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Chairman’s foreword

I have pleasure in publishing the draft determination for the regulatory control period 2015-21 
by the Water Industry Commission for Scotland (the Commission). This draft determination sets 
out the charges we propose to allow Scottish Water to levy on its customers. It also explains 
that we propose to freeze the maximum default tariffs that retailers can charge business and 
other non-household customers. 

I would welcome any comments on our proposals by 12 June 2014. This will allow us to publish 
our final decisions on price limits in October 2014.

The process the Commission has followed in undertaking its Strategic Review of Charges for 
the new period has been considerably different from that followed in previous price reviews. 
The key innovations have been (a) the extensive involvement of the Customer Forum in 
representing the interests of all types of consumers, and (b) a strong encouragement to 
Scottish Water to produce a draft business plan that is consistent with ranges for the key 
financial and performance variables defined by the Commission. 

The Commission acknowledges and applauds the efforts made by the Customer Forum and 
Scottish Water to agree on proposals that reflect customer priorities for improvements in 
the costs and levels of service. The draft determination will ensure that the increase in water 
charges over the period 2015-21 will be below the general rate of inflation while the investment 
programme will meet the requirements of the Scottish Government for improvements in water 
quality and environmental performance.

Notwithstanding the change in process, the draft determination requires that Scottish 
Water should continue to build on its substantial record over the last decade of improving 
its operating efficiency and the delivery of its investment programme. Adjusted for the 
agreed improvements in the level of customer service and environmental quality, the draft 
determination requires Scottish Water to reduce unit operating costs by about 2.2% per year 
and investment costs by up to 16%. If it is able to meet this challenge, Scottish Water will rank 
consistently among the top performers in the UK’s water sector. 

On behalf of the Commission, I would like to thank our staff very much for their hard work in 
providing the analytical support for our proposals.

Gordon Hughes
20 March 2014
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Executive summary

Introduction
The Commission has a statutory duty to promote the interests of water and sewerage 
customers. We do this by determining the ‘lowest reasonable overall cost’ of meeting Ministers’ 
environmental, quality and customer service objectives for the industry. The charges we set 
must also comply with ministerial principles of charging.

This document explains the proposed charges for the period 2015-21. We would welcome the 
views of stakeholders (which should be submitted by 12 June 2014). We will then publish our 
final determination in October. 

The proposed charge caps
At previous Strategic Reviews we have set household and non-household charge caps relative to 
the Retail Prices Index (RPI). At this review, however, in line with the Government’s draft principles 
of charging, we are proposing to set charges relative to the Consumer Price Index (CPI). 

For the purposes of comparison, we are also providing an indication of the charge cap that 
would have applied had we continued to use the RPI. 

As in the 2009 Strategic Review, we have decided that the nominal increase in household 
customers’ bills for each of the three years from 2015-16 to 2017-18 should be a fixed 
percentage increase. We also believe that it should be possible to maintain this profile of 
nominal charge increases for the remaining three years of the Strategic Review within the 
overall cap that we have set for the period. 

The Commission proposes that the cap on household charges for 2015-21 should be as 
detailed in Table 1, while the cap on wholesale charges is given in Table 3. These charge caps 
take account of Scottish Water foregoing a further 1%1 of a previously agreed increase in its 
charges for the financial year 2014-15. 

The proposed charge caps mean that all household customers are likely to see their bills 
increase below the rate of inflation throughout the regulatory control period. 

Table 1: Household proposed charge caps

Total price cap from 2015-16 to 2020-21

Household customers (relative to CPI) CPI – 1.8%

Table 2: For comparison, household proposed charge caps relative to RPI

Total price cap from 2015-16 to 2020-21

Household customers (relative to RPI) 
for comparison purposes only

RPI – 6.3%2

1
Scottish Water had previously 
foregone agreed increases worth 
5% on household bills.

2
The Commission has assumed 
a	difference	between	inflation	
measured using the RPI and the 
CPI of 0.75% per year, or 4.5% 
over 6 years.
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Our decision requires increases in actual household customers’ bills to be no larger than 
1.6% each year for the three years from 2015-16 to 2017-18. Our expectation is that this 
profile of increases will continue for the period 2018-19 to 2020-21. These annual increases in 
customers’ bills are the same as the increase in 2014-15.

Our decisions regarding wholesale charge caps are broadly the same as for household 
customers. The only difference is that they are fixed annually relative to the CPI, not set in 
nominal terms. 

Table 3: Wholesale proposed charge caps 

Annual price cap from 2015-16 to 2020-21

Wholesale customers (relative to CPI) CPI – 0.3%

Table 4: For comparison, proposed wholesale charge caps relative to RPI

Annual price cap from 2015-16 to 2020-21

Wholesale customers (relative to RPI) 
for comparison purposes only

RPI – 1.05%

We have also taken a related, although separate, decision about the default maximum retail 
tariffs that retailers can charge non-household customers. Our decision is to freeze default 
tariffs in nominal terms in each year of the regulatory control period. This decision would only 
be reviewed if there were to be a significant increase in inflation beyond the level currently 
targeted by the Bank of England.

Table	5:	Maximum	increases	to	default	tariffs	levied	by	licensed	retail	suppliers

Annual change from 2015-16 to 2020-21

Water 0%

Wastewater 0%

Trade effluent 0%

This freeze in nominal default tariffs for the regulatory control period is the same as the 
Commission’s decision for 2014-15. 
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The Customer Forum has played 
an important role in representing 
customers at this review.

Scottish Water has taken full 
ownership of its decisions, both in 
its planning and in its delivery of 
that plan for customers.

The proposals set out in this 
document are consistent with the 
Minute of Agreement reached through 
engagement between Scottish Water 
and the Customer Forum.

Our proposed charge caps would 
mean that all household customers’ 
bills will increase below the rate of 
inflation	throughout	the	regulatory	
control period.

At the same time, the charge caps 
will enable Scottish Water to improve 
our environment, its public health 
compliance and customer service.

There would be no increase in the 
maximum charges payable by a 
non-household customer unless 
there is a substantial increase in 
inflation.

Non-household customers can 
benefit	by	switching	supplier 
(see www.scotlandontap.gov.uk).

Wholesale customers will also see 
their charges increase below the 
rate	of	inflation	throughout	the	
regulatory period.

The draft determination funds 
an investment programme of 
around £500 million a year (before 
inflation),	allowing	for	the	delivery	
of all of the Scottish Government’s 
objectives for environmental 
and drinking water quality 
improvements, and including:

•  continuing a major programme 
of work to address the pressing 
problems of Glasgow’s drainage; 
and

•  taking steps to improve the 
resilience of water supply 
systems across Scotland under 
extreme events.

Scottish Water will work with the 
quality regulators to develop 
sustainable	and	cost-effective	
solutions for improving water and 
sewerage provision in rural areas.

We have encouraged Scottish 
Water to seek out opportunities for 
alternative and/or more innovative 
investment options, where these 
would	benefit	customers	or	the	
environment. The company has 
responded well to this challenge – for 
example it has come up with a range 
of innovative solutions at water 
and waste treatment works and is 
continuing to develop its approaches 
to sustainable land management.

A number of regulatory innovations 
have been implemented at 
this review, including the use 
of	financial	tramlines	and	the	
establishment of the Customer 
Forum. We are already beginning to 
see	the	benefits	for	customers	of	
this more innovative approach. 

The Strategic Review of Charges: 
Summary	of	benefits

Customers involved 
throughout the price-
setting process

Benefits	for	household	
customers in Scotland

Benefits	for	non-
household customers 
in Scotland

Benefits	to	the	
environment and to 
drinking water quality

Benefits	for	rural	
communities

Supporting innovation
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The regulatory framework

As the economic regulator, the Commission is one part of the wider regulatory 
framework that governs the water and sewerage industry in Scotland3. In particular, 
the	Strategic	Review	takes	place	within	a	clearly	defined	policy	framework	set	by	the	
Scottish	Government	–	specifically	on	the	social,	environmental	and	public	health	
outcomes to be achieved and the principles that should underpin the setting of 
water and sewerage charges in Scotland.

In addition to the Scottish Government, a number of other stakeholders play an 
important part in the process. Their roles and responsibilities are summarised below.

The Scottish Ministers
The Scottish Ministers set the overall context for the Strategic Review, and are responsible for 
the policy framework governing the water and sewerage industry.

Scottish Ministers set the frequency and timetable for each Strategic Review, and determine 
the high-level environmental, quality and customer service objectives that Scottish Water must 
deliver through the ‘Quality and Standards’ process. The commissioning letter for the current 
Strategic Review is reproduced as Appendix 1.

Scottish Ministers also: 
• set out the charging principles that should be followed in deciding the tariffs paid by 

customer groups for specific services; 
• determine whether or not cross-subsidies should exist between groups of customers 

(and, if so, at what level); and 
• identify the amount of borrowing that will be made available to the industry. 

The role the Scottish Government plays in setting policy for the industry and water 
environment means there is no doubt about what each stakeholder must achieve. 

Scottish Water
Scottish Water is a publicly-owned business, answerable through the Scottish Ministers to the 
Scottish Parliament and to the people of Scotland. It provides water and wastewater services 
to household customers across Scotland and operates the network of pipes, water sources 
and treatment works. Scottish Water also acts as the wholesaler of water and wastewater 
services in the competitive market for businesses, public sector bodies, and charitable and 
not-for-profit organisations.

3
The governance framework for 
the water and sewerage industry 
in Scotland was established by 
the Water Services etc. (Scotland) 
Act 2005.

1
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The Commission
The Commission is the statutory body for economic regulation of the Scottish water and 
sewerage industry. It has a statutory duty to promote the interests of customers. 

It does this by setting prices for water and sewerage services that deliver Ministers’ quality, 
environmental and customer service objectives for the water industry at the lowest reasonable 
overall cost. The Commission’s decision on the lowest reasonable overall cost for Scottish 
Water to deliver the ministerial objectives must be consistent with the principles of charging.

 The Commission also facilitates competition in the Scottish water industry; in so doing, 
however, it must ensure that no detriment is done to Scottish Water’s core business.

The Customer Forum
The Customer Forum was established in November 2011 by a cooperation agreement between 
Scottish Water, the Commission and Consumer Focus Scotland (now part of Consumer 
Futures). The cooperation agreement is reproduced as Appendix 2. 

Subsequent to this agreement the Commission wrote to the Chairman of the Forum to provide 
more information about its role and outlining the issues on which it should focus during the 
Strategic Review. The letter is reproduced as Appendix 3.

The Customer Forum has played a specific role by:
• working with Scottish Water on a programme of quantitative and qualitative research 

to establish customers’ priorities for service level improvements and expectations in 
terms of the level of charges;

• understanding and representing to the Commission and to Scottish Water the priorities 
and preferences of customers (as a whole) in the Strategic Review process as identified 
through customer research; and

• seeking to secure the most appropriate outcome for customers (as a whole) based on 
those priorities and preferences.

The Scottish Environment Protection Agency (SEPA)
SEPA is a non-departmental public body, accountable through Scottish Ministers to the 
Scottish Parliament. SEPA’s role is to protect the environment and human health, to ensure 
that natural resources and services are used as sustainably as possible, and to contribute to the 
ministerial goal of sustainable economic growth.

As the statutory environmental regulator, SEPA works with the Scottish Government and 
Scottish Water to establish the requirement for future investment in the water industry to meet 
environmental standards. It also works with other industry stakeholders to monitor Scottish 
Water’s delivery of the objectives set by Ministers, as well as carrying out day-to-day monitoring 
of Scottish Water’s activities (such as discharges to both groundwater and surface water, and 
water abstractions).
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The Drinking Water Quality Regulator (DWQR)
The DWQR is the statutory regulator for drinking water quality in Scotland, providing an 
independent check that Scottish Water is complying with the legal standards for drinking water, 
as set out in regulations.

The DWQR has extensive powers to acquire information, conduct investigations and take 
enforcement action should this prove necessary. It also works with the Scottish Government 
and Scottish Water to establish the requirement for future investment in the water industry to 
meet current and future drinking water standards. It works with other industry stakeholders to 
monitor Scottish Water’s delivery of the ministerial objectives.

In the Strategic Review process, both the DWQR and SEPA have an important role in working 
with Scottish Water, the Customer Forum and the Commission to define the work that is 
required to achieve the ministerial objectives.

Consumer Futures 
Consumer Futures (formerly Consumer Focus Scotland) is the advocate for water consumers 
in Scotland. Consumer Futures has a range of statutory powers and duties to enable it to act 
on behalf of consumers. This means a number of organisations (including Scottish Ministers, 
the Commission, Scottish Water, the DWQR and SEPA) must consult with Consumer Futures 
and consider its representations on behalf of consumers on water issues. In addition to its 
representative function, Consumer Futures has research and information functions relating to 
consumer matters, and has powers of investigation for certain categories of complaint. 

When setting charges, the Commission must consult Consumer Futures and have regard to 
any representations it makes.

Consumer Futures becomes part of the Citizens Advice service on 1 April 2014.

The Outputs Monitoring Group
Scottish Water’s performance in delivering outputs is monitored by the Outputs Monitoring 
Group. This comprises representatives from the Scottish Government, Scottish Water, SEPA, 
the DWQR, Consumer Futures and the Commission. The group increases transparency for 
customers and stakeholders and ensures that Scottish Water is accountable for delivering the 
required outputs.

The group meets every three months to review progress against ministerial objectives (which 
are set out in an agreed programme of works) and against interim milestones for output delivery 
(set out in Scottish Water’s agreed delivery plan). The group also oversees the process by which 
changes are made to the programme as a result of better information or revised priorities.
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How the Commission set charges

Overview of the approach at this Strategic Review
We started planning for the Strategic Review shortly after the end of the last review in 2009. 
Through a project called ‘Incentives, innovation and involvement’ we identified a number of 
developments we wanted to make to the regulatory framework. Our aim was to ensure that 
Scottish Water is equipped for the challenges of the future and continues to provide high-
quality water and sewerage services at the lowest reasonable overall cost.

We outlined our approach in detail in a methodology document, ‘Strategic Review of Charges 
2015-21: Innovation and choice’ (May 2013). A summary version of the methodology was 
agreed with Scottish Water’s Board in spring 2011.

