	
	


	
	



1
Introduction
The Australian Government has asked the Commission to examine the case for microeconomic reform, and to identify pathways to achieving improved resource allocation and efficiency, in the urban water sector.
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Background to this inquiry
Water reform began in the early 1980s, notably with the appointment of Dr John Paterson as President and Chief Executive of the Hunter Water Board. In 1982, the Board implemented water pricing reform, starting with a user-pays water tariff for residential customers. In 1992, the Hunter District Water Board became the first major urban water authority in Australia to be corporatised.

Other significant milestones for reform include the:

· Industry Commission (1992) inquiry into water resources and wastewater disposal 

· COAG (1994) strategic framework for the efficient and sustainable reform of the Australian water industry, developed by the Working Group on Water Resource Policy

· COAG (1995) National Competition Policy and Related Reforms (NCP), which included payments to jurisdictions that effectively implemented the strategic framework for water reform in the 1994 agreement 

· COAG (2004) National Water Initiative (NWI) and the establishment of a National Water Commission (NWC) to assist with, and to assess progress on the effective implementation of, the water related reforms in the 1995 agreement and to progress additional agreed reforms

· COAG (2008) enhanced national urban water reform framework to improve the security of supply for urban water. 
The origin of this inquiry can be traced back to the COAG agreement in 2008 (bold dot point in box 1.1). The purpose of the inquiry is to assist COAG to advance urban water reform by identifying pathways to achieve improved resource efficiency through reform of arrangements that govern the urban water sector.

	Box 1.

 SEQ Box \* ARABIC 1
Enhanced national urban water reform framework

	In 2008, COAG agreed to the following:

· adopt national urban water planning principles

· establish and publish the levels of service for metropolitan water supplies

· publish guidance to facilitate best practice scenario planning for climate variability

· finalise and adopt National Water Initiative pricing principles

· review consumer protection arrangements for services provided by water utilities

· investigate possible enhancements to pricing reform, including scarcity value of water and the valuation and recovery of environmental externalities

· explore the issue of establishing entitlements for recycling, stormwater and managed aquifer recharge

· promote the use of competition through an examination of barriers to third party access and the costs and benefits of establishing a nationally consistent regime

· examine the case for a microeconomic reform agenda in the urban water sector

· examine the role of improved urban water metering and billing practices in the allocation, use and management of water

· finalise a review of water restrictions in Australia

· investigate the establishment of a national clearing house for best practice urban water management

· investigate the development of a national system for reporting urban water consumption

· establish centres of excellence for recycling and desalination

· develop a strategy to improve water supply and wastewater services in remote communities.

	Source: COAG (2008).

	

	


Although considerable reform has occurred over the past three decades, the urban water sector has been under stress in recent times. This has mainly arisen from a lengthy period of unexpectedly low rainfall and inflows to dams, rivers and aquifers, followed most recently by heavy rain and floods in eastern Australia. Pressures from growth in demand, ageing assets and reduced capacity to supply from existing rainfall dependent sources has led to:

· prolonged use of severe water restrictions and consumption targets

· use of prescribed measures or subsidies to reduce the consumption of potable water from bulk sources of supply (rainwater tanks, low flow shower heads, water recycling schemes for non potable uses) 

· large investments in rainfall-independent supply augmentation (primarily desalination plants).

Water quality problems have also occurred in some regional areas (health quality of potable water and the environmental quality of discharged wastewater). In some regional areas, water quality issues have led to ‘boil water’ notices being issued and exemptions granted for compliance with standards for the discharge of treated wastewater.

The recent experiences in the sector have created further impetus for this inquiry.
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What has the Commission been asked to do?

