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Part A - Introduction

1 Purpose and Background

What is the purpose and context for this discussion paper?

1. In July 2020, the Government launched the Three Waters Reform Programme — a three-year
programme to reform local government service delivery arrangements for drinking water,
wastewater, and stormwater services. Through this reform process, it has become clear that
the three waters sector is facing significant challenges and will continue to suffer from a series
of challenges without necessary action®. In many parts of the country, communities cannot be
confident that their drinking water is safe, that the three waters sector is achieving good
environmental outcomes, that population and housing growth can be accommodated, and
that climate change and natural hazard risks are being successfully managed.

2. The Government considers that the reform programme is necessary to overcome these
challenges, and because the strategic environment in which water service providers is
changing significantly. Specifically:

e there is a significant body of evidence that New Zealand’s three waters infrastructure is
old and increasingly prone to failure, with some estimates putting the national
infrastructure deficit between $120 billion and $185 billion over the next 30 years?

e anew drinking water regulatory regime is being introduced to address the failures
highlighted in the Government Inquiry into the Havelock North drinking water?

e alarge number of wastewater treatment plants are operating on expired consents which
need to be renewed in a resource management system that is less likely to compromise
on environmental impacts, such as freshwater contamination

e thereis an increasing need to respond to the impacts of climate change and ensure the
resilience of water services

e community demands for water infrastructure to support economic growth, community
housing needs, and broader social development are increasing

! Department of Internal Affairs. (2021). Transforming the system for delivering three waters services.
www.dia.govt.nz/diawebsite.nsf/Files/Three-waters-reform-programme/Sfile/transforming-the-system-for-
delivering-three-waters-services-the-case-for-change-and-summary-of-proposals-30-june-2021.pdf

2 Water Industry Commission for Scotland. (2021). Economic Analysis of Water Services Aggregation.
www.dia.govt.nz/diawebsite.nsf/Files/Three-waters-reform-programme/Sfile/wics-final-report-economic-
analysis-of-water-services-aggregation.pdf

3 The Hawkes Bay District Health Board was notified of 45 hospitalisations linked to the outbreak. Three people
who had confirmed campylobacteriosis died. See: Government Inquiry into Havelock North Drinking Water.
(2017) Report of the Havelock North Drinking Water Inquiry: Stage 2.
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e anumber of councils will struggle to meet the emerging costs outlined above while
maintaining affordable three waters services.

3. These developments will bring new challenges and significant costs to a sector that has seen
relatively little change over the last 30 years.

What are the Government’s objectives from the Three Waters Reform process?
4, The Government’s objectives from Three Waters Reform are:

e significantly improving safety and quality of drinking water services, and the
environmental performance of wastewater and stormwater systems

e ensuring all New Zealanders have equitable access to affordable three waters services

e improving the coordination of resources and unlocking strategic opportunities to consider
New Zealand’s infrastructure needs at a larger scale

e the need to address the impacts of climate change and ensure the resilience of water
services

e moving the supply of three waters services to a more financially sustainable footing, and
addressing the affordability and capability challenges faced across the sector and
particularly by some small suppliers and councils

e improving transparency and accountability for the delivery and costs of three waters
services, including the ability to benchmark the performance of service suppliers.

What is the Government proposing?

5. The Government’s starting intention is to reform local government’s three waters services into
four multi-regional entities that have the scale and capability to both meet the challenges the
three waters sector is facing, and deliver on the Government’s reform objectives. Other key
features of the reforms include:

e  Purpose — entities will have a statutory purpose statement to provide safe, reliable and
efficient water services.*

4 Flowing from this would be high-level objectives relating to: (i) delivering water services, and related
infrastructure, in an efficient and financially sustainable manner; (ii) protecting and promoting public health
and the environment; (iii) supporting and enabling housing and urban development; (iv) operating in
accordance with best commercial and business practices; (v) acting in the best interests of consumers and
communities, in the present and for the future; (vi) giving effect to Te Mana o te Wai (to the extent Te Mana o
te Wai applies to the duties and functions of the entities); (vii) delivering and managing water services in a
sustainable and resilient manner, which seeks to address climate risks and mitigate the negative effects of
natural hazards.
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e  Public ownership — entities must be publicly owned, with mechanisms to recognise Treaty
rights and interests and to put in place barriers to future privatisation.

e  Statutory asset-owning entities — three waters entities designed and established by
legislation that have responsibility for all water infrastructure assets currently owned by
local authorities.

e No profit motive — Water Services Entities will not have a profit motive or an ability to pay
dividends to shareholders.

e Competency-based boards — entities will have independent professional governance
boards.

e  Balance sheet separation — entities will be structurally separated from local authorities.
This is important to allow the entities to borrow funds in order to make good the required
investment deficit without the constraint of local authority balance sheets.

6. As part of the Reform proposals, Cabinet has agreed to recognise and provide for iwi/Maori
rights and interests in the Reform with a specific focus on service delivery. It is proposed that
iwi/Maori will have a greater role in the new Three Waters system, including pathways for
enhanced participation by whanau and hapi as these services relate to their Treaty rights and
interests.’More information on the wider Three Waters Reform programme can be found at:
https://www.dia.govt.nz/Three-Waters-Reform-Programme and

https://threewaters.govt.nz/

7. Modelling by the Water Industry Commission for Scotland (WICS) suggests that New Zealand
faces a significant affordability challenge if we try to address these challenges through the
existing service delivery arrangements.

8. In rural local authorities, average annual household costs in 2019 ranged from less than $500
to approximately $2600 with a median of $1300. For some small, rural local authorities,
average household costs in 2050 could reach as high as $9,000 in today’s dollars and would be
unaffordable for many households.

9. For larger provincial and metropolitan local authorities, average annual household bills range
from $600 to $2550 with a median of $1120.% By 2050, average annual bills would need to
increase by between two and eight times to meet the required investment. Similarly, average
household bills across metropolitan local authorities would need to increase by between 1.5
and seven times. In some metropolitan areas, bills could reach between $1,700 and $3,500 per
annum in today’s dollars.

5> For more information see www.dia.govt.nz/three-waters-reform-programme-iwi-maori-interests.
6 Current costs are not necessarily a good reflection of the true economic costs of service delivery, as evidence
suggests many councils do not fully cover economic depreciation through current charges.
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Figure 1 — Average NZ annual household bills in 2021 compared with 2051 without reform
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Source: Water Industry Commission for Scotland, 2021

10. In other countries that have faced similar issues, economic and consumer protection
regulation has played a critical role in delivering better outcomes. In a New Zealand context,
economic regulation will have a crucial role to play in driving the level of efficiency that will be
required to keep water services affordable for New Zealanders in the face of a significant
infrastructure deficit. Recognising this point, on 14 December 2020, Cabinet’:

e noted that economic regulation plays a critical role in protecting consumer interests
providing high-quality performance information that supports other important players in
the three waters system

e agreed in principle, subject to further reports to Cabinet, that an economic regulation
regime will be employed in a reformed New Zealand three waters sector

e noted that, all else being equal, economic regulation will be able to provide greater and
more effective oversight, the smaller the number of regulated water services entities

e agreed in principle, subject to further reports to Cabinet, that an information disclosure
regime that allows the performance of entities to be compared will apply, at a minimum,
to a substantively reformed three waters sector

7 Office of the Minister of Local Government. (14 December 2020). CAB-20-MIN-0521.01 Minute: Progressing
the Three Waters Service Delivery Reforms.
www.mpdec.govt.nz/component/fileman/file/CouncilDocuments/MinutesAndAgendas/AuditRiskCommittee/
2021/Progressing-the-Three-Waters-Service-Delivery-Reforms-Dec-2020-Cabinet-paper-and-minute.pdf
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e noted that whether or not stronger forms of economic regulation, such as price-quality

regulation, should also be employed will depend on the number of reformed water

services entities and their governance arrangements.

What does this discussion paper do?

11. This discussion paper outlines the Government’s preliminary policy positions on the key policy

decisions for the economic regulation and consumer protection regulatory regimes in the

three waters sector, and seeks public feedback.

12.  Within the overarching objectives of the Three Waters Reform, we consider that the economic

and consumer protection regulation regimes should:

e have the promotion of consumer interests as the paramount objective

e promote the delivery of efficient, effective, and innovative three waters infrastructure

consistent with the paramount consumer interests objective

e deliver approaches to regulation that are consumer centric, transparent, predictable,

timely, and sufficiently flexible to promote durability over time

e provide appropriate levels of regulatory accountability and independence while ensuring

that the broader three waters regulator system, that includes agencies like Taumata

Arowai, is strategically and operationally coherent and delivers the Government

objectives.

13. Inevitably, trade-offs will be required over time between some of the objectives above, but the

interests of consumers should be paramount.

Process and timeline

14. Submissions close on 20 December 2021 with advice due to be provided to the Minister of

Commerce and Consumer Affairs and Cabinet in the first half of 2022 as per the timeline set

out in Figure 2 below.

Figure 2 — consultation and policy timeline

Release of discussion

Submissions close
document

Recommendations to
Minister of
Commerce and
Consumer Affairs on
economic and
consumer protection
regulation regimes

Cabinet decisions on
economic and
consumer protection
regulation regimes

27 October 2021 20 December 2021

March 2022

April 2022
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Part B—Economic Regulation

2 What is economic regulation?

What is economic regulation and what does it try to achieve?

15. Economic regulation refers to the use of regulation to protect consumers from the problems
that can occur in markets with little or no competition, including where businesses have a
large amount of market power. Competition law and policy are based on the idea that the
most effective way to achieve long-term consumer welfare is through market forces that
incentivise businesses to supply goods and services of a price and quality that consumers
demand. However, there are some industries where there is not enough competition to
achieve these outcomes, so economic regulation is required.®

16. Consumer interests are protected through economic regulation that changes the incentives
faced by businesses, so that businesses behave in a manner similar to what might be seenin a
more competitive market. Economic regulation often does this by:

e requiring businesses to disclose certain information about their performance and
operations, with the idea being that transparency makes businesses more accountable for
their stakeholders

e directly regulating the price and quality of services to ensure consumers are receiving
efficient, innovative, and high quality services.

What is a natural monopoly?

17. Natural monopolies can be present in markets with high fixed costs that act as a barrier to
entry such as electricity, gas, airports, telecommunications, and water. For example in the
water sector, it would be very expensive for a new supplier to enter the market and build a
new water network that operates in competition with a local authority owned network, so it is
more efficient for there to be only one supplier.

18. Inthe absence of economic regulation, sectors with strong natural monopoly characteristics
tend to have:

e higher prices and/or lower outputs and/or a quality of output that does not reflect
consumer demands (i.e. low allocative efficiency)®

8 Examples include the electricity, gas and telecommunications sectors.
9 Allocative efficiency occurs when consumers pay a market price that reflects the private marginal cost of
production to the business supplying the good or service, ie where the demand and supply curves for a good or
service intersect.
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e |ow elasticity of demand (i.e. significant price increases have relatively little impact on
overall demand), because consumers face no choice but to pay for utility services such as
electricity and water, regardless of the price

o |ower levels of productive efficiency (where a supplier produces the maximum possible
outputs from a given level of inputs) and dynamic efficiency (the levels of innovation and
technological progress of a producer)

e higher levels of X-inefficiency (the inability or unwillingness of a supplier to minimise the
costs of production) compared to markets with workable levels of competition.®

Does consumer involvement in the governance of entities alleviate the need for economic regulation?

19. Asageneral rule, consumer involvement in the governance of natural monopoly suppliers
reduces the potential for the supplier to deliver poor outcomes for consumers. However, there
is a wide range of research that suggests that organisations often face political, cultural,
financial and other motivations that mean they do not always perform in ways that are aligned
with the stated objectives of their governing bodies. Some research suggests that these issues
tend to get more problematic as organisations get larger. So while consumer involvement in
the governance of natural monopolies is generally seen as having benefits, it is best seen as a
complement rather than a substitute for economic regulation.

What benefits does economic regulation provide, and how do these contribute to the
Government’s objectives?

20. At their heart, almost all of the Government’s reform objectives are about delivering better
outcomes for New Zealand consumers. Economic regulation shares the same objective — its
purpose is to advance the long-term interests of consumers by:

e ensuring suppliers deliver innovative and high quality services that reflect consumer
demands

e restricting the ability of suppliers to earn profits in excess of what might be expected in a
workably competitive market

e incentivising suppliers to improve efficiency and share efficiency gains with consumers,
including through transparent and cost efficient prices

e  providing consumers with information on the relative performance of their supplier so
they are well informed and able hold suppliers to account through their consumer
engagement activities.

10 Workable competition is a notion which arises from the observation that since perfect competition does not
exist, theories based on it do not provide reliable guides for competition policy.
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21. These objectives are usually achieved by a combination of regulatory tools that control the
price and quality of services delivered by natural monopoly businesses, and/or benchmark the
relative performance of different monopoly suppliers. These regulatory tools are typically
administered by an economic regulator whose role is to protect and promote the long-term
interests of consumers.

What is price-quality regulation?

22.  Price-quality regulation refers to regulatory tools that cap the maximum allowable revenue of
a monopoly supplier, subject to a set of minimum quality standards (e.g. the frequency and
duration of interruptions, water leakage, customer service expectations etc.). Capping
maximum allowable revenue is often achieved by summing costs, represented as ‘building
blocks’ together to give a regulated maximum allowable revenue in a given year. Figure 3
below provides a simplified version of this building blocks model to illustrate the concept.

Figure 3 — Building Blocks Model for Calculating Regulated Maximum Allowable Revenue®?
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23. Internationally, price-quality regulation is usually employed in regulatory cycles spanning four
to six years. For each year of the regulatory cycle, the economic regulator will set the
maximum allowable revenue and minimum quality levels to form what is known as the ‘price-
quality path’. Economic regulators around the world take a broad range of approaches to
setting price-quality paths depending on things like industry structure, legislative objectives
and requirements, and the desire for consumer participation in setting price-quality paths.

24. In setting price-quality paths, economic regulators put consumer interests at the heart of their
decision making. For example, if a price-quality path involves investment requirements that
could result in a significant price shock for consumers, the regulator may employ glide paths or
other tools that seek to smooth any potential adverse consumer welfare impacts over a longer
period of time. In New Zealand, we have tended to employ what is termed individual (or
customised) price-quality regulation for sectors with few firms (e.g. electricity transmission,
fixed line telecommunications) and low-cost default price-quality regulation in sectors with a
larger number of firms where individual price-quality regulation is likely to involve
unreasonable administrative and/or compliance costs (e.g. electricity distribution).

11 The regulatory asset base (RAB) is the value of assets required and used to provide regulated services. The
weighted average cost of capital (WACC) is an estimate of the cost an efficient business in the sector would be
expected to pay for the capital (debt and equity) used to finance its assets, weighted by the proportion of each
component.
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What is information disclosure regulation?

25. Information disclosure regulation is commonly used alongside price-quality regulation to
collect the information necessary to set efficient price-quality paths in addition to providing
consumers and other interested parties with the ability to compare the relative performance
of monopoly suppliers over time. However, information disclosure can also be used by itself to
shine a light on the performance of regulated suppliers, and to incentivise better performance
over time by benchmarking regulated suppliers against each other. An example of the kinds of
benchmarking that an information disclosure regime can provide is shown in figure 4.

26. Specifically, figure 4 shows the total duration of electricity network interruptions in minutes
for the year to 31 March 2020 across all 29 of New Zealand’s electricity distribution businesses.
Price-quality regulated distributors are shown in the Il coloured bars while distributors subject
solely to information disclosure regulation (generally smaller businesses with fewer than
100,000 consumers that are community owned) are shown in the " coloured bars.

Figure 4 — Comparative performance of electricity distribution businesses’ duration of
interruption for the year to 31 March 2020
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Are there other forms of economic regulation that could be employed for New Zealand’s
Three Waters Sector?

27.  While price-quality regulation and information disclosure regulation are the most commonly
used economic regulation approaches applied to monopoly suppliers around the world, it is
also possible to put in place ‘quality only’ regulation.

28. This form of economic regulation involves applying minimum quality standards (e.g. frequency
and duration of network interruptions, leakage customer service expectations) without an
accompanying price path. This form of economic regulation is arguably most appropriate
when: (i) regulated suppliers have limited ability or incentive to charge excessive prices; and
(i) there are strong internal drivers to improve efficiency over time (e.g. a strong ability for
consumers to directly influence and drive efficiency improvements).

What does economic regulation cost, and who ultimately pays?
29. Economic regulation involves two broad types of costs:

e costsincurred by the economic regulator in administering the regime for the long-term
benefit of consumers

e compliance costs incurred by regulated suppliers in meeting the requirements set down
by the economic regulator.

30. Administrative costs incurred by the regulator are generally recovered by Government from
regulated suppliers via a levy. However, these administrative costs are usually incorporated
into the price-quality path as an expense that is able to be ‘passed through’ to consumers.
Approximate administrative costs for a water economic regime are discussed in detail Chapter
7 of this document, but are likely to be approximately $10m per year. For comparison,
economic regulation regimes in New Zealand’s electricity and telecommunications sectors
range from approximately $8m to $10m per year. In general, economic regulation costs
increase as the scope of the regime and the number of firms being regulated increases.

31. Compliance costs incurred by regulated suppliers are more difficult to quantify as they tend to
spread across suppliers’ cost bases as a general cost of delivering services to consumers. As
such, it is likely that they are met by some combination of the supplier’s shareholders and
consumers. The fact that consumers end up bearing a significant portion of the costs of any
economic regulation regime means that care is required to ensure that any economic
regulation regime is designed in a way that provides net benefits to consumers.

Why hasn’t the three waters sector been economically regulated to date?

32.  While the New Zealand three waters sector has strong natural monopoly characteristics, it has
not been subject to economic regulation to date. This is likely because attempting to regulate a
three waters sector involving 67 councils would be more likely to delivery net costs rather than
net benefits to consumers, and society more generally.
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3

Is there a case for economic regulation, and if so, which services or entities
should be regulated?

Is there a strong case for the economic regulation of water services?

33.

34.

35.

36.