Our revised approach is innovative and is more transparent than at previous reviews. 
The Commission has made clear decisions about the key inputs to the price review and the 
resulting prospects for prices. Scottish Water has taken full responsibility for the sustainable 
management of its assets and its relationship with its customers. Customers have been fully 
engaged in the process. 

How the Commission determined charges
There were eight main stages in developing this draft determination.

• The Commission published a series of notes setting out its views on how the next 
regulatory control period could turn out. These inputs included areas such as levels 
of cash expenditure, expectations for future efficiency savings, expectations for levels 
of service, and the financial tramlines4. 

• We asked Scottish Water to write a strategic vision for the next 25 years. Its business 
plan for the next regulatory control period (2015-21) was to be fully consistent with 
this vision. 

• We concluded a cooperation agreement with Consumer Focus Scotland and Scottish 
Water through which an independent Customer Forum was established. The role of the 
Customer Forum was to identify customer priorities and to secure the best outcome 
for customers within the ranges for the key inputs to a price review determined by the 
Commission. In establishing these ranges the Commission took full account of the draft 
ministerial objectives and the principles of charging.  

• Scottish Water and the Customer Forum5 conducted quantitative and qualitative 
research on customer service priorities, affordability and customer expectations for 
the future. 

• Scottish Water wrote a series of Strategic Investment Reports (SIRs) covering all areas 
of its activity. The Commission commented on these, indicating where it agreed and 
where it considered more detail was required.

4
An innovative approach that allows 
all	stakeholders	to	have	confidence	
that	Scottish	Water’s	financial	
performance is consistent with its 
price determination and that the 
industry	is	in	a	financially	sustainable	
position for the longer term.

5
Originally with Consumer Focus, 
before the Customer Forum was 
fully established.

2
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• Scottish Water completed its business plan and the Commission commented on this 
in detail. The Commission determined the ranges it expected the Customer Forum to 
keep within when reaching agreement on service improvements with Scottish Water. 
These decisions included:

 – the appropriate levels of operating costs; 
 – inflation rates for costs;
 – the financial parameters used in the tramlines;
 – the size of the capital programme; 
 – the level of capital maintenance;
 – assumptions on growth; and
 – maintaining a benchmark with the OPA.

• The Customer Forum reached an agreement with Scottish Water. In a letter to the 
Commission, dated 30 January 2014, the Chairman of the Customer Forum summarises 
his assessment of the Customer Forum’s participation in the Strategic Review as follows: 
 
“I believe the process that the Commission established for this price review, with 
the active support of the Scottish Government and other key stakeholders, has given 
rise to a considerable empowerment of customer interests at the heart of the price 
setting process.” 
 
The final outcome of the discussions between Scottish Water and the Customer Forum 
is the Minute of Agreement that documents a set of agreed modifications to Scottish 
Water’s draft business plan. This is reproduced in full as Appendix 5.

• The Commission considered the modifications to Scottish Water’s draft business plan 
agreed by Scottish Water and the Customer Forum in the light of its decisions on the 
ranges for key parameters and reached a final decision on its draft determination.

The Commission’s decisions are considered in more detail in the following chapters.
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Timeline of the Strategic Review process
The following table summarises the timeline so far and the next steps.

The Commission met 
Scottish Water Board’s and 
agreed a summary version 
of the proposed approach at 
the Strategic Review.

The Commission wrote 
formally to the Chairman 
of the Customer Forum, 
providing information 
about issues it considered 
were likely to be of 
particular relevance to the 
Forum in its discussions 
with Scottish Water.

Scottish Water 
published its 
final	strategic	

vision and draft 
business plan. 

The Commission, 
Consumer Focus 
Scotland, Scottish 
Water and the Scottish 
Government established 
the Customer Forum. 

The Commission provided 
its preliminary views on the 
key regulatory parameters, 
which together constitute the 
‘lowest overall cost’ of meeting 
ministerial objectives. 

The Scottish Government 
provided the Commission 

with its ‘commissioning 
letter’. This set out the 

broad arrangements the 
Government wished us 
to follow for the review, 

as well as a number of 
specific	requirements	

Ministers expected 
should be met.

The Scottish 
Government issued 
its draft principles 
of charging and 
objectives.
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Scottish Water 
published its draft 
25-year vision 
statement.

The Scottish 
Government, the 
Commission, the 
Customer Forum, 
SEPA, the DWQR 
and other interested 
parties provided 
comment on the 
draft 25-year vision 
statement.
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6
This is the full list of projects that Scottish Water must deliver to realise 
the outcomes of Scottish Ministers’ objectives.

The Commission 
finalised	and	

published the draft 
determination for 

consultation.

Scottish Water 
decides whether 
or not to 
accept	the	final	
determination.

The Commission 
published a series of 
notes commenting 
on key aspects of 
Scottish Water’s 
draft business plan.

The consultation on 
the draft determination 
closes.

Scottish Water 
publishes its 

delivery plan.

Scottish Water and 
the Customer Forum 

took part in meetings 
to discuss Scottish 

Water’s draft business 
plan. Further meetings 

were held with SEPA and 
the DWQR concerning 

the delivery of 
statutory investment 

requirements. The 
Commission met with 
Scottish Water during 

this time.

The Scottish Government 
publishes	final	objectives,	
principles of charging and 
technical expression6.

Scottish Water and the 
Customer Forum met on 
numerous occasions to 
discuss aspects of the 
draft business plan.

The Commission 
publishes	its	final	
determination.
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The key regulatory inputs: 
The Commission’s initial views

Introduction
This chapter explains our initial expectations, as outlined in notes we published between 
summer and autumn 2012. These notes set out the Commission’s initial views on what could 
be possible in relation to: 

• operating expenditure;
• levels of service measurement;
• levels of service performance;
• improving services in times of constrained borrowing;
• efficient use of capital investment expenditure;
• sustainable funding by customers;
• financial tramlines; and
• initial prospects for prices.

Each of these issues is considered in turn below.

Operating expenditure
Commission Note 1 explained that the water industry had faced upward cost pressures over 
the past decade, and that operating expenditure in England and Wales had increased in real 
terms. In Scotland, by contrast, operating expenditure had fallen by around 40% in real terms, 
closing what had been a large efficiency gap.

At the last price review Scottish Water agreed to accept our challenge to match 2007 upper 
quartile performance of the industry in England and Wales before 2015. Scottish Water is on 
track to meet this challenge, and we believe that its operating expenditure performance is 
now broadly on a par with that of the leading companies. This does not mean, however, that 
it is equally efficient.

When we looked beyond 2015 we identified that upward pressures on costs were likely to 
continue, driven in part by rising compliance standards and growth in the customer base. 
We considered that these pressures could be significantly offset by continuing efficiency 
improvements. 

On this basis we considered that a range for annual operating expenditure of between 
£320 million and £345 million (in 2011-12 prices) should be expected for the period 2015-20. 
This compares with £325 million in 2011-12, adjusted for one-off items. This was before any 
additional improvements in customer service were taken into account.

The comments that we made at that time (Summer 2012) on the prospects for operating 
expenditure did not take account of the extent to which Scottish Water chooses to implement 
operating cost solutions. We explained that the Commission’s focus would be on total cash 
outlay, not operating expenditure alone.

3
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Level of service measurement
Commission Note 2 provided an outline of our framework for measuring Scottish Water’s levels 
of service performance, and set out our initial views on how this framework could be improved 
for the forthcoming regulatory control period.

The Overall Performance Assessment (OPA) was originally developed by Ofwat in the late 
1990s to compare the customer service performance of the companies in England and Wales. 
It has been beneficial to date to use the same performance assessment framework as is used in 
England and Wales, allowing direct comparisons of Scottish Water’s performance against that 
of the companies south of the border. 

Our note explained that Ofwat no longer collected the data for calculating companies’ OPA 
scores. It would therefore not be possible for the Commission to benchmark performance 
against that of the companies in England and Wales. 

Despite Ofwat’s decision to retire the OPA framework, we considered that there could still be 
significant benefits from using a similar framework, provided it objectively measured Scottish 
Water’s performance and reflected the priorities of Scottish customers. We cited a number of 
ways in which the current framework could evolve to achieve this.

Levels of service performance
Commission Note 3 explained that Scottish Water’s level of service performance had 
improved considerably since 2002 and that the company had narrowed the substantial gap 
in performance with the companies south of the border. We noted that Scottish Water was 
on track to achieve the challenge we had set at the previous price review, which was to match 
upper quartile performance of the industry7 before 2015. To do so Scottish Water was required 
to achieve a score of between 380 and 400 points on the Commission’s OPA index. 

We also explained that we considered there was still significant scope for Scottish Water to 
improve, and that we expected the company to continue delivering improvements in customer 
service performance. We invited the Customer Forum and Scottish Water to reach agreement 
on the levels of service that might be achieved during the forthcoming regulatory control 
period. To inform their discussion we set out our initial views on what might be achievable.

At the time that we set that challenge, the threshold of 380 points was significantly higher than 
the median score across the companies of 373. By 2012 the median had increased to around 380 
points. We commented that the lower threshold for Scottish Water should also be raised in response 
– our initial view being that there was scope to increase the lower threshold to 385 points.

In relation to the upper threshold, we noted that little had changed in England and Wales and 
explained that our analysis indicated that a target score of 400 was likely to be a challenging 
upper threshold.

7
For the base year 2007-08.

The Strategic Review of Charges 2015-21: The draft determination 15



Our note also explained how, occasionally, events wholly or partially beyond a company’s 
control have an impact on performance measures, resulting in adverse effects on the OPA 
score. We suggested that this should be taken into account when reviewing performance 
across a full price review period and when agreeing future performance targets.

Improving services in a time of constrained borrowing
Commission Note 4 explained that the average amount of borrowing available to Scottish 
Water from the Scottish Government in 2010-15 had fallen from £140 million a year to around 
£85 million a year. It also noted that borrowing over the next period, 2015-20, would be no 
more than £120 million a year. 

The reduced borrowing in 2010-15 had not impacted customers directly because Scottish 
Water had offset the shortfall in borrowing by using the cash surplus it had generated through 
its outperformance over the period. The Commission noted though that any further reductions 
in borrowing from 2015 could be detrimental to customers. 

The note explained that, for this reason, the Commission had decided to regulate and 
monitor Scottish Water on a total cash expenditure basis – increasing the transparency of the 
borrowing made available by Government. We also stated that the company should seek out 
opportunities to generate additional cash from within the business, and in particular to look for 
innovative solutions that would allow improvements to be delivered with less initial cash outlay 
than through more traditional engineering approaches. We recognised that moving away from 
traditional approaches would be a gradual process, but that it should be sustained year on year.

Efficient	use	of	capital	expenditure
Commission Note 5 set out our expectation that Scottish Water’s current level of capital 
investment looked set to remain broadly constant for the foreseeable future. This was based on 
the assumption that improvements in drinking water quality, environmental performance and 
services to customers would continue at the current pace.

We endorsed the Scottish Government’s view that a level of capital investment of between 
£450 million and £500 million a year8 was likely to be most efficient.

We explained that there was strong evidence that Scottish Water had improved both its cost 
efficiency and delivery of capital investment over previous regulatory control periods. Equally, 
we considered that Scottish Water should be able to improve its investment performance 
through a more strategic approach, and by adopting more innovative solutions, as well as 
smarter procurement and delivery. 

We considered that these gains would allow Scottish Water to deliver both better value for 
money for customers plus improvements in water quality, environmental performance and 
customer service. That said, however, we noted that the scope for achieving higher levels of 
efficiency in capital expenditure might be less than in the past.

Sustainable funding by customers
Commission Note 6 set out the Commission’s views on the areas where there would be scope 
for engagement between the Customer Forum and Scottish Water. These were the extent of 
discretionary service improvements that Scottish Water could make, and the approach that 
could be used, or the timing, of some of the statutory improvements that Scottish Water had 
to deliver. We made it clear that, in the latter case, there would only be room for manoeuvre in 
specific circumstances.

8
Before	inflation.
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This note also explained the regulatory framework (as is outlined in Chapter 1).

The	financial	tramlines	
Commission Note 7 provided more detail about a key element of our new regulatory approach, 
namely the financial tramlines. The Commission had worked with Scottish Water and the 
Scottish Government to develop and agree this mechanism, which would be used to monitor 
Scottish Water’s financial performance and to ensure that the company could maintain an 
appropriate level of financial strength over the medium to long term. 

The approach enables customers to benefit as quickly as possible when Scottish Water 
finds alternative ways to deliver the required improvements. Similarly, below a particular 
level, Scottish Water’s management is required to explain, in a delivery plan, how and when 
performance would improve (this may involve, if the conditions warranted it, an ‘interim 
determination of charges’). 

The note explained that the financial tramlines would be derived from cash-based financial 
ratios. It also set out the measures of financial strength and the values that the Commission 
had provisionally agreed with Scottish Water at that time. The ratios are set out in the table 
below. These ratios are all used by credit rating agencies as indicators of financial health, 
although the specific calculation of the ratios often varies between agencies9.

Table	6:	Targeted	financial	ratios	by	the	end	of	this	regulatory	control	period10  

Line Cash interest 
cover II

Ratio of funds 
flow	from 
operations to debt

Gearing

Upper limit 2.20 13.0% 50%

Discussion line 2.05 12.4%

Middle line 1.90 11.75%

Warning line 1.75 11.1%

Lower limit 1.60 10.5% 55%

Our comparison of Scottish Water’s financial strength with these ratios takes account of the 
fact that Scottish Water does not have access to index-linked debt.

9
In the document ‘Strategic Review 
of Charges 2015-21: Innovation and 
choice’ we stated that we intended 
to focus primarily on adjusted 
interest cover and gearing. We 
will continue to monitor the ratio 
of funds from operations to debt 
as a secondary indicator. We have 
focused on the adjusted interest 
cover ratio, which appears to 
attract more immediate attention 
from commentators. It is a better 
measure	of	financial	sustainability	
if maintenance charges continue 
to increase in future.

