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Auditor General for Scotland
The Auditor General for Scotland is the Parliament's watchdog for ensuring propriety and value for money in the spending of public funds.

He is responsible for investigating whether public spending bodies achieve the best possible value for money and adhere to the highest standards of financial management.

He is independent and not subject to the control of any member of the Scottish Executive or the Parliament.

The Auditor General is responsible for securing the audit of the Scottish Executive and most other public sector bodies except local authorities and fire and police boards.

The following bodies fall within the remit of the Auditor General:

• departments of the Scottish Executive eg, the Health Department

• executive agencies eg, the Prison Service, Historic Scotland

• NHS boards 

• further education colleges

• Scottish Water

• NDPBs and others eg, Scottish Enterprise.

Audit Scotland is a statutory body set up in April 2000 under the Public Finance and Accountability (Scotland) Act 2000. It provides services to the Auditor General for Scotland and the Accounts Commission. Together they ensure that the Scottish Executive and public sector bodies in Scotland are held to account for the proper, efficient and effective use of public funds. 


Key findings and conclusions

Scottish Water has made good progress in merging the three previous water authorities and in improving its efficiency and performance, but there is scope for more.

1. Scottish Water was established in April 2002 from a merger of the three previous water authorities. Its main functions are to provide clean water to 2.2 million households and 133,000 non-domestic, mainly business, properties in Scotland, and to treat their wastewater, such as waste from bathrooms and kitchen sinks. It is funded largely from charges to customers, and from borrowing approved by the 
Scottish ministers.

2. Scottish Water is the fourth-largest water services provider in the UK and one of the 20 largest businesses in Scotland. It has an annual turnover approaching £1 billion, and it has been estimated that its capital assets, such as water treatment works and sewer networks are worth £28.2 billion at full replacement cost.

3. In November 2002, the Auditor General published his report Overview of the 2001/02 water authority audits considering the 2001/02 audits of the three previous water authorities. The report identified issues arising from the merger which Scottish Water needed to address. It promised a further report on progress.

4. This report examines:

•  Scottish Water's progress since its establishment

•  how the Scottish water industry is regulated.

Key findings

5. Scottish Water has made good progress with the merger of the three previous water authorities and has developed robust corporate governance arrangements. It has responded to the Auditor General's Overview of the 2001/02 water authority audits report (Part 2).

6. The regulation of the Scottish water industry is complex. Recent changes to how it is regulated, which include replacing the Water Industry Commissioner for Scotland (WIC) by the Water Industry Commission, are intended to make it more effective and open to public scrutiny (Part 3). 

7. In its first three years, Scottish Water achieved its statutory financial targets and reduced its operating costs significantly. Scottish Water has made some progress in improving the efficiency of its capital investment programme to upgrade and replace its assets. It still faces significant challenges in delivering this programme to 2006 while achieving the efficiency savings demanded by the WIC (Part 3).

8. Scottish Water has met most of its own customer service performance measures, but the WIC considered that performance fell short of that recorded by water companies in England and Wales (Part 3).

9. The quality of Scotland's drinking and surface water is improving. Fewer samples fail relevant standards for drinking water quality and Scottish Water's investment in wastewater treatment works is helping to improve surface water quality, including the quality of bathing waters (Part 4).

Conclusions and recommendations

10. Overall, Scottish Water has established a sound basis for strategic planning, business planning and performance reporting, but there is still scope for improvement.

11. The regulation of the water industry in Scotland is complex. Robust regulation is appropriate for a public service monopoly, but those involved need to co-operate to ensure transparency and to minimise the regulatory costs. In particular, there is a need to develop a clearer understanding of how Scottish Water's core costs are attributed between different customer groups and services, and to ensure that Scottish Water submits accurate information to the Water Industry Commission. It is important that any customer service targets and performance indicators which the Water Industry Commission sets, provide a full picture of Scottish Water's performance so as to enhance regulatory transparency and provide clarity for stakeholders.

12. Scottish Water has made significant improvements in efficiency and performance, but there is scope for more. In particular, its capital programme is essential to deliver quality and efficiency improvements, but it will be challenging within the timescale set. Audit Scotland plans to undertake a study of this issue and will report before the end of 2006.

Part 1. Introduction

1.1 From the middle of the 19th century, after a number of epidemics of water-borne diseases such as typhus and cholera, supplying clean water became a public health priority. In the decades that followed, local councils and water trusts created over 200 water authorities to bring fresh water to the towns and cities of Scotland, and to remove wastewater and sewage.

1.2 Local authorities became statutorily responsible for providing adequate water supplies in 1946, and over the ensuing years there has been progressive consolidation of this public utility. This culminated in the creation of Scottish Water in April 2002 by merging the three water authorities which then existed. Scottish Water is now the single provider of water services to Scotland's five million population.

1.3 In November 2002, the Auditor General published his report Overview of the 2001/02 water authority audits, considering the 2001/02 audits of the three previous water authorities. The report identified issues arising from the merger which Scottish Water needed to address and promised a further report on progress.

1.4 The water industry is subject 
to regulation by a number of agencies. EC directives stipulate standards for drinking water quality and for discharges of treated sewage and trade effluent. National legislation sets out statutory responsibilities for regulating Scottish Water's economic and customer service performance and for promoting the interests of customers (Appendix 1). Scottish Water is also subject to environmental legislation, for example, relating to its treatment and disposal of sewage sludge and other waste. Exhibit 1 provides a summary of the regulatory framework as it existed during most of the life of this review and how the bodies concerned inter-related with ministers and Scottish Water. 

1.5 This report sets out the roles and responsibilities of the key agencies involved in the Scottish water industry, reviews the latest progress in integrating the three former water authorities and summarises Scottish Water's performance since it was established. In particular, the report describes how Scottish Water is regulated and reviews what regulators have said about Scottish Water's performance.

Part 2. Progress since the creation of Scottish Water

2.1 This part of the report covers progress since the creation of Scottish Water. It reviews:

• the establishment, aims  and accountability of Scottish Water

• Scottish Water's progress in merging the three previous water authorities and developing robust corporate governance arrangements

• Scottish Water's response to the Auditor General's Overview of the 2001/02 water authority audits.

Establishing Scottish Water 
2.2 Scottish Water was established in April 2002 as a 'public corporation of a trading nature'. As such, it is expected to behave as a commercial enterprise in that it should cover its costs from charges levied, but it has no shareholders and does not pay a dividend in the way that a private sector company would. The business, assets and liabilities of the former East of Scotland Water, North of Scotland Water and West of Scotland Water transferred to it on a going concern basis. The principal benefits anticipated from the creation of Scottish Water were to:

• make the Scottish water industry more efficient and competitive

• improve value for money as a result of economies of scale

• harmonise charges across Scotland. 1

2.3 Scottish Water is the fourth-largest water services provider in the UK and one of the 20 largest businesses in Scotland, with an annual turnover approaching £1 billion. Its functions are set out in legislation (Appendix 1). Its main role is providing wholesome water to about 2.2 million households and 133,000 business customers, and treating and disposing sewage and trade effluent. Scottish Water's main source of revenue is charges to customers but it can also borrow from the Scottish Consolidated Fund. 

2.4 The Scottish ministers are accountable to the Scottish Parliament for the functions of Scottish Water. A summary of the responsibilities and accountabilities of ministers, the Scottish Executive Environment and Rural Affairs Department and Scottish Water as they existed until the end of June 2005. 

2.5 The Scottish ministers' objective for Scottish Water is to create 'a modern, effective and publicly owned water and sewerage industry, unlocking efficiency gains for its owner and delivering the outputs agreed in the Quality and Standards II (Q&S II) process, within the agreed revenue cap at a fair price for all customers'. 2 Scottish Water has used this ministerial objective to set its own strategic objectives, actions and performance targets to be achieved by 2005/06.

