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The following quotation sets out the principle adopted by the previous Labour / LibDem administration at Holyrood on how water charges should be set. “Ministers want to ensure that the balance between charges and borrowing remains appropriate, and hence the total borrowing should approximate to the value of new assets over the strategic review period”: (internal Scottish Executive memo, dated 3rd February 2004, obtained under Freedom of Information.) Around the same time, the SNP, then in opposition, affirmed the same principle. 

This is just a standard principle that customers should pay out of their current charges for water the amount of capital actually used up each year, (that is, depreciation), but that capital formation over and above this should normally be financed by borrowing. This principle is designed to secure inter-generational equity. 

Now look at the outturn figures from Scottish Water’s annual accounts, the most recent of which were published in June. Looking at Scottish Water annual accounts for the years 2002-03 to 2008-09, we see that, in that period, Scottish Water invested £3.729 billion in tangible fixed assets: after allowing for depreciation and sale of assets, net new investment over this period was £1.916 billion. £0.68 billion of this net new investment was financed by borrowing, and the remainder, £1.236 billion, was paid for directly by customers. This amounts to 64.5% of net new investment. As the attached table shows, the amount of capital financed by customers has, if anything, increased through time. These figures are in clear breach of the principles set out above, which commanded cross-party support, and are prima facie evidence of significant over-charging.

The reason this has happened is because of the pricing model applied by the Water Industry Commission for Scotland. This is the same pricing model as applied by OFWAT in England and Wales.  A feature of this model is that it yields a windfall profit to the operating company on capital investment. A critique of this pricing model was given by us in a paper in the Fraser of Allander Commentary in 2007 (ref. 1). In England, where the water companies are privatised, the effect is to yield very high returns to the equity owners: this contributed to the takeover frenzy for English water companies. (As Nils Pratley said in the Guardian in 2006, “our quoted water sector suddenly finds itself prized as if it were an endangered species.”) In Scotland, where there are no equity owners, the excess results in the high percentage of capital expenditure funded from revenue. 

This issue is of particular importance now, because, as public expenditure is increasingly squeezed over the foreseeable future, there will be increasing calls for the privatisation of Scottish Water. One such call was recently made by Terry Murden in the Scotsman. As long as the current pricing model is in operation, Scottish Water will prove a very tempting privatisation target – with private sector bidders potentially able to access the same sort of returns as achieved in English water companies. 

There is an alternative – outlined by us in a Fraser of Allander article in 2009, (ref.2). We argue there for an alternative approach, under which investment financed from customer charges would be regarded as a notional loan from the customer base to Scottish Water on which customers as a whole would receive a rebate equal to repayment and interest on this loan. This would be fully sustainable in public expenditure terms and would lead to significantly lower charges. It would also mean that Scottish Water was no longer a cash cow awaiting privatisation. 

Whether our specific suggestion finds favour or not, it would be a disaster if Scottish Water were privatised with the current pricing model still in place. This would permanently lock in what is in effect a significant level of over-charging for water in Scotland. This is not only bad for customers, but it would mean that Scotland’s economy was not able to benefit from the comparative advantage in water prices which it would obtain under any reasonable pricing model.
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£ million

2003

2004

2005

2006

2007

2008

2009

sum

Purchase of tangible fixed assets

369.6

377.8

513.1

655

455.4

636.5

721.2

3728.6

Cash inflow from sale of fixed assets, and govt grants

4.9

5.9

13.2

7.5

4.5

12.8

3.3

52.1

Depreciation, at historic cost

245.1

262

259.2

250.5

225.4

251.8

266.6

1760.6

Therefore, investment net of deprec and sale of assets

119.6

109.9

240.7

397

225.5

371.9

451.3

1915.9

Movement in net debt (+ = increase)

51.3

33.1

85.1

168.9

-12.1

128.9

224.8

680

Formation of net new assets financed from revenue

68.3

76.8

155.6

228.1

237.6

243

226.5

1235.9

Percentage of net new investment financed from revenue

57.1

69.9

64.6

57.5

105.4

65.3

50.2

64.5
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Note

The home of this document is the Cuthbert website www.jamcuthbert.co.uk  

PAGE  
1

