ITEM No..........

AYRSHIRE JOINT STRUCTURE PLAN AND TRANSPORTATION COMMITTEE
3 SEPTEMBER 2004

Investing in Water Services 2006-2014 (the Quality and Standards |11 Project)
and Paying for Water Services 2006-2010: A Consultation on the Principles of
Charging for Water Services

PURPOSE OF REPORT

1 To advise the Committee of the current consultation exercise on the
development and funding of Scottish Water servicesin the period 2006 — 2014.

BACKGROUND

2 It is recognised there has been substantial under-investment in the water
industry for many years. Although major structural change has been put in
place, overall investment has been increased and annual operating charges
reduced there remains severe constraint in the supply of water services. This
under- investment in wastewater systems and water supply infrastructure is a
significant constraint on development, particularly in North and East Ayrshire.

3 Current Scottish Water investment programmes agreed by Government take
expenditure to 2006, and the Executive is nhow consulting on both the make-up
and funding priorities for expenditure for the next phase beyond 2006. The
eventual outcome will be the establishment of a prioritised, fully costed
investment programme for the industry for the period 2006-2014.

4 In order to explore future costs for that period a detailed examination of all
aspects of Scottish Water’s likely investment requirements has been undertaken.
Known as Quality and Standards (Q&S) 111, the results of this exercise are now
being consulted on by the Scottish Executive to seek views on the scale and
content of future investment. Because of the significant costs involved there is
a separate consultation on the approach for charging different customer groups.
Both consultations will eventually guide Ministers on the principles that the
Water Industry Commissioner will apply in setting limits on what Scottish
Water can charge for the provision of core services to the various customer
groups.



THE Q&S |11 PROCESS

5

Unlike Q& S 11 for Scottish Water expenditure 2002-2006, Q& S I11 has adopted
amuch more rigorous approach to both the process of developing potential
costs and in the level of external involvement. Scottish Water’s expenditure has
been broken down into key elements and internal/external working parties
established to identify in detail potential costings for the period 2006-2014. All
work is overseen by a Project Board. This current consultation is an initia
consideration of the conclusions reached by the various groups. Further
detailed work is considered necessary to refine the figures before Scottish
Ministers make their final decisions next year. Essentially, therefore, these
documents can be seen as work in progress and it is not yet clear whether there
will be a further round of consultation once the processisfinalised. Summaries
of both consultation documents can be found in Appendix 1.

INVESTING IN WATER SERVICES 2006-2014
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This consultation paper outlines the potential costs of the multiplicity of
investment requirements for the water industry and seeks views on the
principles behind the process and the prioritisation of the various categories.
The key elements of the costs are:

£ millions
Maintaining Service Standards 2,200-2,700
Extending Networks* 500-1,000
First Time Connections 460-800
Investing in the Environment 2,500-3,000
Drinking Water Quality 1,650-3,400
Other Customer Priorities 280

*This represents potential costs for servicing new development. The different
figures represent alternative funding scenarios.

The difficulty with the figuresis thereis likely to be considerable double
counting as one area of investment might conceivably cover severa different
requirements. As an example it might be that to maintain existing service
standards at a particular location would also build in improved environmental
standards and also allow for extension of a network with limited further costs.
In addition, without specialist technical knowledge it is difficult to comment
meaningfully on some of the categories.

There has been a considerable level of detail built into the analysis of each topic
area. As aresult there have been mgor increases in potentia costs from those
identified in Q&S 11. Anindication of the significance of the increased level of
expenditure deemed necessary isthat Q& S 11 is spending some £450 million per
annum on these investment subsets, the figures for Q&S 111 currently suggest in
excess of £1,000 million per annum will be required.



The consultation indicates the Executive cannot afford to invest in all these
issues and that hard choices will need to be made. Thereisaso an early
indication that spending on the water industry should remain at or about
equivalent levels attempted in Q&S 11, though there is an acceptance that
charges will inevitably need to rise.

THE AYRSHIRE CONTEXT
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Before commenting on specific aspects of the document it is useful to get a
perspective on the current level of constraint in Ayrshire. Figures from Scottish
Water show that almost 5000 housing units and 450 hectares of industrial land
have some form of service infrastructure constraint in the period 2003-2010.
The Committee will be aware of attempts made by Councils both individually
and jointly to argue for additioral resources for new development for areas
under stress. It isvital therefore in any future investment process that a
mechanism is found to deliver expansion/improvement of inadequate systems
where there is a pressing economic case and not simply where development
costs are lowest.