10
Assuming index-linked debt, 
had it been available, would have 
represented 30% of total debt 
outstanding.
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The note provided detailed information about the financial tramlines. In summary:

• If the company outperforms its regulatory settlement, its financial strength would 
increase towards the discussion line. It would be free to retain the savings that it 
generates while its financial strength lies between the middle line and the discussion line. 

• If it underperforms but its financial strength remains above the warning line, then no 
action would be taken.

• If its financial strength reaches the discussion line, and is forecast to remain above this 
for the remainder of the price control period, the company would begin discussions 
with its customers and the Scottish Government about how the outperformance 
should be used. 

• If its financial strength reaches the upper limit, and is forecast to remain there for 
the remainder of the price control period, the company would use the proceeds 
of outperformance over that limit to the benefit of customers. At this point, the 
outperformance would automatically be shared with customers. We said that the 
formula for determining the proportion of any outperformance to be shared with 
customers should be agreed at the start of the price control period.

• In the event that performance declines rather than improves, Scottish Water’s financial 
strength would decrease towards the warning line. The purpose of the warning line is to 
provide an early signal that financial performance has declined.

• In the event that the lower line is breached, the Commission would review Scottish 
Water’s performance and take appropriate action to ensure that the company is 
in an appropriate financial position in future. Such a response might entail, for 
example, recommending to Government that there be a reduction in the capital 
investment programme, an increase in customer charges or potentially, in exceptional 
circumstances, a revision to the position of the financial tramlines.

Under these proposals, Scottish Water would have had to breach both primary financial ratios 
for the responses outlined above to be triggered.

The Commission explained that it hoped that the Customer Forum would provide input to the 
discussions as to how and when benefit from outperformance by Scottish Water should be used.

Prospects for customers’ charges
Commission Note 8 set out, for the first time at such an early point in the regulatory process, 
the Commission’s initial view on the prospects for customers’ charges. This was based on our 
analysis of Scottish Water’s performance and our assessment of future pressures and potential 
efficiencies and improvements.

We explained our view that maintaining Scottish Water’s future investment programme within 
the ranges proposed by Ministers – while also maintaining its financial strength – would be 
likely to require prices that were close to current levels, in real terms. This was possible despite 
the probability that borrowing would be more limited than in the past.

We indicated the combinations of annual charge increases and levels of borrowing that would 
result in both levels of investment and levels of financial strength that were within the broad ranges 
indicated by Ministers (based on our initial analysis in this area). We used the RPI in our analysis.
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As indicated in the figure below, amber shading shows borderline combinations where the 
limiting factors may, or may not, be achieved.

Red areas are as follows:
• upper left: there is a risk that the financial ratios that determine financial strength will 

be too weak, suggesting insufficient finance in the longer term and unstable charges;
• lower right: there is a risk that the financial ratios will too strong, suggesting that today’s 

customers are paying too much;
• upper right: there is a risk that annual investment will be more than £500 million, which 

is beyond the Ministers’ preferred range and may impact on the efficiency of delivery; 
and

• lower left: there is a risk that annual investment will be less than £450 million, which 
is below the Ministers’ preferred range and may be insufficient to maintain and 
improve service.

The area between the lines is consistent with the borrowing expected to be available during 
this regulatory control period.

Figure 1: Provisional assessment of borrowing and annual charge cap combinations

Annual	charge	increase	2015-21,	relative	to	inflation

Annual borrowing 
2015-21

-1.25% -1% -0.75% -0.5% -0.25% 0 +0.25% +0.5%

£140m

£120m 
Expected annual 
borrowing

£100m

£80m

£60m

£40m

The preliminary assessment suggested that Scottish Water should be able to propose 
improvements in service and in efficiency such that prices and borrowing fall within the 
combinations shaded green or amber in this figure and maintain appropriate financial strength.
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The key regulatory inputs: 
Responding to Scottish Water’s 
Strategic Investment Reports and 
further Commission guidance

Introduction
The second round of commentaries and indicative decisions taken by the Commission were 
published in the summer of 2013. These notes reflected the Commission’s views of the SIRs 
that Scottish Water had prepared to brief the Customer Forum, as well as our developing 
thinking in relation to a number of the key regulatory inputs. 

The notes covered the following areas:
• overall service performance;
• maintaining base service;
• measuring levels of service performance;
• measuring customer satisfaction;
• mandatory water quality and environmental improvements; and
• meeting demand from new customers.

Overall service performance
In Commission Note 9 the Commission outlined how the Forum could play an important role 
in bringing greater clarity about which aspects of service performance are given greater or 
lesser priority by customers. 

The note outlined how the assessment could be used to create a regulatory contract for the 
period 2015-21. In particular, we stated our view that any measure of service performance 
should be not only relevant to customers but also reported in a transparent and consistent way.

Although the OPA is no longer reported in England and Wales, it could still be measured. 
We expressed the view that this should continue to happen as it would allow performance 
to be assessed on a like-for-like basis through time, so retaining management focus. 

We commented that the Customer Forum could usefully consider how the existing OPA might 
be supplemented by one or more indicators, focusing on aspects of service performance not 
incorporated in the OPA. These could also form part of the regulatory contract with Scottish Water.

Maintaining base service
Commission Note 10 was the Commission’s response to the SIR on capital maintenance. 

Scottish Water’s report indicated that customers did not wish to see a reduction in any area 
of the base service and that, of this service, drinking water quality was considered to be the 
highest priority.

Scottish Water’s SIR provided an overview of capital maintenance investment levels since 2002. 
The company also stated that there had been an underlying increase in capital maintenance 
activity over the past 10 years, once efficiency improvements were taken into account. This 
higher level of capital maintenance had contributed to the impact of higher standards of 
service (both in terms of drinking water quality and environmental performance).

4

The Strategic Review of Charges 2015-21: The draft determination20



The report indicated that significant increases in capital maintenance would be required in 
the 2015-21 period in order to maintain the improvements in service, drinking water quality 
and environmental performance that had been delivered during the current (2010-15) period. 
Scottish Water further stated that on-going efficiency improvements would only partially 
off-set further increases in future.

Scottish Water proposed that to maintain stable service levels in the next regulatory control 
period would require investment of around £270 million to £300 million a year. 

The note concluded that Scottish Water’s claim for an increase in capital maintenance was 
justified but that it should be tied to improved service levels to customers and improved 
operational performance. 

We suggested that in its discussions with Scottish Water the Customer Forum might 
reasonably address:
• the profile for the additional expenditure on capital maintenance and how Scottish 

Water would report progress with respect to the delivery of this expenditure;
• the additional improvements in customer service that would be delivered as a result 

of increased spending on maintenance; and
• targets for the new Asset Health Indicator11.

Measuring levels of service performance
Commission Note 11 outlined how levels of service performance might be measured. 
It reviewed how the Commission has used the OPA to monitor Scottish Water’s service 
performance. Scottish Water has significantly improved its OPA performance in recent years 
and it is important that the higher level of performance should be maintained.

It would also be appropriate to consider a broader set of measures than those incorporated 
in the OPA, given that Scottish Water had closed the gap in its levels of service performance 
relative to the companies in England and Wales. If the Customer Forum identified further 
areas of service performance as being priorities for customers, then progress in these areas 
should be measured. Scottish Water’s long-term ambition to become “Scotland’s most valued 
and trusted business” could be encouraged by an additional measure that captured levels of 
customer satisfaction (this is considered further, below).

The note concluded that it would be appropriate to adopt a three-pillar approach based on:
• retaining the OPA in its entirety;
• measuring customer satisfaction and benchmarking Scottish Water’s performance 

against its peers and comparator sectors; and
• introducing new service performance measures for areas identified as being customer 

priorities.

11
This is a new measure of asset 
performance and condition that 
is being developed by Scottish 
Water in consultation with the 
Commission. It will ensure that 
Scottish Water’s asset base is being 
maintained appropriately in the 
interests of future customers.
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Measuring customer satisfaction
In Commission Note 12 the Commission outlined its views on the introduction of the new measure 
of customer satisfaction. The success of the Service Incentive Mechanism (SIM) in England 
suggested that adopting a similar measure in Scotland could bring benefits for customers.

For Scottish Water to achieve its ambitions, it would need to establish what it needed to do to 
narrow the perceived gap in performance between its own performance and that of the most 
trusted and valued businesses.

There were three potential categories of businesses against which Scottish Water’s 
performance might be compared:
• the broad utility/government sector;
• respected household brands such as Tesco, Sainsbury’s and the Nationwide; and
• those ‘best in class’ companies such as John Lewis and Harvey Nichols that are generally 

recognised as offering the highest levels of customer service and satisfaction.

We concluded that it would be reasonable to expect Scottish Water, by the end of the next 
regulatory control period, to be among the very best in the first group, broadly comparable 
with the second group, and have narrowed some of the gap with the final category.

The SIM would represent a useful baseline for measuring customer satisfaction. The Customer 
Forum could agree priorities for measurement by March 2014. Performance and trends would 
be measured over the last year of the current regulatory control period and through the next 
regulatory period. Scottish Water should be able to achieve upper quartile performance by 2021.

Mandatory water quality and environmental improvement 
investment programme
In Commission Note 13 the Commission summarised the main points and proposals in Scottish 
Water’s SIRs on the future capital investment required to meet mandatory drinking water and 
environmental quality obligations. 

In its SIRs Scottish Water provided a thorough review of:
• the legislative drivers of current and future investment, in particular the obligations that 

are imposed on water companies;
• the role of SEPA and the DWQR in monitoring and enforcing these obligations;
• Scottish Water’s future requirements under these directives and, in particular, their 

impact on the investment programme; and
• the indicative solutions that could be employed to ensure compliance.

Scottish Water also set out its broad assessment of the capital investment it considered would 
be necessary to meet the directives; the key determinants of drinking water quality and 
environmental performance; and the company’s view on the impact on customers if it were to 
fail to meet the required standards. Finally, the SIRs outlined the measures that the company 
proposed for meeting the standards.

These SIRs provided helpful background information on Scottish Water’s proposals in these 
areas. The Commission stated that it would set out its views when it received Scottish Water’s 
draft business plan, noting that this was likely to include advice on:
• the overall level of expenditure;
• the use of innovative approaches adopted by Scottish Water (to reduce costs or to 

improve performance);
• the efficiency of the proposed expenditure; and
• the extent to which this expenditure would impact on customers’ bills.
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Meeting demand from new customers
In Commission Note 14 the Commission reviewed the main points and proposals in Scottish 
Water’s SIRs on the future capital investment required to meet increased demand arising from 
new customers connecting to the water and wastewater networks. 

In its SIR Scottish Water set out the statutory framework and associated ministerial objectives 
that underpin investment requirements in this area. It also explained its forecasts in relation to 
the number of properties served by the water and wastewater networks (forecast to increase 
by 21% by 2035), and its assessment of how this additional demand would be met. 

Scottish Water went on to provide provisional estimates of the investment required to connect 
new properties to the network, and its proposals as to how this investment would be financed. 

Scottish Water proposed to ‘ring-fence’ investment in this area, as is the case in the current 
period. This would mean that at the end of the regulatory control period an adjustment would 
be made to the proposed allowances for investment in future periods in order to reflect actual 
expenditure in the previous period.

In 2009 the Commission had considered that ring-fencing was the best approach. However, 
there was greater understanding now about the cost of connecting new properties. Since 
there was less uncertainty, a ring-fence might not be necessary for 2015-21.
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The key regulatory inputs: 
The Commission’s response to Scottish 
Water’s draft business plan and the 
ranges it set for the Customer Forum

Introduction
Scottish Water published its draft business plan for 2015-21 on 30 October 2013. The 
Commission welcomed the plan, and in particular the company’s focus on customers and 
the increased emphasis on innovation. We also said that we intended to publish a number of 
notes which would provide an assessment of the plan and inform further discussions between 
Scottish Water, the Customer Forum, and other stakeholders.

In effect the Commission’s notes have set out the range of answers consistent with the lowest 
overall cost of delivering ministerial objectives. The Customer Forum’s role has been to advise 
the Commission, from the customer’s perspective, what would be the best ‘reasonable’ answer 
within these ranges. 

The notes covered the following areas, each of which are considered in more detail below:
• financial assumptions; 
• financial strength and closing cash;
• base expenditure;
• levels of service;
• additional priorities for customers; and
• enhancement expenditure.

Scottish Water’s draft business plan: Financial assumptions 
In Commission Note 16 the Commission presented its view of the financial assumptions 
Scottish Water had used to underpin its draft business plan for the period 2015-21.

Inflation
Scottish Water proposed to use CPI as the measure of inflation when calculating its charges 
for each financial year, as opposed to RPI, the traditional measure. The Customer Forum 
was supportive of this change as it believed that customers would recognise CPI as the UK 
Government’s official measure of inflation. The company’s draft plan also assumed that CPI 
would be 2% for each year of the period 2015-21 (consistent with the Bank of England’s long-
term target for CPI)12. 

The Commission supported the change, noting also that CPI is the inflation index that is used to 
adjust many pensions and benefits. 

Our analysis indicated that it was reasonable for Scottish Water to base its inflation 
expectations on expected trends published by the Bank of England. As such, we believed that 
the forecast CPI of 2% a year was a reasonable assumption. 

12
Expectations on CPI later fell to 
1.9% a year. Scottish Water and the 
Customer Forum agreed to use this 
new	figure.

5
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Outturn	expenditure	profiles
As at previous price reviews, Scottish Water had applied a forecast of RPI to its base year 
costs to derive outturn expenditure profiles in the business plan. The company assumed 
that operating and capital expenditure would inflate by RPI, and that RPI would average 2.9% 
across the period 2015-21. The company based this forecast on its assessment of the historical 
differential between CPI and RPI.

Scottish Water’s forecast rate for RPI of 2.9% for each year of the review period was based on 
an estimated 0.9% difference between RPI and CPI. The Commission’s analysis suggested that 
in the past 15 years the difference had generally been smaller than this, in the region of 0.75% 
per year. We suggested that it would be reasonable to assume a difference of 0.75% per year 
between RPI and CPI.

