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The Hon. John Pandazopoulos, MP
Chair, Environment and Natural Resources Committee
Parliament of Victoria
Parliament House
Spring Street
East Melbourne Victoria 3002

Dear Mr Pandazopoulos
INQUIRY INTO MELBOURNE'S FUTURE WATER SUPPLY

On 17 July 2008, you wrote to the former Chairperson of the Essential Services Commission
inviting the Commission to provide a written submission to the Environment and Natural
Resources Committee detailing the Commission's role in managing Melbourne's water supply.
This submission details the Commission's responsibilities, legislative and regulatory framework,
and price review processes, and provides information on the forthcoming price review for the
metropolitan Melbourne water businesses.

The Commission's responsibilities and legislative framework
From 1 January 2004 the Commission became the economic regulator of the Victorian water
sector. The sector is comprised of 20 urban and rural water businesses providing bulk and retail
water and wastewater services to residential, industrial and commercial, and rural irrigation
customers throughout Victoria.
The Commission is responsible for regulatihg prices and service standards for each of the
water businesses, including Melbourne Water and the three metropolitan retail water
businesses. In carrying out its role, the Commission is primarily guided by the provisions of the
Essential Services Commission Act 2001 (ESC Act) and the Wafer lndustry Act 1994.
The ESC Act and relevant water industry legislation set out the Commission's broad objectives,
functions and powers in regulating the water industry. In addition to the objectives set out in the
ESC Act, the Commission must also pursue the following objectives:
wherever possible, to ensure that the costs of regulation do not exceed the benefits
to ensure that regulatory decision making and regulatory processes have regard to any
differences between the operating environments of regulated entities
to ensure that regulatory decision making has regard to health, safety, environmental
sustainability (including water conservation) and social obligations of regulated entities.
The legislative framework provides the Commission with powers and functions to:
make price determinations (section 33 of the ESC Act) and satisfy consultation obligations in
relation to determinations (section 35 of the ESC Act)
regulate standards and conditions of service (section 4E of the Water Industry Act)

develop Codes in relation to its functions and powers (section 4F of the Water lndustry Act)
require regulated businesses to provide information (section 4G of the Water lndustry Act).
The more detailed regulatory framework is set out in the Water lndustry Regulatory Order
(WIRO) made by the Governor in Council under section 4D of the Water lndustry Act, including:
the water services that are subject to price and service regulation by the Commission
the approach to be taken by the Commission in approving or specifying prices and setting
quality standards for water services and in monitoring the performance of businesses

/I

-

procedural requirements and regulatory principles to be adhered to by the Commission in
assessing pricing proposals submitted by regulated businesses
a role for the Commission in resolving disputes between regulated water businesses in
relation to the supply of bulk water services.

The WIRO pricing principles are discussed further below.
Other legislative provisions are relevant to the Commission's performance of its functions. The
Water lndustry Act establishes the framework under which the three Melbourne water retailers
are licensed and regulated by the Commission, together with the statutory functions, powers
and obligations of the licensees.
The Water Act 7989 provides the framework for the allocation and management of the State's
water resources, including a bulk water entitlement regime, and sets out the functions, rights
and obligations and governance arrangements of regional urban water authorities and rural
water authorities.
The Melbourne Water CorporationAct 1992 establishes the Melbourne Water Corporation and
details its specific functions, powers and responsibilities, while the Melbourne and Metropolitan
Board of Works Act 1958 retains various provisions relating to those functions, powers and
responsibilities.

WIRO pricing principles
The WIRO outlines a number of principles that the Commission (and the water businesses)
must have regard to in approving (or, in the case of the businesses, proposing) prices. These
pricing principles are set out in the box below.
Principles 14(l)(vi), (vii) and (ix) relate directly to the structure of the tariffs levied by businesses
and how costs are allocated across customers. The other regulatory principles are relevant to
determining and assessing the revenue required by the water businesses to meet their
regulatory obligations and customer expectations. The amount of revenue approved for each
business, the level and structure of prices, and the allocation of costs across customers
determined in accordance with these principles for Melbourne Water and the three metropolitan
retailers will have an impact on Melbourne's water supply management, demand levels, the
supplyldemand balance and investment incentives.
The Commission is required to approve prices if it is satisfied that the prices or manner in which
prices are to be calculated or otherwise determined comply with the regulatory principles
outlined in the WIRO. Where the Commission is not satisfied that the proposed prices comply
with the WIRO principles, it can specify the prices that a business can charge or the manner in
which those prices are to be determined or otherwise calculated.

Box

WIRO pricing principles

Clause 14(1) of the WIRO requires the Commission to be satisfied that prices
are set so as to:
(i) provide for a sustainable revenue stream to the regulated entity that
the regulated entity;
(ii) allow the regulated entity to recover its operational, maintenance and
administrative costs;
(iii) allow the regulated entity to recover its expenditure on renewing and
rehabilitating existing assets;
(iv) allow the regulated entity to recover:
(A) a rate of return on assets as at 1 July 2004 that are valued in a manner
determined by, or at an amount otherwise specified by, the Minister at any
time before 1 July 2004;
(B) all costs associated with existing debt incurred to finance expenditure
prior to IJuly 2006, in a manner determined by the Minister at any time
before IJuly 2006;

(v) allow the regulated entity to recover a rate of return on investments made
after 1 July 2004 to augment existing assets or construct new assets;
(vi) provide incentives for the sustainable use of Victoria's water resources by
providing appropriate signals to water users about:
(A) the costs of providing services, including costs associated with future
supplies and periods of peak demands and or restricted supply; and
(B) choices regarding alternative supplies for different purposes;

(vii) take into account the interests of customers of the regulated entity,
including low income and vulnerable customers;
(viii) provide the regulated entity with incentives to pursue efficiency
improvements and to promote the sustainable use of Victoria's water resources;
and
(ix) enable customers or potential customers of the regulated entity to readily
understand the prices charged by the regulated entity for prescribed services,
or the manner in which such prices are to be calculated or otherwise
determined.
Source: Water Industry Regulatory Order, clause 14(1).