COMMENT ON INVESTING IN WATER SERVICES 2006-2014
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Although there are some 19 separate Consultation Points they resolve into
severa key points.

Prioritisation
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13

Logic suggests that to be effective there are three key stages in any analysis of
future investment priorities: first, to maintain the existing systems so they do not
deteriorate; second to address any future mandatory statutory requirements and
only after these elements are realised move on to other potential funding
options. Under normal circumstances thisis alogical progression that could be
supported. The dilemma in this instance is that the categories of Capital
Maintenance, Investing in the Environment and Drinking Water Quality
(covering the first and second points) takes up more than £6 billion — over 60%
of the total investment considered necessary between 2006-2014 and well in
excess of current total Q& S 11 figures for annual expenditure — leaving limited,
if any, funds for anything else.

If there is to be further work on reducing costs by working groups it should be
concentrated on these three areas, and the opportunity for cross subsidy between
these categories explored. Whilst the process of dealing with topics on an
individual basis was a useful first step, the scale of the funding overshoot
suggests a more rigorous appraisal process than currently envisaged. In this
regard the rather smplistic approach suggested in Consultation Points 1 and 2
are not sufficiently radical to challenge delivery of what are the real priorities.



Funding
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Almost 50% of the questions seek to ask about funding through a similar
question: should the element under consideration be paid for either by higher
charges or lower investment in other areas? The words “turkeys voting for
Christmas’” come to mind when seeking to answer these points! With potential
expenditure patterns way over any likely ability to fund, surely more radical
financial solutions must be sought, but there is no indication thisis the case.
The opportunity should therefore be taken by the Executive in the next stages of
the process to set up a specific working group to examine in detail alternative —
and novel — funding scenarios.

Accommodating New Development Needs
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The mechanism by which Scottish Water determines “reasonable cost” for both
new development and first time provision is due to change through forthcoming
regulations under the Water Environment and Water Services (Scotland) Act
2003. Who should pay, as well as the level of resource necessary, thus becomes
a key consideration for this specific issue, which of course is directly relevant to
strategic planning.

Having said that, the consultation recognises there are strong reasons to include
provision for this element in the investment programme, athough recognising
the difficulty this presents for the charge payer (see para.23 for a more detailed
examination of thisissue). It is particularly helpful, however, the investment
programme to 2014 is linked to the priorities for economic development and
arearegeneration set out in the National Planning Framework (NPF).

This should be strongly supported as being of considerable benefit to Ayrshire
as the NPF recognises parts of Ayrshire as a priority for both infrastructure
investment and as one of the nine economic development zones. It is expected,
therefore, that the relief of current constraints to development in Ayrshire
should be an early priority in the 2006-2014 period. It is suggested that now is
the right time for the Committee to mount a campaign in conjunction with
Councils and the Economic Forum to that effect - as agreed at the last
Committee.

As part of thisinvestment group assessment there is a concern the figure of £1
billion used for the release of all identified constraints is not accurate. Thereis
awide variation in the figures quoted for the number of houses to be built
during the period 2006-2014. Considerable time and effort was put into a
detailed process by all Councilsin Scotland to assess all development
opportunity in the period 2006-2014 resulting in the figure of a possible 230,000
housing units.

Thisis not considered an unreasonable figure as there has been a consistent
build rate of 25,000 houses per annum for some time (i.e. 200,000 housesin 8
years). Without going into detail the Executive has consistently sought to use a
lower figure of 120,000 based on what is considered to be a false assumption
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that only new households will occupy new buildings. If potentia costings are
based on this latter assumption — and it is not clear in the text — then the figure
of £1 billion (E500 million) would be an under-estimate.

Further clarification on this element will be sought from the Executive. Given
the work al pre-dated the publication of the NPF it may be more productive to
re-convene that specific working group with a specific remit to cost the
investment required to achieve the major elements of the National Planning
Framework, as well as issues relating to potential funding.

Finally in this section there is a specific question on who should fund modelling
work to inform the viability of strategic sitesin the planning process. Given
that data for the model will be derived from both local government and Scottish
Water, but that most strategic development is likely to be supported by inclusion
in the NPF, there is a strong case to be made for central funding with the costs
built into Scottish Water’s forward budget.