The Government’s Three Waters Reform process has revealed a range of problems that can be
substantially or partially attributed to issues with natural monopolies that economic regulation
regimes are often used to address:

e quality of service that does not reflect consumer demands, particularly in areas related to
environmental outcomes, public health,*? and the impacts of climate change

e |ong-term underinvestment in three waters infrastructure, including issues associated
with depreciation flows from three waters infrastructure being used for other purposes

e inefficient pricing practices and a lack of transparency around the costs of delivering three
waters services

e concerns about the capability and capacity of the three waters sector to be able to deal
with increasing Government and community expectations associated three waters
infrastructure.

All of these issues raise significant questions about whether three waters infrastructure is
being operated in line with the best long-term interests of consumers. These issues and
questions are not unique to New Zealand. Almost all developed countries have experienced
similar issues and have implemented service delivery and economic regulation reforms to
achieve similar objectives to those that the Government’s Three Waters Reform is seeking.™

While the scale of the four Water Services Entities should significantly increase their likelihood
of delivering these objectives, there is a flip-side risk that the entities become less responsive
to consumer and community needs as a result of their increased scale and expanding range of
stakeholders. The Government is alert to this risk and has proposed a range of governance and
consumer voice protections to mitigate the risk. However, economic regulation provides a
strong and complementary regulatory backstop.

Pulling all these different threads together, the Government’s view is that there is a strong
case for economic regulation of the three waters infrastructure currently operated by local
authorities. The remainder of this chapter explores the appropriate boundaries of the
economic regulation regime.

12 For example, see www.dia.govt.nz/Government-Inquiry-into-Havelock-North-Drinking-Water
13 For a survey of international approaches, see: OECD. (2015). The Governance of Water Regulators.
www.oecd.org/qov/requlatory-policy/the-governance-of-water-requlators-9789264231092-en.htm
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37. In coming to this position, we acknowledge that some stakeholders may consider that the
absence of a profit motive, their inability to pay a dividend, and a proposed legislative
objective of acting in the best interests of consumers and communities reduce some of the
traditional arguments for economic regulation. However, the findings of the Government’s
Three Waters Reform suggest that the absence of a profit motive for councils and their
obligations to promote the social, economic environmental and cultural well-being of
communities have not been sufficient to ensure the delivery of efficient and effective three
water services to New Zealanders.

38. The Government’s strong focus on improving the affordability and quality of waters, the
potential for significant free cash flows due to the inability to pay a dividend, and the absence
of normal capital market disciplines are also relevant considerations in coming to this
judgement.

What are your views on whether there is a case for the economic regulation of three waters
infrastructure in New Zealand?

Should economic regulation be applied to all three waters, or just drinking water and

wastewater?

29. Once the case for economic regulation has been established, one of the first follow-on
questions is to determine what services should be regulated. The key question in this area is
whether the stormwater networks operated by local authorities should also be economically
regulated, and if so, to what extent.'

40. While stormwater networks play a critical role in delivering high quality environmental,
economic and social outcomes, they have very different physical and economic characteristics
to drinking water and wastewater networks. From a physical perspective, stormwater systems
are often integrated into roading networks and the overall topography of an area in a way that
can make them difficult to identify or separate out, e.g. a natural gully or valley can actually
form part of a stormwater network. From an economic perspective, stormwater networks
have substantive public good elements that would make it difficult to identify and charge the
‘consumers’ who benefit from the network if it were operating in a competitive market.

41. These issues are well known to local and other authorities who have a role in operating
stormwater networks. For example, local authorities already have registers of their respective
stormwater assets that they are responsible for operating and maintaining. Local authorities
generally recover the costs of operating stormwater networks via a fixed charge that is
recovered through property rates. These fixed charges can be separated out on a ratepayers
bill or included as part of other rateable charges (e.g. as part of an urban amenity or roading
charge).

14 Not including stormwater services and infrastructure related to local authorities role as road-controlling
authorities. Public (eg schools and hospitals) and private stormwater networks that connect to stormwater
networks operated by local authorities would also fall outside the scope of any economic regulation regime.
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42.

43.

44,

45.

46.

47.

For their part, economic regulators typically use the same kind of building blocks model
outlined in Chapter 2 to calculate the total amount of revenue that is required for the
regulated supplier to earn a fair return over the life of the stormwater asset. Water service
suppliers are then able to calculate annual service charges that are within the overall price-
quality path set by the economic regulator.

Because regulatory and pricing models generally focus on regulating assets that are owned by
a regulated supplier, issues can arise where stormwater flows over land or through assets
owned by other parties. Examples of this occur where stormwater flows into channelling that
is owned by Waka Kotahi or councils as part of their roles as roading control authorities, or
through a natural valley that is part of a council reserve. A degree of pragmatism is required to
come up with workable approaches to economically regulating stormwater networks that span
multiple owners.

Our starting point is that:

e  Stormwater assets that are owned and operated by councils or NZTA as part of their role
as roading control authorities would sit outside the economic regulation regime and be
funded from traditional roading funding sources (e.g. the National Land Transport Fund or
council roading charges).

e  Stormwater assets that are operated or maintained by Water Services Entities but owned
by other parties (e.g. mowing/maintaining swales that run through council
reserves/parks) will not be economically regulated, but the operating costs of maintaining
these assets may be expensed as if they were owned by the Water Services Entity.

e  Where stormwater network specific assets are attached to assets owned by another party
(e.g. treatment devices attached to roading assets), these assets will be economically
regulated.

These kind of arrangements may be the subject of some form of service level agreement
between the water services entity and relevant roading control authority or other land/asset
owners.

Internationally, whether or not stormwater networks are economically regulated appears to
hinge on the structure of the water sector, the desire for comprehensive performance
improvement across the water sector, and overall regulatory coherence. Where stormwater
networks are operated alongside drinking water and wastewater networks, they tend to be
economically regulated because this is in the best interests of consumers and provides a more
cohesive regulatory regime.

Including stormwater in the economic regulation regime also avoids the complexity and
compliance costs that arise from having regulated and unregulated services operated by the
same supplier. In particular, it avoids the cost allocation issues that can arise from needing to
allocate common costs between the regulated and unregulated business operations.
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48.  Our preliminary view is that stormwater networks should be economically regulated, but
recognise that the benefits and costs of doing so are likely to be more finely balanced than
they are for drinking water and wastewater networks.

What are your views on whether the stormwater networks that are currently operated by
p local authorities should be economically regulated, alongside drinking water and
wastewater?

Which suppliers should economic regulation apply to?

49. Once the services to be regulated have been determined, the next question is to determine
who should be economically regulated. Most economic regulatory regimes achieve this by
specifying either the services that are to be regulated and then regulating all entities who
supply those service, or specifying the entities that are to be regulated in primary legislation or
another regulatory instrument.

50. The Government’s Three Waters Reform will result in four new statutory Water Services
Entities serving approximately 4.3 million New Zealanders (approximately 85% of the
population).’® These entities will provide drinking water, waste water, and storm water
services.

51. While the Government’s Three Waters Reform Programme is focussed on three waters
infrastructure operated by local authorities, aspects of the reforms will apply to small
community or privately owned water infrastructure, such as provisions of the Water Services
Bill and regulation by Taumata Arowai. It is estimated that around 15% of the population will
continue to be served by small community or private schemes, or through self-supply.

52. Exact numbers of these community, private and self-supply schemes at a particular point in
time are difficult to identify. For drinking water, the best estimates are based on the
information available from Ministry of Health’s 2019 Drinking Water Register and are shown
below in Table 1. However, a recent study for Taumata Arowai suggested that there could be
between 75,000 and 130,000 unregistered drinking water suppliers.t®

15 Local Authorities advised that 4,344,966 people were connected to their networks as part of the Request for
Information process run by the Department of Internal Affairs in early 2021. Statistics NZ estimated the total
population at 30 December 2020 as 5,112,300. For comparison, the Water New Zealand 2019-20 National
Performance Review estimated that 17.7% of residential properties were not serviced by a local authority
operated drinking water scheme (see Table 3 below).
16 BECA. (2021). Small Drinking Water Supplier Analysis — Report.
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53. Information about the number of waste water schemes is more difficult to come by. Data from
the Water New Zealand National Performance Review suggests that there are around 220 local
authority operated schemes if the number of waste water treatment plants is used as a proxy
for the number of waste water schemes (see Table 2 below). Water New Zealand estimates
that there are approximately 326,000 (or 20.1% of) residential properties that are not
connected to a wastewater scheme (see Table 3). Almost all of these are likely to be self-
suppliers who utilise septic tanks or other similar localised arrangements.

54. The number of storm water schemes are even more difficult to specify because these
networks are often integrated with roading infrastructure, and can use natural topography to
direct storm water away from sensitive areas, i.e. stormwater schemes may not have easily
identifiable infrastructure than can be easily surveyed. A large proportion of the population
are likely to use sumps or ‘run of the land’ solutions to stormwater flows.

Table 1 — Drinking water supply schemes

NETWORK NETWORK NETWORK COMMERCIAL OR PRIVATE

SCHEME SCHEME SCHEME PUBLIC PROPERTY  SELF-
SUPPLYING  SUPPLYING  SUPPLYING OWNERS WHO SUPPLIERS
MORE THAN BETWEEN 25 FEWER SUPPLY THEIR
500 PEOPLE AND 500 THAN 25 OWN DRINKING
PEOPLE PEOPLE WATER
TO BE OPERATED BY Precise
NEW WATER SERVICES 27 2 ”tmbef
ENTITY 1,130 to 5,650 ~920 unknown,
but in the
COMMUNITY/PRIVATELY 14 211 ez s of
thousands
OPERATED

Table 2 — Three Waters Assets Under Local Authority Management

WATER WASTEWATER STORMWATER TOTAL
43,062 27,057 17,989 88,108
LENGTH OF NETWORK (KM)
749 3,014 260 4,023
NUMBER OF PUMP STATIONS
349 222 - 573
NUMBER OF TREATMENT
PLANTS
$2,599,175,885 $3,335,819,563 - $5,934,995,448
TREATMENT PLANT VALUE
$10,732,824,380 $14,360,797,968 $11,993,223,393 $37,086,845,750
OTHER NETWORK VALUE
$13,332,000,273 $17,696,617,531 $11,993,223,393 $43,021,841,198

TOTAL ASSET VALUE
Source: Water New Zealand 2019-2020 National Performance Review!’

17 Excludes Buller District Council, Carterton District Council, Central Hawkes Bay District Council, Far North
District Council, Gisborne District Council, Grey District Council, Hurunui District Council, Kaikoura District
Council, Kaipara District Council, Kawerau District Council, Matamata-Piako District Council, Nelson City

23



Table 3 — Connections to Drinking and Wastewater Networks

DRINKING WATER WASTEWATER STORMWATER

SERVICED POPULATION 3,978,320 3,962,340 3,829,040
1,299,439

RESIDENTIAL PROPERTIES SERVICED LI (2.2 (79.9%) 1,377,301

NON-RESIDENTIAL PROPERTIES 122,798 108,338 129,049

SERVICED
Source: Water New Zealand 2019-2020 National Performance Review

Should Water Services Entities be economically regulated?

55. The Government’s three water reforms have been designed to result in new Water Services
Entities that have sufficient scale to be able to affordably address the infrastructure deficit,
and generally deliver better outcomes for consumers. Each of the four Water Services Entities
will serve populations of between 800,000 to 1,700,000 consumers and maintain the strong
natural monopoly characteristics that are present in the current service delivery arrangements.

Figure 5 — Proposed Water Services Entities

Entity Entity Entity Entity

A B o D
Connected
population 1.7m 0.8m 1.0m 0.9m
Entity B (2020)

Average household cost (2051, real)!

With reform $800 $1,220 $1,260 $1,640
Entity C

Without reform  $2,170 $4,300 $3,730 $4,970

’,

Chatham is

Council, Opatiki District Council, Otorohanga District Council, Ruapehu District Council, South Taranaki District
Council, Waikato District Council, Waimate District Council, Wairoa District Council, Waitaki District Council,
Waitomo District Council, and Westland District Council.
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56. The Government has established governance arrangements to reduce the risks of entities
becoming less responsive to community needs. The proposed governance arrangements for
the Water Services Entities are set out in Figure 6 below, and obligations on each of the Water
Services Entities to:*®

e  establish consumer fora to act as a key vehicle for consumer views to be heard on issues
such as price-quality trade-offs

e engage with the wider community in the development of key strategic documents such as
the Statement of Intent, Asset Management Plan, and Funding and Pricing Plan.

Figure 6 — Proposed governance arrangements for Water Services Entities
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57.  While the governance arrangements and consumer engagement requirements will ensure that
consumer voices are heard by the entities, the scale of the entities and the absence of
competition means there are still significant risks that the entities do not act in the long-term
interests of consumers.

18 For more information on the proposed governance arrangements see Office of the Minister of Local
Government. (14 June 2021). Cabinet Paper: Designing the New Water Service Delivery Entities: Paper Two.
www.dia.govt.nz/diawebsite.nsf/Files/Three-waters-reform-programme/Sfile/cabinet-paper-two-and-
minute-designing-the-new-three-waters-service-delivery-entities-30-june-2021.002.pdf
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58.

One area that is pivotal to the Government achieving its Three Waters Reform objectives is the
delivery of significant efficiency gains over time. Overseas experience suggests that economic
regulation has played a critical role in driving efficiency gains that are able to be shared with
consumers via lower prices and improved quality of service, compared to the prices and
quality consumers experience in the absence of regulation.

What are your views on whether the four statutory Water Services Entities should be
economically regulated?

Should other water service providers be economically regulated?

59.

60.

61.

Given that the purpose of economic regulation is to promote the interests of consumers, other
water service providers such as private schemes, community schemes, and self-suppliers
should only be economically regulated if the benefits of economic regulation exceed the costs.

Coming to a view on whether economic regulation is likely to result in net benefits or net costs
requires consideration of the:

e administrative and compliance costs involved in economic regulation. International and
New Zealand experience suggests that it is unlikely to be economically viable to regulate
small entities, particularly entities that service fewer than 10,000 water consumers

e ability of consumers to influence the strategic direction, investment intentions, prices,
and quality of service of a supplier

e the overall efficacy of the economic regulation regime. In general, economic regulation
regimes are more effective the smaller the number of firms that are regulated. Most
economic regulation regimes apply to fewer than 15 suppliers.?®

Of particular relevance to the above assessment is that there are:

e no private or community drinking water schemes that serve more than 10,000 consumers
that would fall outside the coverage of the new Water Services Entities

e only two private/community drinking water schemes that service between 5,001 and
10,000 consumers. These two schemes belong to Massey University and Christchurch
International Airport Limited and are perhaps better described as self-suppliers given that
they are highly unlikely to provide drinking water to downstream consumers,

1% New Zealand'’s regulation of electricity distribution businesses is an outlier in this regard as it subjects 17
suppliers to price-quality regulation and information disclosure regulation, and a further 12 suppliers to
information disclosure regulation only.

20 Register of Drinking Water Suppliers for New Zealand, 2019 edition. Retrieved on 12 May 2021:
www.esr.cri.nz/assets/Uploads/RegisterOfSuppliers-PartOne-NetSupplies-2019a.pdf
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62.

63.

e only eight private/community drinking water schemes that service between 501 and 5000
consumers. Of these eight, five are New Zealand Defence Force bases with the other
three being in Opaki in the Wairarapa, Doubtless Bay in Northland, and Milford Sound in
Fiordland.

It would be difficult to justify the heavy compliance burden if of applying economic regulation
to small private suppliers like marae or small community suppliers servicing fewer than, say,
100 people on a regular basis. These suppliers are unlikely to be capable of complying with
economic regulatory obligations, and any benefits from applying economic regulation would
likely be small given the owners and consumers are likely to be the same people.

Putting all of these factors together, our view is that the application of economic regulation
should be restricted to the new Water Services Entities and not apply to community schemes,
private schemes, or self-suppliers.

What are your views on whether economic regulation should apply to community schemes,
private schemes, or self-suppliers? Please explain the reasons for your views.
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4 What form of economic regulation should apply?

What form of economic regulation should apply to Water Services Entities?

64. One of the most critical regulatory design questions for the new economic regulation regime
will be what form of economic regulation should be applied to regulated suppliers.

Should information disclosure regulation be applied to Water Services Entities?

65. Information disclosure is generally seen as a minimum requirement for suppliers with strong
natural monopoly characteristics because it provides a relatively low cost way of shining a light
on the relative performance of regulated suppliers. Information disclosure regulation generally
requires:

e regulated suppliers to publicly disclose information in accordance with the information
disclosure requirements set by the economic regulator

e the economic regulator to publish a summary and analysis of the disclosed information to
promote greater understanding of the performance of individual regulated suppliers, their
relative performance, and the changes in performance over time.

66. Consumers and other interested stakeholders are then able to use this information in their
engagements with the supplier and relevant regulatory agencies to influence the strategic
direction and performance of suppliers over time.

67. Additionally, information disclosure also provides valuable information to:

e owners/governors of the business (including local government and Iwi) to allow them to
assess the performance of the business and its board

e regulatory and policy agencies to support them in assessing whether suppliers and the
overarching regulatory systems are achieving key objectives

e the economic regulator to use in setting any price-quality paths that are required.

68. Given the strong natural monopoly characteristics in the three waters sector and the
Government’s reform objectives, the Government’s view is therefore that information
disclosure should apply to Water Services Entities at a minimum.?!

What are your views on whether the Water Services Entities should be subject to information
disclosure regulation?

2! www.mpdec.govt.nz/component/fileman/file/CouncilDocuments/MinutesAndAgendas/AuditRiskCom mitt
ee/2021/Progressing-the-Three-Waters-Service-Delivery-Reforms-Dec-2020-Cabinet-paper-and-minute.pdf
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Should price-quality regulation be applied to Water Services Entities?

69.

70.

71.

72.

