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Dear Ron

Inquiry into an Access Regime for Water and Sewerage Infrastructure Services —
Response to Draft Decision

We welcome the Commission’s Draft Report on its inquiry into an access regime for water and
sewerage infrastructure services and we support most of the Commission’s recommendations.
We are particularly pleased the Draft Report recommends a Victorian water industry access
regime be developed and refined over a staged implementation period. We note that this is
consistent with the staged approach proposed in our response to the Commission’s Issues
Paper.

We believe that the access regime as envisaged in the Draft Report will only deliver limited
community benefits. In order to achieve the full potential of an access regime, the following
matters need to be addressed:

« An access regime should be considered to be one element of a broader reform agenda
designed to deliver improved efficiency and better outcomes for customers and the
environment.

« The water industry reform agenda, including the implementation of the access regime,
should be staged to ensure the co-ordinated implementation of complementary elements,
and the maximisation of benefits. The staged implementation approach should enable
policy makers to review the costs and benefits achieved at each key step, and to evaluate
the prospective costs and benefits before proceeding to the next step. We have developed
a “roadmap” that provides a broad outline of a staged approach. We consider that a more
detailed long-term water industry vision would assist in guiding and co-ordinating reform
across the water sector.

« Wholesale market reform is a precondition for an effective open access regime. Further
development of a wholesale water market and the introduction of a Water Grid Manager for
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Victoria - to facilitate wholesale reform — are likely to deliver the greatest benefits to
customers and the environment and should be considered the priority first step.

« The proposed access regime will result in a form of retail competition, the scope of which
can be gradually extended subject to the assessment of expected net benefits at future
stages.

« Until the nature and extent of retail competition is fully understood the benefits from
functional separation of retail and distribution will be outweighed by the costs.

In the remainder of this letter, we expand on these points and also on aspects of the
Commission’s access regime design.

Water industry reform roadmap

We strongly support further reform of the water sector where there are net benefits to
customers and the environment. This position is consistent with our submissions to the
Victorian Competition and Efficiency Commission’s inquiry into reform of the metropolitan retail
water sector, in which we expressed support for further reforms including the introduction of a
third party access regime and the creation of a Water Grid Manager.

The diagram below shows the composition of the average customer bill in 2012/13, and it
depicts the relative costs and scale of potential benefits of further reform in the three key

components of the value chain — namely: (1) bulk water and sewerage; (2) distribution; and (3)
retail.
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The Commission’s Draft Report! stated that the absence of wholesale trading arrangements
could form a significant barrier to broader participation in the Victorian water sector. We
strongly concur with the Commission’s view. We consider that the principal challenges — and
hence the benefits of further reform - relate to the wholesale market and this should be a
primary focus of the reform effort (refer to Attachment 1 for further details).

With these considerations in mind, a suggested road map for reform is set out below. The road
map seeks to identify the major opportunities and potential benefits from reform, and to place
these in a logical sequence and overall timetable. The road map also retains an incremental

1 Essential Services Commission, 2009, Inquiry into an Access Regime for Water and Sewerage

Infrastructure Services: Issues Paper, February, page 61.



approach to reform, to enable policy makers to review arrangements at each milestone in light
of accumulated experience, and to make informed judgements on the likely costs and benefits
of subsequent reform measures.
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The key implications of this roadmap for the Commission'’s third party access proposals are:

The development of the wholesale market should occur in parallel with the establishment of
the open access regime. The Commission is in a prime position to foster the delivery of
major benefits, by advocating the co-ordination of effort across a number of complementary
elements that are necessary for an effective access regime, including in particular the
introduction of a wholesale water market allied with the creation a Water Grid Manager to
deliver the wholesale market reforms.

Effective planning for the implementation of retail competition, such as the demand from
large users, can only proceed after a comprehensive review of the costs and benefits has
been completed.

Until the nature and extent of retail competition is better understood, the benefits from
functional separation of retail and distribution will be outweighed by the costs, as evidenced
by the substantial costs incurred by Scottish Water? (refer to Attachment 1 for details).

The retail-minus access pricing approach proposed by the Draft Report is consistent with
retention of the existing retailer/distributor structure. We support the retail-minus access
pricing approach at this stage of the reform process.