Scottish Water's progress in merging the three previous water authorities
2.6 Scottish Water was faced with the task of integrating the staff and business systems of the three previous water authorities. It created a Transformation Programme to ensure that the merger was effective and to develop new ways of delivering services through 50 rationalisation and improvement projects. Thirty-two of the original projects are complete and a further 13 have been identified.

2.7 Staff numbers have been reduced from 5,648 in April 2002 to 3,756 by April 2005, and are expected to fall to 3,650 by 31 March 2006. Staff severance costs amounted to £84.8 million of the £183.6 million restructuring and transformation costs incurred by Scottish Water in its first three years.

2.8 Scottish Water's auditor has reported that it has developed robust corporate governance arrangements and has complied with the requirements of the Scottish Water (Corporate Governance) etc Directions 2002. The auditor considers that Scottish Water's financial stewardship is sound, with robust systems of internal control. 

Scottish Water's response to the Auditor General's Overview of the 2001/02 water authority audits report
2.9 The Auditor General's report Overview of the 2001/02 water authority audits identified issues arising from the merger of the three previous water authorities which Scottish Water needed to address. These included matters of financial and general control, such as asset maintenance planning, debt collection levels, the role of internal audit, and arrangements for managing risk and how the business is performing.

2.10 In the report on the 2002/03 audit of Scottish Water, the auditor concluded that Scottish Water had either addressed, or was in the process of addressing, the points raised by the Auditor General (Appendix 3). 

1. Scottish Parliament Transport and Environment Committee, 9th Report, 2001.
2. Building a Better Scotland: Spending Proposals 2003-3006: What the money buys, Scottish Executive, September 2002. The Quality and Standards II process refers to Scottish Water's current capital investment programme, which is discussed in more detail in Part 3 and Appendix 5. The revenue cap is the maximum amount of income which Scottish Water can annually generate from domestic and business customers. Until June 2005, the Scottish ministers were responsible for setting the revenue cap on the advice of the Water Industry Commissioner for Scotland. 

Part 3. The regulation and performance of Scottish Water

3.1 This part of the report covers: 

• the economic and customer service regulation of Scottish Water

• the results reported by the regulators.

Scottish Water's economic and customer service regulation 

3.2 The Water Industry Commissioner for Scotland (WIC) was established in 1999 and appointed by ministers who also directed the exercise of his functions. Under the Water Industry (Scotland) Act 2002, the WIC promoted the interests of Scottish Water's customers. As an non-departmental public body (NDPB), the WIC's office published annual reports and accounts which were laid in Parliament. 

3.3 The WIC's regulatory role was intended to ensure that Scottish Water did not operate inefficiently as a consequence of its monopoly position. Without economic regulation, customers could be exposed to high prices, poor service, or both. The WIC promoted customers' interests by:

• examining Scottish Water's costs and performance, setting targets to improve its efficiency and monitoring its performance

• reviewing and monitoring the quality of service provided by Scottish Water, and considering customers' complaints

• advising ministers, under Section 13 of the Water Industry Act 1999, on the amount of revenue that Scottish Water needed to provide a sustainable service to its customers and to fund its investment programme

• approving Scottish Water's annual charges to customers, taking into account revenue caps set 
by ministers.

Ministers accepted the WIC's recommendations on revenue caps for 2002-06
3.4 In October 2001, the WIC published his Strategic Review of Charges 2002-06. Ministers accepted the advice, which included:

• a revenue cap for each of the four years covered by the review, which reflected the Scottish Water efficiency savings the WIC considered achievable 

• harmonised water charges to all customers across Scotland by no later than 2005/06

• that Scottish Water should seek to develop tariffs that more broadly reflected the cost of the service provided.

3.5 The WIC identified revenue cap levels by benchmarking Scottish Water costs against those incurred by water companies in England and Wales. In the absence of an alternative provider in Scotland, 
the WIC adapted econometric models used by the Office of Water Services (Ofwat).

Scottish Water challenged some of the WIC's findings 
3.6 Ministers required Scottish Water to prepare a Strategic Business Plan by September 2002. A draft was prepared on time but not finalised until September 2003 because of Scottish Water's concern about aspects of the WIC's Strategic Review of Charges 2002-06. Following a review of these concerns requested by ministers, the WIC concluded that, in the light of updated information, minor changes could have been made to the Strategic Review but he did not propose to make any material changes to his recommendations concerning Scottish Water's revenue caps or efficiency targets. 

Recent developments in the economic regulation of Scottish Water 
3.7 As a result of the disagreements between Scottish Water and the WIC over the Strategic Review, 
the Scottish Executive brokered 'Terms of Understanding' between Scottish Water and the WIC in 2003. These took into account aspects of Scottish Water's financial position which were not known when the WIC conducted his Strategic Review of Charges 2002-06. They also included measures to foster better working relationships between the WIC and Scottish Water, such as the appointment of a Reporter to review and report on Scottish Water's information submissions to the WIC and its costings for its investment programme. The benefits expected from the Reporter included better information exchange, more effective regulation and increased regulatory transparency.

3.8 In April 2004, the Scottish Parliament's Finance Committee published a report of its inquiry into the water industry in Scotland. The report 3 included a number of recommendations about accountability arrangements within the water industry. In particular, the Finance Committee concluded that an improved structure and support for the WIC was needed to ensure independent regulation, and that requiring the WIC to formally respond to submissions made by the Water Customer Consultation Panels (WCCPs) would make the regulator more accountable and open to scrutiny.

3.9 In response, the Scottish Executive decided to replace the individual regulator with a board with collective responsibility for decision-making. The Scottish Executive considered that the new structure would recognise growing best practice on the structure of regulatory authorities and would enhance accountability and transparency. 4 As a result, the Water Services etc (Scotland) Act 2005 changed some roles and responsibilities within the Scottish water industry:

• The post of WIC was abolished on 30 June 2005 and replaced by a Water Industry Commission consisting of a board comprising a chair, four members and a chief executive. Ministers will continue to set the standards and objectives that Scottish Water should achieve. They will also decide on the principles of charging (for example, ministers may provide for reduced charges for particular groups of customers) but the Commission will be responsible for determining maximum charge limits within the principles set. 

• The Water Industry Commission will be accountable to the Competition Commission for its decisions on charging. The Water Services etc (Scotland) Act 2005 will also open the water industry in Scotland to retail competition in the non-domestic sector. Scottish Water will continue to have sole responsibility for physical treatment and distribution on the public networks but it will sell these services to either a retail entity, which it is to establish by April 2006, or to competitors. In turn, the retail entity or the competitors will sell water services to non-domestic customers. Competition will be administered by the Water Industry Commission through a system of licenses.

• The WCCPs' powers were expanded to enable them to make recommendations to the Commission, ministers, the Drinking Water Quality Regulator (DWQR), the Scottish Environment Protection Agency (SEPA) and Scottish Water, who must have regard to these recommendations.

• The responsibility to investigate customers' complaints not resolved by Scottish Water transferred from the WIC to the WCCPs. The convener's annual report must include reference to his complaints investigation work.

Scottish Water's performance and the results of economic regulation

3.10 The financial performance of Scottish Water is of direct importance to the people of Scotland. In 2004/05, for example, some 80% of Scottish Water's funding was generated from household and business customers.  The financial framework within which Scottish Water operated in its first three years required it to:

• cover its annual operating costs from charges to customers

• contain the amount of income it generates annually from customer charges to within maximum limits which are externally set. The cap is used, therefore, to control Scottish Water's overall expenditure

• finance its capital investment in new and replacement assets required to supply water and wastewater services - partly from income raised from charges and partly from borrowings

• Achieve operating and capital expenditure efficiency savings targets set by the WIC.

