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About this Discussion Paper

The Discussion Paper on the Role of the Private Sector in the Supply of Water and Wastewater Services canvasses the implications of a greater role for the private sector in providing water and wastewater services. 

The Paper has been prepared by the Natural Resource Management Branch of the Department of the Prime Minister and Cabinet and seeks the views of the public and, in particular, industry sectors that have an interest in the management of these services. 

How to provide a response to the Discussion Paper

The Paper includes questions and provides opportunities for comment. To encourage feedback from readers, there are several methods available for commenting on the Paper. Readers can respond via an online form or by downloading a Microsoft Word form which can then be returned to the Natural Resource Management Branch either by email or normal post. Detailed information about the submission process is available on the Department of the Prime Minister and Cabinet website at this address: http://www.dpmc.gov.au/water/discussion.cfm. You may also download additional copies of this document from that address.

The Discussion Paper will be open for comment to anyone who has an interest in this subject for six weeks from Monday 21 August 2006 until close of business on Tuesday 3 October 2006. 

At the end of the submission period, all comments will be collated and analysed. Feedback to the discussion paper will inform the Australian Government on options and approaches to encourage and to manage private sector involvement in the supply of water and wastewater services in urban and rural Australia. 
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Executive Summary
Water is a vital commodity; essential to life, agriculture and industry. It is in demand, as our population grows, yet in most places its supply is diminishing. At the same time, we recognise that much of our water has been over exploited and that we need to allocate a greater share to the environment to ensure the health of our rivers and wetlands.

This reality of growing demand and diminishing supply from existing sources means that investment to augment existing supplies of water and in using water more efficiently and productively will be needed.

The water industry is dominated by governments at every level. Governments do not simply regulate and protect our water resources they also own the water companies that deliver water and sewerage services. Government-owned water companies are substantial contributors to the revenues of most state and territory governments. 

The private sector has a great deal to offer the water sector. There is a significant amount of private capital available for infrastructure investment and there is also considerable expertise in both water science and technology as well as management in the private sector. This is not to diminish the resources of the government-owned water companies; but is there anything special about water which decrees that the private sector should have only a limited role?

Our water challenge is a formidable one and all stakeholders will need to be involved to ensure that Australia’s water resources are secure and used sustainably.

The objective of this discussion paper is to explore the role of private sector in supplying safe and efficient water and wastewater services in Australia, and to gain your views on whether greater participation from the private sector is warranted and if so, how it might be encouraged. 

The discussion paper reflects the issues found in the literature on this topic (see the reference list for further reading) and reports the outcomes of discussions with private and public sector stakeholders in the water and wastewater services industries. The paper is not a detailed technical analysis of the issues, or a policy paper. The aim of the discussion paper is to gain broader views from the public and specialists involved in the water sector to help inform policy development. 

The paper begins with an overview of the challenges ahead for providing safe and reliable water and wastewater services in urban and rural Australia. It gives a summary of the growth in demand for water services and the challenges posed by issues, such as climate change and the need to deliver water for environmental flows. 

The paper notes that water is primarily the responsibility of state and territory governments and that there are a variety of government-owned companies and agencies used to deliver water and wastewater services in urban and rural sectors. The paper also examines the challenges faced by water providers to maintain water infrastructure in a condition so that:

· there is enough water for our needs in the future 

· leakage and wastage is minimised
· service delivery is maintained to a high standard
· water quality is not compromised, and
· there are appropriate financing and management skills available to meet the challenges of the future. 
In this context, the paper seeks your views on: What are likely to be the most important issues that urban and rural water utilities will need to address to meet future demands?
The paper then asks for your views on: To what extent should the private sector play a greater role in urban and rural water and wastewater services?
To set the context for these questions, the paper provides an overview of other sectors in the economy that have benefited from increased private sector involvement, such as in electricity and gas. It presents an overview of the characteristics of the rural and urban water markets to give a sense of where the opportunities for private investors are to make a commercial return. The paper also provides a summary of the experience of private sector participation in Australia’s urban and rural water markets.

This is followed by a discussion on the options available for the private sector in the water industry. The options canvassed range from outsourcing, which is commonly used by large urban water utilities, through to public private partnerships (PPPs) and third party access arrangements. A case study of United Water in South Australia and ActewAGL in the Australian Capital Territory is provided to illustrate public private partnerships in an urban setting and a case study of Services Sydney Pty Ltd to demonstrate issues associated with third party access. Following this discussion your views are sought on: What are the pros and cons of using outsourcing, PPPs or third party access arrangements to involve the private sector in water and wastewater services?
Examples of the experience with private sector involvement in other parts of the world, and in particular in the UK and France are provided to give a broader view of the benefits and costs. In France, for example, notwithstanding its long tradition of government-owned industries, there has been extensive and long-term private sector involvement at all levels of service provision. Your views are sought on: What aspects of the examples provided are the most relevant to the Australian situation?
The next two sections of the paper deal with the potential downside and barriers to private sector participation. Significant for governments is the potential for community concerns about the protection of important features of the water industry such as the ability to manage precious water resources in an integrated and sustainable, manner. The community might also be concerned about the implications for the provision of essential water and wastewater services in the event that a private sector participant failed in the management of this service. Against each of these concerns, your views are sought on: In what ways might private sector involvement impact on each of these concerns?
Then there are the commercial barriers to participation. The paper summarises the current approaches to water pricing and the methods used for charging access to existing infrastructure via third party access arrangements. Is the price of water too low to enable a commercial operator to make an adequate return? It seeks your views on: How significant are pricing barriers to private sector involvement in water and wastewater services? Can anything be done to reduce them?
Since risk allocation and risk management are important to ensuring that water and wastewater systems are well managed and can provide public benefits from private sector participation, the paper gives an overview of these issues and asks for your views on: How can risks best be allocated between public and private sector participants in water and wastewater services and is this a significant barrier to private sector involvement in the water sector?
Your views are also sought on whether there are: Other significant barriers to private sector involvement in water and wastewater services and what could be done to reduce them?
Finally, the paper outlines two possible initiatives to help facilitate and manage private sector involvement. First, the development of a national code for third party access as a means of reducing the time and cost involved in negotiating access arrangements. Second, the development of a set of national guidelines for contracting with the private sector – to assist in risk allocation and in the development of PPPs. Following a short explanation of each of these concepts, your views are sought on: How would a national code for third party access or national guidelines for contracting with the private sector assist private sector involvement?
Your feedback to the discussion paper will inform the Australian Government on approaches to encourage and to manage private sector involvement in supply of water and wastewater services in urban and rural Australia.

1.0 Introduction

1.1 Provision of safe and reliable water and wastewater services in the future

All Australians need a reliable water supply that is safe to drink. The correct treatment and disposal or reuse of domestic wastewater and industrial wastes is also essential to our economy and the health and wellbeing of all Australians. Over the last 200 years these essential services have been the direct responsibility of governments and their agencies. 

The Australian economy and population have been steadily growing and the demand for water continues to increase in line with that growth. For example, water demand increased significantly by 67 per cent from 1986 to 1997 with the most of this growth associated with expansion in irrigated agriculture. Per capita water consumption also increased in the urban sector from 95kL in 1993-94 to 115kL in 2000-01 (ABS 2005 p.183). However, due to factors, including drought awareness and water restrictions, urban water use has decreased since 2001. For example, in 2004-05 urban users consumed, on average 84kL per person a reduction of some 3.65 per cent since 2003-04 and a 15 per cent reduction in per capita consumption over four years since 2000-01. At the same time, average household consumption in capital cities fell by 9 per cent, from 251kL per household per annum in 2000-01 to 225kL per household per annum in 2004–05 (Water Services Association of Australia (WSAA), 31 January 2006 press release).
In their report Water and the Australian Economy the Australian Academy of Technical Sciences and Engineering and the Institution of Engineers highlighted that if water use trends continue the water needs of industry, particularly irrigation industries, will be seriously affected by a shortfall in water availability by 2020 (1999 p. 4). In 2006 the Business Council of Australia observed that with an expected rise in population to 25 million by 2025, nearly all Australian cities will be consuming water at unsustainable levels (BCA, 2006 p.12). Some governments are proposing and implementing strategies to mitigate these risks and meet water supply and demand issues, through initiatives such as desalination and recycling schemes.