Interest rates on new debt
Although inflation across the economy will affect most of Scottish Water’s costs, it does not 
affect its cash interest payments, which are determined by the rate at which it can borrow from 
the Scottish Government. Scottish Water’s assumed average interest rate on new debt for the 
period 2015-21 is set out in Table 7 below.

Table 7: Scottish Water’s assumed interest rate on new debt

2013-14 2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21

3.5% 3.75% 4% 4% 4% 4% 4% 4%

Our analysis indicated that these assumptions were reasonable.

The presentation of prices
Scottish Water’s draft business plan recognised that household budgets remain under 
pressure, so charges should be set as low as possible. As we explained above, traditional 
practice has been to link prices to RPI. One advantage of this approach is that it helps private 
sector companies access index-linked debt, which reduces the current interest charges 
customers have to finance through their bills. 

A problem with RPI, however, is that price reductions relative to RPI inflation can sometimes 
turn out to be an increase when considered next to the CPI headline that is reported in the 
media; this may end up disappointing some customers. A link to CPI inflation may be easier 
for customers to understand. 

The Commission proposed an alternative approach, which it felt would be even better from the 
customer’s perspective. This was to set the actual prices (at least for the period 2015-18) that 
customers will pay. We considered that this would help household customers plan their budgets 
more easily. It would also be in keeping with the approach used for the current regulatory control 
period, where we set an overall charge cap for the whole regulatory control period.

We further suggested that  Scottish Water could take account of the planned increase (in line 
with RPI) that was expected in April 2014. This would allow the company to smooth prices over 
a seven-year period (2014-15 and 2015-21).
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Scottish Water’s draft business plan: 
Financial strength and closing cash
Commission Note 17 outlined the Commission’s view of the comments on financial strength 
that Scottish Water had made in its draft business plan. In the plan Scottish Water suggested 
that it would:
• achieve an average in interest cover of 1.6x and gearing of 54% over the period 2015-21; 

and
• accumulate £115 million of cash, including £93 million of gilts reserve, by March 2021.

The target level of cash assumed that:
• the Scottish Government would provide £120 million a year of borrowing;
• Scottish Water would enter the new price control with about £248 million of cash that 

would be used to finance the capital enhancement programme that was started in the 
current price control period and would be carried over into the next.

The Commission agreed that Scottish Water should maintain strong financial ratios that are 
broadly consistent with a shadow credit rating of A3/A-. 

Our note explained that water and waste water companies that are not financed within a 
securitised structure would typically seek to satisfy Ofwat’s requirement to maintain a strong 
investment grade rating in their core business by targeting gearing around 60-65% and cash 
interest cover of 1.6-1.8x. Unlike companies in England and Wales, Scottish Water has no access 
to index linked borrowing. 

As a consequence, in comparison with its peers, Scottish Water’s gearing appears strong while 
its interest cover looks weak. Furthermore, the structure of many of the companies in England 
and Wales means that direct comparisons with Scottish Water are problematic. Many of the 
companies in England and Wales have very complex financial structures, which may affect 
decisions about how the business is managed. 

In our view, however, it is important when assessing financial strength to consider financial 
ratios together, rather than looking at them individually. In light of this it was our belief that 
Scottish Water was targeting an appropriate level of financial strength. 

The Commission’s tramlines approach provides assurance to Scottish Water and its customers 
that the company’s financial strength will be maintained in the long term beyond this price 
review. Our view, therefore, was that the closing cash balance (assuming performance in line 
with the regulatory contract) should be in the range of £20-£40 million. 
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Scottish Water’s draft business plan: Base expenditure
Commission Note 18 outlined the Commission’s view on Scottish Water’s operating and 
capital maintenance costs (together known as ‘base expenditure’). It is appropriate to consider 
these two areas of cost together because a company has quite significant discretion in how it 
allocates expenditure between them. 

Scottish Water’s draft business plan proposals were as shown in Table 8.

Table 8: Scottish Water’s base expenditure proposals

£m, 2012-13 prices 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21

Capital maintenance 
expenditure

275 277 279 281 283 285

Total operating 
expenditure

506 508 506 504 503 503

- PPP charges 152 152 152 152 152 152

-  Controllable 
operating expenditure

237 237 236 234 232 230

-  Non-controllable 
operating expenditure

107 107 107 107 107 107

- Cost of new obligations 10 11 12 12 12 14

Capital maintenance
In its draft business plan Scottish Water proposed an increase of about 12% on its average 
annual maintenance expenditure for the current regulatory control period (2010-15). 

Table 9: Annual maintenance expenditure

Predicted five-year average capital maintenance 
for 2010-15 (2012-13 prices)

£249m

Proposed average annual investment 2015-21 
(2012-13 prices)

£280m

Increase 12%

Our analysis confirmed that the proposal was reasonable, given that Scottish Water intended 
to provide higher levels of service and, in line with the companies in England and Wales, was 
making greater use of assets with shorter lives in order to comply with EU public health and 
environmental standards. At our request, the Independent Assuror also reviewed Scottish 
Water’s capital maintenance proposals in detail. The Independent Assuror concluded that the 
increases were reasonable.

Scottish Water’s relative service and base expenditure performance
During the regulatory control period 2010-15, Scottish Water was required to improve services 
and meet the costs of operating new assets from its existing budget for operating expenditure. 
This was a demanding challenge. It also required Scottish Water to save money from other 
budget areas when it needed to spend more on maintaining its assets. It appears that it was 
able to do so. 

The Commission believes that a similar challenge is appropriate for this price review. We have 
conducted substantial analysis of Scottish Water’s relative unit costs and the scope for this to 
improve, as we wanted to understand the cost implications of improving levels of service.
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Given that the information to use the Ofwat models is no longer available, we compared 
adjusted unit costs (reflecting the principal drivers of costs).

Scottish Water inherited nine public private partnership (PPP) wastewater treatment contracts 
from the three former water authorities. The charges associated with these PPP contracts 
currently constitute around 30% of Scottish Water’s total operating expenditure. There is little 
that Scottish Water can do to mitigate the cost of these contracts. Hence, they were removed 
from our comparisons. 

The ‘raw’ results of assessments of efficiency are adjusted to take account of ‘special factors’. 
We scrutinised any claim for ‘special factors’ very carefully. This analysis does not take account 
of differences in the levels of service provided to customers or of operational performance.
Our results are shown in graphical form below. Two measures of unit costs are examined:
1. Combined operating and capital maintenance expenditures without PPP activities and 

without special factors.
2. Combined operating and capital maintenance expenditures without PPP activities but 

with special factors.

Figure 2: Controllable operating expenditure and capital maintenance unit cost 
efficiency	(excluding	PPP	activities)

Figure 3: Controllable operating expenditure and capital maintenance unit cost 
efficiency	(excluding	PPP	activities	and	including	special	factors)
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Costs are only one part of an assessment of overall efficiency. Ofwat’s econometric models 
did not attempt to value improvements in levels of service in financial terms. We adopted an 
approach that attempts to identify companies which had higher unit costs than Scottish Water 
but which delivered broadly the same level of service as the industry leaders. 

The figure below shows Scottish Water’s performance relative to that of the water and 
sewerage companies in England and Wales, with operating and capital maintenance 
expenditure unit cost13 performance on the y-axis and relative level of service performance14 
on the x-axis.

Figure	4:	Efficiency	assessment15

Unit cost = operating expenditure and capital maintenance

We estimate that at its current level of efficiency, Scottish Water’s level of controllable operating 
costs would have to be £28 million higher (£255 million against the base year £227 million) if its 
levels of service were to match the overall best performing company. 

Our target for Scottish Water is that by the end of the regulatory control period its relative 
service performance should be equivalent to that of the best companies today but without 
any increase in its controllable operating costs. This will require the company to improve its 
efficiency by 11% on top of the reduction in unit costs at 0.6% per year set out in its draft 
business plan.

13
Average of the years 2011-12 and 
2012-13, excluding PPP charges.

14
As measured by Ofwat’s 2012-13 
key performance indicators.

15
Company X is performing better 
than Scottish Water on levels of 
service but worse on its overall level 
of costs. This explains its position 
to the right of and below Scottish 
Water. The comparison suggests 
that Scottish Water could reduce its 
costs by around 11% if it only had to 
deliver its current level of service 
and operational performance. 
We estimate therefore that for 
Scottish Water to match the 
leaders in customer service 
(while maintaining its position on 
costs) would broadly represent an 
efficiency	challenge	of	11%	over 
the regulatory control period.
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Scottish Water’s draft business plan: Levels of service
The resources made available by improvements in operating efficiency can partly be used to 
ensure that prices increase at a rate below the general level of inflation and partly to achieve a 
significant improvement in levels of service. Our views on the scope of service improvements 
for discussion by the Customer Forum and Scottish Water were set out in Commission Note 19.

In its draft business plan Scottish Water proposed that its levels of service should be measured 
through the following four indicators:

1. The OPA
Scottish Water proposed that the OPA with 17 measures should be retained with only some 
minor adjustments to reflect agreements made with SEPA and the DWQR. The company 
expected to achieve a performance of 380-400 points by 2015 and to maintain this over the 
2015-21 period.

2. The Customer Experience Measure (CEM)
Scottish Water proposed to introduce this new measure of customer satisfaction from 2015, 
when it would replace the current customer satisfaction measure. The CEM is broadly similar, 
but not identical, to the SIM that is used in England and Wales.

The overall CEM score would be calculated from the sum of a quantitative measure and a 
qualitative measure, each evenly weighted at 50%.

3. Wholesale key performance indicators (KPIs)
Scottish Water proposed to continue to monitor the overall performance of its wholesale 
service to the licensed providers. The measure it uses takes account of wholesale services 
and responses to requests that relate to trade effluent, connections, disconnections, bye-laws, 
metering and billing.

4. Additional measures
Scottish Water suggested that it would produce additional measures for areas of service that 
have been highlighted by the Customer Forum as being priorities for customers that are not 
already being measured. 

The Commission indicated its support for the introduction of new measures to monitor 
and reward improvements in service. At the same time, it emphasised the importance of 
demonstrating that levels of service measured by the principal indicators used in previous 
regulatory periods are, at the very least, maintained. The specification of, and targets for, the 
additional service indicators were a matter for discussion and would be developed through 
consultation between Scottish Water and the Customer Forum.

Scottish Water’s draft business plan: Additional customer priorities
The Customer Forum and other stakeholders had identified potential scope for additional 
priorities to be included within the investment objectives. These additional priorities would 
have to be included in the Scottish Ministers’ final investment objectives.  

In Commission Note 20 we commented that Scottish Water’s draft business plan could have 
gone further in this area. We suggested that investment and operating expenditures allocated 
to meeting the additional priorities should be judged on how far they would contribute 
to developing a more resilient, innovative and sustainable water industry in Scotland. It is 
particularly important to consider how to develop innovative and cost-effective approaches 
to improving water supplies and wastewater collection in rural communities.
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Scottish Water’s draft business plan: Enhancement expenditure
The water and sewerage industry in Scotland is governed by a clear regulatory framework. 
Scottish Water’s draft business plan set out its proposed investment to meet the Scottish 
Government’s objectives for 2015-21. This included investment to deliver two categories 
of improvements:

• The statutory requirements that are specified in the objectives and are overseen 
by SEPA, the DWQR or the Scottish Government.

• Other improvements which are included within the ministerial objectives, such 
as improvements in resilience of supply, levels of service and actions to reduce 
sewer flooding.

In Commission Note 21 we outlined our views on the timing and pace of the investment 
programme, the level of innovation, the use of revenue solutions (as opposed to capital 
expenditure) and Scottish Water’s capital efficiency, taking account of the need to meet 
statutory outcomes and deadlines specified by the Government.

The proposals for enhancement investment in the draft business plan are summarised in 
table 10 below. 

Table 10: Scottish Water’s proposed enhancement investment (£m) (2012-13 prices)

Category Statutory Scope for 
discussion

Scottish Water’s 
proposed 
investment (£m) 
(2012-13 prices)

Improve water service 340.5 130.0 470.5

Improve the environment 196.4 166.2 362.6

Support communities 0.0 73.1 73.1

Total enhancement 
(exc. completion)

536.9 369.3 906.2

Completion of 2010-15 
capital programme

179.8 3.0 182.8

Total enhancement 
(incl. completion)

716.7 372.3 1,089

The Commission broadly welcomed the proposed investment in capital enhancement, 
stating that it considered the proposed expenditure in these areas to be reasonable. However, 
it is critical that Scottish Water should be clear about how and when customers and other 
stakeholders will benefit from the proposed non-statutory investment.

The Commission noted that there is scope for the Customer Forum to discuss with Scottish Water 
and other stakeholders how indicators of progress with respect to the non-statutory investments 
might be defined. Such indicators could be incorporated into the ministerial objectives. 
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Scottish Water’s draft business plan: Growth
In Commission Note 22 we set out our views on the levels of growth and associated costs 
included in Scottish Water’s draft business plan. This was an area where we considered 
Scottish Water had taken quite a cautious approach. There appeared to be scope to increase 
the estimate of the level of growth in new household connections. At the same time, the 
proposed revenue profile expected from the non-household sector appeared to be optimistic.

In the note we set out our view of likely growth and suggested an approach to mitigate the 
risk of opting for higher growth rates. Since the note was written it has become clear that 
investments to meet the growth in the number of customers do not achieve payback within 
the regulatory control period. This limits the amount of investment in growth that can be 
afforded within the cash resources available to Scottish Water.

We also noted that the Customer Forum might wish to discuss with Scottish Water whether 
or not it is necessary to ring-fence growth investment and expenditure (as Scottish Water 
had proposed), given that a review of the investment required was planned for 2018. This 
would provide an opportunity to adjust levels of allowed for expenditure.
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The key regulatory inputs: 
Comparison of the Commission’s 
expectations and the Minute 
of Agreement

Introduction
Chapters 3 and 4 outlined the process whereby the Commission set out its expectations of 
what would constitute the range of regulatory inputs consistent with Scottish Water delivering 
the ministerial objectives at the lowest overall cost. Chapter 5 summarised the Commission’s 
response to the draft business plan and the guidance it issued to inform discussion between 
Scottish Water, the Customer Forum and other stakeholders. 

