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Rethinking price regulation
	Key points

	· The primary rationales for current (and planned) price setting arrangements in the urban water sector are:
· preventing the exercise of market power by monopoly utilities:

· setting prices above the cost of supply to increase profits

· X-inefficiency, whereby a lack of competitive forces reduces the incentive for utilities to minimise the cost of supply

· avoiding politicisation of utility pricing

· ensuring full cost recovery.

· After considering these rationales, and taking account of the reforms proposed elsewhere in this report, it is the Commission’s view that the benefits of ongoing price setting would be unlikely to exceed the associated costs.
· Following implementation of improved governance requirements (particularly governance charters between utilities and shareholder governments), State and Territory Governments should move away from regulatory price setting to a price monitoring regime (where some form of prices oversight is considered necessary). Within five years of moving to a price monitoring regime, there should be independent reviews to determine:

· whether water utilities are misusing their market power and, if they are, what action should be taken to deal with this

· whether ongoing price monitoring is likely to produce net benefits to the community and, therefore, whether it was still required.

	

	


Independent prices oversight has been a key feature of reform in the urban water sector. As part of the National Water Initiative (NWI), COAG stated:
77. The Parties agree to use independent bodies to: 

i) set or review prices, or price setting processes, for water storage and delivery by government water service providers, on a case-by-case basis, consistent with the principles … above; and 

ii) publicly review and report on pricing in government and private water service providers to ensure that the principles … are met. (COAG 2004, p. 16)

Although pricing by metropolitan water utilities in all jurisdictions is subject to oversight by independent regulators, there are jurisdictional differences regarding the role of regulators in the setting of utility prices. In Victoria, the ACT, and for the larger utilities in New South Wales, regulators set the individual prices charged by water utilities for most of the services they offer.
In other jurisdictions, regulators generally have an advisory role (with governments responsible for setting prices). There are also differences between arrangements for metropolitan and rural water utilities. For example, in Victoria all utilities are subject to price setting by regulators. However, in New South Wales and Queensland, Local Government utilities set their own prices under guidelines developed by State Governments.
The South Australian and Tasmanian Governments have announced that regulators will, in future, set prices in those states (although it appears Queensland has determined instead to continue with its current ‘interim’ monitoring regime indefinitely). More information about prices oversight across jurisdictions is contained in appendix B.

The urban water sector is generally considered a ‘natural monopoly’ sector. Concerns about the misuse of market power by businesses characterised as natural monopolies has led to high levels of government direction and regulation of prices.

In this report, the Commission has made a number of recommendations for governance and institutional reform (chapter 10) which, if adopted, would lead to improved performance of the sector. The recommended changes include:
· clarification and prioritisation of objectives

· greater clarification of the roles and responsibilities of governments, utilities, regulators and consumers
· government ownership of retailer–distributors, which would be given responsibility for procurement and security of supply (using a portfolio manager framework)
· the incorporation of utilities (which are not embedded within Local Governments) under the Corporations Act 2001 (Cwlth) (or state equivalent)

· a charter between the government and utilities, which would guide pricing, procurement of supply and financial performance
· public reporting by utilities of performance against the charter

· periodic public review of utility performance against the charter, with sanctions for poor performance.

In light of these recommendations, it is appropriate to reconsider the appropriate form of prices oversight. In doing this, the Commission has applied the principles of effective regulation detailed in chapter 5, which involve identifying the potential problems and how significant they are likely to be, weighing up the options for dealing with the problems and adopting the option generating the greatest net benefit for the community.
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What is the rationale for prices oversight?
The primary rationales advanced for price regulation of the urban water sector can be summarised as:

· preventing the exercise of market power by monopoly utilities:
· setting prices above the cost of supply to increase profits (Viscusi et al 2005)
· X-inefficiency, whereby a lack of competitive forces reduces the incentive for utilities to minimise the cost of supply and offer innovative services (Viscusi et al 2005)
· avoiding politicisation of utility pricing

· ensuring full cost recovery.
Market power and inefficient pricing

The exercise of market power can lead to economic inefficiencies, including dynamic and allocative inefficiency. Concern about market power in the presence of natural monopoly has been the traditional reason for implementing independent price regulation. As stated by the NSW Government:

The economic case for regulating natural monopolies to ensure they do not exert market power is long-established, and price regulation of monopoly service providers is an established way of seeking to ensure that monopolies do not abuse their market power in terms of pricing or service quality. Water utilities’ prices are regulated because parts of their supply chain, such as transmission and distribution, are natural monopolies. (sub. DR146, p. 4)

Other participants also expressed concerns about the potential for monopoly pricing. For example, Amy-Rose West suggested inadequate pricing oversight in Queensland has led to poor outcomes for consumers:

Existing governance and institutional arrangements are ineffective in Queensland. As a consequence households in Coolum Beach and throughout South East Queensland are deprived statutory protection against pricing abuse by government monopoly business entities that should be available under National Water Initiative Pricing Principles. This is due to an ongoing Queensland Government refusal to refer legitimate prices oversight investigation requests to the Queensland Competition Authority (QCA) for independent assessment under Part 3 of the Queensland Competition Authority Act. (sub. 9, p. 1)

The efficiency costs of exercising market power by charging monopoly prices can be illustrated using a simplified framework (box 
11.1). It is also worth noting that the gains from policy intervention (that is, reduction in the loss of consumer welfare) decline as the degree of market power is reduced as the ‘monopoly price’ moves closer to the ‘efficient price’ (PC 2004b). The size of the potential monopoly pricing problem, and therefore of the prospective benefits from regulatory intervention, depend on the extent to which monopoly power is exercised in practice.

Market power and X-inefficiency

The absence of competitive forces can reduce incentives for management of a monopoly water utility to minimise the cost of supply and undertake innovation in its procurement of new supplies, operations, and their service offerings to customers. In particular, it is often argued that government-owned businesses in particular are likely to ‘seek an easy life’ rather than seek out efficiency improvements, innovate and respond to customer demands.

The Independent Pricing and Regulatory Tribunal (IPART) noted that the gains from exercising market power need not always end up with shareholders:

It is often overlooked that monopoly rents are more likely to be appropriated by management and workers than owners where utilities are government owned. (sub. DR118, p. 8)

To illustrate that X-inefficiency existed previously in water utilities, and implying an ongoing need to address it, IPART said:

The reform process has yielded clear efficiency gains. At the start of the 1990’s there was considerable scope for the water utilities to make cost savings. By 2005, Sydney Water employed less than half the staff it had employed when IPART was established in 1992. These staff reductions also translated into reductions in operating expenditures … over the four years to 1996 Sydney Water, at the behest of IPART, was able to reduce operating expenditures by almost 20%. Close and ongoing regulator oversight meant that pressure was able to be maintained on operating expenditures over the following decade to the benefit of the consumers of Sydney Water’s services. (sub. DR118, pp. 8–9)

	Box 11.
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Interaction between efficiency losses from and level of market power: a stylised, comparative static, ‘textbook’ model

	A water utility with market power seeking to maximise profits would do this by increasing price to Pm and reducing supply to Qm (where marginal revenue equals marginal cost). In the presence of economies of scale, the lowest price the utility could sustain in the longer term would be at point b (where price equals average cost). 