The ability to meet future water supply demands in urban and rural regions are likely to be stretched further by the need to return water to the environment, growth in the Australian economy and impacts from climate change (some catchments that supply major Australian cities are recording decreasing water yields of up to 25 per cent. In the most extreme case flows into Perth’s reservoirs have declined by 64 per cent in the last 20 years (WSAA 2005 p.3).

There is also a need for additional investment in water supply and wastewater infrastructure to improve efficiencies and meet future needs. According to Engineers Australia over the next 20 years water supply and sewerage capital expenditure in South East Queensland, Sydney and Melbourne will amount to at least $12.6 billion (2000 p. 35). The BCA also reported in 2006 that there is an urgent need to invest in water infrastructure to minimise wastage and improve Australia’s GDP (BCA 2006). 

The challenge is to provide for the future growth in water and wastewater services to our cities and towns as well as water for irrigation and other forms of agricultural production. This challenge also involves the maintenance and renewal of existing infrastructure and the provision of new infrastructure and services. The overarching question posed in this discussion paper is: 

To what extent should the private sector play a role in this challenge, and how can their participation be facilitated and managed to ensure more efficient and enhanced water supply for Australia?
1.2 Current Australian water and wastewater service provision 

Under the Australian Constitution state and territory governments have the primary responsibility for water management. The Commonwealth Government works with governments at all levels to develop a nationally consistent and fair approach to the management of Australia’s water resources. The Water Reform Framework agreed by the Council of Australian Governments (COAG) in 1994 and enhanced by the 2004 National Water Initiative established national policies for the efficient and sustainable reform of Australia's urban and rural water industries. These policies have been formulated in response to concern about the state of many of Australia’s river systems and a recognition that an important part of the solution lies in significant policy and institutional change.

COAG’s reforms recognise the unique characteristics of water resources and their important contribution to the economic, social and environmental fabric of Australia. These reforms are designed to ensure that in both rural and urban areas our water industries will be both economically viable and ecologically sustainable.

One of COAG’s major achievements was to commit governments to separating the responsibility for water resource management policy, standard setting, regulatory enforcement and service provision from the agencies which actually delivered and sold water to customers. This led to the establishment of corporatised government-owned water utilities and encouraged the development of a more commercial focused and efficient water sector, particularly in the larger urban centres. 

These changes have also provided greater opportunity for the private sector in providing services to the water sector, largely related to the contracting out of non-core services. Changes have also occurred across the rural sector with many of the rural water suppliers being managed as private sector cooperatives or trusts.

COAG reforms have had a major influence on the size and structure of water utilities across Australia. For example, the Water Services Association of Australia (WSAA), established after 1994, consists of 29 Members and 27 Associate Members servicing approximately 15 million customers or three quarters of the population but making up only about a fifth of the total number of water utilities. 

In terms of geographic area some of the largest water utilities are in South Australia, Western Australia and the Northern Territory where they operate state-wide in rural and urban areas. In South Australia, retail urban water services are provided entirely by one private operator (United Water) although SA Water retains ownership over the assets and control over core functions, such as strategy and planning (note that United Water contract applies only to water supplies in Adelaide not rural towns).

In New South Wales there are over 120 water service providers. Bulk water supply for Sydney, the Illawarra and the Blue Mountains is provided by the Sydney Catchment Authority while retail services in those areas are provided by Sydney Water. Both bulk and retail services in the Newcastle area are provided by Hunter Water. Councils provide urban water services in all other cities and townships in New South Wales and the state government manages separate bulk water supplies in a number of regions. 

In Queensland, 125 local governments supply water in all urban areas while some bulk water supply is provided in a number of regions by corporatised entities of the state government. Victoria on the other hand, has four main metropolitan water providers with Melbourne Water being the wholesaler providing bulk supplies and wastewater services to three large retail service providers. Outside of the Melbourne area there are fifteen non-metropolitan urban service providers to country towns and there are also five regional water authorities providing water, mostly for irrigation purposes.

In Tasmania, individual councils provide retail water and wastewater services to the regional areas. In Hobart, eight local councils jointly own Hobart Water which services Hobart and all the councils in the greater region. In the Australian Capital Territory, water and wastewater services are managed through a joint venture between the Australian Capital Territory Government and a private operator to form ActewAGL.

1.3 Emerging concerns about investment in water infrastructure

Almost all Australian cities and towns need to augment their water supply and in many places substantial investment is already taking place. This need to augment water supplies has come about, as noted above, from a combination of increased demand and diminishing supply from existing (mostly surface water) sources.

Australian cities have traditionally sourced their water from surface water, in most cases stored in large reservoirs. These have delivered a reliable and low cost source of water. New sources are often expensive, often involving transporting water long distances or processes such as recycling or desalination. All require substantial investment. For example, the Independent Pricing and Regulatory Authority (IPART) estimated that the marginal cost of additional water supplies in Sydney will be in the range of $1.20 to $1.50 per Kilolitre (IPART June 2005 p.105). 

Additional investment is not simply required to augment water supplies but also to ensure that our existing water resources are used more efficiently. In some areas the need for infrastructure maintenance and renewal to reduce leakage and wastage is acute. In the urban sector figures for leakage rates vary. In Sydney for example, leakage rates are reported at 10.7 per cent of demand with the average leakage rate for urban Australia estimated at 18 per cent (Smith 2004 p.10). 

The 2003-04 the Irrigation Benchmarking Report quotes the average proportion of water lost in 28 irrigation districts, after being diverted from headwaters to consumers, is 24 per cent. Of this the largest amount lost is 40 per cent in open channels (Table 25 p. 42). Overall, in Australia there are more than 70,000km of open water conduits including 12,000km of stock and domestic supply systems (Talking Water 2004 p.12).

In 2006 the BCA reported the need to invest in infrastructure to minimise water sector leakage, irrigation system reliability and other areas of wastage. The BCA identifies that in urban areas: there is a lack of forward planning to address supply and demand issues; water is priced as if it was plentiful and does not reflect the next likely supply source; there is limited rural/urban trading; and little focus on rules for access to water infrastructure to allow a larger private sector role. In the rural sector the BCA highlights: the poor reliability of many irrigation systems; insufficient water for high-value uses; poor water quality; and unhealthy rivers. The BCA expects that improvements in urban water planning, including price reform, will encourage greater investment in infrastructure and boost Australia’s GDP by 0.35 per cent. In the rural sector the BCA expects that expansion in water trading could encourage investment in rural water infrastructure and boost GDP by 0.5 per cent.

The Institute of Engineers 2005 Infrastructure Report Card notes that spending on renewals for water infrastructure that provides potable water is not keeping up with asset deterioration and that major capital expenditure will be necessary for many years to come (2005 p.4). Econtech which was commissioned to research infrastructure issues for the Centre for Economic Development of Australia (CEDA) estimated that significant infrastructure backlogs have developed in Australia and quotes a potential under investment of $3 billion in the water sector (Econtech April 2005). 

Many rural-based irrigation water suppliers and water utilities appear to have limited access to funds and expertise to upgrade water supply systems. For example, in the Murrumbidgee region, the Pratt Water Project noted that irrigation corporations do not have sustainable capital structures in place to maintain long-term infrastructure support (2004 p. 21). In other regions, such as western New South Wales and central and southern Queensland and rural towns, such as Goulburn, water supplies are already severely limited. It is not at all certain if irrigation and local government water suppliers in many of these regions will have the financial capacity or expertise to meet the future challenges of providing water services.

Q 1. What are likely to be the most important issues that urban water utilities will need to address to meet future demands?

Q 2. What are likely to be the most important issues that rural water utilities will need to address to meet future demands?

2.0 A greater role for the private sector?

2.1 Private sector involvement in other Australian sectors

Since the early 1990s sectors of Australian industry, such as gas, electricity, transport and telecommunications have been opened to private sector investment under National Competition Policy (NCP). Water has more common characteristics with some of these sectors than others. For example, water is seen as an essential commodity in a similar way as gas or electricity but dissimilar to other essential services like healthcare and education. Similarly, members of the public do not necessarily expect the supply of water, gas or electricity to be subsidised and, by and large, communities are more than capable of paying a price for these services which reflect the cost of delivery and ensures a fair return to the public or private utility that provides the service.