If information disclosure provides a base level of regulation to promote the long-term interest
of consumers, the next logical question to ask is whether stronger forms of economic
regulation are desirable or required alongside information disclosure. Price-quality regulation
is often employed where suppliers have strong natural monopoly characteristics and one or
more of the following apply:

e suppliers have the ability and incentive to higher prices, or provide lower quality services,
than would be possible in a workably competitive market

e the governance arrangements of the supplier are complex, do not involve a significant
overlap between owners and consumers, or there are questions about the incentives of
the supplier to be responsive to consumer demands

e suppliers are not subject to normal governance and capital market disciplines that
promote efficiency

e  suppliers are of sufficient scale to be able to bear the administrative and compliance costs
that come with an economic regulation regime

e the consequences of poor supplier performance are likely to be large for consumers

e thereis a strong emphasis on improving the efficiency and effectiveness/quality of
services delivered by regulated suppliers over time.

Based on the Government objectives outlined in Chapter 2 and the proposed governance
arrangements in Chapter 3, all but one of the above criteria appear to apply to the New
Zealand three waters sector. On this basis, our preliminary view is that Water Services Entities
should be subject to price-quality regulation.

Some of the arguments against applying economic regulation to the three waters sector
(outlined in paragraphs 37 and 38 above) are also relevant in considering whether price-quality
regulation should apply. For example, some stakeholders may consider that the absence of a
profit motive and usual capital markets disciplines, and the potential for significant free cash
flows due to the inability to pay a dividend, weaken the argument in favour of price-quality
regulation in the water sector.

The lack of profit motive for councils does not appear to have been sufficient to ensure New
Zealanders receive high-quality, affordable water services, or that water infrastructure is
managed efficiently. Overseas experience regulating water services, as well as domestic
experience regulating other utilities, suggest that price-quality regulation is a highly effective
tool in attaining the sorts of outcomes the Three Waters Reform aims to achieve, i.e.
incentivising suppliers to provide affordable, high-quality water services. In particular, price-
quality regulation often plays a crucial role in driving economic efficiency within regulated
suppliers to ensure that water services are as affordable as possible for consumers.

29



73. However, if price-quality regulation was seen as being unnecessary and/or too heavy handed,
alternative approaches could include:

e using the proposed Government Policy Statement power and entity governance
arrangements to provide a strong focus on efficiency and affordability within Water
Services Entities

e subjecting Water Services Entities to information disclosure (or information disclosure
combined with quality only regulation) for a period of 3 to 5 years. After this period, the
economic regulator would be required to provide a statutory report back on whether this
form of regulation had been delivering outcomes in the best interests of consumers, as
well as whether other, stronger forms of regulation such as price-quality regulation may
be desirable.

What are your views on whether Water Services Entities should be subject to price-quality
regulation in addition to information disclosure regulation?

If price-quality regulation is to be employed, should it take a low-cost generic form or be
tailored to individual suppliers?

74. Asoutlined in Chapter 2, price-quality regulation in New Zealand has tended to employ one of
two forms:

e individual price-quality regulation for sectors with a few large suppliers (e.g. electricity
transmission, fixed line telecommunications)

e |lower-cost generic or ‘default’ price-quality regulation in sectors with a larger number of
suppliers where individual price-quality regulation is likely to involve unreasonable
administrative and/or compliance costs (e.g. electricity distribution where there are 17
suppliers subject to price-quality regulation).

75. Individual price-quality regulation is more commonly used in other jurisdictions around the
world. This is largely because it is generally unusual to have large numbers of geographic
natural monopoly suppliers. Another key reason for this preference is because individual price-
quality regulation allows the economic regulator to apply more tailored scrutiny to individual
businesses. Depending on the legislative framework, individual price-quality regulation can
allow the economic regulator to set detailed efficiency targets or challenges that reflect both
the underlying and relative productivity levels of individual suppliers.

76. Combining the strong objectives that the government has around service quality and
affordability, and the reformed three waters sector comprising four large Water Services
Entities, our view is that individual price-quality regulation is the most appropriate form of
price-quality regulation.

What are your views on the appropriateness of applying individual price-quality regulation to
the Water Services Entities?
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If price-quality regulation is to be employed, how should it be implemented?

77.

78.

79.

80.

81.

82.

To be effective, price-quality regulation requires high quality information on the assets, costs
and quality of service provided by regulated suppliers. While the majority of the sector has
demonstrated a commitment to the compilation of performance information over time,?? the
Three Waters Reform Programme has found that the scope and quality of the available
information is not currently at the level that would be required to implement an effective
economic regulation regime. In particular, not all local authorities have participated in the
information surveys that have been done to date, and the way that information has been
reported is not consistent across authorities as there are limited independent audit and
verification processes.

The absence of complete, consistent, and accurate information on three waters assets
operated by local authorities is likely to be a significant impediment to the successful
implementation of an economic regulation regime from 1 July 2024 when the new Water
Services Entities are scheduled to begin operating. Implementing new price quality paths from
this date will be particularly difficult.

While there may be work that can be undertaken to improve the quality of information
through the transition to the new entities, this would need to be undertaken at a time when
local authority and transition agency staff will be extremely busy managing a range of
competing demands to establish the new entities.

There are also significant challenges, and fair process issues, in developing the economic
regulation regime without the ability to consult with regulated suppliers who would be subject
to the economic regulation instruments, i.e. the supplier voice would be missing from the
debate. Even if the supplier voice is present, it will take a significant period of time for
regulated suppliers to develop a working understanding of economic regulation and how it
impacts their operations.

However, there are also risks to waiting until the Water Services Entities are in place before
putting in place the economic regulation regime. Most prominent among these risks is that not
implementing price-quality regulation until 2026 or 2027 could result in two to three years of
potential efficiency gains for consumers being forgone. However, we acknowledge that
substantive efficiency gains are likely to take 5 to 10 years to achieve and be passed on to
consumers.

Our preliminary view is that there should be a graduated approach to implementing a
conventional cost based price-quality path. Key phases would likely involve:

22 Examples of the current information include Water New Zealand’s National Performance Review and the
request for information process run in late 2020 and early 2021 by the Department of Internal Affairs. See
www.waternz.org.nz/NationalPerformanceReview
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83.

84.

e  priorto 1July 2024: the economic regulator would build its understanding of the sector
and data gaps, and undertake a significant programme of engagement to lift stakeholder
understanding of how economic regulation works

e 1 July 2024 to 1 July 2026: developing input methodologies necessary to implement
information disclosure and price-quality regulation

e By 1July 2026: determine information disclosure requirements
e 1July 2026 to 1 July 2027: first year of information disclosure regulation

e by 1July 2027: determine price-quality path

1 July 2027: commencement of the first regulatory pricing period.

This approach would allow the economic regulator to engage extensively with Water Services
Entities and other stakeholders as the economic regulation regime is developed, and would
significantly reduce the risk of the first price-quality path setting a maximum allowable
revenue that is too tight or too generous. However, commencing the first regulatory pricing
period from 2027 is likely to delay the achievement of the significant cost and quality
efficiencies that would be a key focus of the regime. It is likely that this approach would
require transitional funding for the economic regulator of around $4m in the 2022/23 and
2023/24 financial years before the levy regime discussed in Chapter 7 would commence.

One potential issue with a graduated approach is that it would effectively leave price and
quality of services delivered by Water Services Entities uncontrolled until 2027. There are two
potential options that could address this issue if it was considered a significant risk:

e  Option 1: Implementation of a transitional price-quality path by the economic regulator
— this approach would involve the development of a three or four year transitional price
path that would apply from 1 July 2024, until such time as a conventional cost based price
quality path could be implemented. It is difficult to be specific about how such a path
would be developed based on the current information available, but it could be:

— acash based price-quality path that aims to maintain the financeability of Water
Services Entities (i.e. covering their cost of debt, operating expenses, and essential
capital expenditure)

— an approximated cost based price-quality path using a building blocks approach
based on the currently available information, or

— an approximated price-quality path based on rolling over existing prices.

e Inourview, the only way that this kind of transitional price-quality path could be
developed within the short time available would be for some of the normal accountability
and transparency protections that apply to economic regulators, such as merits review
and being required to develop ex-ante input methodologies, not to apply.
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85.

86.

87.

e  The major upside is that a transitional price-quality path would allow some level of
efficiency to be achieved more quickly (although the magnitude of these short-term
benefits should not be overstated). It is likely that this approach would require
transitional funding for the economic regulator of up to $15m in the 2022/23 and
2023/24 financial years depending on which approach is taken.

e  Option 2: Implementation of a transitional price-quality path by Government — this
option would involve the Government using the proposed power to issue a Government
Policy Statement (GPS) to impose a transitional price path that would apply from 1 July
2024, until such time as a conventional cost based price quality path could be
implemented. A transitional price-quality path implemented via a GPS could:

— seek to place direct controls on the price and quality of water services until a
conventional price-quality path is set by the economic regulator, or

— set clear expectations on how prices would be set until a conventional price-
quality path is set by the economic regulator.

While these transitional options would ensure that the prices of Water Services Entities would
be controlled from 1 July 2024, developing transitional price-quality paths without
involvement of the regulated supplier carries process risks and could result in a price-quality
path that is either too generous or too meagre. These options would also require a somewhat
makeshift approach that uses the limited information currently available on the assets, costs
and quality of service provided by water suppliers.

Option 1 would have the benefit of the transitional price-quality path being set independent of
Government to avoid any perception of political interference, but would impose a significant
burden on the economic regulator which could undermine its ability to effectively develop a
full cost-based price quality path.

Given there are significant pros and cons to all of these approaches, we welcome stakeholder
views on which approach is preferable.

A) Do you consider that the economic regulation regime should be implemented
gradually from 2024 to 2027, or do you consider that a transitional price-quality path
is also required?

B) If you consider a transitional price-quality path is required, do you consider that this
should be developed and implemented by an independent economic regulator, or by
Government and implemented through a Government Policy Statement?
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Should the regulator be able to make recommendations to the Minister on whether suppliers

should be economically regulated?

88.

89.

90.

91.

While we do not currently believe there is not a strong case to economically regulate three
waters suppliers other than the four new Water Services Entities, the strategic challenges
facing the three waters sector may prompt amalgamation or different service delivery models
to emerge in the provision of water services outside of the Water Services Entities. For this
reason, and because high performing regulatory systems tend to have the ability to change
their perimeter where required to meet their stated policy objectives, we consider that the
economic regulator should have the ability to recommend other suppliers be subject to
economic regulation over time. We also propose that the economic regulator have the ability
to recommend that:

e aregulated supplier be subjected to a different form of regulation provided for in the
legislation where that supplier has been subjected to regulation via order in council rather
than in an Act of Parliament, or

e aregulated supplier be exempted from regulation altogether, where that supplier has
been subjected to regulation via Order in Council rather than in an Act of Parliament.

To ensure appropriate accountability for the extension of the regulatory perimeter, it is
proposed that decisions of this nature should sit with the Minister of Commerce and
Consumer Affairs, consistent with the decision making frameworks in other economic
regulation regimes.

To ensure that decisions of this significance are taken on the basis of high quality information,
the Minister would only be able to extend or reduce the application of economic regulation
following advice from the regulator on:

e whether a supplier has the ability and incentive to exercise substantial market power in,
taking into account the effectiveness of existing regulation and governance arrangements
(including ownership arrangements and consumer voice arrangements)

® whether the benefits of extending or reducing economic regulation materially exceed the
costs, and the form(s) of economic regulation that should be extended or reduced

e any material long-term efficiency and distributional considerations associated with
recommendations to extend or reduce the application of economic regulation.

This advice could be provided by the economic regulator on its own initiative, or following a
request from the Minister.

A) What are your views on whether the Minister of Commerce and Consumer Affairs
should be able to reduce or extend the application of regulation on advice from the
economic regulator?

B) What factors do you consider the economic regulator should include in their advice
to the Minister?
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What should the key features of any economic regulation regime be?

What should the statutory objectives of any economic regulation regime be?

92.

93.

94,

95.

Having a clear statement of the objectives of an economic regulation regime is generally seen
as essential to guide the interpretation and implementation of legislation. In recent times, New
Zealand’s economic regulation regimes have tended to coalesce around purpose statements
that emphasise the long-term interest of consumers that are given effect through four
outcomes as follows:

The purpose of this [regime] is to promote the long-term benefit of consumers in market [X]
by promoting outcomes that are consistent with outcomes produced in competitive
markets such that suppliers of regulated goods or services—

(a) have incentives to innovate and to invest, including in replacement, upgraded, and
new assets; and

(b) have incentives to improve efficiency and provide services at a quality that reflects
consumer demands; and

(c) share with consumers the benefits of efficiency gains in the supply of the regulated
goods or services, including through lower prices; and

(d) are limited in their ability to extract excessive profits.?

While the precise wording of economic regimes in other jurisdictions will vary, overseas
jurisdictions invariably employ the same focus on the interests of consumers, and a focus on
very similar secondary outcomes.

Our preliminary position is that the purpose statement for any economic regulation regime
that applies to the water sector should be as close as possible to the purpose statements
contained in the Telecommunications Act 2001 and Part 4 of the Commerce Act given their
interpretation has been thoroughly tested through numerous judicial and merits review
processes. These regulatory regimes are also well understood by capital markets, ratings
agencies and other interested stakeholders.

The ability of water services entities to raise a financially sustainable level of revenue is of
particular importance, given the water services entities will likely rely heavily on the capital
markets to finance their investment in infrastructure.

B For examples, see s 52A of the Commerce Act 1986 and s 162 of the Telecommunications Act 2001.
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96.

97.

One modification that may be desirable is to amend or remove limb (d) of the above example
because the Water Services Entities that will most likely be the focus of the economic
regulation regime will be publically owned statutory entities that will not have a profit motive,
access to equity capital,? or the ability to pay dividends. However, this modification could
potentially limit the regime’s ability to regulate private, community or other hybrid schemes in
the future if they were to reach a scale that would make economic regulation desirable.

Our view is that the likelihood of private schemes reaching sufficient scale and/or undertaking
conduct that might warrant economic regulation is very low. We welcome views on this issue.

Should other legislative objectives be considered?

98.

99.

Given the breadth of the Government objectives with regard to the Three Waters Reform,
there is an open question as to whether the economic regulator should have regard to a
broader range of objectives, including things such as Te Mana o te Wai (the vital importance of
water)® and climate change.

Providing economic regulator with a mandate to have regard to concepts or issues that have a
variety of interpretations carries with it both opportunities and risks due to the significant
regulatory powers they hold and their independence from Government. For this reason, it will
be important to consider:

e Whois best placed to advance the objective — as a general principle of regulatory design,
requirements to advance particular statutory objectives should generally be placed with
actors or bodies that are best placed to advance it. More particularly there may be
arguments that:

— Water Services Entities, regional councils and Taumata Arowai are better placed to
advance Te Mana o te Wai given their roles in delivering and regulating high
quality water services, and their respective legislative mandates

— climate change mitigation and adaptation activities are better advanced by Water
Services Entities, the Climate Change Commission, councils, and other central
government agencies

— aneconomic regulator that is focussed on commercial and consumer aspects of
infrastructure regulation, and has strong legal and economic expertise to carry out
these functions, may not be best placed to deal with these other issues.

24 It is proposed that Water Services Entities will be debt funded. See: Office of the Minister of Local
Government. (14 June 2021). Cabinet Paper: A New System for Three Waters Service Delivery: Paper One.
www.dia.govt.nz/diawebsite.nsf/Files/Three-waters-reform-programme/Sfile/cabinet-paper-one-and-

minute-a-new-system-for-three-waters-service-delivery.pdf

25 Te Mana o te Wai is a universal concept for all Aotearoa New Zealanders. It refers to the fundamental
importance of water and recognises that protecting the health of freshwater protects the health and wellbeing
of the wider environment. It protects the mauri of the wai. Te Mana o te Wai is about restoring and preserving
the balance between the wai, the wider environment and the community. See www.taumataarowai.govt.nz
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There is also a potential risk that providing the economic regulator with an explicit
mandate to consider wider objectives could result in the economic regulator overruling or
making different decisions to bodies like Water Services Entities or Taumata Arowai who
have extensively engaged with iwi, consumers, or the wider community. On the other
hand, there is an argument that providing all players in a regulatory system with a
common set of objectives promotes regulatory coherence.

Whether the objectives potentially fall within the overarching objective of promoting the
long-term interests of consumers. There may also be an argument that issues such as Te
Mana o te Wai and climate change are already effectively included in the economic
regulator’s mandate because these are issues of significant interest to consumers and
would therefore fall within the purpose statement above.

What is the role of Te Tiriti o Waitangi in the design of economic regulation for three waters?

100.

101.

10

There is also a question as to how Te Tiriti o Waitangi considerations factor into the design of
any economic regulatory regime for the three waters sector. For example, the regime could be
designed in a way that contributes to equitable outcomes and mitigates unintended impacts
on Maori. Other issues may include:

how the economic regulator could be expected to consider Treaty obligations, such as
existing Treaty settlements that may warrant higher levels of investment activity

the cultural competency of the economic regulator to recognise the significance of water
as a taonga for Maori

Maori historic experience of both price and service quality inequity, and Maori being over-
represented in groups with fixed income being more vulnerable to price shocks.

We are interested in stakeholder views on these issues.

A) What are your views on whether the purpose statement for any economic regulation
regime for the water sector should reflect existing purpose statements in the
Telecommunications Act and Part 4 of the Commerce Act given their established
jurisprudence and stakeholder understanding?

B) What are your views on whether the sub-purpose of limiting suppliers’ ability to
extract excessive profits should be modified or removed given that Water Services
Entities will not have a profit motive or have the ability to pay dividends?

C) Are there any other considerations you believe should be included in the purpose
statement, or as secondary statutory objectives?

D) What are your views on how Treaty of Waitangi principles, as well as the rights and
interests of iwi/Maori, should be factored into the design of an economic regulatory
regime for the three waters sector?
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Should economic regulation be applied under Part 4 of the Commerce Act or via a sector
specific economic regulation regime?

102. Anissue thatis closely related to the statutory objectives of the economic regulation regime is
whether Water Services Entities should be regulated under the generic economic regulation
regime provided in Part 4 of the Commerce Act, or via a sector-specific economic regulation
regime. Our preliminary view is that Part 4 of the Commerce Act is not the preferred
regulatory vehicle because of:

e the status of the Water Services Entities as unique statutory entities
e the absence of a profit motive for Water Services Entities
e the prohibition on dividend payments by Water Services Entities

e the Government’s strong focus on affordability, likely to be given effect through a robust
efficiency challenge on regulated suppliers.