Attachment 1 sets out a more detailed discussion of our roadmap and the implications for the
introduction of the access regime.
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Access regime design

We are supportive of most recommendations in the Draft Report. As detailed above however, it
appears that in advocating the early operational separation of retail and distribution functions
(Recommendation 7.1) the Commission is proposing a premature step which is unlikely to be
cost effective, and which appears to be out of sequence with the broader reform direction. In
Attachment 2, we address seven other recommendations where our position differs to that
proposed in the Draft Report.

Our detailed examination of the Commission’s examples (set out in Attachment 3) has
identified a number of potential impediments to the efficient provision of the new water and
sewerage services described in those examples. Our analysis indicates the introduction of an
access regime cannot resolve all of the potential impediments. We therefore recommend that
the Commission, Government and water industry work together in relation to:

. the introduction of a Water Grid Manager to facilitate wholesale market reform - this work
program should proceed in parallel with the development of the access regime;

» development of a policy position on how water restrictions will be affected by the
competitive provision of new sources of water;

 evaluation of the costs and benefits of introducing retail competition;

» examination of storage access associated with the existing ‘pooled’ bulk entitiements in
Melbourne and seasonal balancing storages, and development of appropriate charging
arrangements for these storages;

» monitoring the development of sewer mining services, and examining the merits of
introducing a dispute resolution process in relation to sewer mining.

Consistent with our earlier comments, our analysis suggests that the key impediments to
effective competition principally reside in the wholesale market arrangements, where the
commercial arrangements for facilitating new entrants are immature at best. In the absence of
reforming the wholesale market, we believe that retail competition will prove to be small in
scale and limited in terms of the benefits it delivers. On the other hand, the potential for net
gains from the reform of the wholesale market is substantial.

Furthermore, on the basis of the issues and impediments identified in our analysis, we consider
that the business case for operational separation of retail and distribution functions has not yet

been made. It may be appropriate to examine this issue in detail at the time of the next price
review.

If you require further details regarding the matters set out in this letter and its attachments,
please contact Brett Mathieson, Manager, Regulation and Planning on 9872 2441.

Yours sincerely

Tony Kelly
Managing Director



Attachment 1:
The metropolitan water industry and a reform roadmap

Current arrangements

The current structure of the metropolitan water industry comprises three retail water utilities
with retail and distribution functions and one wholesaler with water harvesting, bulk water and
sewage transfer and sewage treatment functions. This structure was put in place in 1995 and
has delivered the following positive outcomes:

Strengthened accountabilities for water and sewerage service delivery (e.g. separation of
wholesale and retail functions) resulting in a strong focus on customers by the retail
utilities.

Gradual strengthening of commercial disciplines (e.g. introduction of skills based Boards
operating under Corporations Law, tax equivalent regimes and shareholder dividends, and
contracting out of non-core activities; these have delivered effective corporate governance
and significant efficiency gains).

Transition to independent regulation, with greater transparency of decision making and
scrutiny of performance (e.g. independent environmental and drinking water quality
regulation, price regulation and cost based pricing, transparent disclosure and performance
reporting). These developments have contributed to an emphasis on effective long term
planning and customer consultation.

Creation of explicit obligations in customer service, environmental performance and
Government requirements (e.g. through customer charters). This has provided clear,
unambiguous obligations on water businesses.

Introduction of elements of competition (e.g. the comparative competition regime). This
has provided a major spur for innovation and continuous improvement.

Improvements in planning (e.g. Sustainable Water Resource Strategies; striking the right
balance between supply and demand) and water allocations (e.g. Bulk Water
Entitlements). These improvements facilitate more efficient water transfers.

On a range of benchmarks the water industry in Melbourne currently delivers world class
outcomes that are evidenced by:

independent research indicating the Melbourne water retailers are on the efficiency frontier
— benchmarking results clearly demonstrate superior performance and efficiency in the
water sector

best practice consultation and stakeholder engagement being undertaken
our track record in innovation such as our best practice customer support arrangements

international and national recognition of achievements in customer service

- strong performance in environmental sustainability.

The reforms implemented so far have all contributed to these positive outcomes. The next
round of reforms should build on these, in the context of the challenges that lie ahead.