Moving from point a to point b both improves overall efficiency and involves a transfer of income from the monopolist to users. The net efficiency gain is the area abde, derived from a gross improvement of area abQeQm, less the resource cost of the improvement being the area edQeQm. This net efficiency gain is distributed to consumers (triangle abf) and the water utility (rectangle fbde). There is also a transfer of income from the water utility to users of the area afPePm. 
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Importantly, marginal efficiency gains decline as the gap between price and marginal cost narrows. The marginal efficiency gain from the increase in consumption arising from lowering the price, decreases as the quantity is increased from Qm to Qe.
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Essential Services Commission (ESC) Chairperson Dr Ron Ben-David has painted a pessimistic picture of the current urban water sector with regard to X-inefficiency:

In a competitive market, failure to invest adequately in capital upgrades and product development would be a form of ‘commercial suicide’. Monopolists do not face this threat (other than, perhaps, over the very long term). Therefore, commercial and intellectual underinvestment is only possible where considerable market power exists. Anecdotally at least, it would seem that, overall, the water sector is characterised by underinvestment in capital upgrades and a low level of attention to enhanced product offerings … Under-investment occurs precisely because market power exists and because it is being exploited by water utilities (and their respective shareholders). This leads to outcomes for customers that are less efficient than those that would prevail had competitive forces been at play. (sub. DR158, pp. 30–31)
De-politicisation of pricing decisions

Many participants supported price regulation as way of preventing politicisation of pricing decisions. As discussed in chapter 10, there are a number of tensions within the government trading enterprise (GTE) model with regard to governments wishing to intervene in the activities of water utilities. For example, governments might seek to gain political popularity by setting prices lower than they would otherwise be, or could seek to set prices higher than otherwise to improve their budgetary situation.
It is argued that having independent regulators setting prices assists in de‑politicising pricing decisions.
Sydney Water highlighted the issue of political interference:

I think the regulators have pretty much stopped the monopoly power abuse, but what they haven’t stopped in all jurisdictions is politicians telling them not to put prices up. So in Queensland you get huge infrastructure spends without anybody working out how to pay for it, and it not being reflected yet in water prices, and now it’s starting to be reflected and everyone is going, ‘Hey, what’s happening here?’ (trans., p. 113)
Full cost recovery

The argument that price regulation can be used to ensure full cost recovery is related to the de-politicisation argument, and is based on the view that political incentives have traditionally led to water prices being set inefficiently low. Many see the role of regulation as ensuring the recovery of costs. As IPART has stated:

There is some support for the view that the role of price regulation is to achieve outcomes similar to those that would accrue from a long term contract between producers and consumers, in part to protect sunk investments. (sub. DR118, p. 4)

Pricing at below full cost recovery can encourage inefficiently high consumption and potentially places utilities under financial stress and discourages future investment and maintenance (unless government compensates utilities through Community Service Obligation payments). The long-term implications of underrecovery could be quite significant in terms of quality of service provision. A report prepared by former Australian Competition and Consumer Commission (ACCC) Commissioner David Cousins for the SEQ Council of Mayors expressed concern about State Government interference in Queensland pricing decisions:

State government criticism of Councils for the pricing of the distributor–retailers seems contrary to the basis on which the Government established these entities as independent bodies, having a commercial focus and subject to independent prices oversight. State Government, or Council, suggestions to ignore the costs of providing water services, or to restrict the degree of efficient cost recovery through pricing intervention, will result in inefficient and possibly inequitable prices being set. Recent legislation, requiring the [Queensland Competition Authority] to consider the application of price paths when proposed price increases exceed the rate of inflation and giving the Minister power to make codes relating to price determinations, raises concerns that efficient pricing will be compromised. (Cousins 2010, p. 4)
Tasmania’s economic regulator recently highlighted the consequences of current government‑determined price caps in that State:

The fact that the corporations, under accounting requirements, have been required to adopt impaired asset values, much lower than the true replacement cost of those assets, is indicative that revenues under the current pricing arrangements are insufficient to ensure the sustainability of the corporations in the longer term. This outcome means that, without further revenue and price increases after the interim period, the corporations will not be able to fund sufficient levels of investment to maintain their assets. ... The unsustainability of the industry is also highlighted through the extent that expected revenues are below full cost recovery and, more importantly, the fact that all three corporations will require increases in debt to fund their cash obligations. At some point after the interim period, revenue and prices will need to rise at a rate greater than five per cent per annum for some customers for the corporations to achieve sustainability. The only alternative would be to sacrifice or defer dividends and/or capital expenditure at some point. (OTTER 2010a, p. 26)

A complication of implementing full cost recovery is that costs incurred might not always be efficient, or might reflect a desire by governments to have excess capacity. As discussed in chapter 10, where inefficient investment decisions mean costs incurred are not optimal, decisions have to be made about whether to write down the value of assets (leading to lower charges for consumers, but a loss for taxpayers) or to charge consumers for non-optimised services. In the case of government-owned utilities, the critical distinction is in the category of tax payer (that is, whether they pay for the infrastructure as a tax payer or water user) and the marginal efficiency of taxation instruments.
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How significant are these problems likely to be?

In determining the best way to deal with the problems identified, it is important to gauge their significance. It is also important to consider whether these problems would be less significant after the implementation of the governance and institutional reforms recommended elsewhere in this report.
Significance of monopoly pricing concerns
The Commission accepts that publicly owned urban water utilities are likely to possess market power, and could potentially misuse that power. However, the misuse of market power is likely to be small under the Commission’s recommendations if utilities are government‑owned
 and shareholder governments are committed to:
· efficient pricing,
· setting the objectives of the utilities and putting in place good governance arrangements (including a commitment to transparent, competitive bulk water supply and outsourcing arrangements) 
· processes and procedures such as independent performance reporting to hold governments and utilities accountable.
Some participants questioned the commitment of governments to efficient pricing. The National Water Commission (NWC) noted that governments can see utilities as an easy source of revenue and suggested that, in view of conflicting priorities, governments have encouraged utilities to price at above efficient levels
:

The NWC observes that there have also been occasions where their owner governments have used water businesses as revenue-raising instruments. While, in a perfect world, governments would commit to and abide by such commitments to implement principled reform, including efficient pricing and full cost recovery, the experience with implementation of NWI commitments over many years suggests that this is much harder to achieve in practice when governments face many conflicting pressures. (sub. DR130, p. 4)

The issue of governments using water utilities as ‘cash cows’ is discussed in chapter 10. Although this is a legitimate concern, the Commission concludes, based on its GTE performance monitoring reports over the years and the evidence on dividends in chapter 2, that it is unlikely that excessive dividend payments have been extracted from utilities to any significant degree, and notes that more often there have been concerns that dividend payments are too low. More importantly, regardless of past practices (and in view of the ongoing potential for demands for excessive dividends), the Commission recommends that the inclusion of appropriate mechanisms for determining dividends should be incorporated in the Commission’s proposed governance charter (chapter 10).

The NWC has been concerned about the potential for monopoly pricing, and has cited the difference between regulated revenue proposed by water businesses and that approved by the regulator in recent years as evidence of a problem that needs to be addressed:

One indicator of the gains from stronger economic regulation (i.e. powers to set prices) is the difference between regulated revenue proposed by water businesses and that approved by the regulator … [based on] outcomes from price determinations for the ESC (2005-06 to 2007-08) and IPART (2005-06 to 2008-09) … examples where the revenue approved by the regulator was much below that proposed by the water businesses include:

·  Sydney Water (1.95 per cent or $122 million)

·  Melbourne Water (5.52 per cent or $86 million)

·  Gippsland Water (9.67 per cent or $17 million).
This suggests there were large cost savings in delivering the required services. (NWC 2011b, p. 67)
However, this could also be evidence of regulatory ‘gaming’. As the NWC itself added:

The potential for regulatory gaming should be considered when interpreting these estimates. For example, a regulated business may submit inflated estimates of required revenues anticipating a downward adjustment by the economic regulator. However, incentive for ‘gold plating’ is not unique to regulated water businesses and without the scrutiny of an economic regulator scope for gold plating by water businesses is much higher. (NWC 2011b, p. 67)

The ‘gaming’ process that is almost an inherent feature of price setting is such that the difference in revenue proposed by the utility and that approved by the regulator cannot truly be seen as indicative of the effectiveness of regulation. The issue of regulatory gaming is discussed further later in the chapter.
The Commission also notes that the examples highlighted by the NWC are not typical of regulatory outcomes for all of the utilities they analysed. The differences between revenue proposed by the utility and that approved by the regulator are typically small and, due to previously unforseen investment, for many utilities the approved revenue was higher than that initially sought (table 
11.1) (NWC 2011b).

Table 11.
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Proposed and approved revenues, New South Wales and Victorian water utilities

New South Wales 2005-06 to 2008-09, Victoria 2005-06 to 2007-08

	Utility
	Proposed revenue ($m)
	Approved revenue ($m)
	Difference (%)

	Sydney Catchment Authority
	666.5
	652.5
	-2.10

	Sydney Water
	6274.0
	6151.8
	-1.95

	Hunter Water
	614.9
	631.6
	2.72a

	Melbourne Water
	1560.9
	1474.8
	-5.52

	City West Water
	673.5
	691.3
	2.64a

	South East Water
	1043.8
	1019.1
	2.36a

	Yarra Valley Water
	1101.6
	1101.3
	-0.03

	Barwon Water
	256.7
	276.2
	7.60a

	Central Highlands Water
	129.4
	122.2
	-5.56

	Coliban Water
	139.7
	135.6
	-2.93

	Gippsland Water
	179.9
	162.5
	-9.67

	Goulburn Valley Water
	108.7
	111.2
	2.30a

	North East Water
	88.7
	88.9
	0.23a


a(Observed price increases generally reflect additional expenditure that businesses put forward to deliver programs not initially included in water plans.