3.11 Under the Water Industry (Scotland) Act 2002, Scottish Water must ensure that, taking one year with another, its income is not less than sufficient to meet its expenditure. Any surpluses are expected to be reinvested in the business. Scottish Water achieved its financial targets in its first three years. In 2002/03, it generated a surplus before tax of £51.4 million on a turnover of £895.3 million. In 2003/04, its surplus rose to £87.8 million on a turnover of £958.3 million, and in 2004/05, the surplus before tax was £91.4 million on a turnover of £960.5 million. 

3.12 Scottish Water also stayed within the revenue caps set by ministers. 

3.13 Under the 2002 Act, Scottish Water is also required to stay within new borrowing limits contained within Budget Acts proposed by ministers and approved by the Scottish Parliament. Borrowing limits and the extent to which they can affect charges to customers was a central concern of the Scottish Parliament's Finance Committee report on the water industry in April 2004.

Borrowing has an important impact on Scottish Water's costs 
3.14 The annual financial performance of the three previous water authorities improved during the six years in which they existed. Taken together, in 1996/97, the three water authorities reported an annual operating deficit of £47 million on a turnover of £525 million. By 2001/02, however, performance had improved so that an annual surplus of £78 million was reported on a turnover of £865 million. Throughout this period, however, the water industry in Scotland spent considerably more than it received in customer charges. The excess expenditure, which largely arose from increased capital investment, was financed from borrowing. Between 1996/97 and 2001/02, the three water authorities' capital expenditure doubled to £441 million a year but their combined debt burden also doubled to £2.1 billion. 

3.15 When it was formed, Scottish Water inherited a debt burden of £2.1 billion. The WIC concluded in his Strategic Review of Charges 2002-06 that increased borrowing was not financially sustainable in the long term. Continued reliance on new borrowing to fund the gap between total expenditure and income from charges would result in excessive increases in future bills to fund the increased rate of borrowing. The WIC accepted that some increase in customers' charges was necessary, but he believed that it could be contained if Scottish Water improved its efficiency. The WIC used the example of the former North of Scotland Water Authority to show that unless some increase in charges was allowed, the level of borrowing would increase over time so that after 30 years the water authority would be faced with borrowing simply to pay interest charges on older loans.

Scottish Water is set efficiency targets by the WIC
3.16 The WIC's advice to ministers on the amount of revenue required by Scottish Water included 
three efficiency targets challenging Scottish Water to improve its performance and offer better value for money to its customers:

• Cut annual operating expenditure relative to 2000/01 by £63 million in 2002/03, rising to £136 million in 2005/06.
 
• Make additional annual efficiency savings in operating expenditure directly associated with the merger of the three previous water authorities of £28 million in 2002/03 rising to £39 million in 2005/06. The combined result of both these savings would reduce Scottish Water's annual operating expenditure to £265 million by 2005/06 on a like for like basis. 5

• Improve the efficiency of capital expenditure relative to 2000/01, by £71 million in 2002/03 rising 
to £207 million in 2005/06, giving a total efficiency saving target of £549 million over the four-year period.

3.17 In his Costs and Performance Report 2002/03, the WIC reported that Scottish Water reduced its base operating costs by £29.3 million (£37 million in real terms) to £351.2 million in 2002/03. This fell short of his expectations that base operating costs would reduce to £304.3 million during the year. Scottish Water has subsequently reduced operating costs by a further £70 million and is confident that it will be able to reach the final target of £265 million by 2005/06. The WIC accepted that this is Scottish Water's key target rather than the interim targets set for each of the years covered by the Strategic Review. The WIC also believed it likely that Scottish Water will achieve the target by 2005/06. 6  

3.18 In its Strategic Business Plan 2003-06, Scottish Water explained how it intended to achieve the WIC's efficiency savings target. Most of these savings were expected to come from significant reductions in its workforce allied to redesigning processes and systems, and investing in automation. About £23 million of savings were unidentified at that time because of the risks that cutting costs too quickly could affect service delivery, public health, environmental performance and health and safety. Scottish Water is now more confident that these risks are less likely to transpire in the period to March 2006.  

Scottish Water's capital investment programme has delivered efficiency improvements but, according to the WIC, not at the rate achieved by water companies in England and Wales 
3.19 Investment is necessary to improve and replace ageing assets to meet tighter standards for drinking water quality and wastewater treatment. Scottish Water is currently in the second of three planned capital investment programmes. The Quality and Standards I (Q&S I) programme saw £890 million invested between April 2000 and March 2002 by the three previous water authorities. Q&S II involves planned investment of £1.8 billion between April 2002 and March 2006. Q&S III is expected to result in the same rate of investment as Q&S II during April 2006 to March 2014. 

3.20 The WIC concluded in his Strategic Review of Charges 2002-06, that Scottish Water could substantially improve the efficiency of its capital expenditure by managing its strategic assets better, improving how it plans and appraises programmes through greater innovation and, in particular, by better procurement. He expected that efficiency savings should enable Scottish Water to deliver the Q&S II programme for £1.8 billion, representing a saving of approximately £500 million on the former water authorities' original 
cost projections.

3.21 The WIC concentrated his monitoring of capital expenditure efficiency on procurement efficiency because, in his view, this could be measured objectively on an annual basis. In 2002/03, he calculated 7  that Scottish Water improved its procurement efficiency by 5% in real terms. While welcoming this improvement, the WIC noted that water companies in England and Wales had made a 9% real improvement between April 2000 and March 2003. 

Scottish Water faces significant challenges in delivering its capital investment programme to 2006 
3.22 The WIC expressed concern at the rate of Scottish Water's investment. 8 Scottish Water is well on course to achieve its target to improve the percentage of properties whose wastewater receives secondary, or biological, sewage treatment to 93.3% by 2005/06. However, progress on repairing and replacing water mains and sewers was initially slower. Scottish Water invested £743 million in its first two years, but £143 million of this was associated with projects started by the three previous water authorities as part of the Q&S I programme. This left £1.2 billion still to be invested under the remaining two years of the Q&S II programme.

3.23 Scottish Water has subsequently improved its rate of progress with its investment programme and it considers that its water mains and sewer rehabilitation programme is now on track. Scottish Water believes that this improvement is the result of creating Scottish Water Solutions in September 2003. This is a joint venture with two private sector consortia specifically to deliver a significant proportion of the investment programme.

3.24 Scottish Water attributes much of the slow progress made in the first two years of the investment programme to the time taken to establish the joint venture and to other factors such as the time taken to agree the contents of the investment programme. While Scottish Water considers it will invest £1.8 billion in the four years to 2005/06, some of this investment will relate to projects uncompleted under the Q&S I programme and to new obligations which were not envisaged when the Q&S II programme was prepared. The WIC estimates that £253 million of Q&S II projects will remain to be completed at April 2006. 9 The main challenge Scottish Water faces in delivering as much as possible of the Q&S II investment programme by March 2006 relates to the requirement for local authority planning approval and SEPA wastewater discharge consents to be issued for some of the projects. 

3.25 The lower than anticipated level of capital expenditure partly explains why Scottish Water's borrowing has been lower than budgeted for. Scottish Water has, however, not lost this source of funding because it has been carried forward as part of the Scottish Executive's end year flexibility arrangements. This allows Scottish Water to better plan its investment with a view to maximising capital efficiency savings. 10

Scottish Water has harmonised charges across Scotland and some customers now pay more
3.26 Before Scottish Water was set up, customers paid different water charges in different parts of the country. In particular, customers of the North of Scotland Water Authority were paying much higher water charges than customers in the East and West. The WIC advised, in his Strategic Review of Charges 2002-06, that users in the same customer group should be paying the same water charges by no later than 2005/06. Ministers accepted this advice. 

