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Framework for reform
	Key points

	· There is a compelling case for reforming the urban water sector.
· The overall objectives for urban water reform should be to ensure the delivery of water, wastewater and stormwater services in an economically efficient manner so as to maximise net benefits to the community.

· Analysis of the scope to achieve efficiency gains suggests that the lower‑level objectives for reform should be to:

· achieve water security at lowest expected cost

· give water users greater choice
· maintain adequate protection of public health
· directly target environmental outcomes
· promote affordability and consumer protection efficiently

· reduce the cost of regulation
· remove impediments to integration of the water cycle

· introduce greater competition and promote innovation where cost effective 
· exploit economies of scale more fully, particularly in non-metropolitan New South Wales and Queensland.

· The policy and other recommendations made earlier in this report, if implemented, would go some way to achieving some of the above reform objectives.
· Beyond this there is a need to consider institutional, governance, regulatory and structural reform tools (as is done in subsequent chapters).
· The Commission’s preferred approach to reform is to adopt a portfolio manager model, under which the responsibility for achieving water security is assigned to a central body. This approach will lead to more certain outcomes than the alternative of creating a competitive market and devolving responsibility to consumers.

	

	


In the Commission’s view the analysis of the scope for efficiency gains presented in chapters 5 to 8 of this report makes a compelling case for reforming the urban water sector. To realise these gains governments should firstly:

· set clear objectives for the sector 

· ensure that government policies are consistent with these objectives in the following areas that significantly impact on service provision and resource allocation:
· public health

· environment

· service delivery of potable water, non‑potable water, wastewater and stormwater services
· water property rights across the water cycle.
Recommendations and guidance on these issues are contained in earlier chapters. The remainder of this report focuses on:
· identifying specific reform objectives

· putting in place best practice institutional, regulatory and governance arrangements for:

· public health regulation

· environmental regulation

· economic regulation

· service delivery of potable water, non‑potable water, wastewater and stormwater services

· assessing the case for structural reforms to achieve benefits through increased competition and other means

· reform implementation and monitoring.
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Objectives for reform
The primary objective for urban water reform should be to provide water, wastewater and stormwater services in an economically efficient manner so as to maximise net benefits to the community (chapter 3). The analysis in chapters 5 to 8 of this report identifies the types of efficiency gains that are possible, and where feasible quantifies them. The following summarises the most important types of gains. These can be thought of as lower‑level objectives for reform. 
Achieving water security at lowest expected cost
The largest efficiency gains are likely to be from improving the coordination of supply and demand, particularly through making better supply augmentation decisions and more efficient allocation of water resources. This requires:
· the removal of government subsidies and policy bans that distort decisions

· considering supply augmentation and demand management options (including more flexible pricing) together
· considering the costs and benefits of all supply augmentation options 
· taking a real options (or adaptive management) approach.
Given community sensitivities about the health, environmental and cost characteristics of some augmentation options, it is critical that adequate information (including costs, benefits and risks) be provided to consumers and that consumers be consulted prior to major decisions being made. 

In addition, many urban water systems are becoming more complex and this increases the importance of decisions about which supply sources to operate at any one time.
Giving water users greater choice

Consumers frequently face restrictions governing when they can use water and what they can use it for. In many areas water restrictions have been in place for most of the last decade. More recently, as dam levels have risen, temporary restrictions have often given way to ‘permanent water saving measures’. The community’s willingness to accept restrictions has been admirable, but reliance on this goodwill has deprived many households of their preferred choices.
With restrictions in place, hundreds of thousands of households sought to maintain outdoor watering by installing their own rainwater tanks and/or greywater systems. Many gardens have been substantially modified to require less water. In many cases, the cost to the community of these responses greatly exceeds the cost that would have been incurred if alternate approaches to maintaining water security had been used (such as more flexible pricing, and timely and appropriately scaled augmentation of the reticulated water supply system). Many of those without tanks (perhaps because they could not afford the large capital cost of installation) have had to do without water they would have willingly paid for.
Consumer choices are constrained in the name of water efficiency/conservation in various other ways as well. Appliances that fully informed people may have chosen to buy have been banned because they have been deemed to be not sufficiently water efficient. Those wanting to fill their swimming pool with around $100 worth of water may find that they are required to firstly purchase a pool cover and obtain a permit. Information provided to consumers can also overstate the benefits of water efficiency and conservation and lead to poorly informed choices.
As demonstrated in chapter 7, restrictions and other constraints place unnecessary costs on the community that are substantial. 