Source: NWC 2011b.

Further, as will be discussed later in the chapter, this table only demonstrates divergence in a range of cost and revenue parameter forecasts required to set utility prices. There is no inherent reason to assume that the conclusions reached by regulators were necessarily more accurate than those reached by the utilities.

Evidence that misuse of market power in the urban water sector is not a large problem is that the major concerns in the urban water sector have traditionally related to low rates of return, underpricing, financial distress and, at times, subsequent concern about inadequate maintenance and investment.
Where concerns about excessive pricing have existed, they have usually stemmed from cross-subsidies between customers — such as from business to domestic customers — prior to the microeconomic reform era.

IPART commented on the issue of cross-subsidies:

Further, in our view, any analysis of the most efficient structure for the regulation of water utilities’ prices should take account of the government ownership characteristics of these monopolies. The experiences of Australia and other jurisdictions reveals a strong tendency towards social or political pricing, extensive non-transparent cross‑subsidies and underpricing, even where utilities have been established on a more commercial basis. Under the current price regulation framework these pressures for hidden subsidies are contained through the regulator’s processes of transparency and public participation and through the clear separation of the policy, shareholder and regulator roles. We are concerned that a move to mere price monitoring would allow greater political intervention in pricing to go undetected and/or otherwise lead to inefficient pricing outcomes. (sub. DR118, p. 7)

The reforms recommended in chapter 10 are designed to ensure the independence of utilities, clarify roles and responsibilities and ensure accountability (with potential sanctions for poor performance). Increasing the freedom of utilities to set tariffs, and making Community Service Obligations explicit, should prevent politically motivated pricing decisions and non‑transparent cross‑subsidies.
The proposed chapter 10 reforms involve clear separation of the policy, shareholder and regulatory roles, and would ensure transparency in pricing decisions. The Commission considers that, particularly following implementation of its proposed governance reforms, the potential for monopoly pricing would be quite limited.
The use of regulators to deal with monopoly pricing concerns also presents the danger that the regulator might come to see itself as a consumer advocate, rather than an impartial regulator focused on efficiency. As Biggar recently wrote:

There is a need to clarify the role of the regulator itself. At present there is some confusion whether a utility regulator in Australia should act on behalf of customers, soliciting and promoting their views, or whether it should objectively weigh and assess the claims of both parties — playing the role of an independent arbitrator. This is particularly an issue for the Australian Competition and Consumer Commission … which plays a consumer protection role in other sectors. The combination of increasing political pressure on utility prices, combined with weak and ineffective representation from consumer groups, is leading to increased pressure on regulators … to exercise a customer protection role … customer advocacy and independent arbitration are two distinct roles which should be performed by two different entities. (Biggar 2011, p. 7)

If regulators tended to make decisions on pricing which were, at least in the short term, favourable to consumers (by setting prices low), this could have the impacts discussed earlier associated with underrecovery.
As discussed in chapter 10, the Commission considers it would be preferable to find ways to better involve consumers in supply and augmentation decisions — possibly through the formation of a group to represent the interests of consumers — rather than having the price regulator consider consumer advocacy to be part of its role.
Significance of X-inefficiency concerns

IPART suggested that by providing a ‘hard budget constraint’ (sub. DR118, p. 7), price setting has, in the past, presented a mechanism for pressuring water utilities to improve their efficiency, and to pass on efficiency benefits to customers. The Commission accepts this, and also notes evidence to this effect from overseas urban water sectors which has been highlighted by the ACT’s Independent Competition and Regulatory Commission (sub. DR148).

However, what is less clear is whether this is an ongoing feature of price regulation, or whether the benefits are of a more ‘one off’ nature. It is noteworthy that the greatest expenditure reductions quoted by IPART relate to the four years to 1996, and there have been no major ongoing reductions over the last 15 years. This also suggests X-inefficiency is much less of a concern than it has been in the past. This is consistent with the changing nature of the utilities in recent years (chapter 2) and the greater use of contracting out and outsourcing (chapter 5).
The Commission considers that it is likely that the benefits of regulation in forcing utilities to be more efficient are likely to be heavily concentrated in the early years of regulation, and that in most Australian jurisdictions the potential for further efficiency gains would be limited. It is also noteworthy that regulators appear to be increasingly ‘hamstrung’ by government decisions that reduce their capacity to achieve efficiency improvements (for example, being required to pass through to consumers costs of supply augmentations without being able to assess the efficiency of those augmentations) (chapter 10).

In any case, in the Commission’s view, it is arguable that it was institutional and structural reforms, increased use of outsourcing and ‘competition for the market’, and improved management, rather than, or at least, as well as, regulation, that made the major contribution to a significant improvement in Sydney Water’s efficiency.

Given that the major water utilities in New South Wales and Victoria have been subject to price setting for a significant period of time, if the industry is correctly characterised in the comments of Dr Ron Ben-David contained earlier in the chapter, then it is reasonable to ask why regulators have not succeeded in removing X‑inefficiency.
The institutional and governance reforms proposed by the Commission, together with the creation of competition for the market at the wholesale level, would provide significant incentives for utilities to operate efficiently. Placing the obligation to supply with retailer–distributors would reduce the ‘blurring’ of responsibilities for water provision that currently exists, while appropriately placing the responsibility of determining supply security levels with government. If governments show commitment to the reforms, utilities would not be subject to politically expedient procurement decisions that have the potential to artificially increase their costs.

By giving utilities greater pricing freedom to tailor tariffs to customer preferences (chapter 6), the Commission’s proposed charter arrangements would increase incentives for utilities to develop new service offerings. There would also be increased public consultation under the charter, and periodic independent performance monitoring. The Commission considers that, following the implementation of these reforms, concerns about X-inefficiency would be fully addressed.
Will politicisation be an ongoing issue?

The reforms discussed in chapter 10 are designed, in large part, to deal with political intervention in the running of water utilities. While incentives for political intervention will continue regardless of governance or regulatory arrangements, the creation of a governance charter to ensure the independence of utilities and clarify roles and responsibilities of ministers and utilities respectively would, in the Commission’s view, be more effective than using an economic regulator to deal with problems related to political intervention.
Chapter 10 discussed the number of mechanisms available to elected representatives to intervene in regulatory decision making, highlighting that their presence is not enough to ensure independent decision making.

IPART CEO James Cox stated in a speech in April 2011 that government ownership of utilities had a number of implications for regulators. One of these was:

Improving governance of the utilities may be the primary means for improving efficiency. Ultimately, the government, as owner of the major energy, water and transport businesses, has the most control and influence over the businesses’ behaviour. The incentives to improve cost-efficiency that are embedded in IPART’s price controls are only effective to the extent that they align with the incentives that the government gives to the businesses’ management. At present, there is not strong alignment (Cox 2011).

The Commission strongly concurs with this view. Moreover, the Commission also agrees with the CEO of IPART that governance and regulatory arrangements need to aligned. If the governance reforms in the Commission’s report are to be implemented, the accompanying regulatory frameworks would need to be properly aligned with them. Current price setting arrangements in a number of jurisdictions would not deliver that alignment.
Will cost recovery be an ongoing issue?
The Commission accepts that underpricing has been a major issue in the urban water sector for many years, and that underpricing has led to overconsumption and probably underinvestment. However, the Commission does not consider it an appropriate role for regulation to prevent under-recovery of costs.

Rather, price regulation should be focused on preventing abuse of market power where such power can be shown to potentially exist and to be highly likely to be exercised. Moreover, given the costs associated with price setting, it represents a very expensive way, relative to a governance charter, of trying to ensure government-owned water utilities move towards more efficient pricing (Were regulators pressured or ‘captured’ to make short-term decisions in favour of consumers, regulators themselves could promote underrecovery of costs).

