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Introduction

One of the options which is likely to be considered in the context of the current budget review is the possibility of achieving public expenditure savings, and perhaps a capital windfall, through changing the ownership status of Scottish Water. Possibilities include outright privatisation, as in England, a mutual type model as in Wales, or perhaps other, as yet unidentified, variants. 

This note is not concerned with arguing the pros and cons of different ownership models as such. Instead, we argue here that a necessary prior condition before any change to the ownership of Scottish Water is that current flaws in the existing pricing model for water in Scotland must be corrected. As we show below, the effect of the present pricing model for water is to lead to significant overcharging. The existence of this overcharging is in itself likely to bias any decisions about ownership models. In addition, changing the ownership status of Scottish Water without first correcting the pricing model would have the effect of locking in this overcharging indefinitely. This would be a disaster for the Scottish economy: with an appropriate pricing model, water prices in Scotland could be reduced significantly below their current prices in real terms, giving Scotland a marked economic advantage in this key economic resource – and, as we shall see, this is possible within existing levels of public expenditure provision. The costs to Scotland and the Scottish economy of losing the potential benefits of lower water prices should be included in the reckoning when decisions are made about Scottish Water’s ownership.

Overcharging for water under the current pricing model: theoretical and empirical evidence
Water prices in Scotland are set within revenue caps determined by the Scottish water industry regulator, the Water Industry Commission for Scotland, (WICS). The WICS uses the same basic model for determining revenue caps as is used by OFWAT for the privatised water industry in England. This is a specific form of the regulatory capital value, (RCV), method of pricing. The specific form of the RCV method used by the WICS and OFWAT is based on the principles of current cost accounting: we denote it as the current cost regulatory capital value, (CCRCV), method. 

Under the RCV method, revenue caps are set so as to:

a) make a reasonable allowance for the operating costs of the industry

b) make an allowance for the costs associated with the capital assets of the industry

c) take into account any efficiency target imposed by the regulator.

The problem we have identified with the CCRCV approach relates to stage (b). The allowance for costs associated with the provision of capital assets consists of two components. First, an allowance is made for the depreciation of the stock of capital assets used by Scottish Water: second, an allowance is made to reflect the cost of the capital value of the assets employed by Scottish Water – this is akin to an interest charge, and is calculated by applying an appropriate weighted average cost of capital (or interest rate) to the value of the capital assets employed.

What distinguishes the CCRCV approach is that both the depreciation and interest charges are applied to the capital stock as valued at current prices: that is, the value of the underlying capital stock is uprated each year for inflation. Now consider what it actually costs to fund the procurement of a given capital asset: what is required is to borrow the capital cost, and to pay back each year the depreciation and interest charges calculated on the historic cost of the asset. If inflation is positive, current cost depreciation and interest charges will exceed their historic cost counterparts. In other words, what the CCRCV method charges the customer for the provision of a capital asset will typically exceed the funding cost of the asset. 

The implications of this differ depending on whether the utility in question is privately owned, or publicly owned. In both cases, customers will be being overcharged by the excess of current cost depreciation and interest over historic cost. For a privatised utility, this overcharging will be available to be taken as windfall profit by the equity owners. In a publicly owned utility like Scottish Water there are no equity owners – so the likely effect is that the excess charging will be available to fund new capital formation.

The algebra surrounding the excess charging implicit under the CCRCV method is set out in detail in a paper we published in the Fraser of Allander Economic Commentary in 2007: (ref. 1). It is shown there how the excess depends on three parameters: length of asset life, the interest rate, and inflation. It is also shown that the excess charge can be very significant. For example, for an asset life of thirty years, an interest rate of 5%, and inflation at 2.5%, (a very feasible set of values), a privatised utility owner will benefit from a windfall profit of approximately 40% of the value of any capital investment undertaken.

The case against CCRCV charging does not rest solely, however, on the theoretical analysis set out in (ref. 1). The theory is amply confirmed by empirical evidence, both of excess returns on capital in the privatised water companies in England – and in terms of the high proportion of new capital expenditure funded from customer charges in the publicly owned Scottish Water. 

As regards the position in the privatised water companies in England, the following table, reproduced from (ref. 1), shows the annual dividend return on the equity capital actually invested, in the years after privatisation. As OFWAT has confirmed, the amount of capital raised as equity is given as the sum of the terms “called up share capital” and “share premium” in OFWAT’s annual reports on the financial performance of the water companies in England and Wales. The table shows annual dividend payments expressed as a percentage of called up share capital plus share premium. As can be seen, the returns are extremely high – particularly since the companies involved are state regulated virtual monopolies, and therefore presumably low risk enterprises. 