A review of competition policy by the Productivity Commission in 2005 concluded that NCP has delivered net substantial benefits to these industries, the Australian economy and community. The Organisation for Economic Co-operation and Development (OECD) and the International Monetary Fund (IMF) also affirmed that wide ranging structural reforms and sound macroeconomic policies were the main reasons Australia’s economic performance has strengthened significantly in recent decades (COAG National Policy Review, February 2006). 

· Following the introduction of competition, electricity bills fell by about 23 to 30 per cent on average for New South Wales and Victorian businesses covered by the national competitive market; while wholesale prices in Queensland fell by around 23 per cent after its internal competitive electricity market commenced.

· Gas prices for major industrial users fell 50 per cent after deregulation of the Pilbara market in 1995, while gas distribution tariffs are set to fall 60 per cent by the year 2000 in New South Wales.

· Rail freight rates in Western Australia fell by 42 per cent in real terms from 1991-92, while rail freight rates for the Perth-Melbourne route fell 40 per cent and service quality and transit times improved, following the introduction of competition in 1995.

· Conveyancing fees in New South Wales fell 17 per cent between 1994 and 1996, after the abolition of the legal profession’s monopoly and the removal of price scheduling and advertising restrictions, leading to an annual saving to consumers of at least $86 million.

· Prices for government trading enterprises fell substantially between 1991-92 and 1995-96 and payments to governments doubled, due partly to competition reforms. Evidence shows that these trends are continuing. In the five years to 1996-97, the sharpest price reductions occurred in electricity (24 per cent), port services (23 per cent), telecommunications (23 per cent and air traffic services 40 per cent) (NCC, 1997-98).

A recent decision by the Australian Competition Tribunal on 21 December 2005, to declare that elements of Sydney’s sewerage system should be open to third party access suggests that from a legal perspective, opportunities already exist for the greater involvement of the private sector in the provision of water and wastewater services. There are other factors that favour greater private sector involvement: the success of other sectors who have gone down this path (there are 60 gas and electricity third party access arrangements registered at present); movement towards cost-reflective pricing for water; improved and cost-effective technologies for treating and recycling water; and changing public attitudes to private sector involvement.

Australian rural and urban water markets

The involvement of the private sector in water is dependent on, amongst other matters, the ability to make commercial returns in the target market. Water, at least in urban settings, has the characteristics of a large, reliable market with growing demand for the service – which is attractive to investors. Table 1 summarises some of the other key characteristics of rural and urban water markets in Australia.

Table 1: Variations between rural and urban markets

	
	Rural Water Market
	Urban Water Market

	Nature of supply
	Supply is driven by variability in climate and rainfall and in some irrigation districts by the capacity of the irrigation system.
	Supply is driven by variability in climate and rainfall as dams are the main source of water. Demand is influenced by seasonal variations and population growth. 

	Number of customers
	Discrete customer base which uses low cost water supplies for irrigation and stock and domestic uses.
	A large and differentiated customer base, including households, commercial and industrial users. There is generally a capacity to pay relatively high prices for water.

	Pricing structures
	The NWI requires a move to lower-bound
 pricing which may be difficult to achieve.
	The NWI requires a move to upper-bound 
 pricing which is being delivered by major urban utilities. A move to upper-bound pricing by non-metropolitan utilities may create opportunities for greater private sector involvement.

	History of private sector investment
	On farm private investment aimed at water use efficiency will continue to be required. There is also a need for increased investment in water supply infrastructure to the farm gate.
	A recent history of private sector investment through the delivery of capital works programs and the outsourcing of operations and maintenance by water utilities.

	Third party access arrangements
	There appears to be limited third party access arrangements although an expansion in water trading may change this situation.
	Third party access opportunities appear real across a range of areas, including the recycling of water and in servicing new sites.

	Importance of environmental flows
	Investments are required in infrastructure to increase efficiency and meet environmental needs. In the past, governments and water users have contributed according to their capacity to pay.
	Urban water utilities are required to comply with environmental flow requirements. Yields from catchments can be reduced to meet these requirements.


Potential benefits of private sector involvement

The potential benefits of private sector involvement in urban and rural water and wastewater services include:
· additional sources for funding maintenance of existing infrastructure

· investment in the renewal and replacement of water and wastewater assets

· creating competition, improved services and competitive pricing regimes

· greater efficiencies in water delivery – particularly through new technologies

· improved management and working practices

· the attraction of new investment in water saving processes, and

· improved security for water users.

There is also potential benefit in new entrants investing in efficient technologies to be used on-site in new areas of industrial or urban development. The involvement of the private sector may assist in reducing the demand for water and services in new developments and the need to access infrastructure which may be managed by a supplier located some distance away. From a rural perspective the advent of water trading may also provide opportunities for private interests to invest in measures and/or infrastructure to improve the efficiency of irrigation supply systems and trade the water saved as an efficiency dividend.

3.0 Australian examples of private sector involvement 

The following discussion uses specific examples to illustrate the involvement of the private sector in water and wastewater services in Australia.
3.1 Overview of private sector participation in urban water

Table 2 shows the varying scope of private sector involvement in Australia at present from the participation in design and construction of facilities in most major urban centres through to an ongoing operation and maintenance role.

Table 2: Public and private sector involvement in major urban water facilities

	Management roles
	Publicly built owned and operated
	Private construction
	Private construction and operation 
	Private construction operation and maintenance

	Ownership
	
	
	
	

	Finance
	PUBLIC SECTOR
	
	

	Planning
	
	
	
	

	Design
	
	
	
	

	Construction
	
	
	PRIVATE SECTOR

	Operation
	
	
	
	

	Renewal
	
	
	
	

	Examples
	Most pre-1990 water utilities
	Brisbane, most regional and rural areas
	Melbourne retailers, Darwin, Perth, Coliban 
	Adelaide, ACTEW


Adapted from: Australian Water Industry Roadmapping Project Discussion Paper, 2004, and Marsden Jacob, 2005.

The private sector provides a range of functions through contracts to the urban water sector in Australia, including:

· mechanical and electrical maintenance of treatment plants, pump stations and control valves etc

· civil maintenance of water supply and sewerage systems

· laboratory services

· legal services

· conceptual and detailed design services for capital works

· project management and construction of capital works projects

· IT services

· water meter reading and replacement

· hydrographic services and hydraulic modeling
· research through Cooperative Research Centers and other research providers

· fleet management

· corporate audit services

· pollution response

· land management practices

· billing services

· biosolids transportation and disposal, and
· miscellaneous services such as cleaning and security. 

(Source: personal comment from WSAA 2006)

The extent to which large urban water utilities contract out to the private sector is highlighted by the following summary of the operating expenditure of seven urban water utilities during the 2004-05 Financial Year. They are the WA Water Corporation, Sydney Water, Sydney Catchment Authority, City West Water, Yarra Valley Water, Brisbane Water and Gold Coast Water. These utilities had a combined operating expenditure for water and sewerage functions (excluding depreciation) of approximately $1.5 billion and over 35 per cent of this expenditure was contracted out to third parties. Their combined capital expenditure for water and sewerage functions was approximately $1.15 billion and over 80 per cent of this expenditure was contracted out to third parties (personal comment from WSAA 2006). 

The extent of contracting out is far greater in the major urban water utilities compared to rural and regional utilities, most of which are managed by local governments. Therefore the above figures are not indicative of the broader water industry, particularly rural and regional utilities (personal comment from WSAA 2006).

The contracting out of these services is a direct result of COAG water reforms. It has led to a more cost-effective approach to achieving greater efficiencies in the supply of water and wastewater services and has generally improved customer services. 

3.2 Private sector participation in rural water: Yanco Creek

The following is a hypothetical rural example which examines the benefits of private sector investment in rural water infrastructure. The study on Yanco Creek is from the report into The Business of Saving Water for the Pratt Water Murrumbidgee Project and has been chosen because it provides an example that is common to other regions (December 2004). 

With limited public sector funding available, the Yanco Creek community were seeking private sector investment in a major works program that would result in water savings representing over 20 per cent of the total water allocation in the community. This saving would service 253 irrigators and eight towns with a total of over 1000 people. The intended outcomes of private sector investment in the Yanco Creek project would be:

· improvements to the efficiency of the system by reducing stream flow impediments

· assistance in maintaining the ecological health of the system

· the development of community ownership, participation and empowerment

· ensuring the survival of the region in a sustainable way, and 

· assistance in retaining some of the water saved within the system and establishing commercial terms of recognition for the water provided to the Crown or environment.