In the draft business plan Scottish Water set out its proposed levels of service and 
environmental performance for the 2015-21 regulatory control period. It also set out Scottish 
Water’s financial projections and associated profile of prices for household and wholesale 
customers. 

Following publication of the draft plan there was a period of engagement between Scottish 
Water and the Customer Forum. This process led, ultimately, to the ‘Minute of Agreement’ 
between the two parties, which is reproduced as Appendix 4. 

Scottish Water will shortly publish an updated business plan which reflects the Commission’s 
decisions in this draft determination and the changes the company agreed with the Customer 
Forum. The updated business plan will include some minor changes to the drinking water 
quality and environmental programmes to reflect the latest priorities that have been agreed 
with the DWQR and SEPA.

This chapter reviews the consistency between the Commission’s decisions on the appropriate 
ranges and the Agreement.

Financial assumptions
The Commission’s decision on the appropriate range
The Commission decided that an estimate of the increase in CPI over the regulatory period 
of around 2% a year was reasonable. However, it decided that the 0.9% a year difference 
between projected increases in the RPI and the CPI was not supported by the available 
evidence. It recommended that the difference should be 0.75% a year.

The Commission considered that a forecast interest rate of 4.0% was reasonable. It noted that 
this was slightly higher than the rate currently available to Scottish Water, but that interest rates 
were likely to increase to more normal levels during this regulatory control period.

The assumed level of borrowing should be £120 million each year.

The Commission set out its view that the level of Scottish Water’s cash balance at the end of 
the regulatory control period should be in the range £20-£40 million.

6
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The Agreement between the Customer Forum and Scottish Water
The Agreement assumes expected increases over the regulatory period of 1.9% per year in 
the CPI and 2.65% per year in the RPI. Further, it assumes an interest rate of 4.0%, a level of 
borrowing of £120 million per year and an ending cash balance of £20 million.

Base	expenditure	and	efficiency
The Commission’s decision on the appropriate range
The Commission considered that Scottish Water’s proposals for base expenditure and cost 
reduction were broadly reasonable. However, it considered that Scottish Water should 
improve its efficiency by improving the levels of service it provides to customers and its overall 
operating performance within the proposed budget.

The Commission considered that the proposed reduction in expenditure should ensure that 
Scottish Water maintains its position of having among the lowest controllable unit costs in the 
British industry.

The Commission was keen that levels of service should be improved such that Scottish Water 
achieves in its levels of service and operational performance what it has already achieved in 
unit costs. 

The Agreement between the Customer Forum and Scottish Water
The Agreement includes substantial measures to improve customer service and revised 
targets that are consistent with overall industry leadership.

Enhancement investment
The Commission’s decision on the appropriate range
The Commission considered that the proposed level of capital expenditure was broadly 
reasonable.

It was noted that further work was being carried out to ensure that there is full and proper 
definition in the capital expenditure proposals. This has been completed. In particular, there 
have been some amendments to the draft business plan to reflect about £12 million of 
investment to meet outcomes required under the Water Framework Directive (which was 
transposed into Scottish law in 2003 by the Water Environment and Water Services (Scotland) 
Act (WEWS) 2003).

There was also an inconsistency in Scottish Water’s draft business plan concerning the 
calculation of growth expenditure. 

The Agreement between the Customer Forum and Scottish Water
The Agreement is consistent with the Commission’s views. The inconsistency in the calculation 
of growth expenditure has been rectified. There has been a re-phasing of investment in the 
second half of the period (termed ‘IR18’), some of which will be delayed until after March 2021 
(this will not impact on statutory requirements).

The Strategic Review of Charges 2015-21: The draft determination34



Levels of service to customers
The Commission’s decision on the appropriate range
The Commission wanted to see further improvements in levels of service to customers and in 
the operational performance of Scottish Water. It advised that:
• the target range for the OPA could be increased;
• there should be more transparent measures for the wholesale service provided to the 

retail licensed providers;
• it may be worth reviewing the weightings in the proposed customer satisfaction index;
• there may be new areas of importance to customers that the Customer Forum may 

wish to request from Scottish Water; and
• there may be a place for a more aspirational comparison of Scottish Water’s 

performance. 

The Agreement between the Customer Forum and Scottish Water
The Agreement confirms the aspiration that Scottish Water’s customer service 
performance should be ‘best in class’. The Customer Forum and Scottish Water have 
agreed a three-tier approach:

• Scottish Water will plan to achieve an equivalent16 OPA score at or above 400 points, 
although it is recognised that this is unlikely to happen consistently based on 
experience in England and Wales and the inevitability of ‘one off’ impacts.

• Scottish Water plans to achieve an OPA score at, or above, the leading England and 
Wales companies’ threshold in every year. Again, it is accepted that this may not be 
achieved in every year due to one-off significant events.

• Scottish Water commits to achieving an average OPA score across 2015-21 that 
exceeds the leading companies’ performance threshold. This translates to an average 
score across 2015-21 that exceeds 382.5 points.

The Agreement also allows for independent verification of the OPA scores, a reduction in the 
response time for formal complaints from 10 days to 5 days and the formal reporting of any 
exclusions to the Customer Forum (or its successor body).

The Customer Forum has also agreed with Scottish Water that a new Customer Experience 
Measure should be developed by March 2015 for both household and business customers. 
In addition it was agreed that further work is required to understand business customers’ 
perceptions of service and to develop improved working relations between business 
customers and Scottish Water.

Further work on benchmarking Scottish Water’s customer satisfaction against other utilities 
and companies in other sectors has been agreed, as has a range of enhanced service activity 
measures in the following areas:
• external flooding,
• visible leakage,
• carbon footprint reductions,
• extreme weather events, and
• complaints to the Scottish Public Services Ombudsman (SPSO)17.

Scottish Water has committed to deepening customer engagement on issues such as 
protecting vulnerable customers and establishing customer driven priorities. It has also agreed 
the importance of improved customer education, care and support programmes in delivering 
cost-effective improvements in water and wastewater services. 

16
The	equivalent	score	reflects	that	
the impact of agreed changes 
to the measurement system in 
Scotland mean that Scottish 
Water’s equivalent score will be 
between 3 and 4 points lower than 
the	recorded	figure	in	England	
and Wales. Only one company in 
England and Wales has previously 
achieved an equivalent score 
above 400 points.

17
The SPSO has a statutory role 
to review second tier (initially 
unresolved) complaints from 
Scottish public bodies and others 
providing public services. It acts 
in this role for some, but not all, 
of the licensed retail providers.
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Growth in the customer base
The Commission’s decision on the appropriate range
The Commission considered that the level of household growth included in Scottish Water’s 
draft business plan appeared low. Conversely, the Commission noted that the growth in the 
non-household customer base was potentially optimistic. 

Further analysis has shown that increasing the growth rate uses more cash than it generates during 
the regulatory control period. Hence, there is a limit to the growth in the household customer 
base that is consistent with the financial assumptions underpinning the Strategic Review.

The Agreement between the Customer Forum and Scottish Water
The assumption on household growth has been increased from an average of 0.67% a year in 
the draft business plan to an average of 0.74% a year, consistent with the Commission’s views. 
This has led to increased costs over the 2015-21 period of some £10 million. The actual outturn 
costs in the first three years of the period will be taken into account as part of the IR18 process.

The draft business plan incorporated two broadly offsetting errors that have now been 
corrected. They relate to a £21 million understatement of the requirement for ‘reasonable cost 
contributions’ from Scottish Water and an understatement of £3-4 million a year in the revenue 
received by Scottish Water from the ‘infrastructure charge’ paid for new connections.  

Prospects for prices
The Commission’s decision on the appropriate range
The Commission expressed a view that household bills were likely to have to increase by 
between CPI-0.2% and CPI-0.4%. Wholesale charges should increase in line with household 
charges.

The Agreement between the Customer Forum and Scottish Water
Taking into account Scottish Water’s decision to limit the increase in household prices in 
2014-15 to 1.6%, the Customer Forum and Scottish Water agreed that Scottish Water’s revised 
business plan would assume 
• nominal price increases for household customers of 1.6% per year for  2015-18;
• an overall cap on household charges of CPI-1.75% for the regulatory period 2015-21; and
• increases in wholesale charges of CPI-0.3% per year for 2015-21. 
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The Commission’s conclusions

The Commission welcomes the efforts that Scottish Water and the Customer Forum have 
made to identify customer priorities and to reach agreement on levels of service that will be 
included in Scottish Water’s revised business plan for 2015-21.  

Operating and investment expenditures
Taking account of the agreement on these matters and the ranges for key regulatory 
parameters detailed in the previous chapters of this draft determination, the Commission 
has decided that the charge cap for the period 2015-21 should be based on the following 
assumptions (with all values at 2012-13 prices):
• operating expenditure – £505 million per year;
• capital maintenance expenditure – £280 million per year;
• total enhancement investment (including completions) – £1,356 million18 for 2015-21;
• end of period cash balance – £20 million.

Service improvements
Within these resources Scottish Water is expected to improve its service performance over the 
regulatory period so that: 
• it maintains its OPA score within a range of 380 to 400 points throughout the period;
• it ranks among the leading UK water companies on the CEM to be introduced by March 

2015; and
• it ranks among the leading UK utilities for customer satisfaction.

In addition, Scottish Water will implement service improvement measures to address: external 
sewer flooding, visible leakage, reduction in carbon emissions, managing responses to extreme 
weather events, and minimising escalated or upheld complaints to the SPSO. 

Scottish Water will also set aside at least £40 million for investment to meet quality, 
environmental and service improvement objectives to be identified at the 2018 Interim Review.  
Finally, the company will increase the financial payments made to customers who suffer 
unplanned interruptions to their water supply or internal sewer flooding.

Charge caps
The Commission’s mandate is to set charges at a level that will permit Scottish Water to 
meet the Scottish Government’s objectives at the lowest reasonable overall cost. We have 
challenged Scottish Water to build on the successes of the last two regulatory periods by 
improving its operational efficiency and the delivery of its investment programme.  Our 
charge caps require that the company should continue to outstrip its comparators while also 
improving its level of service performance.

For household customers, Scottish Water will be permitted to increase its charges over the full 
period 2015-21 by no more than CPI minus 1.8%. For the three year period from 2015-16 to 
2017-18 its charges will increase by 1.6% per year in nominal terms.

7

18
This	figure	reflects	Scottish	Water’s	
latest estimate of enhancement 
expenditure of £1,109 million, 
including completion costs, and 
gross growth expenditure of 
£247 million.
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For business customers, Scottish Water will be permitted to increase its wholesale charges at 
no more than CPI – 0.3% per year over the period 2015-21.

Benefits	for	Scottish	households
Our draft determination offers the prospect of charges rising by less than inflation for all 
household customers. In proposing these charges we have not compromised the prospects 
for future charges, nor have we cut any corners with the delivery of all of the Scottish 
Government’s objectives for the industry. 

In this time of economic uncertainty, it is important that customers can look forward to water 
and sewerage charges that will not increase by more than the rate of consumer price inflation 
for up to the next six years and which offer certainty about nominal increases for the next three 
years. At the same time our targets for levels of service performance mean that Scottish Water 
should continue to improve all aspects of its customer service in order to meet the goal of 
being the leading water company among its comparators in the rest of the UK.  

Benefits	for	businesses	and	the	public	sector	in	Scotland
Retail competition for the non-residential sector in Scotland has permitted an increasing 
number of non-residential customers to negotiate better deals with their retail supplier. Our 
cap on wholesale charges and our approach to ‘default’ tariffs should encourage retailers to 
offer improved and more tailored levels of service to all of their customers. Almost all non-
residential customers should see their bills fall in real terms and the level of service should 
improve substantially. 

Benefits	for	the	environment	in	Scotland
Our draft determination provides the resources that will enable Scottish Water to improve 
the quality of its water supply and to reduce its impact on the environment. The company 
has made substantial progress in both respects over the period 2010-15 and the funds 
provided for enhancement investments will enable it to meet the objectives of the Scottish 
Government. At the same time, we have encouraged Scottish Water to experiment with small 
scale and innovative approaches to address environmental and other issues rather than relying 
exclusively upon capital-intensive technologies. 
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Next steps

We welcome comments on our draft determination. 

Please send your views to:
Judy Tait
Water Industry Commission for Scotland
First Floor
Moray House
Forthside Way
Stirling
FK8 1QZ

Email: draftrepresentation@watercommission.co.uk

We should receive representations on or before 12 June 2014. We will publish all responses to 
this consultation unless respondents request otherwise.

8
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Energy and Climate Change Directorate 
Climate Change and Water Industry Division 
 
 
T: 0131-244 0246  F: 0131-244 0211 
E: Bob.Irvine@scotland.gsi.gov.uk 
 
 

 

Professor Gordon Hughes 
Water Industry Commission for Scotland 
First Floor 
Moray House 
Forthside Way  
Stirling 
FK8 1QZ 

 

 
 
13 June 2012 
 
Dear Gordon 
 
 
STRATEGIC REVIEW OF WATER CHARGES: 2015-20 
 
I am writing to inform you of the broad arrangements that the Government wishes to be 
followed in the next Strategic Review of Water Charges (SRC).  The Water Industry 
(Scotland) Act 2002, as amended by the Water Services etc. (Scotland) Act 2005, places 
duties on both the Scottish Ministers (Ministers) and the Water Industry Commission (the 
Commission).  In particular it requires Ministers to specify the time period for the SRC and 
the date by which a Determination must be made. 
 
In agreeing these arrangements Ministers wish to build on those put in place successfully for 
previous regulatory periods.  In particular, they note the importance of a defined investment 
programme ahead of the start of any regulatory period which is essential to maximise 
efficient delivery and that sufficient time is required for the planning of such a programme.  
 
Ministers acknowledge the benefits of planning over a longer timeframe than a single 
regulatory period as this provides certainty for the industry and customers as well as the 
supply chain.  They fully endorse the Commission’s intention to require Scottish Water to 
prepare a 25 year strategic vision and request each five year investment plan is developed in 
a manner so as to support that vision.  
 