3.27 Because the water industry is capital intensive, most of Scottish Water's operating costs are fixed, regardless of the volume of water used. Almost all domestic customers (99.94%) and nearly 50% of business customers pay fixed water charges, and the remaining business customers have their water usage measured through meters. Scottish Water harmonised charges for business customers in 2003/04 and for domestic customers in 2004/05. For the average customer previously served by the East and West of Scotland Water Authorities, charges harmonisation, and the requirement for additional revenue for capital investment, has contributed to their water bills rising faster than inflation. But for the average customer living in the North of Scotland, charges have fallen in real terms.

3.28 During 2004, the Scottish Executive consulted 11 on its proposals for water charges during the period 2006-10.

3.29 A consultants' report for the Scottish Executive, in February 2005, concluded that the complex nature of the water industry made it very difficult to allocate costs accurately between different customer groups but that, overall, business customers currently subsidised domestic customers by about £44 million per annum. The consultants recommended that a clearer understanding of Scottish Water's core costs and income should be developed to allow more transparent charging structures to be introduced.

The Water Industry Commission is expected to set Scottish Water's maximum charge limits for the next four years later in 2005 
3.30 In June of this year, the WIC published his draft Strategic Review for 2006/07 to 2009/10. It concludes that Scottish Water has made good progress in improving its efficiency and is likely to have reduced its annual operating costs by £145 million over the current review period. On that basis, the WIC proposed revenue caps for Scottish Water that rise from £982.7 million in 2006/07 to £1,018.2 million in 2009/10. The proposed increase in Scottish Water's revenue from customer charges is therefore less than the current rate of inflation, in keeping with the ministerial objective that average charge levels should remain stable in real terms during the review period. 12 If Scottish Water is able to sustain its efficiency improvements, the WIC expected that most household customers will see their water charges fall by 4% in real terms. 

3.31 The newly established Water Industry Commission will consider representations from Scottish Water and others on the draft Strategic Review. The consultation period ended in late September. The Water Industry Commission is now expected to announce Scottish Water's maximum charge limits for the four-year period.

Scottish Water's customer service regulation

3.32 The WIC analysed Scottish Water's customer service performance, using a methodology based on that developed by Ofwat to assess the performance of water companies in England and Wales. The WIC considered that Ofwat's approach to measuring customer service is well regarded in England and Wales and has led to significant improvements in customer service. The approach is used, for example, as a basis for awarding bonuses to water company management and by providers of loan finance as a means to assess performance. Scottish Water has also developed its own series of performance measures to assess customer service performance. In the WIC's view, Scottish Water's performance measures and targets do not include some areas of importance to customers, such as measures of leakage, water pressure and pollution incidents.

Scottish Water has met most of its own customer service performance measures but falls short of the performance of companies in England and Wales
3.33 Scottish Water measures how its customer services are performing over four areas - customer service, billing enquiries, asset management and debt collection. Scottish Water met five of its seven targets in 2002/03, seven of its ten targets in 2003/04 and nine of its ten targets in 2004/05.

3.34 The WIC's Customer Service Report 2002/03 compared Scottish Water's customer service performance against water companies in England and Wales using 19 customer service and asset performance measures. The methodology used allowed the WIC to calculate a single, overall performance score. The WIC calculated that Scottish Water's overall customer service performance score in 2002/03 was 38% of that of the worst performing water company in England and Wales and less than a quarter of the best performing company. Scottish Water compared reasonably well with water companies in England and Wales on a few individual performance measures, such as its response to written complaints within five days. However, its performance was often worse than the average for England and Wales and was sometimes the lowest.

3.35 The WIC considered that his approach provided a clear process for independent and objective measurement, and allowed meaningful comparison between Scottish Water's customer service performance and that of water companies in England and Wales. Scottish Water, however, considers that the WIC's comparisons did not put Scottish Water's customer service performance fully in context. For example, Scottish Water considers that: 

•  The asset performance comparison does not reflect the poor state of the water industry's assets in Scotland compared with England and Wales and the low levels of historic and effective investment. The WIC contends, however, that there is no evidence that Scotland's water assets are in any worse condition than those in England and Wales, or that investment has been lower in Scotland. 

• The scoring system used to calculate Scottish Water's overall performance assessment is based on a system where its performance is scored against the historical performance of English and Welsh water companies. Since Ofwat began regulating levels of service in 1989, water companies in England and Wales have more experience of focusing attention on the measures used in the overall performance assessment.

•  The performance measures used to calculate the overall performance assessment do not fully take into account areas where Scottish Water is performing relatively well. For example, Scottish Water gets no credit for answering complaints within five days because this performance measure does not form part of the overall performance assessment.

Scottish Water's Code of Practice sets out the standards of customer service to be expected, including compensation claims if these standards are not met
3.36 Scottish Water now has a Guaranteed Standards Scheme. It has published its Code of Practice for Customers informing customers of the services it provides and the standards they can expect. The Code provides details of how to contact Scottish Water, describes the water and wastewater services it provides, and sets out how to complain and the regulatory environment within which Scottish Water operates.

Water Customer Consultation Panels 
3.37 Five WCCPs were established under the Water Industry (Scotland) Act 2002 to represent the views and interests of Scottish Water's customers on a local basis. They publish reports on matters relevant to the interests of customers and make recommendations to the WIC who was required to have regard to the WCCPs' representations, reports and recommendations in exercising his own functions. 

3.38 Under the Water Services etc (Scotland) Act 2005, the powers of the WCCPs to make recommendations were expanded to include the Water Industry Commission, ministers, DWQR, SEPA and Scottish Water. The Convenor is now responsible for investigating customers' complaints not resolved by Scottish Water. WCCPs publish quarterly customer issues reports based on topics raised at their meetings or through correspondence from water customers. During 2003/04 (the latest year for which information is available), a total of 1,635 issues were raised, the most common topics being customer charges and the water network.


3. Scottish Parliament Finance Committee, 2nd Report, 2004 (Session 2), Report on Scottish Water, April 2004. Three members of the Finance Committee dissented from the Committee's report and produced their own report because of concerns that the WIC's advice contained in his Strategic Review of Charges 2002-06 had contributed to ministers setting revenue caps which were too high. See Appendix 4 for more details.
4. Scottish Executive Water Services etc. (Scotland) Bill: Policy Memorandum, June 2004.
5. The upper limit of operating costs was raised by £7 million to £265 million after 'Terms of Understanding' were agreed between Scottish Water and the WIC. See paragraph 3.7 on page 11 and Exhibit 7 on page 12. 
6. Our work in regulating the Scottish water industry: The scope for operating costs efficiency, Volume 4, WIC, October 2004.
7. Costs and Performance Report 2002/03, WIC, November 2003.
8. Investment and Asset Management Report 2002/03, WIC, April 2004.
9. Strategic Review of Charges 2006-10 Draft Determination, WIC, June 2005.
10. EYF is a financial system which allows the Scottish Executive and other arms-length bodies to carry forward any unspent resources from one year to the next.
11. Paying for Water Services 2006-10, Scottish Executive, July 2004.
12. The Principles to be Applied in Charging for Public Water and Sewerage Services in Scotland 2006-10, Scottish Executive, February 2005.

Part 4. The quality of Scotland's water

4.1 This part of the report covers the quality of Scotland's drinking and surface water.
 
The public water supply

4.2 The Drinking Water Quality Regulator (DWQR) was established under the Water Industry (Scotland) Act 2002 to regulate the supply of drinking water within a framework set by EC legislation. The DWQR is appointed by ministers and works independently of the Scottish Executive. He publishes an annual report to ministers on his activities.

4.3 The DWQR checks that Scottish Water complies with statutory standards for drinking water by inspecting and auditing Scottish Water's water treatment works and laboratories (where samples of drinking water are analysed). Some 93% of water supplies are derived from surface water sources, such as reservoirs, and the remainder come from groundwater sources. Scottish Water treats this water (by disinfection, filtration, etc) at around 360 treatment works before it reaches customers.