Challenges

Melbourne is currently pursuing water supply demand reductions through the Target 155
campaign and Stage 3a water restrictions caused by water shortages associated with drought
and climate change. The new water supply augmentation projects announced in the
Government's June 2007 State Water Plan will ease the impact of these water restrictions and
provide Melbourne with a more reliable, secure water supply. Following the planned completion
of the desalination plant at the end of 2011, around 35% of Melbourne’s water supplies will be
climate independent. As noted in the Government's response to the VCEC review?, Melbourne
in the future will be part of an increasingly interconnected water ‘grid” with access to a portfolio
of water sources, each with a different risk/cost profile. This presents challenges in the form of
optimising the costs and risks of water supplies, but it also presents opportunities for enhanced
customer service and environmental outcomes.

Other challenges for provision of water supplies and sewerage services in Melbourne include
the following: -

« Only 22% of the state's rivers are in good or excellent health.
» Melbourne's population is expected to grow by 30% by 2030.

» CSIRO climate change forecasts (March 2005) indicate Melbourne’s inflows from
catchments will decrease by between 7% and 35% by 2050 with a medium scenario of
18%. Over the last few years, inflow reductions have been tracking towards the upper
bound of this range.

» Climate change may also increase the volatility of rainfall and hence inflows into storages.

Significant work has been undertaken by the Melbourne water utilities on introducing cost
effective alternative sources of water but the legal and institutional framework is incomplete. A
number of the Commission’s recommendations recognise the need to complete this framewaork,
e.g. expanding the definition of water to which entitiements apply to include new and innovative
sources of supply.

The recently completed Cave review of competition and innovation in water markets in the
United Kingdom observed that the response to the challenges facing their water sector, which
are similar to ours, could result in improved outcomes if delivered in the right way:

Together, increased demand and lower supply will place a premium on industry to find new
and more efficient ways of allocating, treating and using water — not only to ensure sufficient
supply, but also to protect the environment through the use of fewer inputs such as energy and
chemicals and reduced need for new assets. This could be between, as well as within,
companies. These changes will also have implication for the reliable collection and treatment
of wastewater and the need for lower impact discharge back to the environment.

The present time is therefore an opportune moment to review the structure of the water sector
and its legal and regulatory frameworks. Introduced in the right way, competition and co-
operation between companies, driven by market mechanisms, market-like instruments or
regulation can encourage innovation and the delivery of lower prices, a better service and
improved environmental outcomes.*

3 Victorian Department of Treasury and Finance, 2008, Victorian Government Response to Victorian
Competition and Efficiency Commission’s Final Report: Water ways: inquiry into Reform of the
Metropolitan Retail Water Sector, July, page 5.

4 Department for Environment, Food and Rural Affairs, 2009, Independent Review of Competition and
Innovation in Water Markets: Final Report, Professor Martin Cave, April, London, page 5.



A reform road map

Future reforms should proceed where they are expected to deliver net benefits or
improvements in terms of:

« customer/community outcomes
» environmental outcomes

- economic outcomes including improved efficiency in service provision.

The principal challenges — and hence the benefits of further reform - relate to the wholesale
market and this should be a primary focus of the reform effort. In this context, it is noteworthy
that this issue was recognised by the Commission in its February 2009 Issues Paper, and was
noted again by the Commission in its June Draft Report as follows:

Currently there are no clear arrangements for potential access seekers planning to supply bulk
water from a new supply source to offer water into any form of urban wholesale market.
Similarly, there are no clear provisions for potential access seekers proposing to provide some
form of retail water services to purchase water supplies from a wholesale market,

The absence of trading arrangements could form a significant barrier to broader participation in
the Victorian water sector. The Commission recommends, therefore, that the Government
investigate means by which trading could be extended.5

We strongly concur with the Commission’s view. Reform and development of the wholesale
market is a precondition for an effective open access regime. We consider there are significant
potential benefits to be obtained from wholesale market reform delivered through the vehicle of
an independently managed water grid, including:

« lowering the cost of wholesale water
« optimisation of water use
 achieving optimal State-wide urban to urban water transfers

« expanding rural to rural trading.

With these considerations in mind, a suggested road map for reform is set out below. The road
map seeks to identify the major opportunities and potential benefits from reform, and to place
these in a logical sequence and overall timetable. The road map also retains an incremental
approach to reform, to enable policy makers to review arrangements at each milestone in light
of accumulated experience, and to make informed judgements on the likely costs and benefits
of subsequent reform measures.