It was estimated by the researchers that the following requirements would be necessary to attract private investment for the Yanco Creek Project:

· a feasibility study on the project contributed to by the sponsor

· $15M in equity is raised representing a 60:40 debt to equity ratio

· shareholders rights need to be established

· a clear title to the water saved by efficiency measures to investors and the concession length is 15 years

· approval processes for private sector investment to be streamlined at all levels

· the ability of the project to attract an equity investor and identify customers

· obligations are agreed between the investor and governments, and

· the investor is entitled to an agreed quantity of water saved and has the ability to on-sell the water and access to water savings is on a staged basis.

From the private investors perspective the priority for the Yanco Creek project is to establish the business case by identifying a reliable source of income and a mechanism to capture and utilise that income. The proposal presumed that the private investor is providing improvements to irrigation infrastructure would receive an agreed-to quantity of water entitlement from the water saved and be able to own and transfer this water. It was also recognised by the researchers that additional sources of income to meet standard commercial rates of return might be needed. Some of these potential income sources for the investor were identified as:

· the purchase of the saved water for environmental purposes

· a tolling, access or beneficiary charge for those who use or benefit from the water

· a fee for undertaking service related work currently being undertaken by state authorities, and 

· a credit or payment taking into account the environment benefits generated and delivered by the investor.

This case study also reviewed three potential financing models - from the public sector, the private sector and a partnership between public and private. The partnership model was seen as the most viable option bringing together investors, governments and key stakeholders from the Yanco area.

The Yanco case study also identified common benefits from private sector involvement. They are:

· funding and maintenance of existing infrastructure

· facilitating the move to appropriate water pricing regimes

· greater efficiencies in water delivery

· addressing a range of environmental issues

· attracting new investment in water saving processes, and

· improving security for water users.

The Yanco case study also illustrated potential legislative and regulatory changes that might encourage private sector investment in irrigation infrastructure. The main areas identified are:

· the need for the development of a system where investors can realise the majority of water savings

· the development of a concession deed (or something similar – authors insertion) between the government and private sector investor

· the need for regulatory risks for the investor and purchaser to be minimised and taxation issues clarified

· the development of efficient mechanisms to coordinate planning approvals

· the implementation of a charging regime and recovery process – effectively adopting a user pays model, and

· the recognition of a monetary value of water directed for environmental purposes.

The hypothetical Yanco Creek example explores the benefits of private sector involvement in rural water infrastructure. This example highlights uncertainties with existing legislation and regulations and their capacity to provide a framework that encourages investors to look at rural water infrastructure as a viable investment. This example also identifies the need to clarify commercial arrangements to encourage investment and minimise risks for new investors, and provide security for all parties.

Q 3. To what extent should the private sector play a greater role in urban water and wastewater infrastructure and services?

Q 4. To what extent should the private sector play a greater role in rural water and wastewater infrastructure and services?

3.3 Outsourcing

In the Australian urban water industry the chief role of the private sector is as an input supplier to provide services, technology and infrastructure directly to established water authorities. There are also recent examples of outcomes-based procurement in which the private sector competitively bids to deliver a service to an existing urban water utility with no specification from the contractor to the approach taken. 

In some states and territories there are extensive outsourcing arrangements operating in urban and rural areas. For example, in the Northern Territory the Power and Water Corporation outsources 100 per cent of its design, project management and construction activity. In Melbourne, water authorities retain management function and the ownership of assets but outsource most other functions. 

Q 5. What are the pros and cons of using outsourcing as a way of involving the private sector?

3.4 Public Private Partnerships

Another form of private sector involvement is Public Private Partnerships (PPPs) which is defined as a form of government procurement involving the use of private sector capital to wholly or partly fund an asset that would have otherwise been purchased directly by governments. Procurement arrangements are usually managed through long-term relationships and contracts with private sector financiers and service providers. 

In most instances this relationship is regulated by contracts that allocate a range of responsibilities, risks and rewards between the parties (Jamieson and Srivastava 2006). In contrast to the usual procurement process where a contractor constructs the facility and passes on responsibility to the operator, under a PPP arrangement the private sector may also take a wider responsibility for maintaining and operating the infrastructure. This may include responsibility for taking the whole-of-life risk of balancing asset quality (up front capital investment) with asset refurbishment and maintenance over the life of the project.

Some water utilities in Australia also have assets that were funded and are operated by the private sector under a variety of arrangements including build own operate (BOO) and build own operate and transfer (BOOT) and other financing models. Seven examples within the urban water industry include:

1. Prospect water treatment plant in Sydney operated by United Utilities
2. Virginia recycled water scheme (SA) operated by Earthtech
3. Yan Yean water treatment plant in Melbourne operated by United Water
4. Power generator using sewage gas operated by Australian Gas Light Company (AGL) at Melbourne’s Western Treatment Plant
5. Water treatment plants serving Coliban Water customers in Central Victoria are owned and operated by Veolia
6. A sewerage treatment plant servicing Echuca is owned and operated by Earthtech
7. Eastern irrigation scheme in Melbourne operated by Earthtech

As the urban water industry has gained experience in contracting out, the contracts used have become increasingly sophisticated and innovative. Contracts are generally performance-based with penalties for non-conformance and rewards for exceeding contract key performance indicators. Partnering and alliance agreements are also becoming common with contractors, as this model removes the old adversarial approach often associated with contracts. This approach allows the risks to be identified and allocated it to the party best able to manage the risks. 
Some utilities are also bundling up capital works programs for periods up to three years into five or more strategic alliance contracts which provides an incentive for the contractors whilst providing certainty for the utility in the delivery of programs.

The main benefit of these kinds of arrangements to the customer is that services are often cheaper and more reliable. Governments also benefit by working cooperatively with the private sector to harness capital and expertise in the delivery and management of water or wastewater services, which reduces risks and costs.

3.4.1 Example: United Water 
The most substantial PPP arrangement in the Australian urban water sector was established by the South Australian Government in 1995. The main objectives in establishing this PPP was to introduce best-practice management, create cost savings and increase the growth and sales of the water sector through the development of a viable export of water related technologies and services. 

A private consortium, United Water was awarded the contract to operate and maintain water and wastewater services, including treatment plants and the network (the arrangement with United Water closely resembles an ‘affermage’ lease see Table 3 p. 22). Under this PPP arrangement the government owned utility, SA Water, retains ownership and investment control of all assets and investment decisions for rehabilitation and renewal of infrastructure. United Water is responsible for developing and managing the capital works program, including design and project management, but the approval and funding for these works remains with SA Water. United Water is paid for its services through an annual lump sum to cover general management functions, reimbursable costs related primarily to maintenance and charges for design and project management services.

To meet its contractual responsibilities United Water is tasked with meeting 180 performance standards. These standards relate to water quality, quality of wastewater discharged, response times to network events, restoration of interrupted service and new connections. United Water has achieved a 99 per cent compliance with these standards although they are at a higher level than previously set for SA Water prior to the commencement of the contract (Laval 2004). Compliance with these standards has resulted in a consistently high level of customer service. 

3.4.2 Example: ActewAGL

ACTEW is wholly owned by the Australian Capital Territory Government and acts as a holding company that directly and indirectly supplies services to the Australian Capital Territory and partly to the region. As a holding company ACTEW has limited resources and requires external parties to deliver gas, electricity and water and wastewater services. 

In 2000 a joint venture was developed between ACTEW and a private business Australian Gas Light Company (AGL) to form ActewAGL. This joint venture is an equal partnership between both partners and provides a range of services in the energy sector and also includes the provision of water and wastewater services to the Australian Capital Territory and the region. 

The joint venture for operating and maintaining the water supply and wastewater network was previously arranged under a Contactor Alliance Agreement with ACTEW. This agreement placed the majority of risk for the water business and funding on ACTEW. A new Utilities Management Agreement replaced this previous agreement and this redistributed the risk and rewards between both parties. Under this new agreement ACTEW remains the regulated entity and continues to own and invest in the network and hold key operating licences. ACTEW also continues to own the water and wastewater customer relationship and receive regulated revenue from the business. ActewAGL manages, operates and maintains the water and wastewater business according to a schedule of services which include capital works and major maintenance programs (ActewAGL 2005 p.12).

