct ways in which the Scottish water industry could be managed to bring a real return to its shareholders, that is the people of Scotland. Benefits of proper management should lead to:
· A substantial increase in business R&D in Scotland

· New firm formation

· Improved environment for Scottish firms to achieve better growth

· Improved opportunities for skills training and education

· A better mix of professional and managerial opportunities in Scotland.
We also argue that the potential for securing such benefits could be lost unless account is taken of these factors in any change of ownership status for Scottish water.

7.
As noted above the capital investment programme of Scottish Water is very large, and capable of providing all of the above opportunities to firms in Scotland. However, since 2002, the methods used by Scottish Water to drive efficiency have seriously impacted adversely on growth and development opportunities for Scottish firms. To give some examples:

In 2003, Scottish Water set up Scottish Water Solutions to help it deliver its capital investment programme. The majority of the investment programme went out to Scottish Water’s partners in Scottish Water Solutions. These were: UUGM Limited comprising United Utilities, GallifordTry and Morgan Est; and Stirling Water Limited, made up of Veolia Water UK together with Black and Veatch, KBR and Alfred McAlpine. In more recent years, Scottish Water has parcelled out more of its investment programme to other companies. In 2009, Scottish Water announced its framework partners for its forthcoming capital investment programme. These partners will work with Scottish Water’s in house delivery arm, Capital Investment Delivery (CID), and also its new joint venture partnership delivery arm, Scottish Water Solutions 2. Altogether there has been considerable rationalisation of the number of stand alone contractors.  
	CDP Framework Lot 1 – Non-infrastructure
	CDP Framework Lot 2 – Infrastructure (announced separately in June 2009)
	CDP Framework Lot 3 – Capital Maintenance

	Balfour Beatty Civil Engineering Ltd

Biwater Leslie Joint Venture

Black & Veatch Ltd

Byzak Ltd

Clancy Dowcra Ltd

Morrison Enpure Joint Venture

Farrans (Construction) Ltd

Mott MacDonald Bentley Ltd

Rok Civil Engineering Ltd

Ross-Shire Engineering Ltd
	Barhale Construction plc

Byzak Ltd

Clancy Docwra Ltd

Carillion Construction Ltd

Farrans (Construction) Ltd

George Leslie Ltd

Galliford Try Infrastructure (trading as Morrison Construction)

Mott MacDonald Bentley Ltd

Rok Civil Engineering Ltd

Ross-Shire Engineering Ltd
	Biwater Treatment Ltd

Byzak Ltd

DCT Civil Engineering Ltd / Site Electrical Ltd / Fastflow Pipeline Services Ltd J V

Farrans (Construction) Ltd

George Leslie Ltd

Mackenzie Construction Ltd

Morrison Enpure Joint Venture

Rok Civil Engineering Ltd

Ross-Shire Engineering Ltd


Most of these partners are headquartered outside of Scotland. Where they have offices in Scotland, these have regional or branch plant status. For example:

· Barhale Construction head office Walsall a regional office in Glasgow
· Byzak : head office Manchester: a regional office in Hamilton
· Clancy Docwra : head office Middlesex, two regional offices in Scotland
· Carillion Water, Wolverhampton: had/has office in Scotland. Herald Jan 08: Carillion, one of the the UK's biggest players in the PFI (private finance initiative) market, has said it is not interested in working in Scotland.
· Farrans Construction: HQ Northern Ireland a regional office in Livingston 

· Galliford Try Infrastructure Head office Leicestershire, three offices in Scotland
· Mott MacDonald Bentley : Mott MacDonald Bentley, the integrated joint venture between Mott MacDonald and contractor JN Bentley Ltd which was set up to provide innovative services to assist Yorkshire Water, has won two Yorkshire Water Partner Awards.
· Rok Civil Engineering: heaquartered in England 

8.
As a direct result of its efficiency drive, and its use of partnership contractors to deliver its investment programme, Scottish Water has reduced its number of employees from 5,648 in 2001/02 to 3,737 in 2008/09. Specialists in many aspects of water control now reside in companies which are not based in Scotland. As a consequence much of the research and development in IT systems, control systems, etc. are bought in from outside Scotland. The drive towards rationalisation of stand alone contractors has reduced the role of many Scottish suppliers to being sub-contract to major English based or foreign firms. The parcelling of work into large projects has made it difficult for SMEs in Scotland to be considered as suppliers. While at a micro level the firm may consider that it has improved efficiency, at a macro level, the position is very different.

9.
As Scottish Water is a publicly owned body, where ministerial guidance can influence the shape of the industry, it is possible for efficiency to be considered in an entirely different light from that currently prevailing. Instead of encouraging the industry to perform as a private company, the important role which the industry could be playing at the macro level in the Scottish economy should be examined in detail and its potential as an engine for economic growth in Scotland maximised. 
10.
It would be possible, by appropriate Ministerial directive, to ensure that Scottish Water retained in-house more of the expertise involved in research and development, design, and preparing invitations to tender: and also to commission new capital investment in smaller bundles, for which indigenous Scottish firms would be better suited to compete on level terms. This would have the effect of retaining more headquarters and research activity in Scotland, and would also have a beneficial effect on the Scottish skills base.

11.
 It might be argued against this that there would inevitably be cost penalties attached to such an approach. However:-

· It is not clear that letting very large contracts is in fact the cheapest approach to capital procurement. Unbundling large contracts could lead to a more competitive market, and hence lower prices. And retaining more expertise within Scottish Water could lead to its becoming a more effective contract negotiator.
· In the current extremely difficult economic climate, Scottish Government ministers have few levers which they can actually use to positively influence the Scottish economy. We argue that it would be irresponsible for them to neglect the possibility of making more active use of Scottish Water’s investment programme as a positive tool influencing the economy.

· As the companion paper we have submitted to this review indicates, the present pricing model for water in Scotland implies a very significant degree of overcharging, (perhaps by around 20%). There is, therefore, plenty of scope to reduce charges overall, while using the investment programme more positively as an economic management tool.

12.
The relevance of this to the current budget review is that those making decisions about possible changes to the ownership status of Scottish Water should be aware of the potential for making more active use of Scottish Water’s investment programme as an economic tool. If the intention to do this is not flagged up in advance of any change in ownership status, then it could in practice be almost impossible to introduce such a policy shift afterwards. Ideally, an appropriate Ministerial directive should be issued before any change in ownership took place.
Note
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