4.4 Under the Water (Scotland) Act 1980, Scottish Water must supply wholesome water. The Water Supply (Water Quality) (Scotland) Regulations 2001 define wholesomeness by setting standards for around 50 parameters. The Regulations also specify detailed requirements for samples taken at taps, reservoirs and water treatment works. 13 The DWQR monitors Scottish Water's performance against ten key parameters set out in the 2001 Regulations.

The quality of drinking water has improved since the 1990s 
4.5 The DWQR has reported that there has been a steady improvement in the microbiological quality of Scotland's drinking water since the early 1990s. 14 The number of coliform tests not meeting the standards at customers' taps in 2004 was approximately 7.7% of that recorded in 1991, the first full year in which the earlier Water Supply (Water Quality) (Scotland) 1990 Regulations were in operation. The DWQR attributes much of this improvement to Scottish Water's investment to refurbish service reservoirs and upgrade or replace smaller water treatment works.

4.6 The number of samples taken at customers' taps failing to meet the required standards for all parameters has also fallen since the 1990s. In 2004, 152,318 tests were carried out on samples taken from customers' taps and 879 (0.58%) of the tests failed to meet the relevant standard. While significant improvements have been made to the quality of drinking water in Scotland, the DWQR considers there is still room for improvement. In his 2004 annual report, the DWQR recorded that 28 incidents were reported during the year, 22 of which resulted in customers having to boil their water or being issued with bottled water. Many of these incidents were due to extreme weather conditions but the DWQR also pointed to Scottish Water's inadequate monitoring and warning systems as being factors in many of the events.

Scottish Water has acted to improve its compliance with regulatory testing requirements
4.7 In his 2003 annual report on drinking water quality, the DWQR noted that Scottish Water undertook 307,000 tests on water samples during the year which represented about 93% of its regulatory testing requirements. The DWQR considered that the missing results did not distort the overall picture of improving drinking water quality, but there was a clear expectation that Scottish Water should comply fully with the required sampling frequencies. The DWQR indicated in his annual report for 2004 that he was satisfied with Scottish Water's action to improve the organisation of its laboratory facilities and how water samples were collected and transported. 

Scotland's surface water

4.8 The Scottish Environment Protection Agency (SEPA) is an NDPB formed in 1996 with responsibility for environmental protection and improvement in Scotland. Ministers appoint SEPA's chair and non-executive directors, and may also give SEPA directions as to the exercise of its functions. SEPA's published annual reports are laid in Parliament.

4.9 SEPA's responsibilities are wide-ranging, but those relating to water are:

• meeting targets aimed at improving the quality of rivers, estuaries and coastal waters. Areas requiring improvement are addressed through action plans often involving SEPA, Scottish Water and other parties 15 

• ensuring that Scottish Water and other dischargers comply with statutory environmental protection standards through a licensing system involving the issue of legally binding consents to discharge 16

• monitoring compliance with discharge consent conditions through inspection and sampling 17 

• investigating pollution incidents, including, if necessary, reporting offenders to procurators fiscal for consideration of prosecution

• measuring river flows and providing advice to local authorities on potential flooding.

4.10 Scottish Water has a key role in contributing to the protection and improvement of Scottish rivers, estuaries and bathing waters by treating sewage and other wastewater before its discharge. If this is not done properly there may be a threat to human health.

The quality of Scotland's surface water is improving
4.11 SEPA classifies water into categories ranging from excellent to seriously polluted. In 1999, SEPA identified some 1,500 km of Scottish rivers, estuaries and coastal waters as poor or seriously polluted. SEPA's targets require a 20-45% reduction in the length of poor or seriously polluted waters to be achieved by the end of 2006 compared to 1999 (equivalent to 500 km). Based on its performance to date, SEPA considers it is on course to meet these targets. 18

4.12 SEPA also monitors the quality of all 60 Scottish beaches which have been designated bathing waters for compliance with EC directives. The number of bathing waters classed as excellent or good has increased since 1999. Only one of the four bathing waters which failed to meet EC standards in 2004 was attributable to Scottish water discharges. The results for the last two years are the best ever for Scottish bathing waters. 19 

Scottish Water's investment in wastewater treatment works (WWTWs) helps to improve surface water quality 
4.13 Scottish Water and SEPA see a strong correlation between recent improvements in surface water quality and the investment to upgrade and replace WWTWs and sewerage infrastructure. Scottish Water inherited 168 WWTWs which were either failing or at risk of failing their SEPA standards. It therefore aimed to reduce the number of failing works to 45 by March 2006 as part of the £480 million investment programme under Q&S II to improve sewer systems and WWTWs. Some of these projects have still to be completed. SEPA has assessed that Scottish Water's compliance with public sewage discharge consents has risen from a steady 88-89% in its first two years to 91% in 2004. 20 Better wastewater treatment over the last five years appears to have been a contributory factor in at least 25 bathing waters which have improved in quality. 21 

4.14 Nevertheless, sewage discharges remain the most important cause of poor water quality in Scotland. SEPA recently reported 22  that sewage discharges affect 78% of polluted rivers, 91% of polluted estuaries and 72% of polluted coastal waters. In February 2005, 23 ministers set targets to improve the water quality of a further 530km of rivers and coastal waters as part of the Q&S III investment programme 2006-14. Better surface water quality is expected to be delivered from further investment to improve the capacity and quality of sewage treatment works.

The impact of new building developments 
4.15 New housing and commercial development can result in a need for investment in new water and wastewater systems. Scottish Water has limited funds to expand the capacity of the network during the Q&S II programme and this has led to some developers proposing private solutions to water and sewage supply. SEPA regulates this type of expansion but it is concerned that the cumulative effect of such developments could impose a risk to the water environment.

4.16 In February 2005, as part of the Q&S III investment programme, ministers set Scottish Water an objective to provide sufficient strategic capacity to meet the requirements of all estimated new development. Scottish Water will now publish annual information on its network capacity and plans to develop it. From March 2006, Scottish Water will also monitor sewage works at risk of overload alongside SEPA's assessment of water courses to get an optimal view of where development could be allowed without the need for additional investment in wastewater treatment systems.

13. The 2001 Regulations replaced the Water Supply (Water Quality) (Scotland) Regulations 1990 with effect from 25 December 2003. The 2001 Regulations require a completely new sampling programme and imposed tighter standards for several parameters. The DWQR considered this made it difficult to draw direct comparisons between drinking water quality in 2004 and previous years. The 2004 results will provide a baseline against which water quality will be judged in future years.
14. Annual reports by the DWQR 2002 to 2004, Drinking Water Quality in Scotland.
15. For example, 3 Dee Vision is a project part-funded by Aberdeenshire Council, SEPA, Scottish Water, Scottish Natural Heritage, the Macaulay Institute and the University of Aberdeen, with contributions from the MacRobert trust and local communities. Its purpose is to introduce more sustainable land use around Tarland Burn, Loch Davan and Elrick Burn, which all flow into the River Dee. The project is part of a wider European drive to bring together communities and landowners with public agencies and researchers, to improve the quality of the water environment.
16. Many of SEPA's discharge consents for water are based on a two-tier format whereby a limited number of samples are allowed to exceed a lower limit, provided that upper limits are not breached. 
17. SEPA operates a risk-based approach to its inspection and sampling, resulting in about 700 of Scottish Water's consents being monitored by annual sampling. Scottish Water has more than 10,000 discharge consents but only about 2,000 of these involve continuous discharges from WWTWs. The rest apply to other discharges, for example, storm water overflows.
18. SEPA Annual Report and Accounts.
19. SEPA Annual Reports Scottish Bathing Waters.
20. Annual Report and Accounts 2002/03 and 2003/04, SEPA .
21. Scottish Bathing Waters 2004, SEPA, December 2004.
22. Pressures and Impacts on Scotland's Water Environment: Report and Consultation, SEPA, December 2004. The report is the first step in the Scottish Executive's implementation of EC Directive 60/2000/EC Water Framework Directive. 
23. Investing in Water Services: Objectives for 2006-2014, The Statement by the Scottish Executive, Scottish Executive, February 2005.

