Both customers and the environment will benefit from
competition in water services: the initial evidence from
Scotland

Introduction
On April 1 this year the Scottish water and sewerage market will be opened up to competition.
This will be the first time, anywhere in the world, that businesses will have been given the
opportunity to choose their retail supplier while remaining connected to a regional water and
sewerage infrastructure.
Many commentators have questioned whether this framework would benefit customers.
Our experience is that customers have already begun to benefit even prior to the full opening
of the market. This paper explains these benefits. It then outlines other potential (non-cost)
areas where customers may benefit.
In our view, the ability of a customer to choose supplier should encourage further innovation,
lower prices and lead to enhanced levels of customer service. We are encouraged by the
response of both the wholesaler, Scottish Water, and the new licensed retailers to the
opportunities of the new competition framework.
Ultimately, of course, it will be for the customer to decide what level of customer service he
wants to pay for. But these lower prices and improved levels of service should contribute to
the Scottish Government’s aim of improving the competiveness of the Scottish economy.

Background
There can be no question that the performance of the water industry in Great Britain has
improved greatly in the past twenty years. In England and Wales, the average company has
reduced its costs by 25-30% on a like for like basis since the privatisation of the water
industry in 1989. The industry has delivered record levels of investment in improving public
health and our environment. Customer service has also improved dramatically. For much of
the last twenty years, these improvements have been seen as reflecting the privatisation of
the industry south of the border and the success of regulation.
However, this improvement in performance is not now unique to the private sector. In just
the last 6 years, Scottish Water has reduced its costs on a similar basis by almost 40%1 .
The Scottish industry has also delivered record levels of investment, step function
improvements in compliance with ever more demanding environmental and public health
targets and much improved responsiveness to customers.
Scottish Water still does have scope to improve its efficiency. But given the recent successes
of Scottish Water, it is more difficult to ascribe these solely to the ownership arrangements2.
Most stakeholders could agree about the extent of the British industry’s improvement in its
performance. They could probably also agree that regulation (albeit an imperfect substitute
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The Scottish industry’s efficiency deteriorated in the second half of the 1990s
Indeed the statutory water only companies also made substantial improvements since 1989 despite having been in
private ownership much earlier.
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for competition) has played an important role, by setting realistic targets and allowing
appropriate incentives. But this is where the consensus may well end.
Scottish Water has now seen some of the benefits, which will accrue from the new
competition framework. Having previously expressed reservations, more recently, it has
supported the changes. In contrast, some companies south of the border have recently
suggested that there is a choice between the delivery of benefits to customers and the
environment and the introduction of competition3. There is a suggestion that, while
competition may benefit some customers, others will inevitably lose.
But this is an ill founded proposition. It confuses means and ends. Competition is not an end
in itself. The “ends” for the water and sewerage industry are improved value for money in the
water and sewerage services provided to customers, a better environment, further increases
in the industry’s contribution to public health and an improved response to those who wish to
connect the system for the first time.
The issue is not whether we should have some extra benefits or competition. It is for
Government to specify the required improvements in environmental or public health
performance. The issue is whether the introduction of competition will bring about these
benefits more cost – effectively.
It has also been suggested that there should be an onus on those who advocate competition
to demonstrate that it will be in the interests of customers and society in general4. This line
of argument is often reinforced with assertions that competition is inconsistent with
harmonised or averaged charges (those in the most remote rural areas would inevitably pay
more5) and that disconnection for non-payment6 would be essential. It is also argued that
even where an element of the industry could be made competitive (for example the retail
supply function), the contestable gross margin is too insignificant to make it worthwhile.
There is little consideration given to any potential non-financial benefits that may be realised
from pursuing retail or indeed other forms of competition. The paper returns to a discussion
of some of these potential benefits in its final section.
But this paper should start with the evidence available from Scotland: it is not aimed at those
who believe that competition is necessarily a good thing. It sets out how the costs of the
Scottish water industry are already lower than they would have been if the Commission had
simply to set prices for a monopoly business.
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This view is probably put most forcefully in Welsh Water’s recently-published paper “Market Competition in the
Water and Sewerage Industries in England and Wales; A Position paper by Dwr Cymru”. However, Yorkshire Water’s
Strategic Direction Statement for PR09 expresses similar views, as does West Hampshire’s Statement and that
submitted by Portsmouth Water.
4
with the implication that a competitive industry may be less environmentally friendly or less interested in public
health. See “Market Competition in the Water and Sewerage Industries in England and Wales; A Position paper by
Dwr Cymru”, also Northumbrian, Essex and Suffolk express similar concerns in their Strategic Direction Statement.
5
Some form of averaging (at least of the initial regulated tariffs) would be desirable both for political reasons and
because the transaction costs involved in supplying thousands of customers on the basis of negotiated tariffs would
be prohibitive. The issue of a sfatey net for customers is addressed later.
6
Disconnection for non-payment by households has never been allowed in Scotland. A ban on disconnecting
households in England and Wales was introduced by the Water Industry Act 1999
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The introduction of competition means that customers may now benefit immediately –
whereas, under regulation, these benefits could only have been passed, at the earliest, to
customers with a delay of four years7. Moreover, there could, of course, never be any
guarantee that these cost reductions would ever have been achieved.
It is, of course, unrealistic to predict the future with any certainty. In recent times, few
foresaw the future development of mobile telephony or the general use of personal
computers. But the introduction of competition is not such a case. The experience of the
energy industry is well-documented. This paper sets out, for the first time, clear evidence
from our experience of introducing a framework for competition to Scotland. There is no
obvious case not to begin to make progress.