Small rural areas where underrecovery is likely to be most significant are often not subject to price regulation, presumably because the compliance costs are considered too great for the relevant water authorities. (Small rural utilities are typically given guidelines or direction on price setting by State Governments). Numerically, there are considerably more water utilities not subject to independent price regulation than there are subject to it. Further, as demonstrated by the Victorian rural utilities discussed in chapter 13, even when smaller utilities are subject to price regulation, they can still persistently have negative rates of return. The Commission’s proposed governance charter would be better placed than price regulation for dealing with underrecovery in rural areas.

The importance of governance reforms if regulation is to play a diminished role was highlighted by Infrastructure Australia:

However, in the absence of the governance reforms being accepted or in the face of compromised implementation, removal of price setting is likely to result in under‑recovery of full costs. This is likely, in turn, to lead to a reversion to the situation where utilities cut back on maintenance and investment, resulting in worker safety, water quality and water security being compromised. (sub. DR107, attachment, p. 11)

As detailed in chapter 10, the Commission envisages that utilities subject to the proposed governance charter would report regularly on their commercial performance, which would flag any issues relating to perceived under‑ or over‑recovery of costs. There would also be periodic independent reviews by a regulator or suitable agency. Under the charter, utilities would be expected to fully recover costs and earn a commercial return on assets, although not one that raised concerns about excessive use of market power. Any directions to utilities from ministers would be in writing and publicly released.
Although there would still be political incentives to keep water prices low, there would also be potential for political embarrassment — given the ongoing responsibility of ministers for external governance — if performance reports against the charter found evidence of sustained poor commercial performance. Reports could also find evidence of inefficiency or poor investment decisions. There would also be continuing countervailing incentives to keep prices relatively high and provide more revenue to the government. Utility boards would be subject to sanctions under the charter for poor performance.
The Commission considers that underrecovery of costs should not be an issue under its proposed governance arrangements.
In a variation on the cost recovery theme, the Water Services Association of Australia (WSAA) suggested that, with significant price increases likely to be necessary for the next few years in many jurisdictions, independent price regulation would have a role in reassuring consumers:

Recent regulatory price paths to 2011-12 and 2012-13 suggest typical residential bills will increase significantly in the coming years if current consumption levels are maintained or increase. Price increases are not a result of regulation. Rather, independent prices regulation provides customers with a level of reassurance that regulator-approved price increases are ‘appropriate’, whilst benefitting businesses by allowing sometimes complex and contentious pricing issues to be debated in an expert and objective forum. (sub. 29, p. 20)

If governments and utilities wish to provide customers with reassurance that price rises are justified, they can do so through the use of transparent governance arrangements (such as the Commission’s proposed charter), by ensuring appropriate water procurement and investment arrangements, by involving consumers in supply and pricing decisions, by employing regular performance reporting and through regular independent reviews of each utility’s performance. These measures should enable utility directors and managers to feel comfortable justifying their decisions to customers.

The Commission’s overall assessment of the scope for misuse of market power
The Commission agrees that concerns about monopoly pricing, X-inefficiency and cost recovery are all legitimate given the natural monopoly nature of the sector, and the traditional levels of political interference in the operations of water utilities. However, it considers that implementation of the governance and institutional reforms in this report would significantly reduce their importance (and does not see misuse of market power or X-inefficiency as overly significant concerns even in the current environment).
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Options for future prices oversight

The three options for future prices oversight in the urban water sector can be broadly classified as:

1. continue with current (or intended) price setting arrangements
2. move to ‘lighter handed’ prices monitoring 

3. have no formal prices oversight mechanisms (with utilities still subject to performance monitoring requirements).
Price setting

In this report, the Commission uses the term price setting to describe various arrangements under which regulators effectively set maximum prices or revenues for services in a manner to ensure prices are reflective of the efficient costs of providing those services. In the urban water sector, regulators generally take a ‘building block’ approach to determine the revenue requirements of utilities and then set volumetric and fixed charges based on whether or not costs are directly attributable to consumption.
Other ‘price setting’ type arrangements include incentive regulation — where prices are typically set to fall in real terms over time to promote efficiency, while enabling utilities to keep the benefits of any efficient gains beyond the regulated price reduction (Littlechild 2009) — and revenue capping, where regulators set a maximum overall revenue limit, but allow flexibility of individual prices as long as total revenue stays within the cap.

Independent price setting has high informational requirements, with regulators needing to determine the operating, maintenance, administration and capital expenses (including a provision for an appropriate return on capital) associated with service provision. Utilities will have much of the relevant information whether there is price setting or not, but price setting involves duplication with the regulator also needing this information (and utilities incur additional costs from dealing with the regulator).
Price setting is often employed in industries with strong natural monopoly elements. Industries that have been, or are currently, subject to price setting arrangements include electricity and gas transmission and distribution, rail track access and telecommunications networks. However, outside the water sector, incentive regulation or revenue capping have typically been preferred because of their superior efficiency and cost characteristics.
Price monitoring

Price monitoring can take several forms, involving various degrees of regulatory involvement and information provision. Under the price monitoring regime that has replaced price setting at major Australian airports, the ACCC monitors the prices, costs and profits relating to the supply of various services at those airports covered by the regime. The regime as a whole is periodically reviewed by an agency other than the regulator.
 The intention of the monitoring framework is that the ACCC does not draw conclusions as to whether the prices and profit levels for monitored services are evidence of ‘taking advantage of monopoly power’, but the information assembled, and the ACCC’s reporting of it, helps to enhance market transparency to assist the competitive process and to inform judgments by the Government about whether, prima facie, use of monopoly power is likely to be a concern. If warranted, the ACCC could be directed to conduct a public inquiry, possibly leading to stricter price controls (PC 2006b, PC 2011c).

Reliance on performance reporting

There is also the option of relying on general performance reporting to deal with market power concerns. If the objective of regulation is to replicate competitive market outcomes, improved governance arrangements and requirements for utilities to use ‘competition for the market’ principles could also seek to achieve this objective.
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Assessment of regulatory options

Assessing the relative merits of options requires an evaluation of the costs and benefits associated with them.
The potential benefits of options
Price setting might have the benefit of providing consumers with reassurance that the prices paid for water are reasonable because they have been independently assessed as reflective of the efficient costs of providing a service. As price setting is assessed against efficient costs, it also potentially provides incentives for utilities to become more efficient.
Price monitoring has the potential to also achieve the same benefits as price setting, although outcomes are less certain. However, this flexibility can also be seen as an advantage of price monitoring. Price monitoring better enables utilities to tailor tariff offerings to the needs of particular customers than most forms of price setting, and might be more compatible with a ‘real options’ approach to supply augmentation, which the Commission considers would have considerable benefits (chapter 5).

In view of the costs associated with price setting, in other areas of the economy (such as airports, as discussed above) where government utilities have been subject to microeconomic reform or privatised, initial ‘heavy handed’ price setting has generally been rolled back. This can been seen in other countries, most notably the United Kingdom.
In its 2011 draft report on the price monitoring regime for airport services, the Commission found that there had been a marked increase in aeronautical investment since the move to price monitoring, and that aeronautical charges do not indicate systemic misuse of market power. The Commission also found that all participants in the sector expressed a strong desire to continue with commercial negotiation, with no party seeking a return to price setting, although airlines have expressed dissatisfaction with negotiations with some airports (PC 2011b).

Regulation of ports in Victoria has seen a similar trend to that of airports nationally. Over time there has been a reduction in the number of services subject to price regulation, and price monitoring has replaced potentially more heavy handed regulation for those still subject to price regulation (ESC 2010a). Following a staged process with reviews, some ports are no longer subject to price regulation.

The Chairperson of the ESC, Dr Ron Ben-David, has stated that the urban water sector would be less amenable to a move to monitoring:

The adoption of price monitoring in Victoria’s four commercial ports, and now the Port of Melbourne only, occurred gradually and as a result of successful prior reforms. These reforms addressed matters of governance and market structure. The Victorian Government only adopted price monitoring once these reforms were shown to have met the necessary conditions for a more light-handed approach to price regulation. The urban water sector is well behind the ports sector with respect to its governance arrangements and its market (or market-like) structures. It remains open to question whether or not it is even possible to undertake these reforms in the urban water sector. That is a matter worthy of great debate. (sub. DR163, p. 6)

The NSW Government expressed a similar view:

Light handed regulatory regimes involving price oversight are generally better suited to industries, such as airports and ports, with a relatively small number of well informed customers, or where there is actual competition or contestable markets in operation to place downward pressure on prices ... [the Commission’s approach] is inconsistent with the approach taken in the energy market, where effectiveness of competition is the test to be met before price regulation is removed. (sub. DR146, p. 4)

While the Commission acknowledges that the urban water sector is not subject to the same competitive pressures as airports and ports, continued government ownership enables the urban water sector to be more amenable to the use of governance as an alternative to price regulation than are these sectors (or the energy sector). Rather than maximising shareholder value, government-owned urban water utilities should seek to meet the objectives of government and, in the Commission’s view, should be subject to a charter specifying they commit to efficient pricing and efficient procurement and investment arrangements (chapter 10).