The water business managed by this joint venture consists of two separate operations, water and wastewater services. The water operations involve:

· retailing and distribution of water including billing
· sales, planning, design and maintenance of the network which reticulates water from water treatment plants to customers, and

· the collection and treatment of bulk water supplies. 

The wastewater operations involve:

· the management of billing and sales
· the planning, design and maintenance of the network which reticulates sewage from customer installations to sewage treatment plants, and

· the treatment of sewage, grease and oil disposals, to the required standards. 

The business functions and operational activities of ActewAGL are governed by the Australian Capital Territory, New South Wales or Commonwealth legislative or regulatory requirements and water pricing and charging is under the control of the Independent Competition and Regulatory Commission and/or IPART. 

Q 6. What are the pros and cons of using PPPs as a way of involving the private sector? 

3.5 Third party access

The definition of third party access is access or increased access by an entrant to an incumbent’s infrastructure services where this infrastructure is operated by a natural monopoly and has excess capacity. In the urban water sector a new entrant may require access to the wastewater system which is owned by the incumbent to supply a new service, such as recycled water. Third party access can also involve the new entrant targeting new customers or customers already serviced by the incumbent.

The establishment of third party access arrangements can create competitive pressures and encourage incumbents to review and improve management practices and service delivery to customers. It can also create an avenue for new cost-saving technologies to enter the market which would otherwise be closed to new entrants. These improvements can provide benefits to customers by lowering tariffs, reducing subsidies from taxpayers and providing a higher-quality service (PPIAF and WB 2006). 

Two examples of third party access arrangements in Australia are, Barossa Infrastructure Limited (a private consortium made up of 250 irrigators), which gained access to a water pipeline owned by SA Water to provide water for irrigation and the use of Brisbane Waters treatment plant and pipeline by local councils. Both of these arrangements were cooperatively arranged with an incumbent water authority.

Third party access to the water and/or sewerage supply system may not always be appropriate. In some cases it may be too disruptive to the existing situation or deemed to be contrary to public interest (for example, see the National Competition Council’s (NCC) decision rejecting an application by Lakes R Us Pty Ltd available at: http://www.ncc.gov.au/articles/files/PR06LRU-001.pdf).

Case study: Services Sydney Pty Ltd

Third party access to natural monopoly infrastructure, such as railways, pipelines, ports etc., is governed by Part IIIA of the Trade Practices Act 1974
. The procedures under the Trade Practices Act are slow. They require in the first case consideration by the NCC which makes a recommendation to the relevant authority, usually a state government. If the recommendation is not acted upon, the applicant can appeal to the Australian Competition Tribunal (“the Tribunal”) which is chaired by a Justice of the Federal Court. 

The only reported judgment of the Tribunal relating to water was on 21 December 2005 when the Tribunal rules in favour of an application from a private company, Services Sydney Pty Ltd to ‘declare’ for 50 years the wastewater interconnection and transportation services of three sewer reticulation networks within Sydney’s wastewater system. The decision meant that Services Sydney, or any other business, has a legal right to seek access to these elements of the wastewater system by negotiating with the existing water authority and/or the New South Wales Government. In anticipation of this ruling the New South Wales Government developed its own state-based third party access regime which is discussed on page 31. It is expected that in this case a private operator would tap into the existing sewerage network (referred to as sewer mining) and treat and recycle wastewater for sale to agricultural and industrial producers, recreational users and for environmental flows. 

The Services Sydney case illustrates that an application for access can take many years when negotiations fail with the incumbent service provider and the seeking of access is subject in the first instance to the NCC and if their decision is to be reviewed by the Tribunal under the 1974 Trade Practices Act. The decision by the Tribunal on the Service Sydney case is available at: http://www.austlii.edu.au//cgi-bin/disp.pl/au/cases/cth/ACompT/2005/7.html?query=Services%20Sydney. 

A summary of the 1974 Trade Practices Act is available at: http://www.accc.gov.au/content/index.phtml/itemId/303161
Many people believe that the long and expensive proceedings that are required to obtain third party access under the 1974 Trade Practices Act process demonstrates that the legal system is not the best means of dealing with third party access issues or for developing public policy. The experience of the energy sector in establishing rules and an access code for establishing a third party access regime offers an alternative to using the legal system and provides some lessons for the water sector. The rules and the code under which the energy sector operates in the market place are available from the Australian Energy Market Commission at http://www.aemc.gov.au/rules.php.
The central elements of energy reform comprised the removal of barriers to trade as well as the establishment of a national access framework and deregulation of elements of the supply-chain capable of supporting competition. An industry-specific access framework was considered to be the most appropriate means of encouraging access. The main elements of reform include the: introduction of competition; the unbundling of Electricity Supply Industry (ESI) functions; the reorganisation of the electricity market including the separation of network charges; the privatisation of electricity businesses in some states; and the formalisation of ESI regulation.

The major objective of these reforms has been to introduce competition into the Australian energy market by unbundling the four ESI functions into separate businesses and the development of a wholesale market, the National Electricity Market (NEM). This market is completely competitive, with any participant able to purchase from any other. Participants in the NEM can choose to take part in any combination within three defined levels of trading.

After a decade of energy reform, the results are clear (see page 11 and Figure 1). The energy sector is in the process of being transformed from a series of state-based integrated monopolies into an industry characterised by an emerging national market underpinned by access regulation, growing competition and increasing investment. The operation of the energy sector has also vastly improved. The following is a summary of the main benefits of these reforms.

Figure 1: A summary of COAG review findings into energy reforms
	The COAG Review found that substantial progress on energy market reform has been made in Australia, and that significant benefits have arisen from that reform. Since the reform program has commenced, there has been:

· Considerable integration of the wholesale electricity markets in Victoria, New South Wales, Queensland, the Australian Capital Territory and South Australia.

· Substantial investment in new electricity generation and gas production and in electricity and gas transmission interconnection between states in eastern and south eastern Australia.
· A substantial productivity improvement through greater generator availability.
· Vigorous retail competition in the medium and large business sector (which has delivered significant benefits), and accelerating competition in the newly opened household and small business markets in New South Wales and Victoria.
· High levels of supply security, and improvements in network reliability.

· The pursuit of consistency with arrangements elsewhere by Western Australia, a non-interconnected jurisdiction, in reforming its electricity and gas markets.


Adapted from the ministerial Council on Energy Report to COAG on Reform of Energy Markets – 11 December 2003

Q 7. What are the pros and cons of using third party access as a way of involving the private sector?

4.0 International examples of private sector involvement 

There are various forms of private sector involvement in the water sector. These range from the provision of services by the private sector to water utilities which are paid for through fee-based arrangements, to the private sector owning and operating the infrastructure and collecting revenue from customers via divestiture arrangements. Table 3 has been adapted from the PPIAF and the WB 2006 Toolkit and demonstrate the diversity of arrangements for private sector participation around the world.

Table 3: Five arrangements for private sector involvement
	Type of arrangement
	Definition of operators duties
	Selected responsibilities of the operator
	Typical profit function for the operator
	Risks typically shared by the operator
	Ownership of operating assets
	Ownership of infrastructure assets

	Management contract
	Supplies management services to the utility in return for a fee
	Provides management services to the utility
	Fixed fee + bonus
	Depends on the nature of performance bonus: very small
	Contracting authority
	Contracting authority

	Affermage 
 Leases
	Runs the business, retains a fee, but does not finance investment in infrastructure assets
	Employing staff, operating & maintaining facility
	(Affermage fee x volume of water sold) Operating & maintenance costs
	Operating & commercial risks: significant
	Operator
	Contracting authority

	Lease
	Runs the business, retains revenue from customer tariffs, pays a lease fee to the contracting authority, but does not finance investment in infrastructure assets
	Employing staff, operating & maintaining facility
	Revenue from customers, operating & maintenance costs, lease fee
	Operating & commercial risks: significant
	Operator
	Contracting authority

	Concession 

	Runs the business and finances investments, but does not own the infrastructure assets
	Employing staff, operating & maintaining facility. Financing & managing investment
	Revenue from customers, operating & maintenance costs, finance costs, any concession fee
	Operating, commercial & investment related risks: major
	Operator
	Contracting authority

	Divestiture
	Runs the business, finances investments, and owns the infrastructure assets
	Employing staff, operating & maintaining facility. Financing and managing investment
	Revenue from customers, operating & maintenance costs, finance costs, any license fee
	Operating, commercial & investment related risks: major
	Operator
	Operator


4.1 The experience in France

The origins of the competitive market system for water services in France extend back to 1853 to the city of Lyon with further contracts awarded soon after in Paris and Nice. At this time the driver for private sector participation was the recognition that municipalities were financially starved and private sector investment was required to finance ambitious plans for urban expansion. 