Initial Lessons from Scotland
The Water Services etc. (Scotland) Act 2005 established a framework under which new water
and sewerage suppliers could seek a licence from the Water Industry Commission for
Scotland to offer retail services to non-household customers. It also required Scottish Water
to establish a separate entity, which had to meet the Commission’s licence requirements, to
continue to supply non-household customers.
Scottish Water’s new entity trades under the name “Business Stream”. All licensed retailers
will pre-pay wholesale charges and bear the credit risks of their customers. They will charge
their customers for the services that they provide- subject to a maximum price for a defined
minimum level of service8. Their gross retail margin (their retail selling price less the
wholesale charges that they pay) includes a higher cost of capital reflecting the estimated
risks of the retail function.
The market will open in April 2008. The Commission has already licensed three suppliers
(including Scottish Water’s Business Stream) and expects to license others before the market
opens.
Some customers have already concluded agreements to switch supplier from 1 April 2008.
Although it is still early days in the introduction of competition in Scotland, there is already
some important evidence available on the costs and benefits of introducing competition.
This paper outlines our experience in addressing five key issues:
• What is the impact of requiring the water and sewerage companies to separate activities
that could reasonably be made contestable?
• What are the costs of beginning to introduce competition?
• What is likely to happen to customers’ bills both in the short run and in the longer term?
• What safeguards can be put in place?
• What other benefits may result from the introduction of competition?
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The Commission has committed to introducing rolling incentives not wholly dissimilar to those introduced by Ofwat
in 1999.
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Separation
As a separate entity, it is clear that Business Stream has already managed to reduce its
working capital relative to our assumptions at the Review9 (from c. £90 million to c. £60
million), saving at least £2 million each year in financing costs. Its operating costs have also
reduced (our current estimate is by almost £6 million per year). This progress is likely to
continue as Business Stream moves to its own premises in the next couple of years.
Scottish Water’s wholesale business has also commented- against its initial expectationsthat it has begun to save money from the separation of Business Stream from its core
business. This cost saving is against a backdrop of a Strategic Review that allowed operating
costs to rise by around £1 million in 2007-08. For the purpose of this analysis we have
conservatively estimated that these savings amount to no more than this £1 million
annually10.
It may be argued that the savings, achieved by Scottish Water, would, or should, have been
achieved by a company in response to the regulator’s periodic price reviews11. But this would
be to flatter regulation and exaggerate its potential. It implies that regulators can understand
the detailed costs and activities of regulated businesses. This is, of course, wholly unrealistic,
and, if true, could lead to unwelcome micromanagement. What is undeniable is that the
separation has acted as a catalyst to allow the efficiencies to be identified now, rather than at
some undefined future date.
It may also be possible to argue that the savings identified in our analysis of the costs
incurred in Scotland could result from the requirement to separate activities rather than
from competition. We would agree that the additional clarity in responsibility and authority
are likely to bring benefits both in terms of the level of cost incurred and in the level of
service provided. Perhaps this could explain the initial savings achieved by the regulated
wholesale business of Scottish Water.
But it would also be possible to argue that Scottish Water is likely to be aware that its costs
will, in the future, be subject to scrutiny not just by the regulators but also by the new
retailers. It would have to consider both the implications of a lower baseline for costs at its
next price review and the pressures that will be exerted by the new retailers.