PAYING FOR WATER SERVICES 2006-2010
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This parallel consultation describes and seeks views on the standards and
objectives the Executive expects Scottish Water to meet in the period 2006-
2010, and the principles the Water Industry Commissioner will apply in setting
charge limits and in approving charges schemes put forward by Scottish Water
to pay for the achievement of these standards. Except in one instance, the 8
Consultation Points raised do not relate to either strategic planning or
trangportation and it is not intended to comment specifically in this committee
paper. It isassumed Councils will wish to take up avariety of points
independently.

Consultation Point 8, however relates to the question of how funding for the
expansion of public networks can be sourced. As noted in paras.15-21 thereisa
considerable issue in Scotland over the capacity of existing systems to support
new development, and a considerable investment cost is required to overcome
these constraints. Until now these costs have been borne mostly by the charge
payer, and under reasonable cost criteria there has even been a modest subsidy
to the developer. Under the Water Environment and Water Services Act
(Scotland) 2003 this subsidy is to be withdrawn and in this consultation further
costs are suggested to be passed on to the developer. This could potentially
have a bearing on whether a devel oper chooses to develop in one location rather
than another.

The Executive proposes that with the new investment programme a revised
funding structure should be put in place. Thiswould require existing customers
to fund existing service upgrades and fund strategic development costs of
extending the system. Additional capacity for specific loca development would
require to be funded by those seeking to advance the development. In practice
this aready happens with in certain circumstances as part of planning gain.
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Clearly the development industry is not happy about an additional cost burden,
as any additional costs would presumably be passed on to the consumer — most
often in the form of an increased house price for instance.

Clearly for a charge payer this is a more equitable solution as they will only pay
for services that directly affect them, rather than support future development in
areas where they would have no legitimate interest. But the change could
influence future development patterns as developers may well seek to offset
costs by seeking large areas of l1and to develop in order to spread the cost. It
may also impact disproportionately on rural areas, where housing devel opment
is generaly smaller in scale and the opportunity to broaden the cost base that
much less.

Until cost figures for specific locations are worked out it is aso difficult to be
precise as to whether the potential increase in costs will deter developers.
Certainly in marginal development areas, away from the “hot spots’ for instance
in the east of Scotland, levels of return on sales can be less, but it is unclear
whether this would be sufficient to deter development. It might be argued also
that Councils through their new borrowing powers might also support
development infrastructure costs in advance of development in order to
stimulate interest. Again this could benefit larger councils with more flexible
funding arrangements.

On balance, however, despite the uncertainty, it is accepted that devel opers
should in principle be expected to meet the cost of providing increased loca
capacity providing the process was closely monitored and that adequate steps
were put in place not to deter development in rural areas. 1t may be, howewer,
that the views of the development industry are sought before any conclusion to
this issue.

CONCLUSION
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The Scottish Executive consultation on Investing in Water Services 2006-2014
and Paying for Water Services 2006-2010 is essentially work in progress. The
first stage conclusions on setting the budget level for Scottish Water for a
considerable period. Further work is clearly necessary to apply a more rigorous
assessment to the process of defining costs and clarifying savings. Asit stands
the current potential budget is unsustainable against a background of no
substantial cost increase. There are aso elements of the investment packages
where alack of knowledge precludes comment. It isto be hoped the Executive
will continue to consult in the same way as has been the case until now.

As closing date for comment is not until 12 October it may be prudent, rather
than the Committee agree to this report as it stands, to give authority to the
structure plan manager to take soundings from the development industry and
discuss some of the broader issues with Councils and members of the Economic
Forum. Thereafter for authority to be given for a response based around the



principles established and supported in this paper to be prepared, and after final
consultation signed by a Chairs sub-Committee. It will also allow potential
input from the current round of COSLA consultation on development constraint.

30 Irrespective of the preceding paragraphs it is concluded that now is the correct
time to press the case for additional resources to invest in infrastructure capacity
in Ayrshire. Authority is sought for the structure plan manager to develop that
case for a future meeting.

RECOMMENDATION

31 The Committee are recommended:

(i) to approve the report as the basis on which comment will be made to the
Scottish Executive after further discussion with Councils, the
development industry and the Forum;

(i) toseek aChair's sub-Committee to finalise comment; and

(iii) to ask the structure plan manager to prepare a detailed case for additional
resources to be made available to Scottish Water to resolve the pressing
infrastructure capacity issues that are limiting development in major parts
of Ayrshire and agree an appropriate campaign.

lan Johnson
Manager
Ayrshire Joint Structure Plan and Transportation Committee

Person to Contact: |an Johnson - 01292 673767






In Chapter 5, the investment required to secure compliance with current and new
environmental standards is discussed. Investment in water quality and environmental
objectives is likely to be the largest single component in the proposed Quality and Standards
IIT investment programme. This is due in part to the legacy of under-investment in the
infrastructure and the growth over time in the number of legislative requirements, mainly
arising from European Directives, such as the Urban Waste Water Treatment Directive,
which provide for the protection and enhancement of our water environment (Annex B).