Under the terms of reference, the Commission has been asked to:
· identify the opportunities for efficiency gains, which might be achieved through changes to structural, institutional, regulatory, and other arrangements in the Australian urban water and wastewater sectors
· provide options to achieve the identified efficiency gains, and quantitatively assess these options (to the fullest extent possible) to identify their:

· economic, social and environmental impacts

· impacts on Australian governments, business and consumers

· propensity to facilitate supply and demand planning and decision-making in the medium and long term

· propose a work program including implementation plans for the options, identifying 

· practical actions that the Australian, State and Territory Governments and Local Governments can undertake to implement options for reforms, including any transitional arrangements

· priority areas where the greatest efficiency gains are evident and where early action is practicable

· quantitative and qualitative indicators that can be used to monitor changes in efficiency in the urban water and wastewater sectors.
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Scope of the inquiry

Australia’s urban water sector is responsible for providing three services to households and commercial and industrial businesses:
· potable water (bulk water harvesting and manufacturing, storage, treatment, transmission, distribution, and retail)

· wastewater (transmission and distribution of sewage and tradewaste, treatment, recycling and disposal)

· stormwater (transmission, distribution, treatment, recycling and disposal).

For the purpose of this inquiry, the scope of services is limited to cities, towns and settlements that are serviced using reticulated systems.

Historically, urban water services have been provided by government-owned businesses (State and Territory or Local Government), which have often been vertically-integrated regional monopolies (sometimes statewide monopolies). 

Water utilities are also required to comply with government policies regarding environmental protection, water conservation, public health and economic regulation of government businesses, including:
· the supply of water of appropriate quality for environmental purposes, such as maintaining ecologically healthy wetlands and waterways (including in urban areas)

· water conservation and water use efficiency

· flood mitigation and possibly power generation

· the quality of recycled or disposed wastewater and stormwater

· the quality of potable and non-potable classes of water

· the operation of government-owned trading enterprises

· consumer prices 

· social policies (discounts or subsidies to specific groups of consumers).
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The Commission’s approach

The Commission is taking the following approach to the inquiry:
· identifying and clarifying the policy objectives for the urban water sector
· identifying the policy, institutional, structural and other impediments to achieving the objectives and assessing the potential benefits from overcoming them

· examining the changes to policies, institutions, and industry structure that governments could implement to unlock the benefits
· developing priorities for reform

· developing a monitoring framework to assess progress on implementing reform.

Water is often perceived to be different from other utility services (electricity, gas, telecommunications and mail) because water is ‘essential for life’ and/or it exhibits common property characteristics. Further, as a consequence of prolonged droughts, there is understandable community anxiety about the consequences of there not being enough water to meet basic human and industry needs. This can lead to a high degree of political involvement in water issues and pressure to adopt objectives, policies and institutional arrangements that are different from those applied in other utility sectors. The Commission considers that, in adopting the same approach as it would when considering other utilities that also provide ‘essential services’, it will arrive at policy advice that deals with the challenges and legitimate concerns of the community in both regional and metropolitan areas. 
On 28 July 2010, the United Nations adopted a resolution recognising access to clean water and sanitation as a human right although Australia abstained in this vote. The resolution is principally aimed at improving access to water and wastewater services in developing nations. In the context of this inquiry, it is expected that the reforms being proposed would comply with the human rights obligation. It is a role of government to decide on the most appropriate mix of policies that achieve its objectives for the urban water sector and provide the community with access to water and wastewater services.

The circumstances of the urban water sector vary across regions in terms of:
· source, location, abundance, and cost of developing, extracting and transporting water resources

· the variability of rainfall, storage inflows and demands on stormwater management systems and uncertainty about trends and extremes arising from climate change

· the size of, and distance between, urban centres for demand

· the service requirements and expectations of individual communities

· the capacity of consumers to pay

· the historical starting point in terms of industry structure.

In recognition of different circumstances across regions, the Commission has categorised its priorities for reform into:
· those that can be universally applied across all jurisdictions and regions

· those that are likely to depend on the specific circumstances of the jurisdiction or region.

The NWC and Infrastructure Australia have recently released studies that cover some of the issues being deliberated on in this inquiry. The Commission has liaised with these organisations and has drawn upon the work where appropriate.

The Commission has undertaken modelling to assist it in evaluating the case for microeconomic reform and to identify priorities for reform. In accordance with the general policy guidelines of the Productivity Commission Act 1998 (Cwlth), the Commission appointed Professor Alan Woodland (University of New South Wales) and Professor John Freebairn (University of Melbourne) to a reference panel for the purpose of reporting on the modelling.