103. Instead, we think a sector-specific regime would be a more appropriate vehicle for the
Government to achieve its Three Waters Reform objectives given the unique characteristics of
the proposed Water Services Entities.

What are your views on whether a sector specific economic regulation regime is more
11 appropriate for the New Zealand three waters sector than the generic economic regulation
regime provided in Part 4 of the Commerce Act?

How long should regulatory periods be?

104. Internationally, price-quality paths are usually for periods of between 4 and 6 years. This
duration has been arrived at in order to balance the desire for regulatory certainty with the
need to periodically refresh price-quality paths to reflect the changing nature of consumer
demands, supplier circumstances, and changes in the external environment.

105. Our preliminary position is to specify that the regulatory period shall be five years unless the
economic regulator considers that a different period would better meet the purposes of the
legislation.

106. There may, however, be a case for having a shorter regulator period for the first regulatory
period given the underlying questions about the quality of data in the sector and the
significant transition that the sector will go through from 1 July 2024. Our preliminary view is
that regulator should be able to set a shorter regulatory period of two or three years for the
first regulatory period.

What are your views on whether the length of the regulatory period should be 5 years,
unless the regulator considers that a different period would better meet the purposes of
the legislation?
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Should the regulator be required to specify key rules, requirements and processes up-front?

107.

108.

109.

110.

111.

To provide greater certainty to regulated suppliers and consumers, New Zealand’s economic
regulation regimes typically require the economic regulator to develop and publish the rules,
requirements and processes underpinning the application of economic regulation. Specifically,
these ‘input methodologies’ must be applied by the regulator in making its determinations on
how information disclosure and price-quality will apply.

Input methodologies typically cover issues such as the:
e valuation of assets, including how they are depreciated, and how revaluations are treated
e  cost of capital

e allocation of common costs where a regulated supplier undertakes activities that are
economically regulated alongside those that are not (e.g. if a supplier undertakes
commercial activities in a market where there is workable competition)

e treatment of taxation.

Any economic regulator that is making determinations on information disclosure requirements
or price-quality paths cannot avoid having to make decisions on these issues — the question is
really whether these decisions are taken ahead of their determinations that implement
economic regulation, or at the same time.

There are pros and cons to requiring the economic regulator to develop and publish input
methodologies in advance of the regulator making determinations on the application of price-
quality or information disclosure regulation:

e Onthe positive side, input methodologies provide regulated suppliers, consumers, and
other interested stakeholders clarity over the ‘rules of the game’. This clarity and certainty
is particularly valued by debt providers and rating agencies as it allows them to accurately
assess the scope of any regulatory risk that applies to regulated suppliers.

e On the negative side, the formal development of input methodologies imposes a
significant resource cost on the economic regulator that will ultimately be borne by
consumers. Also, the certainty input methodologies aim to provide come at a cost to
regulatory flexibility, since the regime may be less able to respond to market changes,
such as changes in consumer needs or technology. The upfront development of input
methodologies is also likely to extend the period of time necessary to fully implement the
economic regulation regime, all else equal.

Our preliminary position is that the economic regulator should be obligated to develop and
publish input methodologies that set out the key rules underpinning the application of
economic regulation in advance of making determinations that implement the economic
regulation regime. However, this is a ‘on balance’ judgement.
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Should the regulator have an obligation to minimise price shocks to consumers and suppliers?

112. In setting price-quality regulation, economic regulators typically seek to minimise any potential
for price shocks to consumers or suppliers. There is a potential for the transition to the new
regime to cause price shocks, given:

e the wide range of pricing approaches currently utilised in the sector
e the three waters sector not previously being subject to economic regulation
e the significant transition involved in forming four Water Services Entities.

113. Our preliminary view is that the economic regulator for the three waters sector should be able
to calculate a maximum allowable revenue path that is equivalent in present value terms over
multiple regulatory periods (for example, by altering depreciation). This could not only
minimise price shocks to water consumers, but also minimise undue financial hardship to
Water Services Entities. This latter outcome is particularly important given the Government’s
Three Waters Reform objective of moving the supply of three waters services to a more
financially sustainable footing, and addressing the affordability and capability challenges faced
across the sector.

Should the regulator have the obligation or ability to set a strong efficiency challenge for
regulated suppliers?

114. Most economic regulators have the pursuit of economic efficiency as key objective because of
the significant role that efficiency plays in the long-term welfare of consumers. The
Government sees the achievement of significant efficiencies as fundamental to the Three
Waters reform. While the precise approach to the pursuit of efficiency varies around the
world, approaches tend to fall into two broad groups:

115. Passive approaches that seek to provide suppliers with the incentive to realise efficiencies. This
usually occurs through the supplier being allowed to keep a portion of any efficiencies
achieved in a given regulatory period, with the prices/revenue set by the economic regulator
in the next period being set at the revealed new efficient level.?®

116. Active approaches that set out robust efficiency challenges or targets that are accompanied by
rewards (e.g. fast track investment approvals) if they are achieved, or penalties (e.g. consumer
rebates or compensation) if they are not achieved.

26 |ssues with the incentives to realise efficiency diminishing in the later years of the regulatory period are often
dealt with rolling incentive schemes that allow realised efficiencies to be carried forward into the next
regulatory period.
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117.

118.

118.

13

Economic regulation regimes in New Zealand have tended to take a passive approach to the
achievement of efficiency gains. However, the Government’s strong focus on affordability and
the potential for significant amounts of free cash-flow to be available - because of the absence
of active owners demanding a return on equity though dividend payments - suggests that a
more active approach to efficiency is highly desirable. This focus on cash efficiency is likely to
require some modifications to the ‘building blocks’ approach outlined in Chapter 2, potentially
to provide a stronger focus on ensuring that Water Services Entities having the minimum
efficient level of cash required to finance their operations.

Our preliminary view is therefore that the economic regulator should be required to set a
strong ‘active’ efficiency challenge for each regulated supplier. We note that setting these
kinds of efficiency challenges might involve the use of econometric techniques that set
comparative efficiency benchmarks for individual suppliers, and would need to be done in a
way that ensures suppliers remain financially viable.

Providing the economic regulator with an obligation to set a strong ‘active’ efficiency challenge
for regulated suppliers raises a secondary question about whether the proposed statutory
purpose statement outlined earlier in this chapter may require modification as it provides for
suppliers to have ‘incentives to improve efficiency’. It could be argued that this wording is
more in line with a ‘passive’ approach outlined above. However, our preliminary view is that
the use of the word ‘incentives’ in the purpose statement permits a broader interpretation
that also includes the kinds of rewards or penalties that are likely to form part of a more
‘active’ approach to realising efficiency gains. We welcome views on this issue.

A) What are your views on whether the economic regulator should be required to
develop and publish input methodologies that set out the key rules underpinning the
application of economic regulation in advance of making determinations that
implement economic regulation?

B) What are your views on whether the economic regulator should be able to minimise
price shocks to consumers and suppliers?

C) What are your views on whether the economic regulator should be required to set a
strong efficiency challenge for each regulated supplier? Would a strong ‘active’ styled
efficiency challenge potentially require changes to the proposed statutory purpose
statement?

Should the regulator have the obligation or ability to set pricing methodologies that specify

the structure of prices faced by consumers?

120.

In addition to requiring the disclosure of information that reveals the relative performance,
and setting the overall level of revenue that regulated suppliers are able to earn, economic
regulators also often have the ability to regulate the structure of prices that are paid by
consumers. These pricing structure methodologies can cover things such as:
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the prices of individual services, or groups/classes of services, including the separation of
prices by fixed and variable components?’

the prices for different groups of consumers e.g. residential, commercial, industrial
consumers, and/or consumers in a given geographic area®®

whether prices should vary according to the level of demand or supply, or should remain
fixed across time

whether prices should vary according to the quality of service provided by the regulated
supplier

how factors such as efficiency and equity should be reflected in pricing structures.

121. Figure 7 provides a comparison of currently local authority pricing based on their most recent

long term plans (LTP) compared to the prices to address the infrastructure deficit both with

and without reform. All costs are in current dollars.

Figure 7 — comparison of local authority pricing with and without reform
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122. While economic regulators around the world commonly set methodologies covering the

factors outlined above, there are some situations where the economic regulators may not be

the best placed to determine pricing structures. This may occur where pricing structures are
set to achieve:

27 A price that is separated between fixed and variable components is often termed a ‘two part tariff’. A
bundled price that does not differentiate between fixed and variable components is often termed a ‘single part

tariff’.

28 prices that are the same across consumers in a geographic area are often termed ‘geographically averaged

prices’.
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e policy objectives other than the long-term interest of consumers

e  equity or fairness objectives that involve value judgements about the merits of
transferring costs between one or more groups of consumers.

123. Recognising that governments can have a range of efficiency and equity policy objectives,
there are a variety of approaches that can be taken to determining pricing structures in the
three waters sector:

e allowing Water Services Entities to determine the appropriate pricing structure following
appropriate engagement with their governance group, communities, and consumers

e regulating certain aspects of pricing, for example, requiring prices to be geographically
consistent or averaged across consumers in a given water services entity

e ahybrid approach of regulating certain aspects of pricing, but leaving other aspects to the
economic regulator or the water services entity (within the maximum allowable revenue
set by the economic regulator)

e using a Government Policy Statement to provide direction to Water Services Entities on
pricing structures (within the maximum allowable revenue set by the economic regulator)

e using the social welfare system to address any significant equity or fairness issues.

124. Internationally, three waters regulatory regimes tend to put greater emphasis on efficiency
objectives with equity and fairness objectives being addressed through targeted tools such as
the social welfare benefits, or through progressive pricing structures based on the capital value
of the property being supplied with water services.?° Other countries appear to feel this
approach allows specific fairness issues to be addressed more effectively, and in a way that
avoids opaque regulatory wealth transfers between different types of consumers.

2% OECD. (2015).0ECD Studies on Water — the Governance of Water Regulators. Paris: OECD Publishing.
www.oecd-ilibrary.org/governance/the-governance-of-water-requlators_9789264231092-en
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A) What do you consider are the relevant policy objectives for the structure of three
waters prices? Do you consider there is a case for parliament to directly control or
regulate particular aspects in the structure of three waters prices?

B) Who do you consider should have primary responsibility for determining the
structure of three waters prices:

a. The Water Services Entity, following engagement with their governance
group, communities, and consumers?

b. The economic regulator?
c. The Government or Ministers?

C) If you consider the economic regulator should have a role, what do you think the role
of the economic regulator should be? Should they be empowered to develop pricing
structure methodologies, or should they be obliged to develop pricing structure
methodologies?

What accountabilities/appeal rights should apply to the decisions of the economic regulator?

125.

126.

127.

128.

Alongside the discipline of publishing input methodologies, the other key accountability
mechanism that is common in economic regulation regimes are rights to appeal the
determinations of the regulator. There are two broad types of appeal rights that apply to the
decisions of economic regulators:

Judicial reviews that allow the processes of the economic regulator to be challenged to ensure
that the regulator has correctly applied the applicable legislative and common law. These are
generally seen as an inalienable part of any decision making process by a public body like an
economic regulator.

Merits appeals that allow the substance and reasoning of the economic regulator’s decisions
to be challenged. These usually involve the appellate body (the High Court assisted by expert
‘lay’ members) stepping into the shoes of the regulator to:

e  confirm the original decision
e amend or vary the original decision

e refer the decision back to the regulator with a requirement to reconsider the original
decision, or particular parts of it.

Merits appeals should be available for regulatory decisions that have significant impacts on
regulated suppliers collectively, or individually, and there is no other relevant appeal right.*

30 The Legislative Design and Advisory Committee Guidelines (2018) provide that a person affected by a
statutory decision should have an adequate pathway to challenge that decision.
www.ldac.org.nz/quidelines/legislation-quidelines-2018-edition/appeal-and-review/chapter-28/
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129.

130.

131.

132.

133.

134,

Merits appeals can be allowed on a regulator’s determinations of input methodologies,
determinations that implement economic regulation (e.g. price-quality paths), or both.

Where a regulator’s implementation determinations set regulatory controls that have
significant impacts that are specific to individual firms (e.g. individual price-quality regulatory
determinations and determinations that set the input methodologies), we consider these
should be subject to merits review. However, decisions on issues that apply to all regulated
parties and/or do not have significant impacts on individual suppliers should generally not be
subject to merits review (e.g. determinations that implement information disclosure).

To avoid the potential for frivolous appeals or appeals that lead to undesirable regulatory
uncertainty, appeals on input methodologies in New Zealand and some Australian jurisdictions
are only permitted where the court considers that an amended determination would be
‘materially better’ in achieving the purpose of the regime. A further discipline that is applied in
New Zealand is that any appeal on input methodologies must be conducted on the basis of the
information and submissions that were before the regulator when it made its determination.
This significantly reduces the incentive for parties to game appeal rights by withholding
information that would be relevant for the regulator’s determination process for a subsequent
appeal process.

Like many other components of the economic regulation regimes, appeal rights have
significant pros and cons. On the positive side, they provide an appropriate avenue for natural
justice for regulated suppliers or consumers who may feel that regulator’s decision is incorrect.
Appeal rights also promote high quality decision making by the regulator, something that is
particularly important for three waters infrastructure that tends to be expensive and can have
an economic life 75 years or greater. There may also be a reduction in the incentive for parties
that disagree with the regulator’s determination to resort to political lobbying.

On the negative side, appeal rights can create regulatory uncertainty and delays by providing
an avenue for the regulators decisions to be overturned, i.e. they give rise to a cost-quality
trade-off in how key components of the regulatory regime are developed. They can also be a
significant resource and financial cost to the regulator, potentially shifting resources away
from areas that are important to the long-term interests of consumers.

These issues have been thoroughly canvassed in the development of the economic regulation
regimes in Part 4 of the Commerce Act and Part 6 of the Telecommunications Act. While the
new regime for the regulation of fixed line fibre assets is still in the process of being
implemented, the appeal rights under Part 4 of the Commerce Act have been tested through
the courts and evaluated.!

31 For example, see: MBIE. (2016) Part 4 of the Commerce Act 1986: Merits Review Regime Evaluation
Summary Findings from Interviews with Stakeholders. https://www.mbie.govt.nz/assets/293e375edf/merits-
review-evaluation-report-on-summary-findings-from-interviews-with-stakeholders.pdf
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135. Our preliminary view is therefore that merits review should be available on the input
methodologies developed by the economic regulator, and determinations that implement
individual price-quality regulation. However, we do not consider merits reviews should be
available on the regulator’s determinations that implement procedural processes, such as
information disclosure regulation.

What are your views on whether merits appeals should be available on the regulators
15 decisions that determine input methodologies and the application of individual price-quality
regulation?

What should the compliance and enforcement regime look like?

136. Effective compliance and enforcement is essential for any regulatory regime to achieve its
purpose and objectives.

137. Asa general principle, arms of government should not become involved in enforcing regulation
where those who are subject to regulation can reliably enforce it themselves. However, as with
other markets with strong natural monopoly characteristics:

e thereis a strong power and resource imbalance between suppliers and consumers that
means that the economic regulation regime will not be reliably enforced if left to private
parties

e the economic regulator typically plays a critical role in determining complex terms and
conditions of supply that makes them the party that is best able to assess and enforce
compliance.

e  The combination of both these factors mean that an appropriately empowered and
resourced regulator is necessary to undertake compliance and enforcement activities.

e  Regulatory compliance and enforcement regimes can include a mix of criminal
offences,32 civil remedies (e.g. infringement offences33 and pecuniary penalties34) and
education or information activities that encourage compliance.

32 Criminal offences are usually reserved for conduct that society considers to be particularly blameworthy and
harmful given significant impact that criminal offences can have on individuals and the wider justice system.
Accordingly, it is not proposed that criminal offences be part of the compliance and enforcement toolkit for the
economic regulation regime applying to three waters services.
3 Infringement offences are a subset of criminal offences that do not have the potential to result in criminal
convictions, ie infringement offences are usually designed to deter conduct that is of concern to the society,
but is at a relatively low-level that does not justify a criminal conviction, significant fine or imprisonment.
34 pecuniary penalties are non-criminal monetary penalties imposed by a court in civil proceedings that apply
the civil standard of proof (“the balance of probabilities”). They are used for more serious conduct than
infringement offences, so carry with them a higher level of penalty along with potentially serious reputational
and financial effects on a person or entity. Pecuniary penalties are often employed in regulatory regimes that
cover issues relating to commercial behaviour, and are generally payable to the Crown.

46



138.

139.

Reflecting the overarching focus on consumer welfare, an economic regulator’s compliance
and enforcement toolkit typically includes education initiatives, warning letters, infringement
offences, pecuniary penalties, enforceable undertakings, and other civil remedies such as out
of court settlements. This range of tools allows regulators to focus their resources according to
the severity of non-compliance. The precise contents of the economic regulator’s toolkit will
usually depend on the nature of the regulatory regime, entities being regulated, and the
potential range of conduct by regulated suppliers. In particular, we note that conventional civil
penalties are likely to be less useful in addressing conduct by public entities without a profit
motive. It is likely that the economic regulator will therefore rely more on consumer
compensation mechanisms and tools that impact the reputation of the entity.

Table 4 summarises the range of conduct and potential compliance and enforcement
approaches based on the preliminary preferred regulatory tool proposals outlined in Chapters
3, 4 and 5. In general, the particular compliance and enforcement tool chosen will depend on
the nature of the harm arising from non-compliance, the nature of the conduct (e.g.
inadvertent vs deliberate) and the degree of public interest.