At the moment the indications are that meeting mandatory requirements could cost in the
region of £2,500 million over the next 8 year period. These are likely to focus on improving
our sewer systems, upgrading waste water treatment plants, and addressing other
environmental issues such as by-products of wastewater treatment e.g. sludge. The
requirement to demonstrate improvement towards the stricter guideline standards could add a
further £500 million over the next 8-year period. What is certain is that substantial
investment on improvement in the water environment will be required for many years to
come, for Quality and Standards I and beyond.

A good deal of work will be required to bring the total of these requirements within the
bounds of an affordable and deliverable programme for Quality and Standards III, as
proposed in Chapter 2. Key issues will be whether there are cheaper methods of delivering
compliance other than by investing in the water industry, as well as options for phasing and
prioritising the investment requirements.

Consultation point 10
What should the top environmental priorities be?

Consultation point 11
Should the inclusion of these priorities be paid for by a) higher charges or b) lower
investment in other areas?

Investment in meeting drinking water quality and water resources standards is outlined in
Chapter 6. Here investment is also driven largely by legislative requirements mainly arising
from European Directives (Annex B). In terms of drinking water quality, key requirements
are to meet mandatory lead and trihalomethane standards and compliance with the Scottish
Water Cryptosporidium Directions 2003. Other investment requirements include the need to
meet security and emergency provisions to protect the water supply from malicious or
accidental damage and the Water Framework Directive’s water resources provisions. An
estimate of meeting these requirements is in the region of £1,650 million for the period 2006-
2014.

Consultation point 12
What should the top drinking water quality and water resource priorities be?

Consultation point 13
Should the inclusion of these proprieties be paid for by a) higher charges or b) lower
investment in other areas?




Chapter 7 of the consultation discusses investment requirements for other priorities for the
customer including odour from wastewater treatment works, water pressure, and sewer
flooding. It seeks views on whether these issues should be included in the programme and
whether they should be funded by higher charges.

Consultation point 14
Do you think that the forthcoming investment programme should include provision for
odour control at wastewater treatment works?

Consultation point 15
If so, should the inclusion of such an element be paid for by a) higher charges or b)
lower investment in other areas?

Consultation point 16
Do you think that the forthcoming investment programme should include provision to
improve water pressure for those properties suffering from low water pressure?

Consultation point 17
If so, should the inclusion of such an element be paid for by a) higher charges or
b) lower investment in other areas?

Consultation point 18
Do you think that the forthcoming investment programme should include provision to
address sewer flooding in addition to that contained under capital maintenance?

Consultation point 19
If so, should the inclusion of such an element be paid for by a) higher charges or b)
lower investment in other areas?

Given the time period covered by this investment programme, inevitably there will be
uncertainties about the investment needs. Chapter 8 begins to set these out and outlines the
processes planned to manage this. Uncertainties arise around new European legislation; new
Scottish Executive policy, and unforeseen/unpredictable customer demands or investment
needs. The Executive has committed to establishing an appropriate review mechanism to
deal with such uncertainties.

The final chapter briefly reviews the process underway to formulate a new investment
programme for the water industry. It notes that while this consultation is based upon interim
assessments of costs which are likely to change, the scale of investment requirements
(particularly those driven by legislative requirements) will undoubtedly limit the scope for
public policy choices. Given this, action is underway to re-examine investment needs,
costing and technical options. However the chapter notes that there are already some clear
messages beginning to emerge. Firstly, it seems certain that significant investment will be
necessary in the water industry for many years to come on a scale at least equivalent to, and
perhaps larger, than has been attempted in Quality and Standards II. Secondly, while the
Executive will pay very careful attention to concerns about deliverability and affordability in
arriving at its final requirements for Quality and Standards III, the extent of the pressures is
such that water prices will, in all likelihood, have to rise to accommodate an increase in
investment.

The Executive has chosen to consult at this early stage in the development of the water
services investment programme to allow for wide engagement on the issues. We hope that
you will take this opportunity to comment and thereby influence the future of your water
services.