Under current arrangements in France, 37,000 municipalities or communes are responsible for water and wastewater services for setting prices and making decisions regarding the operation of the system insofar as it is not regulated at the national level. At the national level, the French Government is responsible for setting water quality standards, rules for tendering and competition laws and access rules. 

This very high level of private involvement in the water sector, and over so many years, is remarkable given France’s equally long tradition of a large government owned business sector. In the free enterprise United States on the other hand, the water sector is almost entirely government owned as it is in Australia.

There are three main types of contracts, plus a number of hybrid relationships that French municipalities use to manage private sector involvement in the water sector. The first is a lease contract ‘affermage’. ‘Affermage’ are relatively short-term contracts of around 10-12 years in which private firms are contracted and take responsibility for operating a facility but the municipality is responsible for building and finance. 

The second is a ‘concession’ contract which is a longer-term relationship in which the private firm not only operates a facility but is also involved in financing and building the facility. The ‘concession’ contract also specifies how prices are to be determined and what form of payment is to be provided to the private firm. 

The third are management contracts which come in two kinds and are typically developed for a five-year period. The first of these ‘gerance’ is an operation and maintenance contract where the contractor provides the staff and expertise to run a system but is not required to provide working capital or investment. Under a ‘gerance’ the operator is paid a fixed fee with no productivity bonus or profit share. 

The second of these management contracts ‘regie interessee’ entails a system where a part of the payment to the contractor is based on measurable results relating to productivity or profits. Under a ‘regie interessee’ the operator has responsibility for operating the network but has no role in planning or capital investments or renewals (Balance and Taylor 2005 pp.85-86).

Over time a series of hybrid intermediary forms of relationships have also developed in France (Renzetti and Dupont 2004 pp.15-16). The main difference between all of these contracts is the allocation of risks and responsibilities and the duration of the arrangements. All of these contracts allow a new entrant to manage but not own the assets. Some of the other unique elements to private sector involvement in France are: 

· pricing for services in the water sector is not regulated 

· a large number of small towns have combined their service area to improve efficiency and have collectively implemented private participation contracts

· there are no foreign operators operating in France, and 

· the two largest private water businesses in the world were established and have their headquarters in France (Suez and Veolia Water). 

This last point indicates that the long-term involvement of the private sector in water and wastewater provision can facilitate the development of substantial privately run and export orientated water industry. This is particularly important given that water management and technology is in rapidly growing demand around the world. Australia has great expertise in water management and science, however, government owned utilities are far less capable of exporting that expertise than private companies. 

Privately owned French water industries tend to be export orientated and have extensive research and development programs which have provided innovative solutions to water and wastewater services to many developed and developing countries. For example, the French company Veolia Water has 100 cooperative agreements with research organisations worldwide and a portfolio of 2800 patents. Some of the recent innovations being used extensively around the world and developed by the French include:

· drinking water treatment, particularly through membrane technology

· purification technology, especially in the construction of compact plants

· distribution system management techniques, especially in metering and leakage control, and

· information technology, with particular emphasis on customer service and geographical information systems.

4.2 The experience in the United Kingdom
There are currently around ten privatised large water and sewerage utilities in the UK and Wales. These utilities were formed from the old regional water authorities in 1989 when the UK government sold these authorities and privatised the water industry. Since 1989 a number of water-only utilities have also been established and they currently supply around 30 per cent of the population. 

Access by the private sector is by applying for an ‘inset’ appointment which allows a competitor to replace the incumbent for a specific geographic area and allows utilities to sell its output to customers within another utilities jurisdiction. Under ‘inset’ appointments, private companies also own the complete system and are responsible for all investment. To obtain an ‘inset’ appointment, utilities must hold a supply licence outlining the terms of the appointment and providing accountability over health and safety issues. So far eleven ‘inset’ appointments have been established allowing the private sector to manage infrastructure to supply water services but not wastewater services to customers. 

All of these utilities are regulated by Office of Water Services (Ofwat), the water industry’s watchdog body. This includes regulating the prices that can be charged to customers which is based on the investment programs of these private companies and subject to review every five years. The right for utilities to introduce price increases is also regulated by a system in which the rate of increase is a function of the cost performance of all of its competitors (Renzetti and Dupont 2003 p.14). 

Ofwat also had a major role in establishing competitive access to the water industry by requiring existing privatised water utilities to establish access arrangements for competitors. These utilities are responsible for making the conditions for access publicly available and including indicative access prices for new entrants. 

There are some fundamental differences and outcomes from private sector participation in the UK and France:

· The UK water industry evolved from government-owned water utilities to become privatised concerns listed on the stock exchange, whereas in France most water industries have developed on a private basis and distinct from government.
· In the UK pricing for services are controlled by Ofwat. In France price setting for services is undertaken on a competitive basis through a tendering process between the municipalities and the private sector with the contract setting out how prices will evolve.
· Ofwat has responsibility for ensuring regulations are met by water industries in the UK. In France responsibility for regulations is shared between municipalities and the national government.
· The UK reforms, which were designed to promote competition, have had limited success and only a marginal effect on the water industry (Marsden 2005 p.16). In contrast by 1992 up to 75 per cent or more of the French population was supplied by some form of a public private operation (Renzetti and Dupont 2003 p.15).
· In France the ultimate ownership of water and wastewater assets remains in public hands. Under ‘inset’ appointments in the UK these assets are owned by the private sector.
· There is a substantial amount of disaggregation of water management in France which has about 13,500 water distribution service areas compared to only twenty or so in the UK (Balance and Taylor 2005 p.87). 

4.3 The lessons learned and experiences elsewhere in the world

The PPIAF and WB 2006 paper, Approaches to private sector participation in water services – a toolkit, offers examples of over thirty nations that have trialled a variety of approaches to private sector involvement in the supply of water or wastewater services. The toolkit is available at: http://rru.worldbank.org/ Toolkits/waterservices/. 
Some of the lessons learned from the France and the UK and experiences highlighted in the toolkit which may have relevance for Australia are listed below.

· There are a variety of different approaches being used overseas to enhance the role of the private sector with varying rates of success. Governments need to carefully consider a range of economic, social and environmental factors and have community support for privatising elements of the water sector.

· Given the right circumstances the community can benefit from private sector investment and private businesses can profit from the provision of water services no matter the size of the market.

· The French example demonstrates that water and wastewater services can be provided successfully over the long-term with substantial benefits, such as the development of home-grown privately owned water industries and more competitive pricing and service provision to customers.

· Overseas examples demonstrate that for an access regime to operate successfully information on the capacity of the infrastructure and the cost of entry is essential for new entrants.

· The establishment of pricing rules over the long-term is essential to providing sufficient incentive for new entrants to enter into the water supply and wastewater services market.

Q 8. What aspects of the examples provided are the most relevant to the Australian situation and why?

5.0 Potential for community concerns 

Community demands imply that water services must be safe for use, affordable, sourced from a supply that is reliable and have minimal impact on the environment. Retaining public confidence in the delivery of these community service obligations is important if the private sector is to have an expanded role in the water sector.

It is probable that the private sector would be subject to similar governance arrangements and regulatory settings as are in place for government-owned water utilities. It is important for the regulatory settings which govern the delivery of community service obligations to avoid distorting the choice between various sources of water supply or water efficiency measures.

5.1 Water Quality

The most important responsibility for water authorities is to provide water that is safe for human consumption and wastewater that is treated appropriately so that it does not degrade aquatic environments or contaminate the fresh water supply. In Australia the approach taken for delivering safe drinking water is outlined in the 2004 Australian Drinking Water Guidelines. These guidelines provide a nationally accepted framework which sets out a multiple-barrier approach to delivering water quality. This approach includes the identification of risks to water quality, the establishment of risk management processes and a framework for monitoring and reporting. In essence this approach provides the essential tools for planning and managing water quality along the whole network from the catchment through to the consumers tap. 
Two water quality incidents in New South Wales, which led to the establishment of the Sydney Catchment Authority in 1998, suggest that it can be important to differentiate the responsibility for managing specific areas of the water supply network to provide confidence to the community and ensure water quality. The authority, which is responsible for owning and operating water storages and managing catchments that were previously the responsibility of Sydney Water, is accountable to a New South Wales minister and subject to performance audit by a New South Wales regulator. Sydney Water remains responsible for the water treatment which is undertaken at Prospect Treatment Plant. This treatment plant is operated by the private sector and is Australia’s largest. 