Table 4 — Potential compliance and enforcement tools for different types of conduct

REGULATOR CONDUCT POTENTIAL COMPLIANCE AND
TOOL ENFORCENMENT TOOL
Education Ignorance or Regulator undertakes appropriate education activities to
activities misunderstanding of lift supplier understanding
regulatory obligations
Comparative Poor comparative Regulator publishes a summary and analysis of the
Benchmarking performance disclosed information to promote greater understanding

of the performance of individual regulated suppliers, their
relative performance, and the changes in performance

over time
Warning letter Minor or inadvertent breach Regulator writes to supplier notifying them of a breach or
or regulatory obligation potential breach along with actions required to address
breach and avoid any subsequent enforcement action
Information Breach of information . Court order requiring compliance
disclosure disclosure obligations . Pecuniary penalty of up to $500,000 for an
regulation individual or $5,000,000 in any other case

. Ability to accept an enforceable undertaking
. Out-of-court settlements

Price-quality Breach of price-quality path ° Pecuniary penalty of up to $500,000 for an
regulation individual or $5,000,000 in any other case
. In addition to pecuniary penalties, the Court may

also order the party breaching the price-quality
path to compensate any person who has, or is likely
to suffer, from the breach

. Injunctive power against suppliers that breach
contravention of any price-quality requirement
where the court is able to: (i) issue an injunctive
order restraining any supplier from supplying
services in contravention of the price-quality
requirement; or (ii) make an order requiring the
supplier to supply services in accordance with the
price-quality requirement.

. Ability to accept an enforceable undertaking

. Out-of-court settlements
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General power to Generally used by regulators e  Court order requiring compliance
gather to: e  Offence carrying a fine of up to $100,000 for
information e  ascertain supplier individuals, or $300,000 in any other case
compliance
e geta better
understanding of
emerging issues
e  assess the achievement
of regulatory/statutory
objectives

Do you broadly agree that with the compliance and enforcement tools proposed above? Are
any additional tools required?
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6

Who should the economic regulator be?

What characteristics do high performing economic regulators have?

140.

141.

142.

Economic regulators around the world tend to have a strong and unrelenting focus on long-
term consumer welfare. When this focus is coupled with a toolkit that includes the ability to
control the revenue/prices of commercial or government entities, and strongly influence the
quality of services delivered to consumers, the potential for conflict with commercial or
political imperatives is significant. This potential is further amplified by the long-term nature of
most three waters infrastructure that can create incentives for ‘time inconsistency’ where
there are temptations to forgo prudent long-term decisions for short-term politically attractive
decisions, or decisions that use less cash in the short-term.

For these reasons, international experience and experience from other sectors in New Zealand
suggests that high performing economic regulators:*

e are independent and operate at arms-length from Government and regulated suppliers in
achieving their statutory objectives®®

e  operate with a high degree of transparency through their consultation, determination and
performance review processes

e have the necessary expertise and credibility to efficiently and effectively implement
economic regulation that achieves high quality outcomes for consumers

e are subject to appropriate accountability and decision review mechanisms (e.g. merits
review) to promote high quality decision making

e share relevant information and act in a coordinated way with other regulators and policy
agencies (while maintaining their independence in making regulatory determinations).

In terms of institutional arrangements, small developed countries (e.g. New Zealand, Australia,
Ireland, and the Netherlands) tend to have multi-sector economic regulators whereas larger
developed countries (e.g. UK, France, Italy, and Germany) tend to have either dedicated water
sector economic regulators, or leave economic regulation to local municipalities. A number of
smaller developed countries also combine their economic regulators with their competition
authorities.

35 OECD. (2015). The Governance of Water Regulators. www.oecd.org/qgov/requlatory-policy/the-governance-
of-water-requlators-9789264231092-en.htm

36 There are different dimensions to independence, but key dimensions often include: (i) the ability to take
decisions without reference or review by Government; (ii) the inability of board members or senior executive
to be removed by the Government of the day; and (iii) the agency having a permanent budget that is not
subject to short-term political decision making.
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143. In addition to the above characteristics, the choice of the economic regulator needs to

consider:

the ability to implement the economic regulation regime by the proposed ‘go live’ date of
the Water Services Entities, i.e. 1 July 2024

the ability to enhance, and realise synergies from, New Zealand’s broader economic
regulation eco-system

overall value for money given consumers will ultimately fund the economic regulator’s
activities.

144, Pulling together the considerations in the previous two paragraphs, we suggest an appropriate

assessment criteria for evaluating options for the economic regulator is:

operate at arms-length from Government in making economic regulation determinations
relevant expertise and credibility implementing economic regulation regimes;
appropriate knowledge of the three waters sector

improvements to three waters regulatory system can be delivered in a timely fashion

enhances, and realises synergies from New Zealand’s broader economic regulation eco-
system

overall value for money.

What entities could fulfil the economic regulator role in New Zealand, and how do these

entities match up against the assessment criteria?

145. In our view, the assessment criteria above suggest there are three potential options for the

economic regulator:

Taumata Arowai — Taumata Arowai is a new the new drinking water regulator that will
also have functions regulating the environmental impacts of wastewater and stormwater
networks. The entity is currently in establishment phase and is expected to commence its
regulatory functions in the second half of 2021 when the Water Services Bill becomes law.
As a Crown Agent under the Crown Entities Act 2004, Taumata Arowai is required to give
effect to Government policy.*’

37 Except in areas where a specific statutory exemption applies.
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e  Commerce Commission —the Commerce Commission is New Zealand’s competition,
consumer and economic regulation agency. It was established in 1986 and is an
Independent Crown Entity for the purposes of the Crown Entities Act. As such, it is not
subject to direction from the Government in carrying out its compliance, enforcement
and regulatory control activities under the Commerce Act, Fair Trading Act, Credit
Contracts and Consumer Finance Act 2003, Dairy Industry Restructuring Act 2001, Fuel
Industry Act 2020 and Telecommunications Act. While the Commission has substantial
expertise in regulating infrastructure with natural monopoly characteristics, it does not
currently have expertise in the three waters sector.

e A new water economic regulation authority — this option would involve the passage of
legislation to establish a new water sector-specific economic regulator as an independent
Crown entity under the Crown Entities Act. In creating a new economic regulator that has
similar functions to the Commerce Commission, there is an unavoidable risk that a
significant proportion of the Commission’s expertise that is currently working on the
regulation of the electricity, gas, dairy, and telecommunications sectors would exit to the
new water economic regulator. This risk could also apply to Taumata Arowai.

e  Establishing a new water economic regulator would also likely take an additional 18
months to two years depending on how quickly funding could be made available. On the
other hand, an economic regulator dedicated to the water sector may develop deeper
sector specific expertise over time. A dedicated water regulator may also make it easier
for policy makers to consider best model for New Zealand water sector in future.

146. The following table evaluates the three options against the assessment criteria.

Table 5 — assessment of regulatory institutional arrangement options

OPTION A - TAUMATA OPTION B — OPTION C — NEW WATER
AROWAI COMMERCE ECONOMIC REGULATION
COMMISSION AUTHORITY

ABLE TO OPERATE
AT ARMS-LENGTH

x Vv v vvv

FROM Taumata Arowai is a Crown = The Commerce Any new water economic
GOVERNMENT IN Agent that must give effect = Commission is an regulator would likely be
MAKING to Government policy independent Crown established as an
ECONOMIC when directed by the entity. independent Crown entity.
REGULATION

DETERMINATIONS

responsible Minister.

51



RELEVANT
EXPERTISE AND
CREDIBILITY
IMPLEMENTING
ECONOMIC
REGULATION
REGIMES

APPROPRIATE
EXPERTISE IN THE
THREE WATERS
SECTOR

IMPROVEMENTS
TO THREE WATERS
REGULATORY
SYSTEM CAN BE
DELIVERED IN A
TIMELY FASHION

ENHANCES, AND
REALISES
SYNERGIES FROM,
NEW ZEALAND’S
BROADER
ECONOMIC
REGULATION ECO-
SYSTEM

DELIVERS VALUE

X

Does not have expertise in
economic regulation, and
the required skill sets are
significantly different from
current public health and
environmental regulation
roles.

v

Currently establishment
phase, but has started to
build its expertise.

v

Entity has been established
and is developing its
expertise, but would likely
take time to build
significantly different
economic regulation skill
sets.

X

Significant risk of spreading
New Zealand’s scarce
economic regulation
expertise across too many
agencies in a way that
undermines outcomes in
other economically
regulated sectors.

vV

Vv v

Deep expertise in
implementing economic
regulation for the
electricity, gas,
telecommunications,
airports and dairy
sectors. In the process of
expanding its remit into
the fuel and retail
payments sectors.

X

No water expertise
currently, but entity has
solid track record of
expanding into new
sectors.

vv

Entity able to leverage
existing expertise from
day one, but would need
to build water sector
expertise over time.

Vv v

Concentrates scarce
economic regulation
resource in a way that
allows synergies to be
realised and resource to
be leveraged across
sectors.

vV

X

New entity that would need
to develop expertise.

X

New entity that would need
to develop expertise.

X

Substantial set-up work
required to establish and
fund new entity. Developing
economic regulation and
water sector expertise
simultaneously is likely to
take considerable time.

X

Significant risk of spreading
New Zealand’s scarce
economic regulation
expertise across too many
agencies in a way that
undermines outcomes in
other economically
regulated sectors.

X

FOR MONEY
. . Builds off an existing Requires establishment of a
Builds off an existing L e .
. agency with significant new agency with
agency with a clear focus . . .
economic regulation accompanying overhead
on the water sector, but . ]
. . expertise water sector, costs. Would need to build
entity would need to build . .
. . but entity would need to ~ both water and economic
economic regulation - . )
. build its water sector regulation expertise.
expertise. .
expertise.
Key: v'v'v" = High degree of alignment; v'v' = Moderate degree of alignment; v =Low

degree of alignment;

x = No alignment.
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147. Inline with the above analysis, it appears that the Commerce Commission is the most
appropriate body to be the economic regulator for the three waters sector. However, it should
be noted that there are options to provide a dedicated water sector focus within the
overarching structure of the Commerce Commission. For example, a ‘Water Commissioner’
could be established within the overall governance structure of the Commerce Commission in
a similar way to the current Telecommunications Commissioner. This option effectively blends
aspects of options B and C.

Who do you think is the most suitable body to be the economic regulator for the three waters
sector? Please provide reasons for your view.
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7 How should any economic regulation regime be funded?

How much will the economic regulation regime cost to administer?

148. Based on the preliminary policy positions outlined earlier in this document, there are likely to
be four major cost components to implementing economic regulation on the proposed four
new Water Services Entities:

e Transition costs — working with the sector to improve their understanding of economic
regulation and preliminary work to improve the quality of data in the sector is likely to
cost approximately $4m spread across the 2022/23 and 2023/24 financial years. This
funding will be provided by the Crown.

e Development of input methodologies — developing the rules, requirements and processes
underpinning the application of economic regulation is likely to cost in the order of $10m
and take approximately two years. This equates to an average monthly household cost of
45 cents for the period over which input methodologies would be developed.®

e Implementation of information disclosure regulation — covers the costs of collecting,
analysing, summarising the data disclosed by regulated suppliers, undertaking compliance
and enforcement activities, and is likely to cost around $5m per annum on average. This
equates to an average monthly household cost of 22 cents.?

e Implementation of price-quality regulation — covers the setting of price-quality paths,
approval of major capital expenditure projects, undertaking compliance and enforcement
activities, and is likely to cost around $3m per annum on average. This equates to an
average monthly household cost of 13 cents.

Should these costs be Crown or levy funded?
149. In general, fees or levies are considered to be an appropriate funding tool where it is possible:

e to identify specific individuals or groups that directly benefit from a given Government
activity or service,

e to efficiently charge or levy individuals or groups that benefit from a given Government
activity or service.*

38 Based on Statistics NZ March 2021 estimate of households.
https://www.stats.qgovt.nz/information-releases/dwelling-and-household-estimates-march-2021-quarter.
39 Based on Statistics NZ March 2021 estimate of households.
https://www.stats.qgovt.nz/information-releases/dwelling-and-household-estimates-march-2021-quarter.
40 The Treasury. (2017). Guidelines for Setting Charges in the Public Sector.
www.treasury.qgovt.nz/sites/default/files/2017-04/settingcharges-apr17.pdf.
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150. The main difference between a fee and a levy is that it is generally compulsory to pay a levy,
and it is usually charged to a specific group (rather than relating to specific services provided to

an individual.®*

151. Put another way, fees and levies are often suited to situations where there are significant
private benefits to individuals or groups rather than society at large (i.e. public benefits). If
there are identifiable public benefits, then funding from general taxation is likely to be a more
appropriate funding tool. If there is a mix of public and private benefits, then a mix of
fees/levies and funding from general taxation is likely to be appropriate, weighted according to
the balance of private and public benefits.

152. Like other utilities, the economic regulation of three waters services is specifically designed to
directly benefit the long-term interests of consumers. Because it is possible to identify parties
that directly benefit from economic regulation, the costs of implementing economic regulation
are typically levied on the supplier of regulated services. These costs are then passed through
to consumers in the prices they pay for regulated services.

153. The ability to identify and cost effectively charge the ultimate beneficiaries of the economic
regulation regime suggests that the costs of the regime should be met from charges on
consumers. Because the costs of the regime will be levied on regulated suppliers as a proxy for
the diverse range of consumers that ultimately benefit, a levy is more appropriate than a fee.

What are your views on whether the costs of implementing an economic regulation regime

18 . . .
for the three waters sector should be funded via levies on regulated suppliers?

If the economic regulator’s costs are to be levy funded, how should this work?

154. Arange of different approaches can be used to levy regulated suppliers. The key questions are:
e  What is the process used to set the levy (including consultation requirements)?
e  Who sets the final amount of the levy?
e  Who collects the levy?

155. Our preliminary view is that there are two broad levy design options that should be
considered: (i) a regulator led levy regime similar to that used by the Electricity Authority
under the Electricity Industry Act;* and (ii) a minister levy regime similar to that administered

by the Ministry of Business, Innovation and Employment under Part 4 of the Commerce Act.*®

See also Office of the Auditor General. (2008). Charging fees for public sector goods and services.
https://oaqg.parliament.nz/2008/charging-fees/docs/charging-fees.pdf

41 Legislation Design and Advisory Committee. (2018). Legislation Guidelines.
www.ldac.org.nz/quidelines/legislation-quidelines-2018-edition/issues-particularly-relevant-to-empowering-
secondary-legislation/chapter-17/

42 See, in particular, s 128 of the Electricity Industry Act 2010.

43 See, in particular, s 53ZE of the Commerce Act 1986.
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156. We note that if the Government were to pass legislation that enabled the economic regulation

regime to be levy funded, it is likely that a separate consultation process would be required to

determine the quantum of levy funding provided.

Table 6 — economic regulation levy regime options

OPTION A — REGULATOR LED LEVY
REGIME

OPTION B — MINISTER LED LEVY
REGIME

WHAT IS THE PROCESS
USED TO SET THE LEVY?

WHO SETS THE FINAL
AMOUNT OF THE LEVY?

WHO COLLECTS THE LEVY?

Regulator publicly consults on its work
programme and required funding.

The Minister sets the total amount of
levy funding by determining the
regulator’s appropriation(s) in the
Main Estimates of Appropriations for
the levy year.** The levy rates applying
to industry participants are calculated
in accordance with the allocation
mechanism specified in the levy
regulations, and are published in the
Gazette.

Regulator.

Ministry consults on funding
required (on behalf of the Minister)
in close consultation with the
regulator.

The Minister sets the total amount
of levy funding by determining the
regulator’s appropriation(s) in the
Main Estimates of Appropriations
for the levy year.* The levy rates
applying to industry participants
are calculated in accordance with
the allocation mechanism specified
in the levy regulations. Levy payers
are notified of their levy liability.

Ministry, on behalf of the Minister.

157.

There are pros and cons to both these types of levy regimes. Requiring the regulator to consult

on its work programme and funding needs can promote efficiency in the regulator’s activities

and provides a useful accountability mechanism to consumers, regulated suppliers and other

stakeholders. On the other hand, there can be a perception risk of the regulator consulting

regulated parties on its funding requirements, even if the final decision rests with the Minister.

158.

In contrast, a Ministerial led regime creates a degree of separation between the regulator and

regulated parties. However, the inherent accountabilities of a regulator led regime are lost and

there is potential for regulator funding requirements to be subject to a higher degree of

political decision making.

4 The Minister may elect to refer to the decision to Cabinet if the Minister considers the decision meets the
thresholds set out in the Cabinet Manual.
4 The Minister may elect to refer to the decision to Cabinet if the Minister considers the decision meets the
thresholds set out in the Cabinet Manual.
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Do you think that the levy regime should:

A) Require the regulator to consult on and collect levy funding within the total amount
determined by the Minister? OR

B) Require the Ministry to consult on the levy (on behalf of the Minister) and collect levy
funding within the total amount determined by the Minister?

Are there any other levy design features that should be considered?
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Part C— Consumer Protection Regulation

8 Are additional consumer protections warranted for the three waters sector?

What do we mean by consumer protection?

159. Consumer protection refers to rules that aim to safeguard the interests of consumers and the
general public against market practices that are misleading, deceptive, unfair or generally
inconsistent with consumer welfare. Importantly, consumers can include both individuals and
businesses that purchase goods and services.

160. New Zealand’s generic consumer protection regime is provided by the Consumer Guarantees
Act 1993 (CGA) and the Fair Trading Act 1986 (FTA). The CGA protects consumers by allowing
them to seek repairs, replacements, or refunds when goods are faulty, and setting minimum
guarantees for all products and services. The FTA exists to ensure the interests of consumers
are protected, businesses compete effectively, and consumers and businesses participate in
markets confidently by:

e  prohibiting certain unfair conduct and practices in relation to trade
e  promoting fair conduct and practices in relation to trade

e  providing for the disclosure of consumer information

e  promoting safety in respect of goods and services.

e Depending on the characteristics of a given market, there may be a need for additional
consumer protections over and above the generic protections provided by the FTA and
CGA.

Why might additional consumer protections be required in the three waters sector?

161. Consumers are likely to have a range of outcomes that they see as desirable from the outcome
of the Three Waters Reform. For example, consumers might value the following outcomes:

a. Drinking water is safe to drink. Consumers may also have preferences around the taste,
appearance or smell of drinking water.
b. Three waters services are delivered at a price and quality that reflects consumer
preferences including:
i)  the frequency and duration of supply interruptions
ii) the degree of leakage from reticulated networks
iii) community expectations for the environmental quality of river, lake, and sea
environments that receive discharges from wastewater and stormwater networks
iv) the level of resilience that water infrastructure has to a range of natural and man-
made hazards
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v) services are delivered in efficient and innovative ways that improve consumer
welfare over time.
c. Consumers are protected from misleading, deceptive or unfair conduct on the part of
water suppliers, and receive services that are fit for purpose.
d. Consumers, including consumers that have personal or socio-economic attributes that
make them more vulnerable, receive high quality customer service from their water
supplier, and have access to appropriate redress when things go wrong.*

162. Outcomes a. and b.(iii) above are the primary focus of the drinking water and environmental
protection regimes administered by Taumata Arowai*’ and regional councils while the
remainder of outcome b. is likely to be the focus of the economic regulation regime discussed
in Part B of this document. Outcome c. falls within the coverage of the generic consumer
protection regime provided by the FTA and CGA.