Ministers commend the substantial improvements in efficiency made by Scottish Water over 
recent years and acknowledge that these have been made possible by robust comparison 
with the performance already achieved by water companies south of the border.  Ministers 
accept that the Commission can no longer rely entirely on these comparisons and that the 
economic regulatory regime in Scotland must continue to evolve. 
 
In evolving the regulatory mechanisms to keep Scottish Water at the forefront of efficiency 
levels and enable it to meet the challenges of the future, Ministers request that there is 
greater engagement with customers on the choices on levels of service improvement.  They 
also request that the Commission specifically consider ways in which to facilitate much 

Ministerial SRC commissioning letter1
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greater innovation within the industry to meet, for example, future challenges on 
sustainability and climate change. 
 
SRC 2015-20: Ministerial Specifications 
 
The following sets out the specific requirements Ministers wish to be met in the next 
Strategic Review of Charges (SRC).   
 
Time period and date of publication for the Determination: 
 
The Commission is to undertake a Strategic Review of Charges for the five-year period 2015 
to 2020, consistent with the planning horizon used in the Quality and Standards 4 process.  It 
shall also consider the implications and advantages of moving to a six-year period as 
recently proposed by the Commission and Scottish Water.  The Final Determination of 
Charges should be published by the end of November 2014.  All future references to the five 
regulatory period in this letter should also reflect the possibility of moving to a six year 
period.  
  
Principles of Charging: 
 
Ministers’ policy is for charge caps that are affordable and broadly stable.  This policy will 
underpin their Principles of Charging for the next regulatory period.  Ministers will confirm the 
principles of charges to be applied by way of a public statement in 2014 following 
appropriate engagement. 
 
Statement of Objectives: 
 
Ministers will finalise their objectives in September 2014.   
 
Ministers agree in principle with the draft Objectives attached at Annex B.  They expect the 
Q&S4 Project Management Team and with advice from the Output Monitoring Group to 
engage on the draft investment objectives for 2015-20 and outline objectives for 2020-25 in 
summer 2012.  Thereafter they expect Scottish Water and regulators to develop detailed 
investment plans.  The details of a planning framework within which Ministers expect this to 
be undertaken are set out at Annex A.   
 
Ministers recognise that the majority of the investment programme, and therefore their 
objectives, will be driven by statutory obligations in relation to drinking water quality and the 
environment.  However, in calculating the funding necessary to deliver the draft objectives, it 
is important that full account is taken of both customers’ and Government’s priorities.  It will 
be necessary to demonstrate how these objectives will contribute to the Government’s 
purpose of increasing sustainable economic growth and, in particular, to Scotland’s climate 
change targets. 
 
Ministers note that in the 2010-15 regulatory period, the Final Determination provided for 
£180m to be allocated during the period to finance outputs that would be defined as a 
consequence of studies.  In principle, Ministers are supportive of such a mechanism.  
However, they request that an analysis is undertaken of the effectiveness of this approach in 
the 2010-15 period. 
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Timetable 
 
In agreeing the timetable for the SRC, Ministers ask that all parties ensure that, in keeping 
with good practice, sufficient time is made available to ensure appropriate consultation with 
the wider stakeholder group and for the Government’s own public engagement.   
 
I look forward to receiving regular reports on the progress of the strategic review.   
 
I am copying this letter to the Chair of Scottish Water, the Chair of Scottish Environment 
Protection Agency, the Drinking Water Quality Regulator for Scotland, the Chair of 
Consumer Focus Scotland and the Chair of the Competition Commission. 
 
 

 
 
BOB IRVINE 
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Annex A 
 

Framework for Developing Investment Plans for Q&S4 
 
 
Ministers need to be advised by the Q&S4 Project Management Team on their options 
and risks on investment needs going forward. The following framework is intended to 
help guide the work of all groups contributing to that process.  Ministers will also look 
to the outcomes of the Scottish Water customer research and willingness to pay 
surveys, the evidence from the wider Scottish Water Customer Engagement and the 
Customer Forum’s considerations of the evidence to identify customer’s priorities for 
investment and to understand the standards of service expected. 
 
Context and Process for Confirming Ministerial Objectives for Q&S4 
 
The National Performance Framework underpins delivery of the Scottish Government's 
agenda which supports the outcomes-based approach to performance.  At the heart of this 
framework is the Government's Purpose: 
To focus government and public services on creating a more successful country, with 
opportunities for all of Scotland to flourish, through increasing sustainable economic growth. 
 
In setting their priorities for investment, Ministers will wish to ensure that these are aligned 
with the Government’s Purpose and five underpinning Strategic Objectives.  In particular:: 

 
 Size of Investment Programme – should be planned to be between £450m and 

£500m per annum. 
 

 Planning Period - should be planned for ten years to be delivered over two five year 
regulatory periods (2015-2020 and 2020-2025).  Plans should also reflect the 
possibility of moving to a six-year period.  The length of the regulatory period will be 
confirmed in the light of comments received from the engagement on the plans for the 
next regulatory period.  
 

 Government lending – in the light of the consultation on the Principles  of Charging 
for 2015-2020, Ministers will confirm the amount that government is able to lend over 
that 5 year period.  It should be assumed that less Government lending will be 
available than for the period 2010-15. 

 
 Promoting more sustainable outcomes - Scottish Water is vital to a sustainable 

Scotland. Scottish Water will continue to act in accordance with the principles of 
sustainable development and to work to maximise the benefit to the environment, 
economy & society in the delivery of its services. Scottish Water will take appropriate 
and cost effective steps to reduce the overall energy demands of its services, to 
become more energy efficient and to deliver more renewable power for the benefit of 
Scotland. Where possible, operational approaches should be sought and 
implemented wherever it is more economic to do so. 

 
 Delivering more efficient and effective outcomes – the industry is reaping the 

rewards of allowing time for comprehensive studies of investment needs to be done 
ahead of decisions being taken.  Ministers endorse this approach. 
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 Customer involvement - Ministers support the aspiration to increase and improve 
customer involvement in the setting of investment priorities to deliver the levels and 
quality of service they deserve for the charges they pay.  They expect Scottish Water 
and its regulators to assist fully in the work of the Customer Forum. 

 
 Setting the Outputs of the Investment Programme - Ministers Objectives will 

specify the outcomes they expect SW to achieve.  It is for the quality regulators and 
customer representatives, in consultation with SW, to define the outputs required to 
deliver these outcomes and to do so in the timeframes set out by the Water Industry 
Commission for Scotland. 
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ANNEX B 
WATER INDUSTRY 

 
OBJECTIVES FOR THE PERIOD 1 APRIL 2015-31 MARCH 2025 

 
The overall purpose of these Objectives is to ensure that the focus of water and sewerage 
services is on creating a more successful country, with opportunities for all of Scotland to 
flourish, through increasing sustainable economic growth. 

 
1. A Wealthier and Fairer Scotland 
To deliver better and more efficient public services that enhance our quality of life, support 
sustainable economic growth and assure those that fund and rely on them that their public 
services are responsive, provide value for money and are continually improving, Scottish 
Water shall in respect of:  
 
1.1 ASSET MAINTENANCE 
 
Ensure that assets are maintained so that there is no overall deterioration in performance 
from that required to be achieved by 31 March 2015.1 

 
1.2  SERVICE STANDARDS OBJECTIVES 
 
Build on the improvements made to date and continue to improve services to customers 
including those measures2 agreed with the Customer Forum.  

                                            
1 http://www.scotland.gov.uk/Resource/Doc/917/0088613.pdf 
2 Measures include internal sewer flooding, interruptions to supply, malodour, external sewer flooding, drinking water 
discolouration, taste and odour of drinking water supplies, customer satisfaction etc 
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1.3 STRATEGIC CAPACITY FOR NEW DEVELOPMENT OBJECTIVES- 
 
(a) Identify and make provision to service demand for new ‘strategic’ capacity to 
meet all new housing development and the domestic requirements of commercial and 
industrial customers for the period 1 April 2015 to 31 March 2025.  In doing so, 
Scottish Water shall take account of extant development plans and their associated 
action programmes, the General Register Office for Scotland's population projections3 
and the SEPA/Scottish Water Memorandum of Understanding on the Impact of 
Proposed Development on the Public System.4    
(b) Prioritise the delivery of that part of the investment specified under 1.3(a) in 
accordance with: 

 the spatial priorities identified in the National Planning Framework, 

 development priorities identified by local authorities in their Structure 
Plans/Strategic Development Plans; and 

  associated action programmes and Local Plans/ Local Development Plans 
and Local Housing Strategies.   

 
In addition, so as to minimise the likelihood of redundant assets, Scottish Water shall 
act in a manner so as to ensure that such ‘strategic assets’ are delivered in support of 
committed development.  This shall be ascertained in accordance with the developer 
confirming, as a minimum, the following: 
(i) Land ownership or control; 

(ii) The development is supported by the local plan and/or has full planning 
permission;  

(iii) The time remaining on the current planning permission; 

(iv) That plans are in place to mitigate any network constraints that will be created 
by the development through a minute of agreement with Scottish Water; and 

(v) Reasonable proposals in terms of annual build rate within the approved 
development. 

 

                                            
3 Projected Population of Scotland (2008-based), published by GROS 21st October 2009 
4 http://www.sepa.org.uk/pdf/policies/mou_sepa_scottishwater.pdf 
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1.4 EFFICIENT PUBLIC SERVICES 
 

To support a Wealthier and Fairer Scotland, Scottish Water is required to identify and 
deliver longer term investments which will reduce the future costs of service delivery.  
In particular, Scottish Water shall work with other stakeholders to identify and pursue 
opportunities available to achieve more innovative and sustainable means of 
delivering services. 
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2. A Healthier Scotland 
To support the delivery of the Scottish Government's Healthier strategic objective, Scottish 
Water shall contribute to improvements that help people to sustain and improve their health.  
In particular, it shall in respect of: 

2.1 DRINKING WATER QUALITY 

Reduce the risk of non compliance with the Drinking Water Directive 98/83/EC, the Water 
Supply (Water Quality)(Scotland) Regulations 2001 and the Cryptosporidium (Scottish 
Water) Directions 20035, by improving the resilience to risks as identified in its Drinking 
Water Safety Plans; 
 

2.2 SECURITY OF SUPPLY 
 

(a)  Provide an appropriate level of physical security to Security Service standards 
agreed with the Scottish Government and the Drinking Water Quality Regulator; 
(b)  Provide the necessary improvements to provide a level of service in water supply 
zones, to be agreed with the Drinking Water Quality Regulator, such that these zones are 
adequately protected against the risk of water shortages; and 

 
(c) Maintain a sufficient supply of water in all water supply zones that reflects the most 
cost effective operating regime, and takes account of the opportunities for demand 
management including leakage control and water efficiency measures. 

                                            
5 These Directions are currently under review. 
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3. A Greener Scotland 
To support the delivery of the Scottish Government's Greener strategic objective, Scottish 
Water shall contribute to improvements to Scotland's natural and built environment and the 
sustainable use and enjoyment of it.  In particular it shall as regards: 

 
3.1 ENVIRONMENTAL WATER QUALITY 

(a) Support compliance with the Water Framework, Marine Strategy Framework and 
Urban Wastewater Treatment Directives:  

(i) reduce the impact of its discharges, abstractions and impoundments so as 
to contribute to the achievement of the environmental objectives for water 
bodies and protected areas in line with the measures identified in the River 
Basin Management Plans.  
(ii) undertake strategic studies to understand future investment requirements 
for discharges and abstractions identified as potentially contributing to the 
failure of environmental water quality objectives in line with the requirements of 
the River Basin Management Plans. 
(iii) work with SEPA and licensed providers to undertake catchment 
management and customer education to reduce the impact of Priority 
Substances being disposed of via the sewer and drainage system. In addition it 
shall undertake research which may assist in identifying the effective treatment 
of substances that catchment management may not be successful in reducing 
to acceptable levels. 
(iv) improve intermittent discharges identified through modelling and agreed 
with SEPA as downgrading the aesthetic or environmental condition of water 
bodies to support compliance with the Urban Wastewater Treatment Directive. 
(v) in partnership with other stakeholders, SW shall take steps to reduce the 
impact of its discharges on sewage-related litter in the marine environment. 
 

(b) Support the improvement of the water environment by providing first time provision 
of sewerage where there is a net environmental or public health benefit, and there is 
community willingness to connect and the scheme is cost effective, as agreed with 
SEPA. 

 
3.2 NATURE  

Support the achievement of the Scottish Government targets for the proportion of 
natural features in favourable condition, work with Scottish Natural Heritage to identify 
and undertake management activities at identified sites that will contribute to 
achievement of the National Indicator  'Increase to 95% the proportion of protected 
nature sites in favourable condition'. 

 
3.3 WASTE 
 

Manage the environmental risk associated with sludge historically stored at 
wastewater and water treatment sites as agreed with SEPA. 
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3.4 CLIMATE CHANGE ADAPTATION 

 
Improve Scotland’s resilience to climate change by continuing to invest in modelling 
the likely impact of climate change on its assets, and where appropriate, investing to 
manage risks arising from climate change impacts.  
 

3.5 CLIMATE CHANGE MITIGATION  
Contribute towards Scotland meeting its climate change obligations of achieving  
greenhouse gas emissions reductions in Scotland of 42 per cent by 2020 and by 80 
per cent by 2050, by taking all necessary steps to fulfil its duties and obligations 
required of it as set out in the Climate Change (Scotland) Act 2009.  In particular 
Scottish Water shall: 

  
(a)  work with relevant stakeholders to assess, pilot, and where appropriate, 
implement measures needed over the 2015-2025 period to reduce its direct 
greenhouse gas emissions and energy usage; 
(b)  ensure that all investments made as a consequence of these Directions 
take into account the associated carbon impact; and 
(c)  invest to reduce its demand for Scotland's resources (water and electricity 
from the national grid) where it is cost effective to do so. 
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4. A Safer and Stronger Scotland 
 
To support the Scottish Government's Safer and Stronger strategic objective, Scottish Water 
will assist local communities to flourish, becoming stronger, safer places to live, offering 
improved opportunities and a better quality of life.  In particular it shall as regards: 
 
4.1 FLOOD MANAGEMENT 
 
Take all necessary steps to fulfil its duties and obligations required for the period 2015-2025 
as set out in the Flood Risk Management Act.  In particular, Scottish Water shall: 
 

(a)  Assess flood risk from sewerage systems and update the latest assessment as 
required. 