There is more to giving consumers greater choice than removing restrictions and mandatory water efficiency measures. Urban water services are generally provided by regional monopolies and so currently consumers have no choice but to live with the decisions made by their provider (and decisions imposed on their provider by regulators and governments). Because of this there may be a case for consumer representatives to have a formal role in policy/regulatory decisions, and the pricing and procurement decisions of utilities. Allowing water utilities to develop multiple service offerings is a further means for allowing greater consumer choice.
Maintaining adequate protection of public health

Australia’s urban water sector generally performs well in protecting public health, although improvements are needed in some regional areas. The task of protecting public health, however, is becoming more complex as supply sources are diversified and increasingly complex treatment systems are introduced (PWC 2011). In addition, reforms that introduce new institutional arrangements and new market participants can place stress on the existing arrangements for managing health risks. Given the importance of the urban water sectors role in protecting public health, it is essential that adequate protection of public health is maintained and improvements made where needed. 
Directly targeting environmental outcomes

Measures to increase water conservation, reuse and recycling are often implemented on the premise that they will improve environmental outcomes. In reality, the relationship between these measures and environmental outcomes is indirect and uncertain. What are needed instead are policies that directly target identified environmental problems in an efficient way. Changing focus in this way would allow the objectives of the National Strategy for Ecologically Sustainable Development to be more fully realised.
For example, subsidising water recycling so as to reduce river extractions and improve the health of riverine ecosystems may or may not produce an environmental benefit. It may simply result in dam levels being a bit higher than otherwise or reduce the amount of rural–urban trade. A preferable approach would be for governments to ensure that environmental flows, wastewater discharge standards and standards for stormwater management are calibrated to maintain valued ecosystems in a healthy state in a cost‑effective manner.
In some cases doing this will make water recycling projects viable and so they become part of the solution. The message is that rather than mandating water recycling in the hope that this will improve environmental outcomes, these outcomes should be directly targeted and recycling schemes be allowed to emerge where they can contribute cost effectively.
Promoting affordability and consumer protection efficiently

There are various arrangements in place in the urban water sector that are at least partly motivated by the desire to promote affordability and protect consumers, particularly those on low incomes. These include:

· using a pricing structure that includes an initial allocation of water at a low volumetric price

· ‘postage stamp’ pricing across large geographic areas
· using water restrictions and other non-price demand management measures in lieu of higher prices during times of high water scarcity
· providing concessions on water bills to concession card holders 
· hardship policies.
Chapters 6 to 8 demonstrate that while some of these arrangements have merit, many of them, particularly those that relate to pricing, are poorly targeted and inefficient. Reform should seek to find more efficient ways of achieving affordability for low‑income groups, including by relying more heavily on the social security and taxation systems. 
It is also apparent from chapter 5 that the costs of providing water, wastewater and stormwater services are higher than they need to be in some places due to various inefficiencies. Reforms that increase efficiency can lower these costs, thereby increasing affordability for everyone, including those on low incomes.
Reducing the cost of regulation
Health, environmental and economic regulation has costs as well as benefits and it is important that regulatory approaches are calibrated to maximise net benefits. Regulatory costs include the direct costs of funding regulatory agencies and the compliance costs they impose on regulated entities. The Commission’s analysis indicates that there are several areas where current arrangements appear to fall short of maximising net benefits. These include:
· economic regulation (particularly detailed price determinations by regulators) that may be imposing higher costs than alternative governance and monitoring arrangements
· wastewater discharge standards that in some cases have been increased without analysis of costs and benefits 
· regulation of distributed water systems, such as greywater systems, that are inconsistent, impose unnecessarily high compliance costs and stifle innovation
· mandatory requirements that new dwellings be designed to use less potable water that override consumer preferences and impose additional costs.

It is clear, therefore, that regulatory reform should form part of any integrated reform program. Improvements are needed in:

· the rigour with which the case for regulation is assessed

· analysis of the costs and benefits of different regulatory options
· institutional and governance arrangements for regulators

· the conduct of regulators.
Removing impediments to integration of the water cycle
There are two main conceptual models for integrated water cycle management. The first assumes that water conservation, reuse and recycling are objectives in their own right, and that the reliance of urban areas on external water sources should be minimised. Analysis in chapter 5 demonstrates that this model is flawed and that it is influencing current arrangements in ways that cause substantial inefficiencies. 
The second model, which the Commission advocates, is to treat integrated water cycle management as a coordination issue. Arrangements are needed to ensure that the interrelationships between water, wastewater and stormwater services, and between these services and the environment and urban development, are factored into decision making in a coordinated way. There is a range of impediments, such as unclear property right arrangements for stormwater and wastewater, that need to be addressed in order to achieve this. Where this is done, water recycling and reuse (including through the use of distributed systems) will be undertaken wherever it provides net benefits to the community.
Introducing greater competition where cost effective

Reforms that introduce greater levels of competition have achieved significant efficiency gains in other utility sectors, such as electricity and gas. The potential gains in urban water are likely to be more modest because:

· limited forms of competition have already been introduced through contracting out and build, own and operate arrangements

· compared with other utility sectors, a greater proportion of costs are in natural monopoly elements of the supply chain (for which competition in the market would be inefficient).