Yarra Valley Water suggested that the Victorian urban water sector has reached a level of maturity where consideration can be given to winding price regulation back subject to governance reforms being implemented:

The Commission’s draft recommendation 11.4 proposes moving from regulatory price setting to a price monitoring regime with continued pricing oversight. The Commission has stated that ‘the role of price regulation has traditionally been to deal with concern about excessive pricing by infrastructure providers with market power’. We endorse this proposal on the basis that:

· at least in Victoria, price regulation has moved to a relatively mature state 

· the Victorian Government implements an outcome focussed charter (as proposed in draft recommendation 11.2) 

· the Victorian Government re-commits to full cost recovery in its water utility charter. (sub. DR115, p. 7)

The Commission’s proposed changes to governance set out in chapter 10 would also pick up much of the machinery regulators currently have in place. Yarra Valley Water has also highlighted that those aspects of the price setting process seen as beneficial in a governance sense could be incorporated into the proposed charter:

The water utility’s charter with Government should require each water utility to adopt the good practices from independent price regulation such as a willingness to pay to substantiate increases in customer service standards, stakeholder consultation and transparent investment planning. (DR115, p. 18)

The third approach of relying on performance reporting — assuming good governance arrangements and appropriate shareholder (ministerial) oversight — also has the potential to achieve efficient pricing outcomes and provide incentives for utilities to operate efficiently. Like price monitoring, it provides greater flexibility for utilities and provides them with freedom to tailor tariffs to the needs of particular customers. It is likely to be the arrangement most compatible with a ‘real options’ approach to supply augmentation, although some regulators have stated a ‘real options’ approach would sit comfortably with their existing regulatory approach.
Costs associated with price regulation
The major costs associated with price regulation can be broadly categorised as compliance and administration costs; costs associated with imperfect information and limited flexibility; lobbying or ‘rent seeking’ costs; and costs associated with investment distortions (PC 2009a). Price regulation also introduces regulatory risk and the possibility of regulatory error.
Compliance and administration costs
There are potentially significant costs associated with complying with and administering regulation. The compliance costs faced by businesses involved in the urban water sector include:

· management and staff time (including the potential need to hire additional staff, and costs associated with management being diverted from core business)
· hiring of external expertise (such as engineers or lawyers)

· purchase and maintenance of specially modified IT systems or other equipment required to ensure compliance

· training costs.
Although these costs fall initially on businesses, many are likely to be passed on to consumers through higher prices. The burden of compliance costs in the urban water sector therefore falls mainly on consumers. There are also significant costs to government (ultimately passed on to consumers or taxpayers) associated with design and enforcement of regulation.

Urban water utilities do not generally compile specific information about the costs of complying with economic regulation, but some participants have suggested that they are relatively high. With regard to economic regulation in south‑east Queensland, the Executive Director of the SEQ Council of Mayors stated:

The cost of complying with [The Queensland Competition Authority] is very, very high. I think that price monitoring report they delivered this year cost the entities directly $2 million in fees - [The Queensland Competition Authority], plus their own compliance costs. It is an expensive business. (trans. p. 577)

With regard to administration costs for regulators, IPART said:

IPART’s overall budget is about $20 million a year. For that, we regulate electricity, gas, water, public transport, local government rates and we administer environmental schemes on behalf of the New South Wales government. So I would think the water component at a guess is five million a year. Obviously we do impose costs on the utilities themselves, I wouldn’t deny that. We also impose costs on third parties in the process of making our inquiries, as you do. You sort of appreciate the effort that people make to come and help you. So yes, there are certainly costs. (trans. p. 449)
Since those comments, IPART has told the Commission that it estimates the indicative cost to IPART of a typical water price review is around $360 000, including staff costs, expenditure on consultancies, the costs associated with public hearings and costs incurred through the various steps of the IPART review process. The costs can vary from one review to the next (Chadwick, A., IPART, Sydney, pers. comm. 29 June 2011).
IPART is unable to advise the Commission about the level of efficient costs it allows utilities to incur to meet their regulatory obligations (as this is not specifically identified in operating expenditure). The Commission understands this is also the case with regulators in other jurisdictions. The Commission has seen little evidence of such analysis having been undertaken either at the time current regulations were implemented, or subsequently. In the absence of information about expenditure by regulators and regulated utilities, it is difficult to estimate the precise nature of these costs for the urban water sector.
Costs associated with imperfect information and limited flexibility

Another problem with regulation is that of imperfect information and asymmetric information between the regulator and the regulated utility. Regulators typically do not have as much information as those being regulated.
Decisions by regulators also typically depend on assumptions made about a large number of parameters, and assumptions that can turn out to be erroneous. The assumptions made by regulators are not necessarily superior to those of utilities. For example, in April 2011 the Independent Competition and Regulatory Commission (ICRC) in the ACT announced that water and wastewater charges would increase beyond levels previously foreshadowed, in part because the demand for water was below that originally anticipated by the ICRC (ICRC 2011).

This example was highlighted by ACTEW Corporation:

Now, I would think that most consumers in the ACT would believe that the change in price as a result of the underestimation or the overestimation of volume was my responsibility and something that I should be reasonably accountable for. Yet it was not my estimate. It was a volume estimate above what ACTEW had recommended. It’s not claiming that ACTEW were better at it … just was that our estimate turned into something closer. Yet I don’t think there is a real accountability of the regulator to the fact that two‑thirds of what is seen by the community as a fairly significant price increase was due to a volume forecast problem the [ICRC] had determined. (trans., p. 712)

If regulation restricts the potential pricing strategies utilities can adopt, it might prevent efficient pricing or prevent service offerings being made that some consumers might find attractive. By reducing pricing flexibility for utilities, current price setting approaches would potentially obstruct the pricing reforms advocated by the Commission in this report.

Regulators can potentially demand higher quality standards than those actually demanded by consumers, which would unnecessarily increase prices. Decisions regarding tradeoffs between price and quality are often likely to be better made by enterprises responding to consumer demands.

Lobbying costs and rent seeking
A potential cost of regulation — particularly where regulatory outcomes are uncertain — is the diversion of resources into lobbying and regulatory ‘gaming’ (or ‘rent seeking’), both by businesses involved directly in the urban water sector and by other interested parties. The more discretion regulators (including elected representatives) have over outcomes, typically the greater the potential for resources to be diverted into seeking to influence regulatory outcomes.

The dividing line between compliance costs and lobbying costs can be quite ‘blurry’ in some cases. For example, water utilities typically have to provide economic regulators with detailed plans about their future activities (including investment). However, as would be expected, these plans are generally couched in terms seeking to persuade regulators to make decisions favourable to the utilities. There is likely to be an incentive to overstate investment intentions or their associated costs. Consumer groups have much the same incentives to try to keep prices down.
Lobbying is also associated with ‘regulatory capture’, whereby a regulator might come to favour particular interests, such as consumers or particular producers, over others. Regulators can also be captured by governments or by populism (Banks 2003).

Investment distortions
Compliance costs and regulatory uncertainty have the effect of reducing the returns and riskiness associated with investments, thereby lowering their attractiveness. Regulatory delays also potentially reduce investment, and can lead to sub‑optimal investment strategies. For example, if there is a need for supply augmentation and the most attractive investment (from a cost–benefit viewpoint) is delayed by the regulatory process, the delay might lead to a less efficient investment taking place because it can be delivered in the truncated timeframe. This leads to an inefficient outcome, relative to the preferred investment, that can be considered a cost associated with regulatory delay.