(b)  Through its participation in the Metropolitan Glasgow Strategic Drainage 
Partnership and working collaboratively with their partners continue to deliver its 
agreed share of the improvements that will reduce the risk of flooding in Greater 
Glasgow; 

(c)  In partnership with responsible authorities, undertake studies to inform investment 
requirements in future regulatory periods as agreed with the Scottish Advisory and 
Implementation Forum for Flooding (SAIFF); and  

(d)  In partnership with responsible Authorities, commence its agreed share of the 
investment requirements arising from the flood studies as agreed with the Scottish 
Advisory and Implementation Forum for Flooding (SAIFF); 

(e)  Take action to protect its own assets where they lie within an area vulnerable to 
flooding. 
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  Water Industry Commission for Scotland 
First Floor, Moray House 

Forthside Way 
Stirling FK8 1QZ 

 
Chairman Professor Gordon Hughes 

 
Telephone 01786 430 200 

Email enquiries@watercommission.co.uk 
          Web www.watercommission.co.uk 

           
Date: 15 October 2012 

          
 
        
Peter Peacock 
Chair 
Customer Forum 
Birchwood 
Newlands of Clans 
Loch Flemington 
Inverness  IV2 7QR 
 
 
Dear Peter 
 
Alex Neil, the Scottish Government's Cabinet Secretary for Infrastructure and Growth, 
recently wrote to Professor Gordon Hughes, Chairman of the Water Industry 
Commission for Scotland, to initiate the next Strategic Review of Charges.  
 
I am writing to you now in your capacity as Chairman of the Customer Forum. As you 
know, the purpose of the Customer Forum is to play a formal role in the Strategic 
Review process by:  
 

 working with Scottish Water on a programme of quantitative and qualitative 
research to establish customers' priorities for service level improvement and 
expectations in terms of the level of charges;  
 

 understanding and representing to the Commission and to Scottish Water the 
priorities and preferences of customers (as a whole) in the Strategic Review of 
Charges 2015-20 process as identified through the customer research; and 
 

 seeking to secure, through its participation in that process, the most appropriate 
outcome for customers (as a whole) based on those priorities and preferences. 

 
We would like you to seek to agree by April 2014 a Business Plan for delivery by 
Scottish Water in 2015-20. Such a Business Plan should be fully consistent with 
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Chairman Professor Gordon Hughes 

 
Telephone 01786 430 200 
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          Web www.watercommission.co.uk 

Ministerial Objectives and with the views and ranges that the Commission will set out in 
notes and papers over the period to early 2014, unless there are demonstrable reasons 
for going outside those ranges to the benefit of customers. 
 
I am now writing to provide more information about issues that may be of particular 
relevance for the Customer Forum in its discussions with Scottish Water.  
 
As you know, the Water Services etc. (Scotland) Act 2005 established the governance 
framework for the water and sewerage industry in Scotland. The Scottish Government 
sets the frequency and timetable for each Strategic Review of Charges. It also 
determines the high-level environmental, quality and customer service objectives that 
Scottish Water must deliver. The Commission is then required to establish the lowest 
reasonable overall cost at which these objectives should be delivered. 
 
The Scottish Government also sets out the charging principles it considers should be 
followed in deciding the tariffs paid by customer groups for specific services. It also 
identifies the amount of borrowing the Government will make available to the industry 
and the level of cross-subsidies between groups of customers it considers appropriate. 
 
Under the 2005 Act, the Commission determines charges within this policy framework. It 
has no remit to challenge the policy objectives.  
 
However, as the Scottish Government's objectives are defined as outcomes, there is 
scope to challenge the way that Scottish Water proposes to achieve these outcomes. In 
particular, there may be scope for the outcome to be delivered later in the regulatory 
control period or in a way that is different from the approach initially proposed by 
Scottish Water.   
 
After we publish our discussion papers in late 2013/early 2014, the Customer Forum 
may wish to explore, in discussion with the environmental and water quality regulators, 
how Scottish Water has decided what needs to be done in order to meet the objectives 
set out by the Scottish Government and the associated costs of this activity. 
Discussions may also extend to any customer priorities and preferences for expenditure 
beyond those mandated outcomes, as well as the cost challenge on those discretionary 
outcomes. 
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In order to assist these discussions I have provided more information about key areas 
that the Customer Forum may wish to consider, the notes and papers that will be 
provided by the Commission, and about the Strategic Review process itself. This 
information is set out in the following appendices to this letter:  
 
Appendix 1 outlines the key areas that the Customer Forum may wish to take into 
consideration during discussions with Scottish Water. To assist the Customer Forum we 
plan to produce detailed papers about each of these key areas. Appendix 1 also 
includes information about when we will publish these papers.  Our views on these key 
areas will be updated in the discussion papers that we will publish on Scottish Water’s 
Business Plan, and these will assist the Customer Forum in the process of reaching 
agreement with Scottish Water on its Business Plan. 
 
Appendix 2 provides an outline of the steps that we consider are most relevant for the 
work of the Customer Forum. 
 
Appendix 3 is the timeline of the Strategic Review of Charges process. 
 
This letter and appendices are intended to bring helpful clarity to the process and are 
not intended to limit the ability of the Forum to reasonably ask questions and seek 
justifications on matters they believe should be pursued in the customer interest as the 
process unfolds.  

We look forward to working with you and the other members of the Customer Forum to 
ensure that customers in Scotland continue to receive high-quality, value for money 
water and sewerage services. 
 
Yours sincerely 
 
 
 
Alan Sutherland 
Chief Executive 
 
Cc Douglas Millican, Scottish Water 
Trisha McAuley, Consumer Focus 
 

The Strategic Review of Charges 2015-21: The draft determination72



    

1 
 

Alan Sutherland 
Chief Executive 
Water Industry Commission for Scotland 
First Floor 
Moray House  
Forthside Way  
Stirling  
FK8 1QZ 
 
30th January 2014 
 
Dear Alan 
 
Minute of Agreement on Scottish Water Draft Business Plan 2015-2021 between the Customer 
Forum and Scottish Water – January 2014 
 
I write in my capacity as Chair of the Customer Forum and in formal response to your letter to me of 
15th October 2012 in which you invited the Customer Forum “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..”.  
!
That letter reflected priorities from the Scottish Government to the Commission set out in a letter of 13 
June 2012 which, inter alia, advised the Commission that in the Strategic Review of Water Charges: 
2015-21, “Ministers support the aspiration to increase and improve customer involvement in the setting 
of investment priorities to deliver the levels and quality of service they deserve for the charges they pay.  
They expect Scottish Water and its regulators to assist fully in the work of the Customer Forum.”  
 
I am pleased to be able to formally advise you that the Customer Forum and Scottish Water have 
reached agreement on the Scottish Water Business Plan for the period 2015-21. That agreement meets 
the terms of the remit given to us, and both the spirit and specific terms of the guidance set out in – 
Strategic Review of Charges 2015-21: Innovation and Choice. Further, the agreement fits within the 
parameters established through the 22 Information Notes issued by the Commission, and, I believe, 
meets Ministerial objectives as they have been set out to the Customer Forum. The agreement reached is 
represented by the attached Minute of Agreement and dated 30 January 2014 signed by myself and the 
Chief Executive of Scottish Water, setting out the modifications to the draft business plan published by 
Scottish Water on 30th October 2013. The Customer Forum considers the Minute of Agreement 
represents a positive outcome for customers which also allows Scottish Water to deliver continuing 
improvements in service in the coming period.  
 
While the formal position is as set out in the immediately preceding paragraph it may be helpful to the 
Commission to have a further description of the process through which agreement has been reached. 
What follows has been agreed as a fair representation of the matters covered, by Scottish Water. 
 
The Strategic Review of Charges 2015-21: Innovation and Choice, sought to establish an iterative 
process between Scottish Water and its customers, as represented by the Customer Forum. Over the 
period since the autumn of 2011 the Customer Forum and Scottish Water have met formally on some 27 
occasions (21 Full Forum, 6 Engagement Committee), in addition there have been briefings and a 
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number of informal liaison meetings between me as Chair of the Customer Forum and the Chief 
Executive of Scottish Water, and the Forum met the full Board of Scottish Water informally on one 
occasion and I have met informally with the Chair of Scottish Water on at least one occasion.  
Throughout the iterative process, as you are aware, I have made a point of keeping in touch with you as 
Chief Executive of the Commission in order to advise you of emerging issues and the desired direction 
of travel of the Forum, in order to ensure the Forum was not straying beyond any parameters set and that 
our considerations were appropriate. I have further met formally with Consumer Futures on two 
occasions, and further with them and all the sponsors of the Forum on at least another two occasions. I 
have sought to keep Scottish government officials regularly informed of progress on a similar basis to 
the discussions I have had with you. The Forum has participated in the formal quinti-partite meeting 
called by the Commission between all the relevant stakeholders to the process on the matter of the 
Scottish Water draft business plan.  
 
In addition, the Customer Forum has: discussed methods of approach with Prof. Stephen Littlechild and 
Harry Bush – both experienced in deeper customer engagement within regulatory settlements at the UK 
and international level; sought the formal help of the Independent Assessor on one occasion and sought 
advice on particular issues from him informally on a number of occasions; held bi-lateral discussions 
with each of the DWQR, SEPA, and Scottish Public Service Ombudsman office; briefed the relevant 
Parliamentary Committee Convener and Committee Clerk on Customer Forum objectives and activities 
on two occasions; briefed MSPs on one occasion; met with the Convention of Scottish Local Authorities 
on two occasions; met with the Innovation Panel appointed by the Commission on one occasion; and 
met with the serving Minister for Infrastructure on two occasions to brief them of Forum objectives and 
progress. I believe the significant liaison activities above have contributed to informing the Forum’s 
activities and in also keeping key stakeholders informed.  
 
The iterative process envisaged between Scottish Water and the Customer Forum has worked well and it 
has been conducted in a very constructive and professional manner, for which I give significant credit to 
Scottish Water, particularly as not all the messages we have been giving have been comfortable for them 
to receive. Scottish Water has almost invariably been represented at Finance Director or Chief Executive 
level in the discussions and the commitment of the Chief Executive and his Board to a serious dialogue 
with customers has been evident throughout. It is also apparent to us that the matters we have raised in 
discussions have been listened to and, where achievable, Scottish Water has actively sought to 
accommodate the Forum’s views and aspirations. 
 
As the relationship between the Customer Forum and Scottish Water has developed and strengthened 
over the period it is clear we have been on a journey of exploration involving a significant depth of 
engagement on a wide range of issues and as a consequence, potential initial approaches to issues we 
have explored and discussed have matured, evolved and developed, giving rise to the propositions 
Scottish Water made in their draft business plan. I believe it would be fair to characterise the 
engagement as one in which shared positions have emerged from a process involving, a company with a 
high degree of professional expertise and commitment to delivering ever improving customer services, 
and keen to actively seek out and hear to customer views, engaging with an ever more informed 
Customer Forum equally keen to assert customer interests and priorities in the price setting process. 
 
Further, I believe the ongoing role played by the Commission in the form the various inputs of staff, and 
principally by you as Chief Executive in helping bring Scottish Water and the Customer Forum towards 
a point of common agreement, has been crucial. 
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In consequence, the process of iterative discussions between the Customer Forum and Scottish Water 
allowed Scottish Water to come forward with a Draft Business Plan which they made clear attempted to 
be as close to `near final’ as they could achieve by the stage it was published. Indeed, the process 
established meant it was really not possible to come forward with anything other than a near final draft 
business plan, as all the components of the business plan had been visible and subject to detailed 
discussion throughout the process. There was very little in the Draft Business Plan which was not 
anticipated and there were a number of areas where the research findings and the input of the Customer 
Forum, and the willingness of Scottish Water to hear what the Customer Forum was saying, has resulted 
in an evolving emphasis and priority being given to important issues like sewer flooding, the question of 
the customers’ experience of water pressure and visible leakage, and price issues, for example. There 
has also been a welcome evolution of the central role customers can play in ongoing dialogue 
throughout a settlement period, and not just every time there is a price review. The draft business plan of 
course sits firmly within the framework of the longer term Strategic Projections produced and consulted 
on by Scottish Water and upon which the Customer Forum formally commented to Scottish Water. 
The process we have worked through with Scottish Water breaks down into what are five distinct 
phases, following the initial familiarisation of the Customer Forum with the company and its priorities 
and performance. 
 
Phase one involved significant customer research undertaken principally by Scottish Water, with input 
as to content and conduct from the Customer Forum. The Customer Forum also commissioned its own 
research specifically to explore affordability and willingness to pay issues.  Further the Customer Forum 
commissioned reports on the effects of the enduring difficult economic circumstances on household 
incomes, and advice on issues around the use of RPI and CPI as measures of inflation, from an 
independent academic source. In addition, the Customer Forum commissioned a report on the 
significant benefit and tax credit changes that have been being implemented, to understand their impact 
on household incomes. Most importantly, arising from the research undertaken by Scottish Water, the 
Customer Forum and Scottish Water formally agreed what that research was telling us about customer 
priorities for investment and customer service. That agreement is represented within the concluding 
report on the research in the publication `Listening to Our Customers’ published by Scottish Water. All 
of the research material referred to above is publicly available on the Scottish Water and Customer 
Forum websites.  
 
Phase two involved the Customer Forum receiving eight detailed Service Improvement Reports (SIRs), 
copies of which were made available to the Commission and relevant other regulators at the time. The 
SIRs were essentially reports on aspects of service and the need for expenditure which would form the 
detailed component parts of what would make up the core of the Scottish Water business plan. 
Importantly, each of the service improvement reports referred back to the customer research referred to 
above and the agreed priorities for investment arising, as one important part of the considerations, thus 
linking the customer research directly to the investment considerations.  Each SIR was the subject of 
detailed discussion between the Customer Forum and Scottish Water, typically for a couple of hours on 
each report. Where at the end of those discussions the Customer Forum still had outstanding questions 
or points to make, those were followed up briefly in writing and Scottish Water either reported back to 
the Forum on those matters, or they were accounted for in the evolving positions referred to above. One 
specific discussion concerned discretionary elements of potential spending which were worked through 
and specifically amended and agreed, and which then formed part of the draft business plan. 
 