Appendix 1. Key legislation affecting the water industry in Scotland

1. Various legislation has shaped the Scottish water industry and its regulatory framework over the past decade. National legislation has also enacted a number of European Directives controlling drinking water quality and wastewater discharges in recent years. The following summarises the main legislation.

Sewerage (Scotland) Act 1968
Gives Scottish Water the duty to provide public sewers and to treat sewage. Also allows occupiers of trade premises to discharge into sewers or sewage treatment works with the consent of Scottish Water.

Water (Scotland) Act 1980
Provides ministers with the duty to promote the conservation of water resources and Scottish Water's provision of adequate water supplies. The Act also gave water suppliers the duty to provide a supply of wholesome water for domestic purposes (drinking, washing, cooking, central heating and sanitary purposes) and to provide water on reasonable terms and conditions to non-domestic customers when requested.

Environment Act 1995
Established SEPA, with duties which include the promotion of the cleanliness of rivers, other inland waters and ground waters in Scotland.

Water Industry Act 1999
Established the Water Industry Commissioner for Scotland (WIC), replacing the Customers Council. The Act gave the WIC the function of advising ministers about water and sewerage charges. Established three Water Industry Consultative Committees. 

Water Industry (Scotland) Act 2002
Established Scottish Water, replacing the three previous water authorities. The Act required Scottish Water to prepare annual reports, a customer standards code and a consultation code. Scottish Water's charges scheme was to be subject to approval by the WIC. Ministers were required to give Scottish Water directions as to both the exercise of its powers and how its affairs were to be managed and conducted. Scottish Water was also allowed to borrow from the Scottish ministers. 

Broadened the WIC's functions to allow him to investigate complaints by customers about Scottish Water. Ministers were enabled to give the WIC directions.

Established the DWQR with the general function of ensuring that Scottish Water fulfils its drinking water quality duties. The DWQR was given powers to issue enforcement and emergency notices and must produce an annual report. Ministers were enabled to give the DWQR directions.

Established the WCCPs to represent the views and interests of customers of Scottish Water. The Act enabled the WCCPs to publish reports and make recommendations to the WIC.

Water Environment and Water Services (Scotland) Act 2003
Provides for Directive 2000/60/EC of the European Parliament to be implemented, establishing a framework for water policy. The main points of the Directive were to prevent deterioration of surface and ground water, to achieve good surface and ground water status by 2015, to prevent or limit ground water pollutants, to comply with measures against hazardous substances and to achieve compliance with relevant standards for protected areas. Member states were required to put in place systems for managing their water environments. The Directive repealed and replaced older EC Directives and incorporated the Bathing Water, Nitrates and Urban Waste Water Treatment Directives (see below).

Defined the water environment and set out the duties of Scottish ministers and SEPA for protecting it. River basin areas were established and SEPA were required to produce management plans for each one by the end of 2004.

Clarified Scottish Water's role in new connections to the water and sewerage infrastructure.

Water Services etc (Scotland) Act 2005
Replaced the WIC with a body corporate, the Water Industry Commission for Scotland. The Commission is accountable to Scottish ministers. It is responsible for determining Scottish Water's charges based on objectives set by ministers and for setting its revenue cap.

Broadened the role of the WCCPs to include investigating complaints by customers of Scottish Water and to give them the power to make recommendations to Scottish Water, the Water Industry Commission, the DWQR, SEPA and Scottish ministers.

Made a series of provisions regarding water and sewerage services including the prohibition of common carriage and retail competition for households and the establishment of a licensing regime for retail competition for non-household premises.

2. The following provides the key legislative framework for measures designed to control the quality of the water environment and drinking water quality.

Control of Pollution Act 1974
Established controls over discharges of poisonous, noxious or polluting substances to controlled waters in Scotland. Discharges can only be made after authorisation from SEPA specifying the quality and quantity of effluent permitted.

Water (Scotland) Act 1980
Requires Scottish Water to supply wholesome water to any premises for domestic or food production purposes. Wholesomeness is defined by standards and other requirements set out in the Water Supply (Water Quality) (Scotland) Regulations 1990, implementing EC Directive 80/778/EEC. The Water Supply (Water Quality) (Scotland) Regulations 2001, implementing EC Directive 98/83/EEC replaced the 1990 Regulations with effect from 25 December 2003.

Bathing Water Quality Directive (76/160/EEC)
To protect the environment and public health by reducing the pollution of bathing water and to protect such water against further deterioration.

Dangerous Substances Directive (76/464/EEC)
Makes provisions for controlling substances which have a harmful effect on the acquatic environment.

Fresh Water Fisheries Directive (78/659/EEC)
Makes provisions for protecting and improving the quality of fresh water in order to support fish life.

Shellfish Water Directive (79/923/EEC)
To protect the quality of coastal and brackish waters which are designated for protection or improvement to support particular shellfish populations.

Drinking Water Quality Directives (80/778/EEC and 98/83/EEC)
Sets standards and sampling requirements for drinking water quality.

Urban Wastewater Treatment Directive (91/271/EEC)
To ensure that pollution levels in urban wastewater are kept below certain thresholds for discharges into controlled waters. Discharge consents issued by SEPA under the Control of Pollution Act must satisfy the requirements of the Directive.

Nitrates Directive (91/676/EEC)
To reduce water pollution caused or induced by nitrates from agricultural sources and to prevent further such pollution. 

Appendix 2. Scottish Water's Transformation Programme

1. Scottish Water established its Transformation Programme when it was formed in 2002. The initial Programme consisted of 50 individual projects grouped under six categories:

Asset management
• Performance Improvement Project - delivering change in productivity and performance in workflow management, customer experience, risk-based maintenance and a new asset operations structure.

• Performance Improvement Implementation (four operational areas).

• Asset Delivery - identifying suitable delivery partners, the development of a contract strategy and the handover of the capital programme.

• Asset Data Improvement - developing asset management performance indicators and development of asset performance data.

• Asset Planning - developing processes and standards, eg life cycle asset costing, 
risk management and network planning.

• Asset Risk Management - developing a range of risk management tools.

• Strategic Asset Planning - developing and implementing asset strategies for the main categories of assets.

• Engineering Services - developing a strategy and business plan for the future role of engineering services in the capital programme.

• Strategy for Developer Services - consolidating service levels to be provided by developer services.

• Investment Programme Review - reviewing the current capital programme and alignment with performance indicators and business objectives.

• Asset Specifications and Standards - developing standard specifications for equipment and materials.

Customer service
• Customer Management Centre - rationalising three customer service centres to a single location.

• Business Debt Management and Collection - improving internal processes for business billing and collection, including data cleansing.

• Revenue Maximisation - identifying opportunities to maximise business revenue.

• Household Billing and Collection - encouraging local authorities to improve debt collection levels.

• Business Billing System Rationalisation - examining existing billing systems with a view to moving to a common billing platform.

• Web Development - enabling customers to use the internet for enquiries, meter reading and paying bills.

• Develop Scottish Water Customer Database - developing the database to enhance customer knowledge so that accurate segmentation and profiling can take place.

• Rationalisation of Customer Information for Emergencies - electronic collection of all information on customers required during emergencies for use by emergency teams.

• Retail Partnering - did not proceed.

• Implementation of Scottish Water Code of Practice - harmonising service levels to be provided across Scotland through the development of the Code of practice for customers. This includes internal arrangements to ensure delivery against revised standards agreed with the WIC.