9

The retailers have to pre-pay Scottish Water. This increases the level of working capital in the retail business but
benefits the wholesaler. There is no net change in the industry’s overall level of working capital. The allowance in the
Strategic Review of Charges 2006-10 reflected Scottish Water’s overall working capital needs in the base year for the
Review.
10
This is a conservative value, clearly if Scottish Water is reporting costs have fallen, the value must be greater than
£1 million. Similarly, the Review allowed for a further £1 million increase in 2008-09 (£2 million cumulatively), that
we have not taken account of in the analysis.
11
There is evidence from our experience that this is not the case. Scottish Water was subject to economic regulation
from 2002-06 and there was no evidence of these savings being achieved. Subsequently, Scottish Water submitted
business plans and delivery plans for the 2006-10 period that made no reference to savings of the magnitude that
we have seen.
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The savings achieved by Business Stream would seem harder to ascribe to separation alone.
Indeed, if it were subject to regulation, rather than competition, Business Stream could have
argued that the separation had increased its costs and its need for working capital.12
Business Stream is now exposed to real competition, and can only expect to see its current
customer base decline13. Management must, therefore, focus on reducing costs to the
absolute minimum consistent with its chosen service levels. As such, the savings are
undoubtedly a result of the introduction of competition.
Costs of introducing competition
In its Strategic Review of Charges 2006-10, the Water Industry Commission allowed for
almost £15 million14 of one-off costs to be incurred by Scottish Water and its retail entity in
introducing the new competition framework. We also allowed for more than £3million
annually of new operating costs in 2007-08, rising to almost £7 million in 2008-09 (the costs
of market organisations, licence fees and the higher cost of the capital employed by
retailers).
Separately, the Commission will receive a total of £5 million in grants from the Scottish
Government to cover its costs in establishing the framework for competition (our salary,
legal and administrative costs). The total budgeted set-up and annual running costs are set
out in Table 1.

Table 1
Organisation

Set-up costs allowed for

Scottish Water
Business Stream
Water Industry Commission
Total

£8.3 million
£6.4 million
£5 million
£19.7 million

Annual additional costs
of new market framework
£2.3 million
£4.6 million
£015
£6.9 million16

Table 2 summarises the set-up costs actually incurred so far and an estimate of total
spending by the opening of the market.

12
It could have further asserted that the loss of synergies had had a very detrimental effect, (and indeed that savings
by the wholesale business were actually revenues misallocated to the wholesale business for activities, which were
the responsibility of the retail business). It seems likely therefore that both the initial, and any future, savings
achieved by Business Stream are a direct result of the new competition framework. Given that it does not have an
owner who seeks to maximise the level of dividends received, Business Stream would have had little incentive to
reveal the true level of the costs it needed to incur if it did not face at least the threat of competition and the
consequent loss of its customers.
13
Unless it seeks to enter new markets.
14
All figures in 2007-08 (current) prices.
15
Covered by levy costs included in those for Licensed Providers and Scottish Water.
16
The allowed for ongoing costs are for 2008-09. The total for 2007-08 is £3.4 million, which splits £2.3 million and
£1.1 million to Business Stream and Scottish Water respectively.
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Table 2
Organisation
Scottish Water
Business Stream
Water Industry Commission
Total

Set-up costs committed
to date17
£7.3 million
£0 million
£4.1 million
£11.4 million

Estimated set-up costs
now required
£10.7 million
£1.8 million
£5 million18
£17.5 million

Potential benefits in customers’ bills
We can compare Business Stream’s running costs with those allowed for in the Strategic
Review of Charges 2006-10. Table 3 summarises the Commission’s calculation of the retail
margin in its determination.