The third phase concerned the work to publish the draft business plan and where the Forum was 
involved in discussions through seeing a draft draft plan. The draft business plan published, because of 
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the discussions referred to above, in effect, already contained a significant level of agreement already 
reached between the Customer Forum and Scottish Water through the iterative process. 
 
The fourth phase, subsequent to the publication of the draft business plan, involved the Customer Forum 
considering its response. As stated above, there were very few surprises in the plan because of the nature 
of the plan development process so, for example, the key investment priorities were as we had 
understood they would be following the discussion on the SIRs. The Forum regarded the plan as `near 
final’, but still capable of potential further improvement. The Forum set out for Scottish Water a 
detailed response to the plan, signalling areas in which it sought further discussion. These further `fields 
for engagement’ (below) became the agenda for the final phase: 
 
• Investment!levels!and!priorities!(resilience!issues)!
• Tramlines!
• Performance!measurement!
• Customer!engagement!
• Business!customers!
• Price!Promise!and!Guaranteed!Standards!of!Service!
• Communication!and!supply!pipes.!
• Customer!education!and!care.!
• Support!to!the!most!vulnerable!customers.!
• Framing!the!long!term!view!of!improved!customer!services.!
• Prices.!!
 
The fifth and final phase was slightly different in character to all the phases up to this point, taking the 
form of a negotiation on some matters of principle, and some of detail. The Customer Forum, as 
required by the terms of the agreement establishing it, had appointed members to an Engagement 
Committee, comprising myself and two other Customer Forum members. The Scottish Water members 
comprised the Chief Executive and two other senior colleagues. The Engagement Committee met on 
three separate occasions and for around 12 hours of very detailed discussion, to agree on issues and 
what has become the attached Minute of Agreement. It is important to stress that throughout the entirety 
of the process both parties have sought not to characterise the discussions as `win or lose’. Even in this 
negotiating phase, which benefited considerably in my view from the relationships built through the 
engagement over the preceding couple of years, the character was one of better understanding ambitions 
and perspectives, from which agreed positions emerged. 
 
As you are aware, the Engagement Committee met immediately at the conclusion of the last phase with 
you as Chief Executive of the Commission to set out where we had got to in our discussion and what we 
had concluded, and to ensure there was nothing that we had done or had failed to do that would require 
us to have further discussion.  
 
I believe the process that the Commission established for this price review, with the active support of 
the Scottish government and other key stakeholders, has given rise to a considerable empowerment of 
customer interests at the heart of the price setting process. That has been principally achieved by the 
invitation to the Customer Forum and Scottish Water to seek to agree the business plan, giving focus 
and real power to the process. I also believe the fact that the Customer Forum was independent of all the 
key stakeholders, and has no statutory powers in relation to Scottish Water, considerably facilitated the 
ability of both parties to openly share emerging thinking. The process established has also resulted in 
what appears earlier and more detailed consideration of a wide range of service improvement issues, and 
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transparency to customers and the Commission that would not have been so apparent in previous price 
review procedures. 
 
I have pleasure in now attaching for the consideration of the Commission the agreed position between 
customers, as represented by the Customer Forum, and Scottish Water, in the attached Minute of 
Agreement. The Customer Forum hopes the agreement provides the basis for the Commission’s 
considerations toward preparing the determination of charges and for Ministers to finalise the Principles 
of Charging and final Ministerial Objectives.  
 
 
Yours sincerely 
 
 
 
Peter J Peacock 
Chair 
Customer Forum 
 
 
 
 
 
 
 
!
 
 
 
!
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Financial	statements	and	key	financial	ratios
This appendix contains the forecast financial statements and key financial ratios of Scottish 
Water for the period 2015-21. These have been calculated using our financial model. These 
statements are presented in forecast outturn prices and are based on assumptions on future 
inflation, financing costs and levels of borrowing.

Financial statements
Regulatory	Profit	&	Loss	account

Description Units 2013-14 2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21

Turnover £m 1,067 1,078 1,100 1,123 1,161 1,187 1,213 1,240 

Operating expenditure £m -359 -372 -383 -395 -404 -413 -421 -432 

PPP costs (excluding lease 
repayment)

£m -139 -143 -147 -150 -153 -157 -161 -165 

Depreciation charges £m -250 -252 -255 -258 -260 -262 -265 -268 

Infrastructure capital 
maintenance charge

£m -102 -109 -118 -122 -125 -129 -132 -131 

Amortisation of 
deferred income

£m 1 1 1 1 1 1 1 1 

Operating	profit £m 217 203 198 200 220 228 235 246 

Profit or loss on disposal 
of fixed assets

£m 9 9 5 5 0 0 0 0 

Net interest receivable 
less payable 

£m -159 -164 -166 -169 -173 -176 -179 -183 

Profit	before	taxation	 £m 67 48 36 36 47 51 56 63 

Taxation – current £m 0 0 0 0 0 0 0 0 

Taxation – deferred £m -19 -10 -8 -7 -10 -11 -12 -13 

Profit	retained £m 48 38 29 28 37 41 44 50 
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Regulatory balance sheet

Description Units 2013-14 2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21

Assets and liabilities

Tangible assets £m 5,044 5,202 5,400 5,607 5,823 6,011 6,208 6,418 

PPP assets £m 390 383 364 345 326 306 287 268 

Third party 
contributions

£m -16 -15 -14 -13 -12 -11 -10 -8 

Working capital £m -297 -300 -300 -303 -303 -305 -306 -310 

Cash and cash equivalents £m 251 240 193 142 92 73 49 19 

Net operating assets £m 5,372 5,510 5,643 5,778 5,925 6,075 6,228 6,387 

Borrowings 
(excl. govt. loans)

£m -2 -1 -1 -1 -1 -1 -0 0 

Investment – other £m 35 35 35 35 35 35 35 35 

Total non-operating 
assets and liabilities

£m 33 34 34 34 34 34 34 35 

Provisions	for	liabilities	&	charges

Deferred tax provision £m -457 -467 -475 -482 -492 -503 -515 -528 

Post employment 
asset/(liabilities)

£m -191 -191 -191 -191 -191 -191 -191 -191 

Other provisions £m -10 -9 -4 -3 -3 -3 -3 -3 

Total provisions £m -658 -666 -669 -675 -685 -696 -708 -721 

Net assets employed £m 4,747 4,878 5,008 5,137 5,273 5,413 5,555 5,701 

Capital and reserves  

Government loans £m 3,353 3,463 3,583 3,703 3,823 3,943 4,064 4,184 

PFI debt/lease £m 399 382 363 344 323 302 279 256 

Retained earnings £m 1,053 1,090 1,119 1,147 1,184 1,225 1,269 1,319 

Pension surplus/(deficit) £m -191 -191 -191 -191 -191 -191 -191 -191 

Other reserves £m 133 133 133 133 133 133 133 133 

Total	capital	&	reserves £m 4,747 4,878 5,008 5,137 5,274 5,413 5,555 5,701 
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Regulatory	cash	flow

Description Units 2013-14 2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21

Regulatory income and expenditure

Turnover £m 1,067 1,078 1,100 1,123 1,161 1,187 1,213 1,240 

Operating expenditure £m -359 -372 -383 -395 -404 -413 -421 -432 

PPP costs 
(excluding lease repayment)

£m -139 -143 -147 -150 -153 -157 -161 -165 

Movement in 
working capital

£m 9.6 3.3 0.1 2.3 0.7 1.2 1.5 3.4 

Non-cash adjustment for 
retirement benefit obligations

£m -15 -3 -5 -1 0 0 0 0 

Taxation paid 
(ie current taxation)

£m 0 0 0 0 0 0 0 0 

Net	cash	flow	from 
operating activities 

£m 563 563 565 579 605 618 632 647 

Interest received £m 1 1 1 0 0 0 0 0 

Interest paid £m -159 -165 -167 -170 -173 -176 -179 -183 

PPP finance lease repayments £m -17 -18 -19 -20 -21 -22 -23 -24 

Net cash flow from 
returns on investment 
& servicing of finance

£m -174 -181 -185 -189 -193 -198 -202 -206 

Net cash flow before 
capital investment and 
maintenance charges

£m 388 382 380 390 411 421 431 441 

Capital	expenditure	and	financial	investment

Capital enhancement 
expenditure

£m -216 -235 -266 -270 -276 -246 -251 -255 

Capital maintenance 
expenditure

£m -276 -286 -298 -308 -318 -329 -340 -352 

Income from infrastructure 
charges and grants & 
contributions 

£m 12 8 11 11 12 14 15 16 

Disposal of fixed assets £m 12 10 6 6 1 1 1 1 

Net	cash	outflow 
from investing activities

£m -468 -503 -547 -562 -582 -560 -575 -590 

Net	cash	flow 
before	financing	

£m -79 -121 -167 -171 -170 -139 -144 -149 

Financing

New government loans £m 374 225 240 239 243 243 245 255 

Government loans repayments £m -289 -115 -120 -119 -123 -123 -125 -135 

Gilts reserve £m -74 -5 -2 -2 -2 -2 -3 -3 

Net cash inflow from financing £m 12 105 118 118 118 118 117 117 

Increase (decrease) in cash 
and cash equivalents

£m -68 -16 -49 -54 -53 -21 -26 -32 

Net	cash	flow £m 79 121 167 171 170 139 144 149 
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Key	financial	ratios
The three key financial ratios chosen as critical indices of Scottish Water’s financial position (as 
in our document, ‘Strategic Review of Charges 2015-21: Innovation and choice’) are adjusted 
cash interest cover 2, funds from operations to net debt, and gearing. This section sets the 
current forecasts of the three financial ratios as the middle line of their respective tramlines. 
The other tramlines have also been set with respect to these forecasts so that action can be 
taken if Scottish Water’s financial position varies over the period compared with the forecast 
position.

Adjusted cash interest cover 2
The calculation for the adjusted cash interest cover 2 ratio is as follows:

Adjusted Cash Interest Cover 2

=  Net Cash flow from Operating Activities – Tax + Interest Received – Capital Maintenance Charge
Interest Paid (Including PPP interest)

The following forecasts have been calculated using a three-year rolling average of the previous 
year, the current year and the next year.

Adjusted cash interest cover 2 2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21

Upper limit 1.87 1.86 1.85 1.87 1.88 1.87 1.87

Discussion line 1.72 1.71 1.70 1.72 1.73 1.72 1.72

Middle line 1.57 1.56 1.55 1.57 1.58 1.57 1.57

Warning line 1.42 1.41 1.40 1.42 1.43 1.42 1.42

Lower limit 1.27 1.26 1.25 1.27 1.28 1.27 1.27
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Funds from operations to net debt
The calculation for the funds from operations to net debt ratio is as follows:

FFO: Net Debt =  Net Cash flow from Operating Activities – Tax + Interest Received – Interest Paid
                                Net Debt + PPP Lease + Pensions surplus/(deficit)

The following forecasts have been calculated using a three-year rolling average of the previous 
year, the current year and the next year.

FFO : net debt 2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21

Upper limit 11.7% 11.6% 11.4% 11.4% 11.3% 11.3% 11.2%

Discussion line 11.1% 11.0% 10.8% 10.8% 10.7% 10.7% 10.6%

Middle line 10.5% 10.3% 10.2% 10.1% 10.1% 10.0% 10.0%

Warning line 9.8% 9.7% 9.5% 9.5% 9.4% 9.4% 9.3%

Lower limit 9.2% 9.1% 8.9% 8.9% 8.8% 8.8% 8.7%
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Gearing
The calculation for the gearing ratio is as follows:

Gearing =       Net Debt
  RCV

The following forecasts have been calculated using a three-year rolling average of the previous 
year, the current year and the next year.

Gearing 2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21

Upper limit 58.8% 58.2% 57.6% 56.6% 55.3% 53.9% 53.2%

Middle line 56.3% 55.7% 55.1% 54.1% 52.8% 51.4% 50.7%

Lower limit 53.8% 53.2% 52.6% 51.6% 50.3% 48.9% 48.2%
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Index linked debt adjustment
The Commission notes that Scottish Water’s financial ratios look artificially low due to not 
having access to any index linked debt. To adjust for this, it is assumed that 30% of Scottish 
Water’s debt has been refinanced by index linked debt. The impact of this adjustment on the 
financial strength is shown below.

Adjusted cash interest cover 2 (with index linked debt adjustment)

Adjusted cash interest cover 2 2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21

Upper limit 2.17 2.16 2.16 2.18 2.21 2.20 2.20

Discussion line 2.02 2.01 2.01 2.03 2.06 2.05 2.05

Middle line 1.87 1.86 1.86 1.88 1.91 1.90 1.90

Warning line 1.72 1.71 1.71 1.73 1.76 1.75 1.75

Lower limit 1.57 1.56 1.56 1.58 1.61 1.60 1.60
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Funds from operations to net debt (with index linked debt adjustment)

FFO : net debt 2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21

Upper limit 11.9% 11.7% 11.5% 11.3% 11.3% 11.1% 11.0%

Discussion line 11.2% 11.1% 10.8% 10.7% 10.6% 10.5% 10.4%

Middle line 10.6% 10.5% 10.2% 10.1% 10.0% 9.9% 9.8%

Warning line 10.0% 9.9% 9.6% 9.5% 9.4% 9.3% 9.2%

Lower limit 9.4% 9.2% 9.0% 8.8% 8.8% 8.6% 8.5%
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Gearing (with index linked adjustment)

Gearing 2014-15 2015-16 2016-17 2017-18 2018-19 2019-20 2020-21

Upper limit 62.2% 61.7% 61.5% 60.8% 59.8% 58.7% 58.1%

Middle line 59.7% 59.2% 59.0% 58.3% 57.3% 56.2% 55.6%

Lower limit 57.2% 56.7% 56.5% 55.8% 54.8% 53.7% 53.1%
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