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Urban water
The Productivity Commission completed a major public inquiry into Australia’s Urban Water Sector in 2011 and the material in this section is therefore based largely on that report.

15.1
Nature of problem and case for reform
The structural, institutional, governance and regulatory arrangements for the supply of drinking and non-drinking water, stormwater and waste water services varies across jurisdictions and between metropolitan and regional areas. This diversity means that the nature and significance of impediments to performance vary. However, some key impediments to efficiency and cost‑effective provision are:
· Conflicting and inappropriately assigned objectives and policies — governments are assigning multiple objectives to their agencies, utilities and regulators, with inadequate guidance on how to make trade‑offs among them.

· The conduct of and methodologies used by of some regulators do not represent best practice.

· Lack of clarity about roles, responsibilities and accountabilities — policies and decisions about pricing and supply are politicised and have not focused on providing services at lowest cost.

· Too great a reliance on using water restrictions, water use efficiency and conservation measures to manage demand — leading to reductions in demand being achieved at unnecessarily high cost. Based on economic modelling undertaken by the Commission, the reduction in welfare to the community from stage 3a restrictions in Melbourne is estimated to be between $0.4 and $1.5 billion over a 10 year period, depending on assumptions (PC 2011a). 
· Unnecessary constraints on implementation of efficient water resource allocation and supply augmentation — governments have in some cases ruled out low cost supply sources (such as purchase of rural water for urban use), and made investments in supply capacity that is too soon or on too large a scale.
· Attempting to improve affordability of water consumption by distorting customer prices when there are lower cost ways of dealing with these concerns.
These impediments led to a drought response during the early 2000s that was socially more costly than it needed to be. For example, the Commission has estimated that recent supply augmentation investments in Melbourne and Perth could impose unnecessary costs of up to $4.2 billion over 20 years (PC 2011a). Further reform of the urban water sector could largely overcome these problems and the case for reform is strong.
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Potential reform and possible gains 
The Commission’s inquiry report sets out a detailed reform program in two streams: ‘universally applicable’ reforms to be adopted across all jurisdictions as a high priority; and other structural reforms to be applied following case-by-case analysis of the costs and benefits.
The universal reforms entail:
· Setting an overarching objective of providing water, wastewater and stormwater services in an economically efficient manner to maximise net benefits to the community.

· Developing appropriate policies and principles that align with that overarching objective. For example:

· removing ‘policy bans’ on sources of supply augmentation

· ensuring the costs, benefits and risks of all options for supply augmentation and demand management are considered using a ‘real options’ approach

· restricting provision of subsidies for urban water infrastructure to limited specified circumstances

· promoting efficient pricing by allowing water retailer–distributors to offer different tariff structures to suit consumer preferences
· developing appropriate consumer protection principles.

· Putting in place best practice institutional, regulatory and governance arrangements, including:
· clearly defining the respective objectives for and responsibilities of elected representatives, utilities and regulators (economic, health and environmental), and where decisions are best made by consumers

· assigning retailer–distributors with responsibility for meeting security of supply standards and procuring water supply and services based on a portfolio manager framework
· ensuring best practice governance by devising a charter that gives guidance to water utilities on obligations to serve and other matters

· phasing out regulatory price setting, and allow utilities to set their own prices subject to guidance in the charter regarding transparency of pricing and augmentation decisions, and adopting price monitoring where necessary.
Implementing the universally applicable reforms should be the highest priority as they are likely to yield the greatest efficiency gains (particular from better supply augmentation decisions). They would allow water utilities to focus on delivering water and wastewater services at least expected cost, without being subject to undue political and regulatory constraint, while being held accountable for pricing and augmentation decisions.
Various structural reform options have the potential to produce further benefits in some places. For example, in metropolitan areas, vertical separation of supply chains could produce competition-related benefits, particular in the supply of bulk water from dams, desalination plants and so on. 
There is insufficient evidence to support competitive urban water markets analogous to the national electricity market. That said, many of the Commission’s structural reform options would be necessary if a more market‑based approach were to be pursued. In regional areas, some small utilities could be aggregated to exploit economies of scale. Alternatively, gains could be achieved through greater co-operation between council operated service providers.
Many of the costs associated with inefficient augmentation decisions are sunk and consumers and the community must now live with the consequences for decades to come. For example, in 2007 the Victorian Government committed to two major supply augmentations — a desalination plant with a 150 GL per year capacity (capable of expansion to 200 GL) and the pipeline connecting the Goulburn River system to the Sugarloaf Dam. Modelling by the Commission estimates the excess cost to the community of this plan relative to an optimal strategy to be $2.7 to $3.7 billion over a 20 year period (in net present value terms), depending on assumptions (PC 2011a). 

Consequently, the gains to consumers and the community from implementing reform in the short term relate mainly to more efficient operation of existing infrastructure. These gains are accordingly smaller than otherwise. But they will increase over time as demand for water increases and new supply sources are needed. 
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What has been achieved 
The Government released the Commission’s report in October 2011. It indicated at that time that the report would contribute to ‘further discussion with the States and Territories on the next steps in building a future national work program for water reform’. The Commission is not aware of steps taken by  governments toward implementing the proposed reform pakage.  

That said, it is important to recognise that significant reform of the urban water sector had previously been achieved, compared with the situation in the 1980s (National Water Commission 2011; PC 2005d), including:

· Institutional reform — separation of roles, and corporatisation and commercialisation of many government-owned utilities.

· Pricing reform — restructuring of water tariffs based on principles of full cost recovery, consumption-based pricing, including introduction of two-part tariffs, and reduction or elimination of cross-subsidies between customer groups.

· Structural reform — vertical separation of the bulk supply and retail-distribution functions of the supply chain in Sydney, Melbourne and south-east Queensland.

These reforms generated significant benefits. For example, labour productivity in the urban water sector increased by more than 60 per cent over the 1990s (PC 2005d). However, there remains significant scope for further gains.
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Achieving effective reform in the future
The potential urban water reforms outlined above would require changing institutional and governance arrangements so that the roles and responsibilities of governments, utilities, and regulators are clear. This would not involve significant costs, but could be contentious and time consuming. There might also be (small) costs associated with utilities adopting a portfolio manager framework, and acquiring the skills to apply a real options approach.

Notwithstanding modest costs, achieving reform could be challenging. Governments may be reluctant to accept a reduced role in bulk water supply decisions. This might be exacerbated by lesser interest in undertaking reform in the near-term, given excess supply capacity in most metropolitan areas (meaning the gains from bulk water reform might not be realised for a number of years).

However, there would be value in implementing reform well in advance of any 
re-emergence of concerns about security of supply. For example, it would send an important signal to potential investors about how future supply decisions would be made. 

Structural reform would involve more significant challenges and costs, including loss of economies of scale and scope, and costs associated with setting up new entities. For example, horizontal separation of the monopoly retailer-distributor to create multiple geographic monopolies might reduce scale economies if disaggregation produces utilities that are below minimum efficient scale. The diverse circumstances of utilities means that the case for structural reform must be assessed on a case‑by-case basis. 

To encourage progress on the reform program, the Commission recommended that an intergovernmental agreement be formulated through COAG. However, agreement across all jurisdictions is not necessary for State and Territory Governments to proceed with nominated reforms, of which they  will be the major long-term fiscal beneficiaries (PC 2011a). 
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