ACTEW Corporation highlighted the impact of regulatory uncertainty on supply augmentation decisions:

So in a real options analysis once you introduce uncertainty what became apparent was that the dam would be chosen almost on every occasion because you had more possibility of [it proceeding] but the others just have been very difficult to get into place [due to the challenges associated with] getting interstate agreements, the environmental issues associated with each one and different environmental regulators. The Murrumbidgee–Googong pipeline had to go through New South Wales, the ACT and the Feds to get decisions and they had different views. We’ve managed to get two down and the third one we have an approval of sorts to proceed. But it’s the uncertainty of progressing those that makes it difficult. We’re still negotiating after some considerable period with Snowy Hydro about releasing the water in an amount that works for us as well. But to get that project to work we also need the pipeline so that we can pump the water, otherwise we wouldn’t be able to pump enough to make it a worthwhile proposition. (trans., pp. 83–84)

Cousins (2010) discussed the impact of regulatory uncertainty on the investment intentions of some Queensland council-owned utilities:

The entities … pointed to the uncertainty surrounding their regulatory environment. Should they wait to be told what to do by the regulator, or do they just get on and do it and convince the regulator later, if necessary, that what they have done is not inappropriate? (Cousins 2010, p. 27)

ACTEW Corporation stated that regulatory arrangements represented a disincentive to innovate:

A significant drawback of the governance structures typically applied in regulated natural monopoly markets, such as the urban water market, is the lack of reward to innovate. Whilst in the short term this may result in lower prices, it may also deprive water consumers of more significant price decreases or quality increases that may flow from research and development in the longer term. (sub. 45, p. 5)

Yarra Valley Water made similar comments:

The Essential Services Commission regulates Yarra Valley Water and other Victorian water utility prices. A key issue is that under current regulatory arrangements, the Essential Services Commission is unlikely to allow Yarra Valley Water to pass on any additional costs to its customers that it might incur in providing innovative infrastructure, even when the additional costs deliver a lower total cost for the community. (sub. DR115, p. 41)
Costs vary with different forms of regulation

The costs associated with regulation will vary according to the form of regulation applied. Price setting is the most heavy handed form of price regulation, has the largest informational requirements, and is likely to impose the highest compliance costs. It also has the greatest capacity to reduce the flexibility of utilities to respond to the wishes of customers, or to make using a ‘real options’ approach to supply augmentation problematic, particularly where sunk costs might be incurred on discontinued projects (chapter 5). Less ‘heavy handed’ forms of price setting, such as revenue capping, are likely to have lower costs than more heavy handed forms.
The relatively high costs associated with price setting have been acknowledged throughout the microeconomic reform era. The Hilmer Committee in 1993 did not at that time see a role for price controls in view of the costs involved:
The Committee was not persuaded of a need to include a price control power. Regulated prices increase the risk of deterring efficient business activity. Moreover, firms have accepted all price recommendations of the [Prices Surveillance Authority] to date. In these circumstances, the Committee favours reliance on less intrusive powers unless and until serious compliance difficulties are encountered. The Committee sees some consistency in this regard with its strong stand against price fixing by firms — to the maximum extent possible, pricing decisions should be made by individual firms rather than regulators or cartels. (Independent Committee of Inquiry into Competition Policy in Australia 1993, p. 277)
WSAA gave examples of the costs associated with highly prescriptive regulation in New South Wales (box 
11.2). The Commission considers that, even where adoption of a price setting regulatory framework was appropriate, there are unlikely to be gains from having a regulator setting 66 miscellaneous fees as in the case of Hunter Water (box 
11.2). Such ‘micromanaging’ of tariff schedules requires a large amount of information to be passed between the regulator and the utilities, and significantly increases the cost of regulation. There is scope for price setting to be far less intrusive (for instance, by employing revenue capping).
Light-handed regulatory alternatives such as price monitoring typically impose fewer costs than price setting (not just in terms of compliance costs, but monitoring should be less likely to discourage investment). Whilst there might be significant informational requirements, these are likely to be less (if only because the level of cost allocation required is lower) and price monitoring does not restrict the pricing decisions of utilities in the same way as price setting, and can therefore be seen as less intrusive.

Price monitoring is likely to be more appropriate than price setting where the scope for abuse of market power is fairly limited, but where some concerns still remain about potential monopoly pricing.
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Highly prescriptive regulation: Hunter Water and miscellaneous fees

	WSAA highlighted issues surrounding highly prescriptive regulation in New South Wales (sub. DR145), including IPART’s setting of 66 miscellaneous fees relating to the activities of Hunter Water:

WSAA’s initial submission highlighted the case of Sydney Water, where the format of the … IPART … price determination leaves little scope for Sydney Water to negotiate with its larger commercial/industrial customers, or indeed develop more tailored pricing for certain groups of residential customers. In addition to Hunter Water’s core water, wastewater and stormwater charges, IPART sets 66 miscellaneous fees, including charges for conveyancing certificates, standpipe rental/access, special meter reads, applications to connect to water supply and payment dishonour fees. Setting prices for each tariff component … provides certainty, but diminishes the scope for pricing innovation and flexibility which could benefit both the business and its customers. (sub. DR145, p. 17)

Many of the fees are small and would apply to very few customers. Among the 66 fees, items include:

· property sewerage diagrams

· standpipe hire security bonds

· pump station design assessments

· tee and valve connections

· water cart tanker inspections

· inaccessible meter reading agreements.

The 66 ‘miscellaneous fees’ set by IPART for Hunter Water represent only a fraction of all of the fees set by IPART for that utility.

	Source: IPART (2009b).

	

	


Were there a move towards price monitoring or reliance on performance reporting regimes, it would be important for governments and regulators to ensure compliance costs were kept as low as possible. As noted by the Economic Regulation Authority, it could not be assumed compliance with monitoring would necessarily be less costly than with price setting:

Such reviews would necessarily involve examination of the service providers’ costs and rate of return and the setting of productivity targets … a price monitoring approach, to be effective, may not be any less intrusive or costly than regulation. (sub. DR140, p.4)
Dr Ron Ben-David suggested the performance monitoring arrangements proposed by the Commission in its draft report could be more costly and intrusive than existing arrangements:

The extensive reporting and auditing arrangements being proposed would largely mimic those currently in place. Moreover, the suggestion that there should be an on‑going assessment of efficiency and efficacy of service provision and investment would represent an enormous intrusion into the administration of water utilities. This imposition would dwarf current regulatory requirements. (sub. DR158, p. 35)

The Commission agrees that, depending on the monitoring arrangements implemented, there is no guarantee compliance costs would fall after a move towards price monitoring. However, the intention of any move to price monitoring would be to move to more ‘light handed’, less intrusive monitoring, not to continue ‘business as usual’ regulation without the price setting element, and certainly not to increase regulatory burdens. In its recent draft report on price regulation of airports, the Commission found that the costs associated with monitoring arrangements at airports had been low, while the arrangements had been effective in providing information about whether market power was being misused (PC 2011b).
Moreover, the improved governance arrangements recommended by the Commission are designed to achieve much more than current price setting sets out to do. The Commission is confident that the benefits of improved supply augmentation decisions, for example, would significantly exceed the costs associated with the Commission’s performance monitoring arrangements.

The Commission’s view on costs and benefits of prices oversight arrangements
After considering the rationales currently used for existing and foreshadowed price setting arrangements in the urban water sector, and taking account of the reforms proposed elsewhere in this report, it is the Commission’s view that the benefits of ongoing price setting would be unlikely to exceed its costs. Problems associated with monopoly pricing and X-inefficiency are likely to be largely eradicated following implementation of the Commission’s institutional and governance reforms (which incorporate much of the framework currently utilised by regulators). Establishing good governance procedures is a more effective way of ensuring full cost recovery compared to regulatory price setting.

11.

 SEQ Heading2 5
Future arrangements for prices oversight
In the short term, given the current reliance on price setting, the time required to implement the Commission’s suggested governance reforms, and the need for consumers and other participants in the sector to be confident their interests are being protected, some form of price regulation should continue. However, in view of the Commission’s assessment that the scope for potential misuse of market power in the urban water sector is limited, there is a strong case for price or revenue monitoring to be adopted — as part of a broader performance monitoring framework — to represent a more light handed regulatory option compared with price setting.
Once satisfactory governance arrangements are in place, the Commission recommends all states and territories where prices for the urban water sector are currently set by regulators should move to a price monitoring regime.