163. There are consumer protection ‘gaps’ likely to be centred around the aspects of
customer/quality of service that are not dealt with by public health, environmental, or
economic regulators. These ‘gaps’ could include:

e what level of service consumers can expect when they contact a water supplier with a
guery or complaint

e  expectations for the level of communication with consumers on planned and unplanned
network outages

e requirements around billing practices, vulnerable consumers, and the process for
managing non-payment

e  how complaints that consumers do not feel have been adequately addressed by their
supplier can be appropriately resolved (e.g. issues or disputes relating to billing, access to
a consumer’s property, financial hardship/non-payment).

164. There are three primary reasons that ‘gaps’ in these areas may require consumer protections
that go over and above New Zealand’s generic consumer protection regime:

e There are strong natural monopoly characteristics that prevent consumers switching to a
different provider should they feel that their interests are not being met. One
consequence of this inability for consumers to switch providers is that suppliers have
limited incentives improve their overall quality of service over time, and be responsive to
the needs of consumers.

46 Where consumers are receiving water services from an upstream supplier rather than self-supplying.
47 For example, the Water Services Bill sets out duties on drinking water suppliers to notify Taumata Arowai and
other parties if its ability to maintain a sufficient quantity of drinking water is at imminent risk, and also
requires suppliers to provide certain information to consumers and have complaints processes.
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e The current democratic, consultation, and governance mechanisms that are provided for
in the Local Government Act 2002 will not apply to the proposed new Water Services
Entities. In addition, the Ombudsman’s current role in dealing with complaints about Local
government agencies will cease.

e Some consumers currently have little visibility over the price or quality of services they
are receiving because the approach to billing differs significantly across the country. While
the proposed economic regulation regime and the statutory obligations on Water Services
Entities will address these issues for most New Zealanders, issues may remain for
consumers that do not receive their water services from these entities.

165. When an essential service is delivered by monopoly suppliers, regulators around the world
tend to play a strong role in ensuring interests of consumers are appropriately protected and
provided for. The combination of domestic factors and international experience leads us to a
preliminary view that additional consumer protections are warranted for the waters services.

What should the objectives of the consumer protection regime be?

166. As with the economic regulation regime, a clear legislative statement of the objectives of a
consumer protection regime can help to guide the interpretation and implementation of that
legislation. The paramount objective of the consumer protection regime will be improving
service quality to reflect the demands of water consumers, including through:

e enhancing the quality of water services over time (focussing on aspects of quality not
regulated by public health, environmental or economic regulators)

e  providing consumers with a strong voice in how water services are delivered

e providing consumers with effective redress where the quality of service does not meet
appropriate standards

e  providing consumers with transparency regarding water charges.

A) What are your views on whether additional consumer protections are warranted for
the three waters sector?

21 B) What are your views on whether the consumer protection regime should contain a
bespoke purpose statement that reflects the key elements of the regime, rather than
relying on the purpose statements in the Consumer Guarantees Act and Fair Trading
Act? If so, do you agree with the proposed limbs of the purpose statement?

What tools are required to protect the interests of consumers?

167. Chapters 9, 10, 11, and 12 explore the approaches or tools that could be used to achieve the
objectives set out above. The range of potential tools includes minimum service level
requirements, customer charters, consumer contracts, consumer voice arrangements,
consumer advocacy arrangements, dispute resolution mechanisms, and billing transparency
requirements.
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9 Is there a case for minimum service level requirements/codes and what form
should these take?

168. As outlined in Chapter 8, the structure and attributes of the water sector means that water
suppliers may not have strong incentives to look after the interests of consumers. While many
aspects of the price and quality of water services will be regulated by public health,
environmental and economic regulators, there are likely to be areas that may not be covered
by these regulators.*® These gaps could include:

e the quality of customer service, including the time taken to respond to queries or
complaints from consumers

e the time taken to respond to water outages or network faults, and the notice periods for
planned interruptions to supply

e information about network status, including damage or disruption due to flooding or
weather events, and the obligations of the supplier to communicate to consumers

e minimum flow or pressure rates*

e the framework for billing and payment for water services, including transparency
requirements, account queries and payment arrangements

e the conditions for the provision of water services to customers experiencing a form of
hardship

e requirements for consulting and engaging with consumers (covered in more detail in
Chapter 10)

e the provision of information to customers and others about water services, including
complaints procedures (covered in more detail in Chapter 11).

What are minimum service level requirements/codes?

169. One option to address these potential gaps is to provide a consumer protection regulator with
the ability to specify minimum service level requirements (or service quality standards) that
support the achievement of statutory objectives. Suppliers must meet these requirements and
are held to account via a compliance and enforcement regime that is able to fine or otherwise
penalise suppliers that do not meet the required service or quality levels.

8 This list is provided to illustrate the range of issues that may not be covered by other regulatory provisions.
However, because the various regulatory regimes that will apply to the three waters sectors are yet to be
developed, or still developing, it is possible that one or more of the issues raised may be covered by these
regimes.

“ These flow rates may be over and above those stipulated for urban areas in New Zealand Standard
4509:2008.
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170. Minimum service level requirements are common in other domestic®® and international®
utilities markets that have strong natural monopoly characteristics, and can be specified at the
wholesale or retail level depending on market structure.

What types of minimum service level requirements/codes are there?

171. Broadly, there are three types of code that could give effect to these standards: voluntary,
backstop regulatory, and mandatory:

e Voluntary codes that are developed by industry. Such codes generally provide an industry
with the opportunity to use their detailed sectoral knowledge to self-regulate to improve
customer service and avoid potentially heavier handed government intervention. Voluntary
codes are generally easier to update and adapt to reflect market and technological
developments, and the costs fall on industry rather than government. Disadvantages of a
voluntary code include:

e that they may not provide a satisfactory level of protection to consumers over time (as
has been the experience in other utilities markets in New Zealand) because of the
perverse incentives on industry to degrade quality to cut their own costs

e the potential for only suppliers that already meet the standards provided in the code
to sign up to the code.>?

e Backstop regulatory approaches are a sort-of halfway house that involve a voluntary code
complemented by a regulatory tool, such as an ability for the regulator to impose minimum
service level requirements via a regulatory code if industry self-regulation is inadequate, or if
satisfactory voluntary codes do not emerge. The credible threat of government intervention
under this approach tends to drive greater improvements in the quality of service for
consumers, relative to a purely voluntary approach.

e Mandatory codes involve the regulator setting minimum service quality requirements that
apply to some, or all, regulated water service providers. The main benefit is that the
regulator is able to directly control the requisite quality service levels.

0 For example, recent amendments to the Telecommunications Act 2001 provide for retail service quality
codes — see ss 233-237.

51 For example, economic regulators in England, Wales, Scotland, Northern Ireland, and Australia are
empowered to impose mandatory service level requirements on water suppliers that they must meet in
delivering services to consumers.

52 Recent electricity and telecommunications sector reviews revealed the inadequacy of voluntary minimum
service level codes in those markets. In particular, voluntary codes had not provided vulnerable and medically-
dependent electricity consumers with sufficient protection, and had not been as effective as expected in
delivering high quality customer service to telecommunications consumers. www.ea.govt.nz/assets/dms-
assets/28/Consumer-Care-Guidelines-Decisions-Paper.pdf. www.mbie.govt.nz/assets/512ad8c91a/telco-
review-ris-consumer-matters.pdf.
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e However, mandatory codes can be costly to develop, monitor and enforce, and may also
impose significant compliance burdens on industry. Some of these costs may be able to be
mitigated by allowing or requiring the code to be periodically reviewed,>® so that it focusses
on areas of service quality that have the biggest net impacts on consumer welfare.

172. Overseas, regulators appear to have a preference for mandated minimum service
levels/mandatory codes.>* Given New Zealand’s previous experience with the deficiencies of
voluntary codes, and the nature and importance of water services to consumers, our
preliminary view is that mandatory minimum service levels would be best suited to the
regulation of three waters services. Any mandated minimum service levels/mandatory codes
should be developed with extensive input from consumers to ensure they effectively address
the interests that consumers see as most critical to their welfare.

173. In addition to mandatory codes, sometimes regulators are also empowered to provide
guidance on how aspects of service quality will be dealt with and measured by the regulator,
as well as other matters relating to service quality that support the interests of consumers.

Are there other approaches that can get at the same or similar issues to minimum service
level requirements/codes?

174. There are two main alternatives to minimum service level requirements/codes:

e  Consumer contracts — while the FTA already prohibits unfair contract terms in standard
form consumer contracts, there is also an option to go further and have the core terms
and conditions on which a service is supplied to consumers be developed by, or approved,
by the consumer protection regulator. This can get at many of the same issues as
minimum service level requirements/codes, but are likely to be more resource-intensive
for the regulator as they require the regulator to become involved in detailed contractual
drafting issues.

e  Consumer charters — some countries supplement or take an alternative approach to
codes issued by the regulator with policies or ‘customer charters’ that set out how
suppliers will meet key consumer protection obligations. Consumer charters generally put
the onus on suppliers to assume responsibility for their relationship with customers, and
to consult with those customers to determine their key needs and how services can be
refined to meet those needs.

53 In Western Australia, the Economic Regulation Authority is legally required to review the operation and
effectiveness of their regulatory code which establishes a consumer protection framework at least once every
five years. Section 27(7) of the Water Services Act 2021.
54 This includes Victoria (the Essential Services Commission’s (ESC) Customer Service Code), Western Australia
(the Economic Regulation Authority (ERA) Water Services Code of Conduct), England and Wales (the Water
Services Regulation Authority’s (Ofwat) Guaranteed Standards Scheme).
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175.

e  While this imposes development costs on suppliers, shifting compliance responsibility also
gives suppliers freedom to design their charter in a way that best meets their customer's
needs while also managing compliance costs. Some jurisdictions, such as Victoria
(Australia) and Great Britain, require water suppliers to submit the customer charters to
the regulator for approval, alongside details of the consumer consultation that has
occurred on the charter.

While we are open to having consumer contracts or consumer charters sitting alongside
minimum service levels/codes, these mechanisms do not appear to have any clear advantages
as minimum service levels/codes are able to be drafted in a way that gets to the same issues,
and at the same level of prescription.

Are minimum service level requirements/codes warranted in New Zealand?

176.

177.

178.

179.

22

International and New Zealand experience has been that minimum service level requirements
can be highly effective at improving aspects of service quality that can be otherwise difficult
for consumers or regulator to address. If appropriately drafted and targeted, they can also
provide clarity to regulated suppliers on the level of service that is required, rather than
receiving a range of views from consumers that can be diverse and difficult to reconcile.

Our preliminary view is therefore that a consumer protection regulator should be able to
prescribe mandatory minimum service level requirements/codes. Providing such codes are
developed with strong input from consumers, they are likely to lead to significant short and
medium term improvements in consumer welfare. In the longer term, there may also be a
reduction in the demand for dispute resolution services that has the potential to benefit both
consumers and suppliers. Based on the information we currently have, we are not sure there
would be significant consumer welfare gains from requiring the introduction of consumer
contracts or consumer charters as supporting mechanisms over and above minimum service
level requirements. We welcome views on this issue.

We also consider that it is desirable for the regulator to be able to issue guidance to support
the prescribed minimum service level requirements and its broader statutory role.

Minimum service level requirements could be advanced through sector specific or economy
wide legislation. For example, section 7A of the economy wide CGA sets out what acceptable
quality means for the gas and electricity sectors, over and above the other aspects of quality
set out in the sector-specific provisions of the Electricity Act 1992, Electricity Industry Act 2010,
and the Gas Act 1992. Our preliminary view is that it would be preferable to have provisions
relating to water services quality in the same piece of economic regulation and consumer
protection legislation on the basis that this will make it easier for consumers to navigate and
understand their rights and protection mechanisms.

What are your views on whether the consumer protection regulator should be able to issue
minimum service level requirements via a mandated code that has been developed with
significant input from consumers?
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What are your views on whether the consumer protection regulator should also be
empowered to issue guidance alongside a code?

What are your views on whether it is preferable to have provisions that regulate water
24 service quality (not regulated by Taumata Arowai) in a single piece of economic regulation
and consumer protection legislation?

Should minimum service level requirements be able to distinguish between different types of
consumers?

180. International and New Zealand experience suggests that consumers can experience barriers to
accessing essential services depending on their characteristics, needs, and circumstances at a
particular point in time. Consumer protection regimes often tailor the level of protection
afforded to consumers to this. Minimum service level requirements can be an important tool
through which different groups or types of consumers can be afforded varying (generally
heightened) levels of protection.

181. Internationally, it is common for service level requirements to vary across different types of
consumers, particularly to address the interests of vulnerable consumers.>> However, there
may be other situations where different service levels are appropriate for different types of
consumers (e.g. services to other critical national infrastructure suppliers).

Should different levels of consumer protection apply to vulnerable consumers?

182. Vulnerability generally refers to the likelihood of a negative outcome or experience of harm,
which is a product of the circumstances of a consumer that result in them experiencing
barriers to participating in essential services.”® Vulnerability can be a transient, sporadic, or
permanent state. Many water consumers experience vulnerability at some point in their lives,
and there are many factors that can give rise to it:*’

e experiencing financial instability or low financial resilience (sudden, acute, or chronic)
causing genuinely difficulty in paying their bills

e arisk of harm to health or wellbeing by reason of age, health, disability in the case of
disconnection

%5 This includes Victoria (the Essential Services Commission’s (ESC) Customer Service Code), Western Australia
(the Economic Regulation Authority (ERA) Water Services Code of Conduct), England and Wales (the Water
Services Regulation Authority’s (Ofwat) Guaranteed Standards Scheme).

%6 Essential Services Commission. (2021). Getting to Fair — Draft decision paper. engage.vic.gov.au/building-
strategy-requlate-consumer-vulnerability-mind.

57 See for example: BSI. (2010). Inclusive service provision: Requirements for identifying and responding to
consumer vulnerability. https://shop.bsigroup.com/ProductDetail?pid=000000000030213909;

Department for Business, Innovation and Skills, Cabinet Office. (2011). Better Choices: Better Deals Consumers
Powering Growth. assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/
file/294798/bis-11-749-better-choices-better-deals-consumers-powering-growth.pdf
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183.

184.

185.

e dependent on supply of a particular volume of water for critical medical treatment

e aninability to advocate for, or represent, their interests in interactions with water
suppliers (including small businesses)

e difficulty in obtaining or assimilating information

e aninability to buy, choose, or access adequate water supply where this access to a
reticulated network is not available.

Although any consumer can face detriment in a market, consumers experiencing vulnerability
are more likely to face barriers to essential services. This can create unnecessary stress, and
often worsens the difficulties consumers are already facing in other areas of their lives. Not
effectively addressing these obstacles can also reduce consumer trust that essential service
providers can meet community needs. These issues have been recognised by a wide range of
regulatory, consumer and human rights groups around the world.>®

A common instance of vulnerability can occur when financial instability or low financial
resilience results in the accumulation of debt owed to water suppliers. One way that this kind
of vulnerability can be mitigated is by providing a fair process that allows steps to be taken to
reduce the likelihood of debt accumulation, and if debt has been accumulated, a fair debt
reduction plan to be put in place that reduces the debt over time without compromising other
areas of essential consumer expenditure.

A variety of regulatory and non-regulatory tools are used internationally in utilities markets to
minimise the risk of harm to consumers experiencing vulnerability. One of those is minimum
service level requirements (discussed above), which give regulators flexibility to direct
suppliers to provide stronger protection to targeted groups of consumers with greater needs.
Other commonly used tools include:

e  Regulator Strategy on Vulnerability (also called ‘Best Practice Frameworks’ or
‘Vulnerable Consumer Guidelines’) — used in utilities sectors in the UK and Northern
Ireland, these strategies produced by the regulator describe in general terms how the
regulator defines and approaches the issue of vulnerability, in terms of ensuring equality
of access to services, and any ongoing work programme to identify and tackle
vulnerability.>®

58 For example see Consumer Policy Research Centre. (2020). Exploring regulatory approaches to consumer

vulnerability: Report for the Australian Energy Regulator. www.aer.gov.au/publications/corporate-

documents/exploring-requlatory-approaches-to-consumer-vulnerability-a-report-for-the-aer; United Nations.

(2016. Guidelines for Consumer Protection. https://unctad.orq/system/files/official-
document/ditccplpmisc2016d1_en.pdf; Council of Financial Regulators. (2021). Consumer Vulnerability
Framework. www.fma.govt.nz/assets/CoFR/CoFR-Consumer-Vulnerability-Framework-April-2021.pdf
59 See for example Utility Regulator (Northern Ireland). (2019). Consumer Protection Programme.
https://www.uregni.gov.uk/news-centre/decision-paper-consumer-protection-programme-published
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e  Regulators can use vulnerable consumer strategies to set their expectations of the
obligations suppliers have in identifying and responding to vulnerability, in a relatively
non-resource intensive manner (for both the regulator and regulated parties).®° For
example, it could prompt suppliers to think broadly about the areas of their own business
to identify and mitigate risk factors that may cause or exacerbate vulnerability, such as
the ways in which they communicate, or the knowledge and skills of their staff.

e  Supplier Hardship or Vulnerability Policy — these kinds of policies generally shift the onus
onto the water supplier, rather than the regulator, to identify consumers’ needs and
determine how to respond to, and protect, those interests. A rationale for this is the idea
that Water Services Entities, rather than government, are likely to be best placed to
understand their customers’ needs and direct appropriate assistance to them.

e  For example, service providers have information about customers’ circumstances, they
can collaborate with suppliers, community groups, local authorities and other
organisations to help tackle barriers to accessing services, and because of their direct
relationship with consumers, can direct consumers in difficulty to services or sources of
help. In some jurisdictions, the regulator can prescribe the contents of a supplier’s
hardship policy in guidelines and direct suppliers to review their policy.5!