Human resources
• Compensation and Benefits - developing and implementing strategies for retention, pensions, attendance, disciplinary issues and grievances. Also the definition of terms and conditions.

• Training Strategy -- implementing competency framework and cost-effective training programmes for managers. 

• Values - how employees are expected to behave and should be treated.

• Internal Communications Strategy - activities to deliver internal communications to support the change programme.

• Organisation Design - managing the voluntary severance programme, career counselling, outplacement and retraining support and the resource pool.

• Digital Media - developing and implementing a digital media strategy to support internal communications, e-business and knowledge management.

• Quality Systems - developing and implementing quality systems for key business areas, eg process mapping through to full ISO accreditation.

• Health and Safety Scoping Project - developing a strategy and action plans for health and safety initiatives.

Finance
• Procurement: Sourcing Teams - establishing sourcing teams for the main spend groups, eg pipes, energy and chemicals.

• Business Critical Data - validating and developing a hierarchy for performance indicators to enable them to be cascaded to functional and team levels.

• Tariff Review - establishing the most appropriate tariff structures by reviewing existing tariff and cost structures. 

• Activity-Based Management - developing an understanding of costs of asset activities.

• Finance Systems - identifying the most appropriate systems for finance.

• Accounting Services - defining the most appropriate accounting services for the business.

• Procurement: Management Information Systems - developing an e-market trial for procurement and the integration of management information and systems to support the procurement strategy.

• Internal Service Level Agreements - implementing service level agreements between key providers and customers across the business.

• Principles, Policies and Procedures - preparing corporate policies and procedures for the Scottish Executive as required by Ministerial Directions.

Business services
• Rationalisation to a Single Platform - rationalising inherited technology to a single system.

• Fleet Utilisation - improving vehicle utilisation through better planning and control.

• Property Services - rationalising the use of property.

• Laboratory Rationalisation - considering the potential for laboratory rationalisation.

• Business Intelligence - creating an information environment to satisfy the needs of internal and external stakeholders.

• Business Continuity - developing a plan to ensure all key elements of the business continue to run during an emergency.

• Internal Consultancy: Efficiency - developing cross-business efficiency opportunities. Establishment of internal consultancy team.

• Information Strategy - defining the Information Strategy model.

• Dealing with the Euro - understanding the implications of a possible change of currency.

Commercial services
• Performance Improvement Implementation - for contracting.

• Contracting.

• Developing the Scottish Water Waste Management Business.

2. By September 2004, many of the original projects had been completed. Some new projects had been added to the Programme and there were 31 still to be completed:

Asset management 
• Operations Best Practice - scheduling of network tasks.

• Energy - identifying energy-efficient initiatives to reduce costs.

• Implementation South East - implementing the results of the Performance Improvement Project in assets operation area.

• Implementation South West - implementing the results of the Performance Improvement Project in assets operation area.

• Implementation North East - implementing the results of the Performance Improvement Project in assets operation area.

• Implementation North West - implementing the results of the Performance Improvement Project in assets operation area.

• Asset Data Improvement/Asset Information Management - developing asset management performance indicators and development of asset performance data. 

• Single-Man Choke Squads - changing from two to one-man operation of vehicles to clear choked drains, where appropriate.

• Works Operating Manuals - extending works operating manuals across the business. 
• Standby Generation - improving processes and practices associated with standby electricity generation equipment.

• Operations Management Centre - implementing planning and control of asset work requests.

• Asset Risk Management - developing a range of risk management tools.

Customer service
• Cost of Service - redesigning processes and systems for the customer contact centre.

• Household Billing and Collection - encouraging local authorities to improve debt collection levels.

• Code of Practice - harmonising service levels to be provided across Scotland through the development of the Code of practice for customers. This includes internal arrangements to ensure delivery against revised standards agreed with the WIC.

• Revenue Maximisation Phase 2 - programme to raise revenue from customers not currently being charged.

• Billing Service Improvements - delivering significant improvements to business billing services, eg statement billing and credit card payments.

• Customer Information for Emergencies - electronically collecting all information on customers required during emergencies for use by emergency teams.

• Web Development Phase 2 - integrating all websites onto a single portal framework.

Human resources
• Training Strategy - implementing competency framework and cost-effective training programmes for managers.

• Health and Safety Compliance - improving compliance rate by 5-10%, reducing accidents and introducing a behavioural safety programme.

Finance
• Finance Systems - identifying the most appropriate systems for Finance.

• Activity-Based Management - developing an understanding of costs of asset activities.

• Financial Control - defining the most appropriate accounting services for the business.

Business services
• IT - developing an IT model to meet future needs.

• Logistics - improving vehicle utilisation through better planning and control.

• Property Services - rationalising the use of property.

• Business Continuity - developing a plan to ensure all key elements of the business continue to run during an emergency.

• Freedom of Information (FOI) - establishing processes to support the FOI Act.

Cross business
• Promise to Resolution Phase 2 - focusing on improving business debt recovery, network recovery and establishing a centralised Developer Services Unit.

• Business Process Analysis and Optimisation - identifying process improvements and cross-business efficiencies.

Appendix 3. Issues arising from the Overview of the 2001/02 water authority audits report

1. The Auditor General's report, Overview of the 2001/02 water authority audits raised a number of specific issues, which are detailed below. The responses to the issues were recorded in the auditors' annual audit report to the board for 2002/03.

Appendix 4. Scottish Parliament Finance Committee report on the water industry, April 2004

1. One of the most important issues considered by the Scottish Parliament Finance Committee's review of the water industry in 2003 and 2004 was the extent to which Scottish Water's investment programme should be financed from borrowing or from increased charges. The Committee's report of April 2004 considered the way in which previous decisions regarding Scottish Water's borrowing provision were made. It concluded that there needed to be greater transparency in the process but rejected the hypothesis, advanced by economists who provided evidence to it, that there had been errors made by the Scottish Executive and the WIC in the financial settlement for Scottish Water. The economists considered this had led ministers to set Scottish Water borrowing limits which were too low, with the effect that a higher than desirable proportion of capital investment during April 2002 to March 2006 would be financed from increased customers' charges. 

2. Three members, however, dissented from the Finance Committee's report in this respect. They produced their own report which concluded that, as a result of the revenue caps which were set, Scottish Water's customers were likely to have to pay £300 million more than they needed to between April 2002 and March 2006.

3. The economists considered that the WIC's Strategic Review of Charges 2002-06 had used higher estimates for the depreciation of Scottish Water's assets than the Scottish Executive had used to determine Scottish Water's borrowing limits set out in annual budget documents. The consultants' main hypothesis was that the WIC had erroneously double counted infrastructure renewal expenditure - the amount Scottish Water annually spends on maintaining the operational capacity of the network which is both capitalised and charged as depreciation. The result was that the WIC's recommendations on revenue caps did not use all the borrowing allowed for by the Scottish Executive and hence water charges were higher than necessary. 

4. The Scottish Executive, in its evidence to the Finance Committee, contended that there was no error in the financial settlement for Scottish Water. It contended that both it and the WIC had treated correctly infrastructure renewal expenditure. While the WIC did not use all the borrowing that was available, this was because of concerns that Scottish Water's assets may have been in a worse condition than its information indicated. That is, if the revenue caps had already been set for the four years to 2005/06 and more expenditure than expected was necessary to bring the assets up to a suitable condition, it was prudent to have a borrowing reserve available to finance the increased expenditure. 

5. The Scottish Executive also maintained that ministers had, with the approval of the Scottish Parliament, made greater provision for borrowing than the WIC recommended because of doubts as to whether Scottish Water could achieve efficiency targets as quickly as expected by the WIC. 