The current price monitoring arrangements in Queensland should continue beyond the interim period (or be ended if they can not be shown to be providing net benefits). Although it has been the understanding of the Commission that Queensland intended to move to price setting in 2013, it notes the Queensland Government has indicated it intends to continue with price monitoring in south‑east Queensland:

There are clear advantages in maintaining a price monitoring regime in specific circumstances and Queensland will maintain a price monitoring approach in SEQ for the SEQ Distributor-Retailers. (sub. DR167, p. 6)

The Commission considers that the Queensland Government should abandon any previous plans to implement price setting and, instead, continue with the current price monitoring arrangements.
The current Queensland arrangements (prior to recent political interventions in pricing) represent a suitable interim arrangement — ahead of consideration of further regulatory reform — and the Commission considers there would be benefits of implementing them (or similar arrangements) in other jurisdictions in place of the current price setting regimes (although the Commission notes that some participants, including WSAA, consider that the Queensland monitoring system could be made less costly for business).
Within five years of moving to price monitoring, State and Territory Governments should complete an independent review of whether price regulation is likely to provide ongoing net benefits (including whether misuse of monopoly power is an ongoing problem and therefore whether a stronger form of regulation might be warranted). If misuse of market power is not seen as a problem, or if net benefits of price regulation cannot be demonstrated, the price monitoring regime should be replaced by a self-reporting regime (as part of a broader performance monitoring framework) as described in chapter 10, which could be overseen by an independent regulatory agency, by an auditor-general, or an agency such as the NSW Office of Water. If implemented in a particular state or territory, there would be merit in assessing the effectiveness of the self-reporting regime in an independent review. To ensure arrangements had been adequately ‘bedded down’, such a review should take place after a period of no less than 5 years. The Commission is satisfied this approach, coupled with the governance reforms it has proposed (chapter 10) is consistent with the approach contained in clause 77 of the NWI Agreement.

Recommendation 11.1
State and Territory Governments should move away from regulatory price setting to a price monitoring regime (where some form of prices oversight is considered necessary). Independent regulatory price setting should only be applied where it can be demonstrated that price monitoring and appropriate governance arrangements are unlikely to prevent misuse of market power.
Within five years of moving to a price monitoring regime, all State and Territory Governments should initiate independent reviews (not by regulatory agencies) to determine:

· whether water utilities are misusing their market power and, if they are, what action should be taken to deal with this

· whether ongoing price monitoring is likely to produce net benefits to the community and, therefore, whether it is still required. If such benefits can not be demonstrated, all price regulation should be abolished and replaced by a self-reporting regime to be overseen by an appropriate government agency in the relevant jurisdiction.

Rather than proceeding to implement a price setting regime, Queensland should continue with its interim price monitoring arrangements until it undertakes a review within five years of whether price regulation produces net benefits to the community.
The National Water Initiative pricing principles should be amended to make it clear that independent regulatory price setting, should not be applied unless it can be demonstrated that a more light-handed approach is unlikely to prevent the substantial misuse of market power.

The future role of regulators
The Commission agrees that regulatory oversight has had some benefits for the urban water sector, particularly by providing a mechanism to encourage improvements in efficiency. Although not supportive of price setting where there is appropriate governance, the Commission sees there is an ongoing potential role for economic regulators. Given the experience of most economic regulators in determining regulatory parameters, they could provide useful advice to the government on issues such as rates of return and asset values. Many regulators have established processes that could also facilitate public consultation ahead of the drafting of the Commission’s proposed governance charter (chapter 10) by government.

For example, as described in chapter 10, the Commission envisages the charter would require utilities to fully recover costs (incorporating an appropriate return on the shareholder government’s investment) but not to price in a manner that would allow a return above this or in some other way that damages economic efficiency. Regulators could play an important advisory role to governments in the drafting of charters. They could also be involved in ensuring the utility complies with the public reporting requirements of the charter, and in monitoring performance against the charter.
11.

 SEQ Heading2 6
Is there merit in a national economic regulator for the urban water sector?

A number of participants have suggested a national economic regulator for the urban water sector would be preferable to the current arrangements involving individual State and Territory regulators. WSAA, which recommended a review of the costs and benefits of introducing a national regulator, said:

A single and national regulator — and nationally consistent principles to guide economic regulation — could provide for the following:

· standardised approach to economic regulation across all jurisdictions

· access to precedents and information from other industries

· superior ability to attract and retain staff with sufficient expertise and experience to administer economic regulation. (sub. 29, p. 23)

Cousins (2010) also argued that consideration should be given to forming a national economic regulator:

Such a regulator would be more able to isolate itself from the tensions associated with State and local government relations which are more evident in Queensland than in other jurisdictions, than could the [Queensland Competition Authority]. (Cousins 2010, p. 44).

The Commission agrees there are a number of potential benefits from having a national regulator (rather than state and territory regulators). These include:

· economies of scale and scope in regulation

· enforcement costs might be reduced

· for companies trading in more than one jurisdiction, compliance costs might be reduced by the need to deal with only one regulator

· possibly reduced risk of regulatory error through greater pooling of expertise and resources

· greater consistency of legal interpretation

· increased ability to withstand political pressures at the state level (although this might be offset by pressures at the Commonwealth level).

These potential advantages have to be offset against some possible disadvantages of having a single national regulator. These include:

· reduced ability to design the most effective regulatory regime for the circumstances of any particular jurisdiction

· reduced local knowledge of the sector

· more difficult access to the regulator for stakeholders (although steps could be taken to alleviate this, and the regulator would presumably have offices around Australia)

· more significant consequences of regulatory error, or unintended outcomes from decisions, with only one national regulator

· reduction in resources for state and territory regulators that need some scope economies to continue to discharge functions with respect to other industries.

Although there are benefits from moving to a national regulator, the Commission considers these benefits could be achieved (with fewer offsetting costs) by moving to a more consistent regulatory approach across jurisdictions. If price regulation of the urban water sector is to continue, COAG could look at developing principles to ensure more nationally consistent economic regulation of the urban water sector. This process would be distinct from the existing COAG/NWI pricing principles, with the focus on standardising regulations and regulatory procedures (and reducing regulatory burdens). Importantly, if moves are made in this direction, they should not preclude any jurisdiction from moving away from price regulation or moving to more ‘light handed’ forms of regulation.

The Business Council of Australia also suggested that, in addition to dealing with price and access matters, a national regulator could set ‘a range of technical standards such as the quality of drinking water’ (sub. 66, p. 25). Although there are advantages for sector participants in having fewer regulators, the Commission is of the view that drinking standards would be best left to health regulators rather than by an entity that would otherwise be first and foremost an economic regulator. As noted elsewhere in this report, if regulators are given too many conflicting areas of responsibility, the conflicts would be very hard to manage.
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Third party access regulation and licensing

In addition to the price setting arrangements across jurisdictions, the urban water sector is also subject to third party access regulation and licensing. The use of third party access regimes has the potential to increase competition with the sector (although also to discourage investment), while licensing regimes seek to ensure standards of quality are met (although they can create concerns about creating barriers to entry).

Third party access
Third party access arrangements seek to enable entities to gain access to the services provided by an infrastructure facility on commercial terms and conditions. Access arrangements are typically used when infrastructure facilities exhibit natural monopoly characteristics, and where, in the absence of regulation or competition from substitute services, facility owners are likely to obtain substantial and enduring market power.

This market power could be exercised in two main ways, namely by charging access prices significantly above costs, or by denying access to the service/ making access onerous. Regardless of how this market power was exercised, the effect would be that output of the final service provided by the monopoly infrastructure would generally be lower than desirable, leading to an economic efficiency loss for the community. Third party access regimes seek to curb market power stemming from control of infrastructure facilities and, by extension, reduce any efficiency losses that might follow.

The national approach for dealing with third party access arrangements is via Part IIIA of the Competition and Consumer Act 2010 (Cwlth) (formerly the Trade Practices Act). As described by the National Competition Council (NCC):

In broad terms, the [National Access Regime] provides a means of promoting competition in markets where the ability to compete effectively depends on being able to use a monopoly infrastructure service. At the same time, the regime ensures that infrastructure owners receive a commercial return and that incentives for efficient investment are not affected. (sub. 12, p. 1)

Part IIIA provides three ways for a third party to gain access to a service:

· declaration of an asset by a minister, following a recommendation by the NCC (declaration providing access seekers with a legal right to negotiate and a mandatory dispute resolution mechanism.)

· use of an existing access regime established by a state or territory and deemed to be ‘effective’

· seeking access under terms and conditions specified in a voluntary undertaking given by the service provider and accepted by the ACCC (PC 2010b).