186. Our preliminary view is that there is a strong case for minimum service level requirements to
be able to vary across different types of consumers. We also consider that there should be a
positive obligation on the regulator to consider interests of vulnerable consumers, and that
minimum service level requirements are flexible enough able to accommodate a wide range of
approaches to addressing consumer harm and vulnerability.

What is the role of Te Tiriti o Waitangi in the design of consumer protection regulation for three
waters?

187. The consumer protection regime, along with the wider Three Waters Reform, will aim to
protect communities and ensure water service quality meets consumer expectations, including
the expectations of iwi and hapd. In addition, consumer protection regulation could reflect the
fact that Maori communities are over-represented in vulnerable populations in New Zealand,
as well as Maori historic experience of both price and service quality inequity.

80 via its Consumer Care Guidelines, the Electricity Authority articulates its expectations of electricity retailers
in respect of vulnerable consumers who may have difficulty paying their bills (a minimum standard).

61 For example, New Zealand’s Electricity Authority prescribes the contents of supplier hardship policies via the
Consumer Care Guidelines. Suppliers may choose to design alternative methods to support vulnerable
consumers, provided these meet or exceed the standards in the Guidelines. In Western Australia, the utilities
regulator is empowered to direct suppliers to review their policies. See Economic Regulation Authority. Code of
Conduct for the Supply of Electricity to Small Use Customers; Compendium of Gas Customer Licence
Obligations; Financial Hardship Policy Guidelines — Electricity & Gas Licence. www.erawa.com.au/
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188. As noted in a Cabinet paper by the Minister of Local Government:®?

...the rights and interests of Maori as consumers of water services need to be considered,
predominantly under Article Three of the Treaty. There are good reasons for general
mechanisms of consumer protection and advocacy to specifically address the interests of
Maori, particularly as they relate to historic inequity and the specific interests of Maori who
are not mana-whenua within the boundary of a specific entity, including urban Mdori.

189. l|am interested in feedback on how the consumer protection regime could be designed in a
way that contributes to equitable outcomes and mitigates unintended impacts on Maori. This
includes impacts on different iwi/hapl, Maori landowners, urban Maori consumers, and rural
Maori consumers. | am also interested in stakeholder views on how the consumer protection
regulator could be expected to consider Treaty obligations, and the cultural competency of the
economic regulator to recognise the significance of water as a taonga for Maori.

What are your views on whether minimum service level requirements should be able to vary
across different types of consumers?

What are your views on whether the regulatory regime should include a positive obligation to
26 protect vulnerable consumers, and that minimum service level requirements are flexible
enough to accommodate a wide range of approaches to protecting vulnerable consumers?

What are your views on how Treaty of Waitangi principles, as well as the rights and interests
27 of iwi/Maori, should be factored into the design of a consumer protection regime for the
three waters sector?

Should consumer protection regulation apply to Water Services Entities only, or also include
community and private schemes?

190. A key regulatory design question is whether all water suppliers should be required to comply
with all aspects of the consumer protection framework, or whether some suppliers should be
fully or partially exempt to recognise the diversity in supplier characteristics and the regulatory
design principle that the benefits of regulation should exceed the costs. There may also be
questions about whether the consumer protection framework should apply to drinking water,
wastewater, and stormwater equally, or differentially.

191. International approaches to the application of consumer protection frameworks in water (and
other utilities) markets vary. In Australia, some states (e.g. Victoria) have limited the
application of their minimum service standards to certain customers or water suppliers while
other states (e.g. Western Australia) apply the same consumer protection standards across all
water suppliers, irrespective of their size or location.

62 See: Office of the Minister of Local Government. (14 June 2021). Cabinet Paper: Protecting and Promoting
Iwi/Maori Rights and Interests in the New Three Waters Service Delivery Model: Paper Three.
www.dia.govt.nz/diawebsite.nsf/Files/Three-waters-reform-programme/Sfile/cabinet-paper-three-and-
minute-protecting-and-promoting-iwi-maori-rights-and-interests-30-june-2021.pdf
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192. We are aware of concerns about the compliance burden being especially heavy for small
private suppliers like marae or small community suppliers servicing fewer than, say, 100
people on a regular basis. It could be the case that these suppliers are not capable of
complying with their consumer protection regulatory obligations, for example they may be too
small to employ the necessary expertise, or lack the financial resources to upgrade their
systems. An argument may also be that there is often a significant degree of overlap between
the owners and consumers of small suppliers that results in consumers having a stronger voice
than would be the case for larger suppliers.

193. On the other hand, there are genuine equity and fairness concerns that could arise from
consumer protections applying to some consumers and not others if the full suite of consumer
protection mechanisms do not apply to all suppliers.

194. While we consider that the full consumer protection regime should apply to Water Services
Entities, we do not feel that we currently have sufficient information to form a view on
whether the regime should also apply to private and community schemes. One option to
address this information deficit would be to leave the decision on which elements of the
regime apply to which suppliers to the regulator, appropriately guided by the statutory
purpose statement. Other options would be to:

e  provide a significant transitional period for small private and community schemes to make
the necessary changes to their policies and operations

e only impose the consumer protection regime on water suppliers above a given number of
customers (e.g. 500 customers).

195. We welcome views on these issues.

A) Do you consider that the consumer protection regime should apply to all water
suppliers, water suppliers above a given number of customers, or just Water Services
28 Entities? Could this question be left to the regulator?

B) Do you support any other options to manage the regulatory impost on community
and private schemes?

What should the consumer protection compliance and enforcement regime look like?

196. Effective compliance and enforcement is essential for any regulatory regime to achieve its
purpose and objectives. As with other markets with strong natural monopoly characteristics,
there is a strong power and resource imbalance between suppliers and consumers that means
that the consumer protection regime will not be reliably enforced if left to private parties. It is
therefore important that the consumer protection regulator is appropriately empowered and
resourced to undertake compliance and enforcement activities.
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197. Regulatory compliance and enforcement regimes can include a mix of criminal offences, civil
remedies (e.g. infringement offences and pecuniary penalties) and education or information
activities that encourage compliance.® Reflecting the overarching focus on consumer welfare,
a consumer protection regulator’s compliance and enforcement toolkit typically includes some
combination of education initiatives, warning letters, infringement offences, pecuniary
penalties, enforceable undertakings, and other civil remedies such as out of court settlements.
The precise contents of the regulator’s toolkit will usually depend on the nature of the
regulatory regime and the potential range of conduct by regulated suppliers.

198. Table 7 below summarises the range of conduct and potential compliance and enforcement
approaches of other regimes with a consumer protection component that have some
similarities to the approach proposed in this chapter. In particular:

e  The Telecommunications Act has a purpose of regulating the supply of
telecommunications services, including through retail service quality codes that have
some similarities to what has been proposed earlier in this chapter. The entities regulated
under that Act are mostly large private commercial enterprises.

e  The Water Services Bill has a protection of public health and safety objective, to ensure
the safe and reliable supply of drinking water. It contains high penalty levels and fines,
relative to the other consumer protection legislation canvassed here, to reflect the
potential for harm to life or health to occur from the conduct that is regulated.

e The Fair Trading Act aims to protect the interests of consumers in markets and ensure
businesses compete effectively. To that end, it prohibits misleading, deceptive and unfair
conduct and practices. This Act applies to a much broader range of entities than the other
legislation canvassed here, including all small and medium enterprises.

e The Consumer Guarantees Act shares the same objectives as the FTA, but achieves this by
providing that consumers are entitled to expect products and services be of a certain
quality.

199. For the reforms to achieve their desired objectives, the regulator must have the powers and
resources needed to impose obligations on suppliers. It is equally important that the regulator
is equipped with an appropriate enforcement toolkit to discharge these functions. Table 7
contains a comparison of the compliance and enforcement powers of other legislation that has
consumer protection elements. These vary materially between regimes reflecting the nature of
the regimes, the potential harm to consumers, and the nature of the entities they regulate.

63 See footnotes 32 to 34 above.
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Table 7 — Compliance and enforcement tools across legislation with consumer protection elements

REGULATOR TOOL CONSUMER
GUARANTEES
ACT
Education activities v
Warning letter x
Infringement notice .
(offence)
Criminal offences «
(including fines)
Pecuniary penalties x
Direct compensation .
order
Compliance order x
Remedial action v
powers/orders
Order to disclose/correct .
information
Enforceable undertakings x
Injunctions x

FAIR TELECOMMUNCIATIONS WATER
TRADING ACT SERVICES
ACT BILL
v v v
v v v
v v v
v v v
x v x
x v x
x x v
x x v
x v x
v v v
v v x

Table 8 — Potential compliance and enforcement tools for different types of conduct

REGULATOR
TOOL

Education
activities

Warning letter

Breach of
minimum
required service
level/code

CONDUCT

Ignorance or
misunderstanding of
regulatory obligations
Minor or inadvertent
breach or regulatory
obligation.

Breach of information
disclosure obligations

POTENTIAL COMPLIANCE AND ENFORCENMENT TOOL

Regulator undertakes appropriate education activities to lift supplier
understanding.

Regulator writes to supplier notifying them of a breach or potential breach
along with actions required to address breach and avoid any subsequent
enforcement action.

Court order requiring compliance®

Court order requiring the disclosure of information or the
publishing of a corrective statements®>

Pecuniary penalty of up to $500,000 for an individual or $5,000,000
in any other case®®

Injunctive power against suppliers that breach minimum required
service levels®”

Order requiring supplier to compensate any person or entity who
has suffered, or is likely to suffer, from the breach®8

Ability to accept an enforceable undertaking®®

Out-of-court settlements

Management banning orders”

64 See for example s 87C of the Commerce Act 1986.

85 See for example s 156MA of the Telecommunications Act 2001

66 See for example ss 87 — 87C, Commerce Act 1986. The maximum pecuniary penalty under the Fair Trading
Act is $200,000 in the case of an individual or $600,000 for a body corporate (s 40). The maximum pecuniary
penalty available under the Telecommunications Act is $10 million for most breaches (s 156L).

57 See for example s 88 of the Commerce Act 1986.

68 See for example s 87B of the Commerce Act 1986, and s 156MB Telecommunications Act 2001.

8 See for example s 74A of the Commerce Act 1986.

70 See for example s 46C of the Fair Trading Act 1986.
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200. Based on the regulatory proposals set out in this chapter, Table 8 sets out our preliminary
views on the toolkit required for the consumer protection compliance and enforcement
regime. In general, the particular compliance and enforcement tool chosen will depend on the
nature of the harm arising from non-compliance, the nature of the conduct (e.g. inadvertent
versus deliberate) and the degree of public interest.

Do you broadly agree that with the compliance and enforcement tools proposed above? Are
any additional tools required?

Who should regulate minimum service level requirements?

201. Like economic regulators, consumer protection regulators tend to have a strong and
unrelenting focus on long-term consumer welfare. And while their functions and toolkits differ,
both economic and consumer protection regulators have the ability to strongly influence the
quality of services delivered to consumers, with accompanying potential for conflict with
commercial or political imperatives.

202. For these reasons, international experience and experience from other sectors in New Zealand
suggests that high performing consumer protection regulators:’*

e are independent and operate at arms-length from Government and regulated suppliers in
achieving their statutory objectives’

e  operate with a high degree of transparency through their consultation, determination and
performance review processes

e have the necessary expertise and credibility to efficiently and effectively implement
consumer protection regulation that achieves high quality outcomes for consumers

e share relevant information and act in a coordinated way with other regulators and policy
agencies (while maintaining their independence in making regulatory determinations).

203. In addition to the above characteristics, the choice of the consumer protection regulator needs
to consider:

e the ability to implement the consumer protection regulation regime by the proposed ‘go
live’ date of the Water Services Entities, i.e. 1 July 2024

e the ability to enhance, and realise synergies from, New Zealand’s broader consumer
regulation eco-system

1 www.oecd.org/qov/requlatory-policy/the-governance-of-water-requlators-9789264231092-en.htm

2 There are different dimensions to independence, but key dimensions often include: (i) the ability to take
decisions without reference or review by Government; (ii) the inability of board members or senior executive
to be removed by the Government of the day; and (iii) the agency having a permanent budget that is not
subject to short-term political decision making.
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e overall value for money given consumers/taxpayers will ultimately fund the economic
regulator’s activities.

204. Pulling together the considerations in the previous two paragraphs, we suggest an appropriate
assessment criteria for evaluating options for the economic regulator is:

e  operate at arms-length from Government in implementing consumer protection
regulation

e relevant expertise and credibility implementing consumer protection regulation
e appropriate knowledge of the three waters sector
e improvements to the three waters regulatory system can be delivered in a timely fashion

e overall value for money given consumers or taxpayers are likely to foot the bill.

What entities could fulfil the consumer protection regulator role in New Zealand, and how do
these entities match up against the assessment criteria?

e Inourview, the assessment criteria above suggest there are three potential options for
the consumer protection regulator:

e Taumata Arowai — Taumata Arowai is a new the new drinking water regulator that will
also have functions regulating the environmental impacts of wastewater and stormwater
networks. The entity is currently in establishment phase and is expected to commence its
regulatory functions in the second half of 2021 when the Water Services Bill becomes law,
including the backstop consumer complaints provisions in sections 38 to 40 (discussed in
more detail in the next chapter). As a Crown Agent under the Crown Entities Act, Taumata
Arowai is required to give effect to Government policy.”

e  Commerce Commission —the Commerce Commission is New Zealand’s competition,
consumer and economic regulation agency. It was established in 1986 and is an
Independent Crown Entity for the purposes of the Crown Entities Act. As such, it is not
subject to direction from the Government in carrying out its compliance, enforcement
and regulatory control activities under the Commerce Act, Fair Trading Act, Credit
Contracts and Consumer Finance Act, Dairy Industry Restructuring Act, Fuel Industry Act,
and Telecommunications Act. While the Commission has substantial expertise in
implementing regulation that protects consumers, it does not currently have significant
expertise in the three waters sector.

3 Except in areas where a specific statutory exemption applies.
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e A new water consumer protection authority — this option would involve the passage of

legislation to establish a new water sector specific economic regulator as an Independent

Crown Entity under the Crown Entities Act. In creating a new consumer protection

regulator that has similar functions to the Commerce Commission, there is an unavoidable

risk that some of the Commission’s expertise that is currently working on consumer issues

across other sectors would exit to the new water consumer protection regulator. This risk

could also apply to Taumata Arowai.

e  Establishing a new water economic regulator would also likely take an additional 18

months to two years depending on how quickly funding could be made available. On the

other hand, a consumer protection regulator dedicated to the water sector may develop

deeper sector specific expertise over time.

205. Table 9 evaluates the three options against the assessment criteria.

Table 9 — assessment of regulatory institutional arrangement options

OPTION A - TAUMATA
AROWAI

OPTION B —
COMMERCE
COMMISSION

OPTION C - NEW WATER
CONSUMER PROTECTION
AUTHORITY

ABLE TO OPERATE
AT ARMS-LENGTH
FROM
GOVERNMENT IN
MAKING
ECONOMIC
REGULATION
DETERMINATIONS

RELEVANT
EXPERTISE AND
CREDIBILITY
IMPLEMENTING
CONSUMER
PROTECTION
REGULATION

APPROPRIATE
EXPERTISE IN THE
THREE WATERS
SECTOR

X

Taumata Arowai is a
Crown Agent that must
give effect to Government
policy when directed by
the responsible Minister.

X

Does not currently have
expertise in consumer
protection regulation, and
the required skill sets are
significantly different from
current public health and
environmental regulation
focus.

v

Currently in establishment
phase, but has started to
build its expertise.

vvv

In line with international
best practice, the
Commerce Commission
is an independent
Crown entity.

Vv v

Deep expertise in
implementing both
economy wide (e.g. FTA)
and sector specific (e.g.
Telecommunications
Act) consumer
protection regulation.

X

Limited water expertise
currently.

Vv v

In line with international
best practice, any new
water economic regulator
would likely be established
as an independent Crown
entity.

X

New entity would be
starting from scratch.

X

New entity that would need
to develop expertise.
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IMPROVEMENTS
TO THREE WATERS
REGULATORY
SYSTEM CAN BE
DELIVERED IN A
TIMELY FASHION

DELIVERS VALUE

v

Entity has been
established and is
developing its expertise,
but would take time to
build significantly different
consumer protection skill
sets.

vv

vv

Entity able to leverage
existing expertise from
day one, but would need
to build water sector
expertise over time.

vv

X

Substantial set-up work
required to establish and
fund new entity. Developing
consumer protection and
water sector expertise
simultaneously likely to take
time.

X

FOR MONEY
Builds off an existing Builds off an existing Requires establishment of a
agency with a clear focus agency with significant new agency with
on the water sector, but economic regulation accompanying overhead
entity would need to build | expertise water sector, costs. Would need to build
consumer protection but entity would need to = both water and consumer
expertise. build its water sector protection expertise.
expertise.
Key: v'v'v' = High degree of alignment; v'v' = Moderate degree of alignment; v =Low

degree of alighment;

x = No alignment.

206.

In line with the above analysis, our preliminary view is that the Commerce Commission is the

most appropriate body to be the consumer protection regulator for the three waters sector.
We note that there are options to provide a dedicated water sector focus within the
overarching structure provided by the Commerce Commission. For example, it would be
possible to create a ‘Water Commissioner’ that could operate in a similar way to the
Telecommunications Commissioner.

30

Do you agree with our preliminary view that the Commerce Commission is the most suitable

body to be the consumer protection regulator for the three waters sector?
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10 How should consumers be given a strong voice?

How should consumers be given a strong consumer voice?

207. In New Zealand, there is a generally-accepted view that residential and small businesses tend
to struggle to engage with, and influence decisions affecting them, in utilities sectors. Other
sectors and jurisdictions face similar challenges with low levels of engagement and under-
representation in regulatory processes because of barriers to participation.”* Consumers often
struggle to have their voices heard in certain markets largely because:”

e some of the issues that affect consumer welfare are highly technical and difficult for
consumers to understand and express clear views on

e consumers tend to lack the considerable time and resources needed to get involved in
decision-making processes

e cultural differences and language barriers stand in the way of some consumers engaging
and exerting influence.