6. Since the Finance Committee reported, the economists have restated their concerns about Scottish Water's borrowing limits. In its meeting of 28 June 2005, in response to an e-mail provided by the economists, the Finance Committee discussed whether it wished to reconsider the issue. The Committee decided to note the correspondence and view it as a matter colleagues on the Audit Committee can address, should they wish to do so.


Appendix 5. Quality and Standards investment programme

1. The Quality and Standards (Q&S) process is designed to set standards that the water industry is required to meet to protect the environment and to safeguard public health, allowing the WIC to assess the revenue requirements to fulfil this. The investment programme is necessary to improve and replace ageing assets to meet tighter standards for drinking water quality and wastewater treatment, much of which is driven by EC regulations. The process has so far consisted of two investment programmes with a third being planned. 

Q&S I

2. The first Q&S programme was drawn up to assist the WIC in setting his interim Strategic Review of Charges and covered the period April 2000 to March 2002. The programme set out the relevant standards of water quality and environmental protection expected of the previous water authorities, and anticipated how much expenditure would be required to meet those standards. Ministers set the initial programme at £740 million, excluding PFI schemes. The profile of that expenditure is shown below:

3. The WIC's interim Strategic Review of Charges recommended that a higher level of investment should be applied. Ministers therefore increased the investment programme by £150 million to £890 million. The WIC's Investment and Asset Management Report 2000-02 concluded that the previous three water authorities had spent £888 million on the Q&S I Programme during the period and it was therefore reasonable to assume that all of the obligations described in the Q&S I document had been delivered.

Q&S II

4. The second set of priorities for the Q&S programme were set out in August 2001 to inform the WIC's Strategic Review of Charges covering the period April 2002 to March 2006. Again, the required water standards and the estimated cost of meeting those standards were set out in the document. Following a consultation exercise, which presented three options on the level of investment, the Scottish Executive chose the central option to meet statutory deadlines for improving drinking water quality and sewage treatment, and to make some enhancements to assets, although only investing enough in the underground infrastructure to prevent further deterioration. Ministers considered the central option represented the best balance between environmental and public health needs and affordability for customers.

5. The Q&S II programme set out an estimated £2.3 billion worth of investment over the four years. This was later reduced to £1.8 billion by the WIC, who decided in his Strategic Review of Charges that Scottish Water could deliver the same outputs for less through improved efficiency. The Q&S II programme forecast that £1 billion investment would be incurred in the former West of Scotland Water Authority area, £530 million in the East and £810 million in the North. The table below shows how the original investment was split by type of service.

6. The Q&S II document gave broad details of the improvements in drinking water quality and environmental protection expected of the investment over the four-year period. The outputs were as follows:

7. In addition, the Q&S II investment was expected to reduce the number of properties across Scotland affected by low pressure and the number having potential to flood.

Q&S III

8. The Scottish Executive undertook consultation in 2004 on the nature and scale of the third part of the Q&S covering the period 2006-14. It is partly driven by legislative standards, as for the previous two parts of the programme, but the consultation paper also made it clear that there is, equally, a need to ensure that current assets continue to operate effectively and to ensure that water and wastewater networks can cope with new development in Scotland. Proposals on future investment needs were developed by a number of working groups involving different industry stakeholders under direction of a Project Board. Those involved included the DWQR and representatives from Scottish Water, the WIC's office, SEPA and the WCCPs, but also included bodies such as Communities Scotland, CoSLA and the Confederation of British Industry (Scotland).

9. In February 2005, the Deputy Minister for Environment and Rural Development announced the results of the consultation and the investment priorities. The essential objectives of Q&S III are to:

• improve the quality of 530km of rivers and coastal waters

• improve the drinking water quality for 1.5 million people in Scotland

• tackle development constraints by allowing an estimated 120,000 new homes and 4,000 hectares of land for commercial development to be connected to the public water networks

• take action on odour from 35 wastewater treatment works

• remove more than 1,100 homes from the risk of sewage flooding.

10. The Deputy Minister also announced objectives which he considered desirable to achieve, although with a lower priority than the objectives listed above. The new Water Industry Commission will decide the extent to which these objectives can be satisfied without compromising efficiency and charging objectives. The desirable objectives are to:

• improve the water quality of more Scottish rivers and coastal waters

• further reduce the risk associated with lead in drinking water

• improve water pressure for 6,000 properties

• improve standards of service in areas where assets do not perform as well.

Appendix 6. How customer service is regulated

1. The WIC calculated Scottish Water's overall customer service performance score using 11 key performance measures. The WIC excluded some of those used by Ofwat because they are not relevant to Scotland. 

2. Six of the performance measures were the same as those used by Scottish Water as customer service targets, but others, such as the percentage of tap water samples complying with water quality parameters, were also used. Each of these performance measures fell into one of four categories: water supply, sewerage service, customer service and environmental performance. 

3. Calculating how Scottish Water is performing overall entailed converting how it has performed against each measure into a score out of 50. This used information based on the historical performance of water companies in England and Wales. If a company performed below the range minimum it received the lowest score of five out of 50. The overall score was then calculated by adding the weighted score for each key performance measure. The weightings were 12:6:6:11 for water supply, sewerage service, customer service and environmental performance measures respectively. Ofwat assigned these weightings based on the importance that customers placed on each service. 

4. The WIC considered that his approach enabled Scottish Water's customer service performance to be compared with that of water companies in England and Wales on the same basis. 

Appendix 7. Key sources
1. Throughout this report, references are made to publications by Scottish Water, its regulators and other stakeholders in the water industry. The following table gives a list of the key sources that are used. The reports should be available from the bodies concerned, usually via their websites.

Scottish Water
•	Annual Reports and Accounts

•	Strategic Business Plan – 2003-06

•	Delivery Plan – 2004-06
	
	•	Developing Strategy – 2006-10
	
	•	Draft Business Plan – October 2004
	
	•	Water Quality Report 2003

Scottish Executive Environment and Rural Affairs Department
	•	SE Consultation: Quality and Services II
	
	•	SE Consultation: Investing in Water Services – 2006-14 The Quality & Standards III Project: 
A Consultation Paper
	
	•	SE Consultation: Paying for Water Services 2006-2010: A Consultation on the Principles of Charging for 
Water Services
	
	•	Statement by the Scottish Executive on Investing in Water Services: Objectives for 2006-14

Water Industry Commissioner for Scotland
	•	Annual Reports and Accounts
		
	•	Strategic Review of Charges 2002-06
	
	•	Our Work in Regulating the Scottish water industry – Volumes 1-6
	
	•	Costs and Performance Report – 2001/02
	
	•	Costs and Performance Report – 2002/03
	
	•	Investment and Asset Management Report – 2000-02
	
	•	Investment and Asset Management Report – 2002/03
	
	•	Customer Service Report 2001/02
	
	•	Customer Service Report 2002/03
	
	•	Cryptosporidium Report 2002
	
	•	Strategic Review of Charges 2006-10: The draft determination

Scottish Environment Protection Agency
	•	Annual Reports
	
	•	Scottish Bathing Waters Reports
	
	•	Corporate Plans
	
	•	The Future for Scotland’s Water – Guiding Principles on the Technical Requirements of the Water 
Framework Directive

Drinking Water Quality Regulator
	•	Drinking Water Quality in Scotland 2002
	
	•	Drinking Water Quality in Scotland 2003
	
	•	Drinking Water Quality in Scotland 2004
	
	•	Drinking Water Quality Regulator’s Report to the Minister for Environment and Rural Development Following the Alerts in Glasgow and Edinburgh in August 2002

Water Customer Consultation Panels
	•	Annual Reports and Accounts 
	
	•	Affordability of water charges for low-income households
	
	•	Panels’ comments and responses to documents issued by Scottish Water and to legislation
	
	•	Principles of charging for water and wastewater
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