In 2007, the Commission reviewed the WIRO pricing principles as part of an inquiry into tariff
structures for the Victorian water industry conducted in response to a direction by the Minister
for Finance on 4 September 2007. In its December 2007 Final Report, the Commission
recommended several changes to the WIRO pricing principles. (The Final Report and
associated documents are available on the Commission's website www.esc.vic.~ov.au.).The
Government may use the Commission's findings to assess whether any changes should be
made to the WIRO.
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The Commission's water price review process
On 20 June 2008, the Commission released its Final Decision on the 2008 water price review
setting out the revenue, and hence prices, approved for each regional urban and rural water
business to deliver water, sewerage and related services for the five year regulatory period
from 1 July 2008. The Final Decision also set out approved revenue and prices for Melbourne
I

The three metropolitan retailers and Melbourne Water, in the case of its bulk water and
sewerage services, were not included in the Commission's 2008 price review process. Interim
price increases, determined by the Minister for Water for 2008-09, have been adopted for these
businesses.' However, the decisions made by the Commission with regard to new customer
contributions, recycled water and miscellaneous charges in the 2008 price review process will
apply to the metropolitan retailers and Melbourne Water.
Under its regulatory framework, the Commission undertakes certain steps in determining each
business's revenue and prices in its price reviews. The 2008 price review process is described
below to illustrate the typical steps in the Commission's process.
In October 2007, the 16 water businesses servicing regional urban and rural customers,
submitted Water Plans to the Commission for assessmenL2In November 2007, Melbourne
Water submitted a Water Plan for its waterways and drainage services. The Water Plans set
out the revenue and hence prices that each business sought to deliver water, sewerage and
other related services for the regulatory period.
The Commission assessed proposed prices and revenue against the principles set out in the
WIRO. In assessing the businesses' Water Plans, the Commission consulted widely and had
regard to the information contained in the businesses' Plans, other information provided by the
businesses, the views and recommendations of consultants who assessed the businesses'
forecasts, and issues raised in submissions and comments at public meetings held around the
State. (Details of these submissions and meetings are set out in Appendix A of the Final
Decision, which is available on the Commission's website.)
In March 2008, the Commission released a Draft Decision for the businesses subject to the
review setting out its view of the amount of revenue required by each business to deliver its
proposed services and program of works. The Commission released a Draft Decision on
Melbourne Water's drainage and waterways charges in May 2008.
The Draft Decisions set out the Commission's detailed analysis, proposed adjustments and
requests for further information from the businesses. Each of the businesses was given the
opportunity to submit a revised pricing proposal in response to the Draft Decision. Many of the
proposed adjustments made by the Commission were accepted by the businesses. However,
there were a number of proposed adjustments that were not accepted by the businesses and in
a number of cases businesses proposed further revisions.
In making its Final Decision, the Commission considered the businesses' revised pricing
proposals and the further issues raised by the businesses and other stakeholders. The Final

' The Commission has released Determinations for these businessessetting out approved prices for

2008-09 that are consistent with the interim price increases set out in the Water Industry Regulatory

Order and the businesses' Statements of Obligations.
The regional businesses subject to the review were Barwon Water, Central Highlands Water, Coliban
Water, East Gippsland Water, GippslandWater, Goulburn Valley Water, GWMWater, Lower Murray
Water, North East Water, South Gippsland Water, Wannon Water. Westemport Water, Western Water,
FMIT, Goulburn-MurrayWater and Southern Rural Water.

Decision sets out the details of the Commission's analysis. The prices or the manner in which
prices are to be determined over the regulatory period are set out in a Determination specific to
each business. The Determinationstake effect from 1 July 2008 and will apply until the later of
30 June 2013 or when the Commission makes a new Determination. (The Final Decision and
Determinations, as well as the Draft Decision, Issues Paper, and submissions are available on
the Commission's website.)

2009 metropolitan price revlew
As noted above, the three metropolitan retailers and Melbourne Water, in the case of its bulk
water and sewerage services, were not included in the Commission's 2008 price review
process. The Commission will conduct a price review for the metropolitan businesses for the
four year regulatory period from 1 July 2009. The review will commence following receipt of the
businesses' final Water Plans, due on 1 November 2008.
In relation to the metropolitan price review, the Minister for Water wrote to the Commission on
17 June 2008 asking it to update its desktop review on the 14.8 per cent price increase for
2008-09. The Government intends to use the Commission's advice from its desktop review to
assist in developing its guidance to the metropolitan businesses on how to prepare their final
Water Plans. After receiving the final Water Plans, the Commission will undertake a full price
review for the metropolitan businesses for the period 2009-10 to 2012-13.
The Commission has also been asked to advise the Government on options to achieve the
Government's pricing target of no more than doubling metropolitan prices over 5 years. In
addition, the Government indicated that the Commission should, in conducting the metropolitan
price review, give consideration to the Victorian Competition and Efficiency Commission's
(VCEC) recommendations regarding the allocation of Melbourne Water's costs across the
retailers. (The VCEC Final Report and the Government's response are available on VCEC's
website www.vcec.vic.~ov.au.)
If the Committee requires any further information from the Commission in relation to its inquiry,
please contact Paul Fearon, Chief Executive Officer, on (03) 9651 0211 or by email at
Paul.Fearon@esc.vic.gov.au.
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2 Yours sincerely

Acting Chairperson