It should be noted that all Australian water authorities regardless of ownership report on a regular basis to state and territory health agencies on their drinking water performance. This performance is reported annually in WSAAfacts which is available from http://www.wsaa.asn.au/.

Water quality is also an important issue for recycled water. The increasing prevalence of water recycling requires significant community support and confidence. Roles and responsibilities must be carefully considered when determining the respective functions of government and the private sector, particularly for recycling proposals with significant human contact such as residential third pipe systems and indirect potable reuse.
Q 9. Are there any water quality issues that need to be addressed in relation to increased private sector involvement? 

Operational risks

One specific risk for governments and the community is the potential for a private operator to fail to provide an adequate service, fail as a financial entity or simply fail because the resource it based its business on becomes unobtainable. This can be managed by developing a ‘step-in’ system to allow an existing utility to take control of the service if the private operator failed. Performance bonds paid up by the new entrant and deposited in trust can also cover the financial element of failure of new entrants. 

Q 10. If any further safeguards need to be in place for managing private sector involvement, what would these look like?

6.0 Barriers to private sector involvement in water and wastewater in Australia

6.1 Water pricing arrangements

Water prices are regulated by governments as in almost all cases water is a monopoly business. This is not a bar to private investment in the water sector; gas and electricity prices are also regulated. But if the regulated price is set at a level that does not allow a commercial return on the capital deployed, it will preclude private sector involvement.

The policies of all Australian governments are to stop subsidising water; hence the commitment in the National Water Initiative (NWI) to bring rural and urban water to the lower and upper-bound pricing respectively.

Reforms introduced by COAG, have included: the adoption of the principles of consumption based pricing; the introduction of two-part tariffs; and the removal of most cross-subsidies for urban water users. The NWI builds on these initial pricing reforms to implement the principles of user pays and full cost recovery for best practice water pricing. Under the NWI jurisdictions have also committed to develop pricing policies for (metropolitan) recycled water and stormwater that are congruent with pricing for potable water and stimulate efficient water use no matter what water source. The objective is to ensure that the pricing arrangements facilitate adoption of the least-cost options to balance supply and demand in the long term.

The NWI also aims to achieve consistency in water charging across jurisdictions for water storage and delivery and for attributing costs of water planning and management. This is important for encouraging private sector involvement in urban and rural sectors because investors will be able to make clearer comparisons of costs and economic returns across different water investment options.
At present, the total cost of supplying water in both urban and rural areas in Australia is dominated by the cost of transmission not the water itself. This is of particular relevance in rural areas where users are generally charged only for channel usage and diversion costs – factors such as scarcity of water and storage costs are rarely included. At present, in most cases, rural water pricing will barely cover the operational expenses of the supplier and funding for new or upgraded infrastructure is often sought from other sources. This is a significant issue in rural and regional Australia because if pricing for water remains low the cost of maintaining or upgrading infrastructure for new investors will probably outweigh the potential return they can make on an investment.

In most urban areas large water utilities price water in the upper-bound and this provides the cashflow to enable significant capital expenditure. It has been observed, however, that dividend and other returns to government owners of these utilities are often high and at the expense of investment in infrastructure. Historically, water was not priced in cities based on volume; water “rates” were paid based on the unimproved capital value of the land to which the water was supplied. Since then charges are, in almost all centres are based on two-part tariffs with a volumetric element. The most recent trend has been to introduce block pricing so that the price per KL increases with the volume of water consumed. 

A cost-reflective price for water is an important factor for new entrants who wish to compete for customers on price with existing suppliers. They can do this offering a new source of water, such as recycled water, the marginal cost of which is likely to be higher than that from existing surface water resources. Suppliers can, however, also compete on other attributes other than price, such as the ability to use recycled water during periods where first use water is restricted or where there is a desire by governments or the community to minimise disposal of effluent to sensitive environments.

The economics of recycled water requires careful consideration. How much of the cost of transforming wastewater into usable fresh water should be borne by: 

(a) the polluter who has produced the wastewater, 

(b) the end user of the recycled water, or 

(c) the community which benefits because less wastewater is released to the environment.

If one took the view, for example, that the polluter should only pay to treat wastewater to the primary stage
, then the financial cost allocated to the end user of the water is much higher than if, as many would argue, the polluter should bear the cost of treating wastewater to at least the tertiary
 stage of treatment.

With greater private sector involvement in the water sector it is important to have incentives in place to encourage behaviour in the market that leads to beneficial community and environmental outcomes. The provision of water, especially from surface water resources and reservoirs, is a high fixed cost business and the marginal cost of supplying an additional GL of water is very low. As a consequence there is a natural incentive for water companies to sell more water, because the marginal profit of each additional GL is very high indeed.

At the same time, when supplies are constrained by drought, the cost of providing additional water can have a very high marginal cost, especially if it comes from recycling or desalination. Governments who wish to preserve the cashflows of their own water companies and thereby continue to extract high dividends, have a clear economic incentive to impose water restrictions and otherwise constrain demand so that investment in new infrastructure may be postponed and the low marginal cost of water provision maintained. 

It can be argued that the best way to balance these competing interests is for water companies to be able to charge an economic price for water so that there is a financial incentive to invest in new water infrastructure and that consumers recognise that inefficient or profligate use of water (like any other essential commodity) comes at a significant price. 

Q 11. How significant are pricing barriers to private sector involvement in water and wastewater services? Can anything more be done to reduce them?

6.2 Third party access arrangements

On two occasions cooperative third party access arrangements to access infrastructure managed by an existing water utility have been granted in Australia. Where disputes have arisen between new entrants and the incumbent they are dealt with by the third party access provisions of the Trade Practices Act. In the Services Sydney Pty Ltd case this was an involved, costly and time consuming process. 

New entrants attempting to gain third party access to existing urban infrastructure can also face problems obtaining accurate information about the value and condition of water supply and sewerage assets, which are largely hidden underground. Another practical impediment to this type of access is the high cost of establishing infrastructure and transmitting water and wastewater services which means that there is often only one supply network in each location (a natural monopoly). As Balance and Taylor (2004 p.14) note this represents a constraint to the establishment of competitive markets. Nevertheless, in some cases the development of infrastructure which is separate to the water supply network and associated with one water source such as a groundwater bore site, a desalination plant or recycling plant provides greater opportunities for new entrants. 

The spectrum of rules that are available to set prices for new entrants seeking a third party access arrangement to water supply and wastewater infrastructure and a description of these terms are provided in Figure 2. The approaches generally favoured by incumbents (building block and retail minus) may not provide the most efficient price signals for consumers - thereby potentially working against new entrants.

Figure 2: Spectrum of rules for setting prices to access monopoly infrastructure
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Short‑Run Marginal Cost (SRMC) represents the short‑term increase in costs faced by the incumbent as a result of the additional demand placed on the system by the new entrant. This often represents day‑to‑day running costs such as increased pumping costs, although may be significantly higher if any augmentation of the infrastructure is required.

Long‑Run Marginal Cost (LRMC) is the long‑term incremental cost associated with the demand from the new entrant, often a period of 20 years or more in utility industries. This includes the acceleration or development of new infrastructure caused by the introduction of the new entrant, in addition to the increase in operating costs. 

The Building Block approach distributes the cost of the transmission system amongst all users based on usage. The cost includes recovery of capital and operating costs over a fixed time period, including an appropriate return on assets. Building Block charges are relatively straightforward to calculate, less open to manipulation and can ensure full cost recovery for the utility. The primary disadvantage of this method is that it does not provide efficient price signals regarding the change in costs caused by the new entrant. This method is widely used for access pricing in the electricity and gas industries.

The Retail Minus method involves determining the wholesale cost of supply by subtracting the cost of retail services from the retail price. This methodology has been applied in the telecommunications sector in the pricing of calls for resale, however it remains most relevant to markets in which the new entrant is providing retail services only rather than both retail and wholesale services.