Table 319
Operating expenditure
Depreciation
Financing costs
Taxation
Total

Strategic Review
£24 million
£3 million
£9 million
£2 million
£38 million

Actual
£18 million
£1 million
£7 million
£2 million
£28 million

Difference
£6 million
£2 million
£2 million
£0 million
£10 million

Business Stream appears to have been able to reduce its operating costs relative to those
allowed for in the Final Determination by almost £8 million a year20. The levels of cost
allowed for was based on the actual costs that were being incurred in 2004-05 according to
the regulatory accounts submitted by Scottish Water. These costs were subject to the same
efficiency challenge21 as all Scottish Water’s other operating costs.
In our review, we allowed for £9.0 million to finance a little over £90 million of capital
(including working capital). In the event, Business Stream appears to require less than £7
million per annum to finance around £65 million of capital. In the main, this reduction in
annual costs has resulted from a greater focus by Business Stream on reducing the
outstanding amounts owed to it by customers.
Overall, the savings amount to a little more than 25% of the assumed retail margin. On the
assumption that 75% of these savings were passed to customers, bills could be expected to
be around 2% lower than the maximum level of retail tariffs allowed for in the Strategic
Review of Charges.

17

As at mid-year 2007-08.
We estimate that this included around £0.7 million of VAT that the Commission is unable to claim. Arguably, this
amount should reduce the costs incurred in the overall cost benefit calculation, given the source of the
Commission’s financing for this work. We have, however, included the full costs in our cost/benefit analysis.
19
“The Strategic Review of Charges 2006-10: The Final Determination”, Water Industry Commission for Scotland,
November 2005. Page 369, Table 35.33. Adjusted for inflation to 2007-08 prices.
20
Business Stream reports annual operating expenditure of around £18 million, compared to a Review allowance of
around £24 million. Its depreciation charge is around £2 million lower than we allowed for.
21
Including our assessment of any new costs that may arise.
18
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Given that we now know the set-up costs of retail separation and the annual savings are
beginning to be realised, we can also calculate the benefits of introducing competition.
This is summarised in Diagram 1.
Diagram 1
Summary assessment of annual cost saving from accounting separation
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The total savings made by Scottish Water and Business Stream are more than £4 million
greater than the additional new costs that we allowed for in setting prices22. Given that
around £17.5 million of set-up costs have been incurred, the pay back on the full cost of
introducing competition is therefore approximately 4 years.
If we consider only the costs that customers bear23, the payback to customers is less than
3 years.
Moreover, it is important to emphasise that this analysis cannot take account of any future
improvement in efficiency that will result from the exercise of choice by non-household
customers after market opening. It seems likely therefore that the actually realised payback
will be even lower
If competition were similarly extended to England and Wales, it is likely that further benefits
could accrue to customers in Scotland.
• The unit costs of serving customers across the UK could be lower (accessing economies
with scale and scope) This may lead to some consolidation amongst retail suppliers and
a further reduction in customers’ bills.
22
Annual savings of £4m a year have an annuitised value of over £50 million at the allowed for weighted average cost
of capital. This is £35 million greater than the total set-up costs
23
The Commission’s costs were financed from £5 million grant from government.
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• The Central Market Agency, which registers switching by customers and aggregates retail
information of services provided to create wholesale bills, could be developed to meet the
needs of an expanded pan-UK market.
It would seem likely that the unit cost per customer of both set-up and operation in England
and Wales would be much lower than the current level in Scotland. As such, a pan-UK- cost
benefit analysis should therefore be even more conclusive than the already quite compelling
evidence from Scotland.
Maintaining safeguards for customers
The Commission has required all non-specialist24 licensed suppliers to offer a “default” tariff.
This is the maximum price that a customer should pay for a defined level of service,
irrespective of where that business operates. The Commission set the level of the “default”
tariff at its Strategic Review of Charges 2006-10.
As such, no customer need be worse off as a result of the introduction of a competition
framework. Accordingly, none of the benefits, which we credit to the competition framework,
have come about as a result of a smaller group of customers becoming much worse off.
Combining the “default” tariffs with the single set of wholesale tariffs offered to all retailers
pushes many of the social and all the environmental obligations back into the network
business. However, the “default” tariff is, as its name suggests, simply a fall-back position. It
does not prevent separate agreements being reached between a supplier and its customer
with which both parties are happy. It acts to remove the risk that customers are
discriminated against unduly.
There is no reason why retail competition need necessarily lead to de-averaging of the
maximum tariffs that a customer could have to pay. Clearly, however, if the “default” level
was set too low, there could be only very limited opportunity for the choice of customers to
influence the price paid or level of service provided. In our case we set “default” tariffs based
on a regulated assessment of the costs that both Scottish Water and its retail entity were
likely to have to incur.