5 Essential Services Commission, 2009, Inquiry into an Access Regime for Water and Sewerage
Infrastructure Services: Issues Paper, February, page 61.
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The stages proposed are outlined below. The progress from one stage to the next for each
element would be subject to review to ensure that there are net benefits to customers and the
environment.

» Preparing for reform (within 1 year) — this stage is about developing the initial frameworks
and policies associated with:

o Wwholesale water and sewage treatment capacity reform

o access regime including the licensing regime for new entrants and retail minus
pricing principles

» Testing the regime (years 1 to 2) — this stage is about testing the initial conceptual
frameworks, particularly for:

o the Southern Region wholesale water market and oversight by a water grid
manager

o amarket for sewage treatment capacity for the Eastern and Western Sewage
Treatment Plants operated by Melbourne Water

o initial evaluation of costs and benefits of staged retail competition
o approval of access commitments by water utilities
o application of retail minus pricing reform

- Starting the Southern Region market (years 2 to 5) - this stage is about gradually
implementing the new wholesale market arrangements in the Southern Region of Victoria
as well as the access regime. Key features could be:




o Southern Region wholesale water market which could involve each retailer
managing its own water supply-demand balance and constrained transfer rules (so
as to learn from any impacts) — a Water Grid Manager could be established as a
separate body to facilitate and oversight the implementation of this market model

o amarket for sewage treatment capacity to the Eastern and Western Sewage
Treatment Plants could gradually commence

o the business case for functional (operational) separation of retail and distribution
could be developed and considered

o alicensing regime for inset network providers (e.g. large greenfields developments
with their own water and sewerage servicing arrangements) could be developed
and implemented.

- Establish the Southern Region market (years 5 to 7) - this stage is about a maturing of the
Southern Region market arrangements and the access regime with the frameworks fully
implemented. Key features could be:

o Water Grid Manager could publish its first ‘Statement of Opportunities’ outlining the
global Southern Region water supply and demand balance and a range of weather
based scenarios forecasting future water supply and demand balance predictions

o new entrants could be able to buy rights to sewage treatment capacity at Eastern
and Western Sewage Treatment Plants

o major review of the access regime.

» Extend State-wide (years 7 to 10) — the Water Grid Manager and the Southern Region
water market arrangements could potentially be extended to cover the State, particularly to
cover regional urban water utilities connected to the State water grid. A major review of the
benefits of full retail competition could be undertaken.

« The future (beyond 10 years) — depending upon the success of the market arrangements
that have been put in place and whether further reforms are likely to produce community
benefits, consideration could be given to further expansion of water markets and retail
competition.

An important implication of this roadmap for the Commission’s third party access proposals is
that the “preparing for reform” stage should include the wholesale market as well as the open
access regime. We recognise that the inclusion of wholesale market reform at this stage is
challenging given the various initiatives underway across Government agencies and industry
working groups. Nevertheless, as the Commission has recognised, it is axiomatic that
delivering effective reform of the water sector in Victoria — which we strongly support — requires
a co-ordinated reform program for the wholesale market. We encourage the Commission to
use its open access initiative as an opportunity to co-ordinate and manage the wholesale
market reforms to maximise the benefits from the introduction of open access.

A further implication of the roadmap is that the establishment of a sound business case for the
separation of retail and distribution functions would probably not occur before the next water
price review. Until the nature and extent of retail competition are fully understood — and the
necessary systems and processes developed — the benefits from operational separation will be
outweighed by the costs. Notwithstanding the present uncertainty regarding the benefits of
operational separation, it is known that the costs of operational separation are likely to be



substantial, as evidenced by the expenditure allowances provided by the regulator in the 2006-
10 Final Determination for Scottish Water. That determination included allowances of
approximately $26 million for capital expenditure and $38 million for operating expenditure
associated with the establishment of a standalone retail business, and a further $33 million
capital investment for the establishment of arrangements to facilitate retail competition for
business customers.

In any event, we note that the retail-minus access pricing approach proposed by the Draft
Report is consistent with retention of the existing retailer/distributor structure. We support the
retail-minus access pricing approach at this stage of the reform process as it avoids the
immediate costs of introducing distribution tariffs without any detriment to the prospects for
retail competition. We therefore suggest that the need for operational separation should be
examined alongside the need for establishment of separate access prices as part of the next
price review in 2013, in accordance with the Commission’s reasoning set out in chapter 6 of the
Discussion Paper.

