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Reform in the Australian urban water sector: the
Productivity Commission Inquiry

The Productivity Commission is the Australian Government’s independent research and advisory body
on microeconomic reform, and on 13 April 2011 it released a draft inquiry report into the country’s
urban water sector. The study is being undertaken at the request of the Australian Federal
Government and is likely to serve as a broad road map for future reforms.l This Brief summarises the
Commission’s draft reform proposals and compares them to reform proposals for England & Wales.

Table 1: Comparison of proposed water sector reforms
England & Wales Australia
Currently Proposed reforms* Currently Proposed reforms
(Cave Review; Ofwat) (Productivity
Commission)
Ownership Private - Government-owned, Corporatisation of all water
generally corporatised utilities
(particularly in
metropolitan areas)

Structure Vertically Legal separation of Regional monopolies, but | Vertical separation of
integrated retail. Increased vertically separated into upstream water supply
regional threshold for mergers upstream water suppliers =~ function for all areas.
monopolies to be referred to the and retailer—distributors

Competition in Melbourne and
Commission. south-east Queensland.

Competition = Yardstick Retail competition, Some yardstick Competition ‘for the
competition, initially for business competition. market’ through more
provisions for using more than Competition “for the efficient sourcing of water.
inset 5ML/year. Facilitating market’ in South Possible yardstick
appointments access to infrastructure = Australia through competition for retailer—
and the water through ‘upstream contracts for long-term distributors.
supply licensing only’ licences and management, operation
regime better access pricing. and maintenance of

infrastructure.

Economic Retail RPI-X caps = Separate wholesale & Retail price caps based Retail price monitoring in

regulation Wholesale prices | retail price caps. Retail on a fixed charge with an | place of regulation.

regulated price regulation to be increasing block tariff Replacement of increasing
through the ‘cost = relaxed as competition = based on LRMC for the block pricing with a flat
principle’ develops volumetric charge. volumetric rate.

Notes: *The UK Government is planning to introduce a Water White Paper by Summer 2011 covering its proposals for reform
in England,2 whilst the Welsh Assembly Government has said that in Wales it “does not believe that the case has been made to
support either the separation of the retail and network businesses in the water sector or the benefits of further competition for

. 3
domestic customers”.
Source: London Economics

Australia is often regarded as a world leader in
the reform of water markets, but this
perception stems more from the introduction
of rural water markets than from the structure
of the urban water sector. The majority of
water use in Australia is in agriculture and it is

in this rural context that water markets have
been highly successful in improving allocative
efficiency. The urban water sector typically
has few links with rural markets and has more
in common with the water sector in the UK,
with water suppliers providing water to a

London Economics
April 2011

Lo oy




large number of business and household
customers.

Arrangements for the provision of water in
urban parts of Australia vary by state. The five
most populous states have all experienced
significant shortages of supply in recent years,
leading to reliance on outdoor use restrictions
to constrain demand, as well as a spate of
government-sanctioned investments in new
sources of supply (particularly desalination).

Key findings of the Productivity
Commission Inquiry Draft Report

1.

2.

There have been large costs from water
restrictions and new supply investments.

0 Water restrictions are estimated to
have cost in excess of a billion dollars
per year from the lost value of
consumption alone.

o Based on modelling for Melbourne and
Perth, inefficient supply augmentation
(mostly in desalination) could cost
these two cities between $3.1 and $4.2
billion over 20 years.

There is a compelling case for reform to
governance to address  conflicting
objectives through:

o clarifying  that the  overarching
objective for the sector is the provision
of water, wastewater and stormwater
services that maximise net benefits to
the community;

o ensuring that procurement, pricing and
regulatory frameworks are aligned with
the overarching objective and assigned
to the appropriate organisation. For
example, supply augmentation
decisions should be made by utilities
(particularly retailer—distributors)
rather than governments, as they are
ultimately responsible for water supply
and bear the consequences of
investment decisions;

o freeing up pricing of water by
encouraging retailers to have multiple
tariff offerings (including a ‘default’
tariff offering);

o ensuring all government-owned water
providers are fully corporatised.

3. There is no ‘one size fits all’ for structural

reform, so conclusions are packaged into a
range of ‘optional’ reforms that are
different for metropolitan centres and
sparsely populated regional urban areas.

o For large metropolitan urban water
systems (typically serving 200,000+
customers in one region with potential
for the development of multiple
alternative  water  sources), the
Commission found that:

— competition should be introduced
in upstream water supply and
wastewater treatment through
vertical separation of these
functions and procurement using
bilateral contracts;

— there is some case for horizontal
separation of retail-distribution
into geographic monopolies to
facilitate yardstick competition (as
has already occurred in
Melbourne and South-east
Queensland);

— there is insufficient evidence at
this time to conclude that a
competitive, decentralised urban
water market is feasible and
would have net benefits.

o Inregional areas, there is less scope for
contestability and so structural reforms
are, in general, about achieving
efficiency  gains  through  more
efficiently-scaled utilities.

4. Regulation of retail and wholesale prices of

water utilities should be replaced by light-
handed ‘price monitoring’, an approach
already used for major Australian airports.

o Government ownership of water and
wastewater assets across Australia is
expected to minimise the risk of misuse
of market power — and there is no
history of water utilities ‘gouging’
monopoly rents — so good governance
(such as transparency, performance
reporting and independent review) is
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advocated as an alternative to price
setting.

5. Current pricing is distorted by increasing
block tariffs. Increasing block tariffs lead to
inefficiencies and inequities. There are
substantial efficiency gains to be achieved
from moving to a flat volumetric retail
pricing structure.

6. A move to more location-specific pricing
(within water supplier areas) is likely to
lead to efficiency gains, especially where
there are large cost differences that are
easy to identify.

7. Artificial impediments (typically
government policy) to rural-urban trade in
water should be removed.

Comment

Table 1 shows a comparison of some of the
key features of reform proposals in Australia
with reform proposals for England and Wales.

Although the reform proposals in both
Australia and England & Wales suggest a move
towards more vertical separation, in many
other respects they could see the Australian
urban water sector heading in a different
direction to England & Wales. Whereas Ofwat
is likely to continue with price regulation of
natural monopoly infrastructure for the
foreseeable future, the Productivity
Commission recommends more light-handed
price monitoring by regulators. Movement
towards more ‘in the market’ competition in
England appears unlikely to be replicated in
Australia, where the reform proposals focus
more on greater use of ‘for the market’
competition.

The findings from this report will not
necessarily be implemented by governments
in Australia, as the Productivity Commission is
an advisory body and has no legislative or
administrative responsibilities. A move to
more light-handed regulation is likely to be
politically difficult, particularly at a time when
water prices are increasing rapidly to pay for
new infrastructure. And while it may be the
case that there has been no history of
government-owned water monopolies in
Australia extracting monopoly rents under

price setting, it does not necessarily follow
that the same will hold once price regulation
is abandoned.

The Commission has invited submissions in
response to its draft report and will complete
a final report by the end of August 2011,
which will be released publicly once it has
been tabled in Parliament.
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! Available from:

http://www.pc.gov.au/ data/assets/pdf file/0006/1077
45/urban-water-draft.pdf (Downloaded April 2011).

2 See:
http://www.defra.gov.uk/environment/quality/water/whi
tepaper/ (Downloaded April 2011)

3 See:
http://wales.gov.uk/docs/desh/publications/110208water
statement2011en.pdf (Downloaded April 2011)
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