Water and Sewerage Companies in England and Wales: Dividends as percentage of called up share capital plus share premium.
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(Note that the headline figures published by OFWAT on dividend returns in the privatised water companies relate dividends to the value of the shares in the utility, and are therefore on a different basis from the figures in the above table. The OFWAT measure is essentially an indicator of how much risk the market attaches to investment in the relevant company – and not surprisingly, since privatised utilities are relatively low risk, the OFWAT measure of dividend return tends to be relatively low. But the OFWAT measure is irrelevant from the point of view of our current concern – which is with how much the customer is paying, by way of dividends, for the equity capital which is available to be invested in capital assets.)
For the publicly owned Scottish Water, the following table shows that over £1 billion of net new capital formation has in fact been funded direct from customer charges over the period 2003 to 2009. This runs directly counter to the expressed Ministerial policy at the time, that net new capital formation should be funded by new borrowing, in line with generally accepted principles of inter-generational equity. (Note that the CCRCV method was not applied in Scotland until 2006 – but similar principles applied in the earlier part of the period covered in the table).  
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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


The empirical evidence in both England and Scotland is thus entirely consistent with the view that the CCRCV method of water pricing leads to customers being overcharged. 

A possible alternative approach

It is one thing to point out flaws in the current pricing method: but it is also important to be constructive, and to suggest what a viable alternative would be. We did this in a further paper we published in the Fraser of Allander Economic Commentary, in 2009, (ref. 2), where we proposed an alternative approach to setting water prices in Scotland, which would retain the advantages of the CCRCV approach, but would eliminate the current overcharging. Briefly, the approach involves regarding new capital investment financed from customer charges as a notional loan from the customer base as a whole to the utility – on which customers (taken as a group) would earn an overall rebate, equal to historic cost interest and depreciation on the notional loan. This approach also has the important subsidiary benefit, that it should very significantly reduce the capital charge which the Scottish government has to pay to the Treasury, in relation to the capital assets of Scottish Water. 

For the detailed algebra and analysis relating to this proposal, see (ref. 2). The proposed approach would rapidly lead customer charges to decline in real terms to a level very significantly below the current level. As an indication of how significant the reduction in charges could be, in the case where asset life is 30 years, nominal interest rate 5%, and inflation 3%, the rebated charge would rapidly decline to 62% of what the CCRCV charge would have been: that is, a reduction of almost 40%.  Note that this illustration relates to that element of the customer charge covering the costs of capital assets: customers also pay an element of charge to cover running costs. But given the importance of the capital element, which currently accounts for about half of the overall charge, the decline in the overall charge under the rebate model would still be very significant – perhaps around 20%.
As the analysis in (ref. 2) also shows, the amount of conventional borrowing which Scottish Water would require under the rebated pricing model would be well within current levels of public expenditure provision. For example, if Scottish Water’s investment programme was £600 million per annum in real terms, if typical asset life was 30 years, if the public sector rate of interest for borrowing was 5%, and if inflation was 3%, then Scottish Water’s annual borrowing requirement from the National Loan Fund would be £100 million in real terms- which is well within current levels of public expenditure provision.
There is, of course, an apparent paradox here: how could this be possible under a pricing model which would reduce customer charges? The answer is that the present pricing model is unstable – and would in due course lead to the build up of a substantial financial surplus within Scottish water. Moving to a more rational pricing model is affordable in public expenditure terms because it prevents the build up of this surplus- and would also mean that this surplus is no longer available as a potential windfall profit to those interested in privatising Scottish water.
Note that we are not actively advocating here that the particular approach described in this section should be adopted: our primary purpose at present is to illustrate that alternatives to the CCRCV approach are feasible and could have very significant benefits. 

The implications if the ownership status of Scottish Water is changed before the flaws in the pricing model are corrected

Given the overcharging implicit in the current pricing model, Scottish Water is an extremely attractive target for privatisation – just as the English water companies have proved very attractive to equity investors since they were privatised. If Scottish Water were privatised under the present pricing model, potential equity investors would reasonably regard the continuation of this pricing model into the indefinite future as an implicit part of the privatisation deal: indeed, if they felt that substantial change to the pricing model was possible, they would be unlikely to invest. So full privatisation would imply locking in the current pricing model indefinitely. 

What is less obvious, but nevertheless true, is that the same conclusion would also hold for any other change in ownership status of Scottish Water. The reason for this is that, if Scottish Water’s ownership status changes so that it moves out of the public sector, even into some form of mutual status, then the existing debt of Scottish Water to the National Loan Fund will have to be repaid, and replaced by private sector debt. Private sector investors, however, are very unlikely to be willing to take on this debt if there is uncertainty about the pricing model for water which would apply, or if they felt that substantial change to the pricing model was possible. And even if the Treasury were to commute the existing debt of Scottish Water in the event of a change of ownership status, it is very unlikely that potential investors would be willing to put in new capital without guarantees on the continuation of present pricing practice: (in any event, debt commutation looks most unlikely in present economic circumstances.) 
Change to the ownership status of Scottish Water without a prior review of pricing therefore implies locking in indefinitely the current pricing mechanism. This in turn implies that the Scottish economy and people will pay a large and ongoing cost in terms of overcharging for water, and in terms of forfeiting the economic benefits which would come from significantly lower water charges. We argue that the magnitude of this cost should be at the forefront of the minds of those who will be making the very difficult decisions involved in the forthcoming review of public expenditure. We also argue that the logical implication is that the pricing mechanism for water in Scotland should be reformed before any decisions are made about changing the ownership status of Scottish water.
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