Other potential benefits
The costs/ benefit analysis outlined above does not include other potential financial and nonfinancial benefits that could accrue to customers.
Improved Billing
There may be future benefits to some customers in managing their water and sewerage
purchases. Customers with multiple sites and/ or multiple supply points at a single site may
be receiving a very large number of bills. Even assuming that these bills are correct, they
need to be processed and paid. This will lead the customer to incur additional (and perhaps

24
Holders of general licences- ie not any who may, in the future, become licensed only to pursue customers capable
of benefitting from departures under Section 29E of the water Services etc. (Scotland) Act.
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excessive) costs in addition to the price paid for the services received. It is also perhaps
worth noting that a retailer could probably reduce his own costs (as well as the customer’s)
by offering to aggregate at least some of the bills issued to the customer.
There may also be options to extend paperless billing, remote meter reading and similar
services. Most major companies are becoming increasingly keen to reduce their carbon
footprint and to emphasise their “green” credentials. It seems clear that these options are
likely not only to be more cost effective but also to be more environmentally friendly.
Environment-friendly initiatives
Increasing numbers of companies- not just the large bulk users of water services- are
interested in reducing their consumption of water. This is not just a response to cost
pressures but also to their desire to present a more environmentally friendly market
proposition to their customers. These same pressures apply equally on the wastewater side.
In England and Wales, companies have a licence condition to provide advice in improving the
efficiency of water use. In Scotland, Scottish Water has a duty to contribute to sustainable
development. However, providing such advice may reduce the short to medium run profit of
the company if the result is that capacity utilisation falls. There is an inherent conflict of
interest between that part of the traditional vertically integrated water business, which wants
to match the expectations of the customer and that which manages and operates the assets.
If the retail activity is separated, it is more likely that customers will receive appropriate
advice on water efficiency. In a competitive market, the retailer will not be concerned by the
wholesaler’s level of capacity utilisation (even if they are members of the same group of
companies25). At the same time, wee should expect the wholesaler to focus on finding ways to
improve capacity utilisation. In part, this could lead to a more targeted approach to the
management of both operations and maintenance investment. This, of course, would be
likely to benefit the wholesale business. The additional savings (net of any costs relating to
genuinely stranded assets26) could be passed back to customers at a subsequent price
control. We would also expect that the costs of capital of this business would be lower than
that which applied to the previously vertically integrated organisation.
We have also seen some evidence that competition may bring benefits to future and existing
customers in an unexpected way. Increasing the focus of the asset owner and operators on
capacity utilisation will likely lead them to identify more innovative and cost effective ways of
connecting new customers. They will no longer be able to take it for granted that the costs of
connection (as determined solely by the service provider) will be acceptable either to the
newly connecting customers, existing customers or to the retailers. This should reduce the
overall costs of the industry and benefit its customers. It may also lead to more initiatives to
recycle waste and drainage water and bring environmental benefits not just in lower
abstraction but also in lower energy use (resulting in both cost and carbon savings).