Even so, the gains from increased competition (in various forms, including competition for the market, yardstick competition and competition from distributed water systems) could be substantial, particularly for bulk water supply. It is difficult to estimate these gains because they often come in the form of innovations that are inherently unpredictable. What is needed is to weigh up the costs and risks of increasing competitive pressures against the plausible benefits. Taking a phased approach, as advocated by Ruff and Swier (sub. 47), may also be beneficial.

Exploiting economies of scale more fully
The available literature on economies of scale and views expressed by many inquiry participants, suggest that significant efficiency gains could be achieved by increasing the effective size of small utilities, particularly in New South Wales and Queensland. Many of them, however, are operated by Local Governments and it is possible that in some cases their remaining functions would become less efficient if water were separated out into larger regional entities. The reform challenge, therefore, is to more fully exploit available economies of scale, while recognising possible impacts on the efficiency of Local Government and the benefits that local provision can have for consumers. Success in doing this could result in various benefits, including improved asset management and higher service standards (for example, fewer ‘boil water’ notices).
At the other end of the spectrum, the vast majority of South Australia, Western Australia and the Northern Territory are each serviced by one water utility. In these cases, disaggregation could bring benefits from greater focus on regional community and industry needs, without the loss of economies of scale.
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Reform options

The recommendations made earlier in this report, which are universally applicable, would go some way to achieving the reform objectives discussed above. Further gains can be obtained from consideration of institutional, governance, regulatory and structural reform tools. This is the task of the remainder of this report.

The analysis in chapters 5 to 8 identifies that the largest potential efficiency gains are from improving the coordination of supply and demand, particularly through improving economic efficiency in supply augmentation. At a high level, there are two fundamental ways to achieve this outcome. One is to assign responsibility for achieving water security at lowest expected cost to a central body (a ‘portfolio manager’ model). The other is to rely on the creation of a competitive market, with agents investing in and offering water services for sale based on expectations about future market conditions, thereby devolving responsibility for security of supply to consumers via their retailers. 
It is the Commission’s judgment that the portfolio manager model is the preferred approach at this time given:
· community attitudes to water services
· the current state of development of the sector

· challenges in designing and implementing a competitive market

· unresolved issues about whether underlying regional industry characteristics can support the creation of a competitive market.

This judgment is consistent with the views expressed by the large majority of inquiry participants. Centralised responsibility for water security exists at present and so the reform agenda proposed by the Commission represents an evolution of current arrangements, rather than a radical change. On the other hand, many of the changes that would take place under the Commission’s approach would provide experience and lead to the development of skills, knowledge and management systems that might in the long run support the creation of competitive water markets. The reform agenda proposed by the Commission, however, is not predicated on this necessarily being an achievable or desirable end point.
Where central planning occurs, as in the recommended portfolio manager model, an important challenge is creating incentives for efficiency and innovation. Chapters 10 and 11 tackle the institutional, governance and regulatory dimensions to this challenge. They propose universally applicable reforms that would allow water utilities to focus on delivering water services at lowest expected cost, without being subject to undue political and regulatory constraints. These reforms would also increase transparency and accountability in the urban water sector and ensure clear roles and responsibilities for government ministers, departments, water utilities, regulators and the private sector.
Chapter 12 builds on the universal reforms by considering structural reforms to increase competitive pressures for efficiency and achieve other benefits. Four stylised structural options are presented, with the degree of structural separation and the role of competition and contestability progressively increasing with each successive option. Options 2, 3 and 4 are likely to be most suited to large cities and the costs and benefits of each are discussed.
Chapter 13 specifically addresses reform in regional areas. The problems that reform should seek to address are somewhat different for regional areas than for large cities. In particular, there are many smaller water utilities that face major challenges to meet desired service standards, manage assets, attract suitably skilled staff and remain financially viable. A range of options for addressing these challenges is put forward in this chapter.
Chapter 14 identifies the priorities for reform, discusses how reforms should be implemented, and deals with transitional issues. In doing so, it outlines a timetable for reform. The chapter also presents a monitoring and review framework for assessing the efficiency gains from reform.
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