Water Industry Commission for Scotland, 2005, The Strategic Review of Charges 2006-10: The Final
Determination, Stirling, 30 November, pages 32, 365-6.
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Attachment 3:
Comments on the Commission’s examples of competition and access

1. Introduction

Appendix C of the Draft Report sets out a number of different hypothetical examples describing the
range of water and sewerage services that could be provided by new entrants. The Commission
commented that one purpose of the examples is to clarify those types of activities that require access to
monopoly infrastructure (and which therefore depend on the introduction of access arrangements) and
those activities that can occur in the absence of an access regime.

We have found the examples particularly useful in focusing on the key matters that must be addressed
in order to create the conditions that will facilitate provision of the range of water and sewerage services
contemplated by the Draft Report. This attachment is structured as follows:

»  Section 2 presents our examination of the 12 examples presented in the Draft Report.

« Section 3 provides a summary of the key findings of our examination, and sets out the implications
of these findings for the next steps in the reform program.

« Section 4 sets out the conclusions of our examination.
2, Examination of Draft Report’s examples

The diagram below (Figure C.1) is an excerpt from Appendix C the Draft Report. It is reproduced here
for convenience.

17



Figure C.1

Diagram of a water supply system
Examples of different types of water and sewerage services
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Appendix C of the Draft Report describes 12 examples. The table below provides a brief description of
each example; each description should be read with reference to Figure C.1 (above). The table

presents an examination of the issues arising, and the potential impediments to the provision of the
particular services described in each example.
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4, Conclusion

The detailed examination of the Commission’s examples has identified a number of potential
impediments to the efficient provision of the new water and sewerage services described in those
examples. Importantly, the analysis presented in this attachment indicates that the introduction of an
access regime cannot resolve all of these potential impediments. These observations have implications
for the Commission's reform program and the next steps that should be adopted by the Commission,
subject to discussions with the Government.

In particular, we recommend that:

e The Commission should work with the Government and the water industry to develop proposals for
the introduction of a water grid manager. This work program should proceed in parallel with the
development of the access regime, recognising that the timeframe for implementation of the water
grid manager would be of the order of 2 to 3 years.

e In conjunction with the Commission and the water industry, the Government should develop a
policy position on how water restrictions will be affected by the competitive provision of new
sources of water.

¢ |n conjunction with water industry working groups, the Commission should develop a balancing
service and consider whether a grid manager would be best placed to provide this service.

o The water industry should examine the effectiveness of existing business systems and processes
to accommodate significant retail competition.

¢ |n conjunction with the Commission and the water industry, the Government should evaluate the
costs and benefits of introducing retail competition, and if net benefits are expected, then different
approaches to a staged introduction of retail competition should be examined, to manage the cost
impacts and to ensure the maximisation of net benefits from this leg of reform.

e Prior to the introduction of an access regime, the Commission and the Government should work
with the water industry to examine storage access associated with the existing ‘pooled’ bulk
entitlements in Melbourne and seasonal storages and to develop appropriate charging
arrangements for these storages.

e The Commission should monitor the development of sewer mining services, and consider
introducing a dispute resolution process to resolve disputes. In conjunction with the Government
and the water industry, the Commission should (possibly as an interim step) develop principles to
govern the pricing of waste water resources for sewer mining purposes.

The recommendations set out above aim to address potential impediments to the competitive and
efficient provision of water and sewerage services. It is noteworthy that the proposed operational
separation of retail and distribution functions has not come to light as an issue or a potential impediment
in the analysis. On the basis of the issues and impediments identified in our analysis, we consider that
the business case for operational separation of retail and distribution functions has not yet been made.
It may be appropriate to examine this issue in detail at the time of the next price review.

Our analysis suggests that the key impediments to effective competition principally reside in the
wholesale market arrangements, where the commercial arrangements for facilitating new entrants are
immature at best. In the absence of reforming the wholesale market, we believe that retail competition
will prove to be small in scale and limited in terms of the benefits it delivers. On the other hand, the
potential for net gains from the reform of the wholesale market is substantial.
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