The Commission’s modelling approach, together with some preliminary applications to Melbourne and Perth, were discussed at a modelling workshop on 1 February 2011. Participants included the two referees and representatives from academia, expert consultants that work in the sector, government officials and water utilities. The referee reports on the modelling used for the final report are included in a technical supplement, published in volume 2 of this report.
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Conduct of the inquiry

The terms of reference for this inquiry were received from the Assistant Treasurer on 22 July 2010.
The Commission has consulted widely with stakeholders, drawing on input from participants through visits, roundtable discussions, a modelling workshop, written submissions and public hearings (appendix A). 

The inquiry was advertised in national and metropolitan newspapers (table 1.1), and the Commission promoted the inquiry on its website.
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Print advertising for the new inquiry and public hearings

	State/Territory
	Publication

	
	The Australian

	
	Australian Financial Review

	New South Wales
	The Sydney Morning Herald

	Victoria
	The Age

	Queensland
	The Courier-Mail

	South Australia
	Adelaide Advertiser

	Western Australia
	The West Australian

	ACT
	Canberra Times


An issues paper and circulars announcing public hearings were sent to interested parties.

The hearings and roundtables were held in various locations (table 1.2).
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Schedule of all public hearings and roundtables

	Location
	
Date

	Initial public hearings
	

	Sydney
	Tuesday
9 November 2010

	Canberra
	Monday
29 November 2010

	Melbourne
	Tuesday
30 November 2010

	Adelaide
	Tuesday
  7 December 2010

	Perth
	Wednesday
8 December 2010

	Hobart
	Monday
13 December 2010

	Roundtables 
	

	Perth
	Monday
18 October 2010

	Sydney
	Wednesday
20 October 2010

	Melbourne
	Wednesday
27 October 2010

	Sydney (regional)
	Thursday
  2 December 2010

	Draft report hearings
	

	Sydney
	Tuesday
31 May 2011

	Brisbane
	Wednesday
  1 June 2011

	Canberra
	Monday
  6 June 2011

	Melbourne
	Friday
10 June 2011


Eighty-nine submissions were received in response to the issues paper and a further 78 were received in response to the draft report which was released in April 2011. 

The Commission thanks all inquiry participants for meeting with Commissioners and staff, facilitating visits, participating in roundtables and hearings, making submissions to the inquiry, and providing information and data to enable the Commission to undertake its modelling.
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Guide to the report

This report has two volumes. The first volume contains the terms of reference for the inquiry, key points, overview, recommendations and findings and chapters of the report. The second volume contains the appendixes and two technical supplements.

Volume 1

Chapter 2 of this report provides an overview of the industry, putting into context the modern history of reform, current government policies, governance arrangements and industry structure. 

Without a clear idea of the policy objectives for the urban water sector, the case for reform cannot be assessed or reform options designed. Chapter 3 examines the overarching objective for the sector. In Chapter 4, the roles of government and the principles that could guide the design of these roles are considered. 

The scope for efficiency gains in the supply of water, wastewater and stormwater services is examined in chapter 5. The scope for efficiency gains through pricing and demand side management is considered in chapters 6 and 7. More effective and efficient ways of achieving distributional and consumer protection objectives are considered in chapter 8.

The Commission’s overarching framework for reform of the urban water sector is outlined in chapter 9. Proposed universal reforms of institutions are set out in chapter 10, and a rethinking of economic regulation for the sector is detailed in chapter 11. Options for structural reform for utilities in large cities are discussed in chapter 12, and structural reform options for some smaller regional urban utilities are discussed in chapter 13.

Finally, the proposed reform priorities are summarised in chapter 14, along with a suggested timetable and framework for monitoring progress on the implementation of reform.

Volume 2

Appendix A lists the participants that made submissions to the inquiry and the consultations conducted by the Commission, including public hearings and roundtables. Appendix B provides further detail on the nature of the urban water sector and current arrangements governing the sector. Lessons from reform in other water sectors are summarised in appendix C and lessons from reform in other utility sectors are summarised in appendix D. Appendix E includes several case studies of supply augmentation completed around Australia, and appendix F provides further technical detail about the portfolio manager framework, the opportunity cost of supply and tariffs. Appendix G outlines the types of competition that can feasibly be applied to the urban water sector. Two technical supplements are also included in volume 2:
· partial equilibrium models of the urban water sectors in Melbourne and Perth

· insights into residential water consumption and expenditure using combined census and utility billing data.
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