25

If there is an economic case to provide water efficiency advice, then it is likely that another company- not hindered
by area asset management concerns- would provide it. As such, the Group could be considered to be better off by
providing the advice and limiting the extent of the reduced profit resulting from lower capacity utilisation.
26
A company should, of course, write off any genuinely stranded asset taking an appropriate charge to its profit and
loss account.
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The new retail suppliers are likely to question both the timing and extent of the wholesaler’s
proposed capital expenditure. They will want to ensure that this expenditure is essential to
the desired improvements in customer service and environmental/public health
performance.
Responsiveness to customers
Historically water and sewerage companies have not been very pro-active in offering
differentiated and tailored services to their customers. They may have entered into
agreements to reduce prices and to offer limited additional services, but in many cases they
have fallen short of the level of service that a customer would have liked. In a non-competitive
market, low customer satisfaction and reduced or limited customer expectations (against
which that satisfaction is measured) are not a major problem. In a newly competitive market,
expectations are likely to rise and, even if delivery may initially fall short of these
expectations, there is a real competitive pressure for future improvement.
In a competitive market, the success of retailers is likely to depend, perhaps primarily, on
price. But it is also likely to depend on the quality of customer service that they provide.
Not all non-household customers (indeed probably not even a majority27) will benefit
immediately from large reductions in price or more tailored service or more aggregated bills.
In our view, there will still be many opportunities for a retailer to differentiate his service
offering from that of his rivals. Much of the success of Scottish and Southern Energy in
attracting and retaining energy customers has been built on providing particularly responsive
customer service together with some of the lowest prices available. There is little reason to
believe that this would not be repeated in competitive water and sewerage markets.
Lower wholesale charges
Retailers are likely to be able to identify other opportunities to bring benefits to their
customers and increase their profitability. In Scotland, the 2005 Act made specific provision28
for lower prices to be made available to end customers who did something to reduce the
costs incurred by the wholesaler. In principle, such opportunities (which will inevitably bring
benefits to customer, retailer and wholesaler) should be able to be realised even in the
absence of a specific legal framework. Even the limited structural separation that we have
implemented in Scotland may have created an opportunity to look further at other initiatives,
potentially including the trading of rights to abstract water.
We cannot know for certain how new entrants to the water and sewerage markets may bring
benefits to customers. Only the future will tell. If a customer is not happy with the offers
available from retailers, he could consider taking up a self-supply licence. This allows the
holder to buy at wholesale prices from Scottish Water.29
But the cost/benefit analysis in favour of introducing competition relies neither on these
unknowns nor on the additional benefits outlined above (about which we can have much
greater certainty).

27

By number if not by revenues contributed
Section 29E of the Water Services etc. (Scotland) Act 2005
29
They then, of course, forego the services provided by retailers.
28
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Industry Cost of Capital
Our discussions with potential market entrants suggest that, in time, separation of activities
may lead to greater specialisation both in how the industry delivers its service and how it is
financed. This may attract new investors to the water sector and ultimately lower the
industry’s cost of capital. Given the levels of investment that the industry requires on an
on-going basis, even a small such saving could have a material impact on the level of prices
paid by customers (a 0.1% reduction in the cost of capital may reduce average prices by
about 0.5%).

Conclusions
Competition is not an end in itself. The decision to pursue the introduction of a competition
framework should not therefore be posed as an alternative to environmental, public health or
other customer service improvements. The question is whether a competition framework will
be more or less efficient than the regulatory status quo in delivering the sort of
improvements that we all want to see from the water and sewerage industry.
There can be no question that regulation has contributed to a step function change in the
level of service provided and costs incurred by the water industry. However, the initial
evidence from Scotland strongly suggests that the new retail competition framework will
bring meaningful and direct benefits to customers that, at best, could only have been
achieved by regulation with a substantial time lag. These benefits are likely to be reflected in
lower bills and more tailored services being provided to customers. These services may allow
end customers to improve their environmental performance and reduce their carbon
footprint. There may also be a range of other defined improvements (aggregated bills, smart
metering) in services provided to customers.
Even if we disregard these improvements (and any others which may develop in the future) in
the overall level of service provided to customers, the evidence from Scotland shows clearly
that there is likely to be a positive net benefit from the introduction of competition. This
benefit will contribute to improving the competitiveness of Scottish businesses.
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