The undertaking option is an alternative to declaration. It is designed to give infrastructure owners and operators greater certainty about the access conditions applying to their infrastructure.

Following a decision by the Australian Competition Tribunal to declare sewerage and interconnection services owned by Sydney Water, the New South Wales Government developed a State‑based third party access regime for water infrastructure services under the Water Industry Competition Act 2006 (NSW) (WICA). The NCC has said the WICA access regime ‘effectively mimics’ the Part IIIA regime, substituting IPART for the ACCC as the arbiter in any access dispute, and a decision of the Premier of New South Wales for a declaration decision under Part IIIA (sub. 12).

The NCC did, however, conclude that the WICA regime meets the criteria to be certified effective and the relevant Minister accepted this recommendation in 2009 and certified the WICA as effective for 10 years. Following this, the sewerage services in New South Wales previously declared under Part IIIA had their declaration revoked (as a result of now being subject to an ‘effective’ State-based regime).

The NCC has raised doubts about whether the National Access Regime process would provide an adequate level of certainty about the terms of conditions of access to urban water infrastructure assets, while also noting that some urban water sector infrastructure assets might not meet the ‘national significance’ test required for declaration under Part IIIA. The NCC suggested jurisdictional regimes for access to gas pipelines and electricity infrastructure might represent a good basis for drawing up an equivalent regime for urban water:

Governments have, for example, adopted jurisdictional access regimes for gas pipelines — which rationalise the process of determining what pipelines are regulated, allow for light handed and fuller forms of regulation and use of a national regulatory body — and for regulation of the electricity sector — which apply the relevant regulation to virtually all transmission and distribution infrastructure without requiring case by case declaration or coverage decisions. The Council considers that this approach could be used as a model for development of jurisdictional regimes for access regulation of urban water infrastructure. (sub. 12, p. 8)

Although the Commission has previously highlighted a number of concerns with third party access regimes, and particularly their potential to discourage investment in vital infrastructure (PC 2001b), it is strongly of the view that the urban water sector would benefit from increased competitive pressures. The Commission notes the advice of the NCC that reliance on Part IIIA might not provide this. The Commission is also inclined to this view.

The Commission sees the primary policy challenge is to ensure ongoing innovation in the sector, and ensuring that distributed systems developments are not obstructed by the attitudes or business processes of incumbent utilities. As such, there is a role for State and Territory Governments to consider legislating jurisdiction-based third party access regimes in the manner that New South Wales has done. However, in developing these jurisdictional arrangements, the State and Territory Governments should ensure that regulatory differences do not obstruct interstate trade.
Queensland also has a generic third party access regime contained in Part 5 of the Queensland Competition Authority Act 1997 (Qld). To date, no water or sewerage assets have been declared under the regime, and the Queensland Department of Environment and Resource Management has said:

The Government has not requested that the [Queensland Competition Authority] assess whether water and wastewater services … are eligible for declaration on the basis that without the potential for new entrants in the market at this point in time, the costs of regulation would most likely outweigh any benefits … at this point in time, the preference would be to encourage commercial negotiations with new access seekers. (sub. 60, p. 28)

The Commission understands that moves toward implementing a third party access regime for water infrastructure are under active consideration in Victoria and South Australia. An independent review of the National Access Regime is currently scheduled to be commenced by 31 December 2012. The Commission considers this review is well placed to make recommendations about the most appropriate future third party access arrangements for the urban water sector.

Third party access arrangements are typically more problematic with vertically‑integrated entities, as there is an incentive for the infrastructure owner to provide favourable access to their own upstream or downstream operations. While urban water utilities have legislated monopolies, these concerns about discrimination are unlikely to be a significant issue (as there are no major ‘rivals’ to discriminate against). Further, under the non‑vertically-integrated sectoral models discussed in chapter 12, third party access issues would be expected to be less significant.

Recommendation 11.2
The Australian Government should proceed with the scheduled independent review of the National Access Regime. This review should commence no later than 31 December 2012. The terms of reference should include an examination of the interaction between the national and state-based regimes, including those for the urban water sector.
Licensing

While establishing third party access arrangements to facilitate entry to markets, the WICA also establishes a licensing regime for private sector entrants requiring them to obtain licences in order to construct, maintain or operate any water industry infrastructure or to supply water (potable or non-potable) or provide sewerage services by means of any water industry infrastructure. The purpose of the licensing regime is, in IPART’s words, ‘to ensure the continued protection of public health, consumers and the environment’ (sub. 58, p. 39).
The NSW Government noted a number of licences had been issued under the WICA:

By the end of September 2010, six network operator licences and five retail supplier licences had been issued. 
· One project proposes to supply wastewater services in regional NSW. 
· Another will build and operate a new recycled water plant at Fairfield, which will initially provide 4.7 billion litres of high-quality recycled water a year to industrial and irrigation customers via a network of retrofitted gas pipes. 

· A licence has been issued to operate a recycled water treatment plant in Sydney’s Central Business District which will supply recycled water for indoor non-drinking uses. 

· Another project is licensed to undertake sewer mining at Darling Harbour to provide recycled water for non-drinking purposes. (sub. 65, p. 9)
Some private sector stakeholders see the WICA as having been significant in creating competition. For example, The Water Factory Company said:
The NSW government has created a competitive marketplace through the Water Industry Competition Act 2006 (WICA). The NSW WICA competitive decentralised urban water market is delivering value in many ways other than direct water price reductions. Ultimately this competitive market place may assist in lessening increases in water pricing and provide consumers with multiple water supply options and technologies that reduce the overall annual cost of water services. (sub. DR123, p. 3)

IPART has noted that the costs of the licensing scheme, and the potential for it to create barriers to entry, need to be balanced against health and environmental concerns:
Licensing application and ongoing compliance costs for a licensee are not insignificant. However, the costs of such a scheme and the potential barriers to entry that may be present need to be balanced against the imperative to protect public health and safety and to ensure no harm to the environment. In an effort to reduce any potential barriers to entry, we have recommended changes to the legislation to enable the introduction of a tiered licensing regime. In such a regime, low risk projects would either be exempt or subject to a lighter form of regulation. (sub. 58, pp. 40–41)
The Victorian Department of Health has also highlighted health concerns associated with new entrants to the urban water sector:

If a nationally consistent third-party access regime were to be developed, it is important to consider the broader implications of this type of regime on public health, existing and future integrated water management strategies, existing State and Territory regulatory frameworks, and the capacity and skills within the water industry to effectively deliver such regimes. If third-party access regimes are adopted by the States and Territories, the regimes will need to be effectively linked to existing or future public health and environmental regulatory frameworks for supplying drinking water, using recycled water, and managing sewerage and stormwater networks (assuming these frameworks are satisfactory in the first place). (sub. 16, p. 2)
The Commission agrees that it is important to protect public health and the environment as new participants emerge in the water market. However, it is also important that this is done in a manner that does not make participation in the sector unattractive for private sector participants. In licensing new entrants, governments and regulators should ensure that the standards required to obtain a licence are no greater than absolutely necessary to ensure health and environmental standards are protected.
�	Government ownership as a solution to potential abuse of market power by natural monopolies is long accepted (see, for example, Viscusi et al 2005). However, government ownership is often associated with inefficient production and political intervention, meaning sound governance procedures and use of measures such as competitive tendering are particularly important.


�	If utilities were used as ‘cash cows’ or effectively instruments of taxation (Viscusi et al 2005), the manner in which this was done would determine how distorting the impacts would be. If the ‘excessive’ charges took the form of a lump sum, water allocation decisions would be unaffected. However, if volumetric charges were set at above efficient levels, consumption decisions would be affected and the effects would be relatively distorting.


�	While price regulation could be used to set floor prices where predatory pricing is a concern, this is not an issue of concern in the urban water sector and in any event would constitute a breach of s. 46 of the Competition and Consumer Act 2010 (Cwlth).


�	The price monitoring regime for airport services is currently the subject of a separate Commission inquiry. The current regime was implemented following a 2002 inquiry by the Commission (which recommended moving from an earlier more heavy handed regime) and was previously reviewed by the Commission in 2006.


�	Construction of the Murrumbidgee to Googong pipeline has now received final approval with the NSW Government issuing its licence for construction in early March 2011 (Downie 2011). The pipeline was originally announced in March 2009 (Corbell 2009).


�	Paragraph 77 is shown at the start of this chapter.
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