The Efficient Component Pricing Rule (ECPR) methodology determines access charges by adding incremental costs to the existing retail tariff and subtracting the costs that the incumbent would have incurred in providing the same service (“avoided costs”). 


Adapted from Marsden Jacob 2005

6.3 Risk management

The determination of risk allocation for new entrants and the contracting authority (in most cases the contracting authority is the government-owned entity responsible for water) is an important element to a successful working relationship between the public and private sectors. According to the Public, Private Industry Advisory Facility and the World Bank (2006 pp.98-99) and WSAA (personal comment 2006) there are four main categories of business risk in the water sector related to the:

· responsibilities associated with managing a company

· responsibilities associated with operating existing assets and maintaining them to required standards,

· risks to the new entrant associated with changes to standards, regulations or pricing during the length of the contract, and 

· responsibilities involved with expanding the asset base, including planning new investments, forecasting demand and capacity needs etc.

The degree to which risks are shared between the new entrant and contracting authority is a significant issue which can determine the success or otherwise of private sector involvement and the efficient management of the water supply and sewerage system. In a well structured risk strategy, risk allocation will go to the party that is best able to manage it with the added reward often being lower costs to the consumer (PPIAF & WB 2006). 

Q 12. How can risks best be allocated between public and private sector participants in water and in wastewater services? Is this a significant barrier to private sector involvement in the water sector? 

Q 13. Are there any other significant barriers to private sector involvement in water and wastewater services? What could be done to reduce them?

7.0 Option for assisting in the involvement of the private Sector

There may be a number of ways that private sector involvement in water and wastewater services in Australia could be encouraged. These are explored below, along with an opportunity for you to express other views at the end of the paper.
7.1 Development of a national code for third party access

In 2005 the New South Wales Independent Pricing and Regulatory Tribunal (IPART) released recommendations for a proposed state-based access regime. The key elements to this regime which the New South Wales Government (Water for Life website 2006) endorsed are summarised below:

· Development of a state-based access regime for services provided by means of significant water and wastewater infrastructure.
· Review of the legal framework to ensure appropriate obligations are placed on both incumbents and new entrants and barriers to competition and private sector involvement in the water industry are addressed.
· Development of a streamlined regulatory framework for sewer mining, including establishing a formal dispute resolution process.
· Continued IPART price regulation of services to small customers and that the prices of services for large customers continue to be regulated but be reviewed if an access framework is established.
· Increased use of competitive sourcing by water authorities in the greater Sydney area to procure additional water supplies.
· The implementation of reforms through an adaptive management approach. 
A national access code would need to expand on this approach by IPART to manage the potential increase in private sector involvement in the water sector across all jurisdictions. To be effective this national code would probably need to be specific to the water sector and offer guidance on issues such as:

· access protocols

· relationship between the new entrant and the incumbent

· pricing guidelines

· risk sharing guidelines

· arbitration, and 

· compliance with monitoring and reporting.

An access code could formalise the conditions under which the public and private sector operate and provide the confidence for both sectors to negotiate arrangements and cooperatively work together. If by chance these arrangements fail the access code could include a system to settle disputes through an independent umpire. An access code and transparent arbitration system would provide all parties with greater certainty over investment risks and operation of the water supply and/or sewerage system and minimise the potential for drawn out and costly legal action. 

An access code could also minimise complexities over regulations. At present there is a plethora of state and territory agencies with a range of responsibilities for the various elements of the water and wastewater supply system. There may be value in centralising the responsibilities for a national access code under the command of central agencies in each jurisdiction to minimise the complexity of regulatory controls, assessment processes and also speed up private sector approval processes. 

One of the central elements of successful energy reform was the establishment of a national access framework specific to the sector (Page 21 for a summary of the results on energy reform). Information on access regulations for the energy industry can be obtained form www.pc.gov.au or www.accc.gov.au. 

Q 14. How would a national code for third party access assist private sector involvement?

-
At what scale should such a code operate? (National, State, regional, local?)
- 
Why?

7.2 National guidelines for contracting with the private sector

There are various forms of instruments and/or arrangements to manage private sector investment in the water sector, including contracts, licensing, regulation or deed arrangements to name a few. The following discussion focuses on contractual arrangements because they are typically used in the water sector and offer the advantage of being flexible can be changed by consent and if well developed provide a degree of certainty for all parties (PPIAF & WB 2006 p.152).

When seeking private sector involvement a well structured contract is vital for ensuring an efficient, effective and safe water and wastewater service. In Australia private sector involvement, particularly through third party access type arrangements, is relatively new in the water services area. It is expected that there would be a general lack of experience and knowledge in the development of contracts to manage this or other forms of private sector involvement in the water industry, particularly amongst some of the smaller operators in regional and isolated areas. 

There are other factors may make it worthwhile considering the development of contractual guidelines for managing private sector involvement. For example, the longevity of contracts, sometimes over 20 years (and potentially up to 50 years in the Services Sydney case), creates significant risks for both parties. These risks are particularly apparent in the water sector with factors, such as the impact of climate change affecting the capacity of the supplier to meet its water and sewerage service obligations. The costs incurred in the future maintenance or replacement of infrastructure is also a long-term risk for both parties that need to be factored into contractual arrangements. 

From an infrastructure management perspective, contractors need to recognise the design parameters of the infrastructure to ensure that new entrants do not exceed its capacity and put the system, the health of humans or the environment at risk. Commitments to meet other objectives, such as environmental flows, are also essential requirements that need to be addressed in contracts. 

Contractual arrangements should provide the conditions to motivate new entrants to maintain and update infrastructure and improve management practices to create efficiencies. To a degree this depends on profit margins which can be closely related to tariff structures and the rules for adjusting tariffs, which are an essential part of contracts in the water industry. The capacity for new entrants to invest in research and to introduce innovations to address issues, such as water availability, depends to some degree on contracts clearly articulating the costs and rewards inherent in managing the water and sewerage system (Balance and Taylor 2005 P 8).

Q 15. How would national guidelines for contracting with the private sector assist private sector involvement?

7.3 Other suggestions?

Other factors that might assist private sector involvement in the supply of water and sewerage services include: 

· the development of guidelines for private operators of decentralised water recycling systems

· consistent underlying principles or guidelines for pricing of recycled water

· guidelines on how to better co-ordinate between various agencies involved in the water cycle (including private entities), and 
· the clear specification of entitlement for all forms of water including, recycled water and stormwater.
Q 16. What other steps could be taken to encourage or manage private sector involvement in this sector?

Q 17. Other issues you may wish to raise
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� Lower bound pricing – the level at which to be viable, a water business should recover, at least, the operational, maintenance and administrative costs, externalities, taxes or tax equivalent regimes (not including income tax), the interest cost on debt, dividends (if any) and make provision for future asset refurbishment or replacement. Dividends should be set at a level that reflects commercial realities and stimulates a competitive market outcome. (NWI 2004)





� Upper bound pricing – the level at which, to avoid monopoly rents, a water business should not recover more than the operational, maintenance and administrative costs, externalities, taxes or tax equivalent regimes provision for the cost of asset consumption and cost of capital, the latter being calculated using a weighted average cost of capital. (NWI 2004)


� 	When deciding whether to apply Part IIIA of the TPA to services/infrastructure, the Minister is required to have regard to factors (listed under 44(H)) including that it would be uneconomical for anyone to develop another facility to provide the service and that the facility is of national importance.


Adapted from: PPIAF and WB, 2006


� The term ‘affermage-lease’ is a class of arrangement developed in France under which an operator is responsible for the operation and maintaining the business, but not for financing the investment. Under this arrangement the contracting authority is usually responsible for financing investment in infrastructure assets and coordinating its investment program with the operator. 


� *The concession definition is similar to some PPPs in Australia, particularly the Build Own Operate Transfer (BOOT) type arrangement. For example, in the case of a school where the private sector owns the built asset but not the land on which it is built. In general PPP’s are a generic term that can cover most if not all the contractual arrangements





� At the primary treatment stage, solid particles are removed from the sewage.


� At this advanced level of treatment, solid particles have already been removed (primary treatment) along with dissolved solids (secondary treatment). Treatment at the tertiary level removes harmful compounds from the water and water are also disinfected to remove bacteria, viruses and parasites.
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