208. Recognising these barriers, the Government has agreed that mechanisms to give consumers
and communities a voice should be incorporated throughout the design of the Water Services
Entities and the broader system to ensure that the system is responsive and accountable to
consumers and communities.

What are the obligations on Water Services Entities to provide consumers with a voice?

209. The Water Services Entities Bill will impose three statutory obligations on Water Services
Entities to take into account the consumer and community voice:

e  Representation on the Governors Representative Group: the Governors Representative
Group, comprised of mana whenua and local authority representatives, will be
responsible for issuing a statement of strategic and performance expectations to the
water services entity. Through this tool, representatives will be able to convey local and
regional priorities and interests, which must guide the entity’s behaviour and direction.

74 MBIE. (2020). Regulatory impact analysis for the Electricity Industry Amendment Bill.
www.mbie.qovt.nz/assets/annex-one-requlatory-impact-analysis-for-the-electricity-industry-amendment-

bill-future.pdf

75 Electricity Price Review (2019). Final Report www.mbie.govt.nz/assets/electricity-price-review-final-

report.pdf.

76


https://www.mbie.govt.nz/assets/annex-one-regulatory-impact-analysis-for-the-electricity-industry-amendment-bill-future.pdf
https://www.mbie.govt.nz/assets/annex-one-regulatory-impact-analysis-for-the-electricity-industry-amendment-bill-future.pdf
https://www.mbie.govt.nz/assets/electricity-price-review-final-report.pdf
https://www.mbie.govt.nz/assets/electricity-price-review-final-report.pdf

e  Establishment of a consumer forum: entities will be required to establish a consumer
forum, to allow for “grassroots” community and consumer engagement on the strategic
direction of entities and prioritisation of investments.”®

e  Engagement, publishing and reporting requirements: entities will be required to engage
with consumers and the wider community, on the development of key strategic
documents such as the Statement of Intent, Asset Management Plan, and Funding and
Pricing Plan. To ensure transparency and accountability, this will be complemented by
requirements to publish the final documents and report on how the entity has
incorporated the consumer and community feedback.

Should the economic regulator be required to appropriately incentivise high quality consumer
engagement?

210. An option to strengthen the consumer voice in the three waters system would be to provide
the economic regulator with a positive legislative obligation to incentivise high quality
consumer engagement. While the exact incentives are best left to the regulator, this could
include a mix of financial incentives and non-financial incentives (e.g. fast track investment
approvals). These incentives would only be able to be accessed if the economic regulator
believes the supplier has undertaken high quality consumer engagement and adequately
incorporated consumer feedback into the supplier’s strategic priorities. Internationally, there
is emerging evidence that these kinds of incentives result in improved supplier performance
and increased levels of consumer satisfaction.

What are your views on whether the regulator should be required to incentivise high-
quality consumer engagement?

Is there a need for an expert body to advocate on behalf of consumers?

211. Another option to strengthen the consumer voice in the water sector is to establish an expert
body to advocate on behalf of consumers. Such bodies are common in overseas jurisdictions
and have demonstrated significant gains for consumers through their ability to engage with
regulators and Water Services Entities on technical issues. This could include issues that tend
to be beyond the ability of the average consumer to engage on, such as weighted average cost
of capital, or the different technical solutions for treating wastewater.

212. Expert bodies that engage in in-depth research activities to inform their technical advocacy
tend to: (i) enhance the strength and credibility of consumer voices, and (ii) expand the range
of issues on which consumer voices are heard.

76 This mechanism has been modelled on the Scotland Consumer Forum for Water, whose principal function is
to play a formal role in the periodic reviews of water charges. It is funded by way of a cooperation agreement
between Scottish Water, the Water Industry Commission of Scotland (WICS), and Consumer Focus Scotland.
This recognises the trade-off between the role of WICS in establishing the ‘lowest reasonable overall cost’ and
what might be considered appropriate from a customer perspective.
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213. There are two broad options for the establishment of the expert advocacy body:

e Bespoke water advocacy body: Creating a bespoke advocacy group would allow the body
to build up specialised expertise and develop a reputation as an expert advocate in the
water sector. While this may foster greater confidence among consumers and small
businesses in its ability to represent and promote their water related interests, the
downside is that establishing a new body is likely to take a considerable period of time
and require additional funding. Such a body may also struggle to attract staff as it would
be fulfilling a very similar role to the Consumer Advocacy Council (CAC) established in
2020 for the energy sector.

e Extend mandate of an existing advocacy body: When the CAC was created, provision was
made for it to broaden its remit over time to other sectors. Water was identified as one of
the sectors that would have direct synergies with electricity given both sectors will involve
economically regulated utilities. Advantages of extending the jurisdiction of the electricity
CAC to cover water include:

— it has greater potential to be recognised and supported by consumers and small
businesses as protecting their interests

— the ability to leverage and learn from changes in the regulation of other utilities
markets over time

— itis cost-effective, and it avoids two separate bodies competing for expert staff and
advocates.

214. While the CACis still in its establishment phase, our preliminary view is that expert advocacy in
the water sector would best be achieved via an extension of the jurisdiction of the CAC.

What are your views on whether there is a need to create an expert advocacy body that
can advocate technical issues on behalf of consumers?

What are your views on whether the expert body should be established via an extension to
the scope of the Consumer Advisory Council’s jurisdiction?
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11

How should consumer disputes be resolved?

Why is dispute resolution important?

215.

Consumer dispute resolution schemes are seen as an essential component of consumer
protection regimes as they provide consumers with an avenue for resolving complaints or
disputes when they cannot resolve them directly with their service provider, and when
instigating court action is not financially viable. Research commissioned by the Australia and
New Zealand Energy and Water Ombudsman Network on the dispute resolution needs of
energy and water markets consumers found that significant benefits can accrue to the
consumers and suppliers in monopoly water markets who are able to access an independent
and impartial source of redress through external dispute resolution in the event of a dispute.””

What existing dispute resolution avenues apply to the three waters sector?

216.

At present, most water consumers in New Zealand have limited recourse to dispute resolution
with water providers. This is because a majority of water consumers receive their three waters
services on a statutory basis from local authorities, rather than on a contractual basis. While
consumers have some ability to raise service provision concerns with democratically elected
councillors, and also with the Ombudsman who is able to deal with complaints about Local
government agencies, both these options have a limited time/resource to deal with consumer
complaints about the delivery water services.

Taumata Arowai

217.

218.

The Water Services Bill creates a backstop consumer complaints framework designed to
ensure that consumer concerns about drinking water are properly investigated by suppliers.
Drinking water suppliers are obligated to establish and maintain a consumer complaints
process, and report annually to Taumata Arowai on that process.

Under that framework, if a consumer is not satisfied with the way a supplier has handled their
complaint, they can escalate the complaint to Taumata Arowai. Taumata Arowai is then able to
review and investigate a complaint, and decide to take any action it considers necessary. It is
also responsible for monitoring and enforcing compliance with the complaints process, and is
equipped with powers where suppliers fail to comply.

77 University of Sydney. (2019). What will energy consumers expect of an energy and water ombudsman
scheme in 2020, 2025, 2030? www.ewon.com.au/content/Document/Publications%20and%20submissions/E
WON%20reports/ANZEWON-report-Dec-2019.pdf
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219. This backstop complaints framework puts the onus on suppliers to establish a complaints
process while allowing details of the complaints regime to be established through regulations.
These regulations have yet to be developed so there is currently little detail on what the key
elements of an effective process are, or what powers Taumata Arowai would look to use if a
complaint is not resolved to a consumer’s satisfaction. We note that Taumata Arowai has
broad powers — for example the ability to issue directions, make compliance orders, require
changes to a drinking water safety plan — although these powers are mostly focussed on public
health rather than customer satisfaction or the resolution of consumer disputes. The
complaints framework is also focussed on drinking water suppliers which raises obvious
guestions about what happens in relation to consumer disputes about wastewater or
stormwater services.

Utilities Disputes Ltd

220. Utilities Disputes Ltd is a free, independent and impartial service that is empowered to resolve
complaints about electricity, gas, water, and broadband installation on shared property. It is
only able to investigate complaints about water service providers that are members of the
Utilities Disputes Scheme. Membership of Utilities Disputes is currently voluntary, and at
present, only two providers have signed up to its Water Complaints Scheme (Milford Sound
Infrastructure and Wellington Water). There is also a monetary limit of $15,000 on the value of
complaints.

221. The decisions of the Water Complaints Scheme are effectively binding on the water service
provider, if accepted by the complainant. If a decision is not accepted by the complainant and
supplier, the parties to the dispute are able to pursue remedies through other fora such as the
Disputes Tribunal. The Water Complaints Scheme is able to award costs of up to $2000 to
compensate a complainant for the expenses associated with making a complaint, or for
inconvenience suffered because of a provider’s failure to comply with a relevant code of
conduct.

222. The Utilities Dispute Scheme’s costs of operation and provision of services and related
activities are met by the providers, who must pay membership fees and charges.

Commerce Commission

223. The Commerce Commission enforces consumer laws that protect consumers who purchase
goods or services in New Zealand as outlined earlier in this document. Relevant to the water
sector is its ability to hear complaints about fair trading issues. Consumers are able to make a
complaint directly to the Commission. However, due to the volume of complaints it receives, it
is not able to address all of them.

224. The Commission undertakes a prioritisation process to focus its resources on addressing the
issues that cause the most harm or have the potential to cause the most harm to consumers.
Furthermore, while the Commission can sometimes obtain remedies for consumers, the
Commission’s primary consumer protection focus is on addressing systemic conduct, rather
than resolving individual disputes.
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Disputes Tribunal and Courts

225.

226.

Depending on the value of the claim, consumers have recourse to the Disputes Tribunal or the
Courts to settle disputes. These mechanisms can be a relatively costly and lengthy way to
resolve disputes than the fora discussed above.

The Disputes Tribunal is a less formal, quicker and cheaper way to settle disputes than a court,
but there is evidence that consumers find the process confusing and adversarial which means
that only a small proportion of consumers use it. It has jurisdiction to settle small claims up to
$30,000. Decisions of the Tribunal are legally binding. For claims that exceed $30,000,
customers have recourse to the District or High Courts.

Our preliminary view is that a dedicated three waters consumer dispute resolution scheme is required

227.

34

Based on the combined limitations of all the above mechanisms, our preliminary view is that a
dedicated consumer dispute resolution scheme for the three waters sector is required. This
could be operated by Utilities Disputes Ltd or another disputes resolution provider such as
Fairway Resolution Ltd.

What are your views on whether there is a need for a dedicated three waters consumer
disputes resolution scheme?

What kinds of disputes should be subject to a consumer dispute resolution scheme?

228.

At a basic level, the disputes subject to a resolution scheme should be those between
customers and water service providers. This could include:

e complaints as to the provision or supply of water services to a customer, as required
under an industry code, consumer contract, or legislation”

e charging, payment, and billing disputes
e complaints about the administration of payment and/or services for particular customers
e complaints about restrictions placed on water supply due to non-payment

e complaints referred by the economic regulator, the consumer protection regulator or
Taumata Arowai about the conduct of a water service provider

e  access to and use of land on which there are water assets/equipment

e  actions of staff or contractors.

78 Noting that some aspects of legislation and regulation (eg a breach of minimum service level requirements)
would be enforced by the consumer protection regulator.
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229. Disputes that would fall outside the remit of a dispute resolution scheme could include those
that are better dealt with through judicial processes — such as high value disputes — or disputes
which are subject to other channels of resolution (e.g. price-quality paths administered by the
economic regulator, or drinking water quality issues that are administered by Taumata
Arowai).

What are your views on whether these kinds of disputes should be subject to a dispute
35 resolution schemes? Are there any other kinds of issues that a consumer dispute resolution
provider should be able to adjudicate on?

What types of consumer dispute resolution schemes are most suited to the three waters sector?
230. Consumer dispute resolution schemes can be voluntary/industry initiated, or mandated:

e  Voluntary/industry initiated: Industry-initiated or voluntary schemes (for example, the
Telecommunications Dispute Resolution scheme or the Water Complaints Scheme already
operated by Utilities Disputes) can generally be established more quickly and involve
lower set-up costs than statutory schemes. However, there is evidence that consumers
who come under the jurisdiction of non-mandatory schemes can struggle to get suppliers
to engage in dispute resolution processes, thereby leaving consumers without adequate
dispute resolution mechanisms.”#® Arguably, voluntary schemes have lower incentives to
improve consumer outcome over time, and can be perceived by some consumers as
lacking independence.?!

e  Mandatory: Requiring suppliers to belong to a scheme removes the issue of some
consumers not having access to appropriate dispute resolution mechanisms.2? However,
they tend to take longer and be more extensive to establish. They can be established as
new statutory scheme (e.g. via a new ‘water ombudsman’),®® or expand the mandate of
an existing schemes such as Utilities Disputes Ltd or Fairway Resolution Ltd by requiring
regulated suppliers to be a member of a suitable dispute resolution scheme approved by
the Minister. Internationally, there is some evidence of consumer benefits from having a
single point of contact for similar types of disputes across utility sectors.®*

73 University of Sydney (2019). What will energy consumers expect of an energy and water ombudsman scheme
in 2020, 2025, 20307

80 The telecommunications market did not previously legally require service providers to become members of
the industry dispute resolution scheme (the Telecommunications Disputes Resolution Scheme). This was found
to result in some consumers lacking meaningful recourse, because many of the main service providers had
opted not to join the industry scheme. See: MBIE. (2017). Regulatory Impact Statement, Telecommunications
Act review: consumer matters. www.mbie.govt.nz/assets/512ad8c91a/telco-review-ris-consumer-
matters.pdf

81 Regulatory Impact Statement, Telecommunications Act review: consumer matters.

82 Assuming that scheme coverage includes all relevant water suppliers.

8 We note that s 28A of the Ombudsman Act 1975 restricts the use of the term ‘ombudsman’, and is likely to
prevent the use of the term for a new dispute resolution scheme.

84 Philip Hampton. (2005) Reducing administrative burdens: effective inspection and enforcement. HM
Treasury. www.regulation.org.uk/library/2005_hampton_report.pdf
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231. Our preliminary preferred option is for mandatory provision of consumer dispute resolution
services, but we welcome views on whether this should be achieved through a new scheme or
by expanding the mandate of an existing scheme.

What are your views on whether a mandatory statutory consumer disputes resolution
scheme should be established for the water sector?

Do you consider that a new mandatory statutory consumer disputes resolution scheme
should be achieved via a new scheme or expanding the jurisdiction of an existing scheme or
schemes?

Who should be required to have a consumer dispute resolution scheme?

232. As with minimum service level requirements, there is a key regulatory design question as to
whether a consumer dispute resolution should be mandated for all suppliers that provide
water services to downstream consumers, or just Water Services Entities. As per the previous
discussion, a mandatory consumer dispute resolution service applying to all suppliers would
promote consistent and equitable improvement in the welfare of all New Zealand water
consumers.

233. However, there are legitimate questions about the potential administrative and compliance
costs that membership would impose on small community and private schemes. One option to
address this concern would be to put in place a statutory threshold. For example, the
requirement for a consumer dispute resolution scheme could apply to private and community
schemes that supply more than 500 customers.

Should there be periodic reviews of the consumer disputes resolution scheme?

234. An option is to bed-in a requirement for regular review of the current coverage and capability
of a specialised dispute resolution scheme operating in the water sector. This would ensure it
remains fit for purpose and able to meet changes in technology and consumer needs. For
example, the Commerce Commission must periodically review telecommunications industry
dispute resolution schemes every three years and provide a report to scheme providers on
recommendations for improvement, and when its recommendations should be
implemented.®

Should there be incentives for suppliers to improve complaints resolution over time?

235. There could be a role for the consumer dispute resolution scheme to incentivise suppliers to
make improvements to their complaints resolution practices. For example, charging suppliers
fixed or variable charges to investigate a consumer complaint could provide suppliers with a
reasonably strong incentive to resolve disputes directly with a consumer where possible.

85 Section 246 of the Telecommunications Act 2001.
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236. Australia publishes the benchmarks for industry-based customer dispute resolution, which is
seen as a critical practice to ensure water suppliers’ relative accountability, efficiency, and
effectiveness in complaints handling and resolution.8

Do you consider that the consumer disputes resolution schemes should apply to all water
suppliers, water suppliers with 500 or more customers, or just Water Services Entities?

Do you think the consumer dispute resolution scheme should incentivise water suppliers to
resolve complaints directly with consumers?

Should there be special considerations for traditionally under-served or vulnerable
communities?

237. Dispute resolution schemes for other utilities industries tend to be accessed by consumers
who are more aware of their rights, and have the time and ability to represent their interests.
Under-served or vulnerable communities are generally under-represented in statistics of those
accessing dispute resolution schemes despite consumer issues often being skewed towards
low income households, those with limited comprehension of English language, poor literacy
or numeracy skills, disability or chronic illness, and the elderly.®” Maori and Pasifika
communities are also over-represented in these vulnerable populations in New Zealand.

238. Traditionally under-served communities often face special difficulties accessing dispute
resolution schemes, as vulnerable consumers can be less able or likely to assert their rights and
seek individual redress.®® This suggests there is a need for special consideration to be given to
ensuring accessibility of a scheme for these communities, such as:®

e  targeted awareness raising

e the provision of information in multiple languages

e availability of translation and relay services

e user friendly publications

e the ability to contact the service and lodge a complaint by multiple means
e acceptance of support people to assist complainants

e special training of staff to identify and respond to vulnerabilities.

8 Electricity and Water Ombudsman of Victoria. (2019). Independent review — Final report.
www.ewov.com.au/uploads/main/2019-Independent-review-final-report.pdf

87 Commerce Commission. (2015). Consumer Issues 2015.

https://comcom.qgovt.nz/ _data/assets/pdf file/0032/89096/Consumer-issues-report-2015.pdf
8 Commerce Commission. Consumer Issues 2015.

8 Sapere Research Group. (2015). Understanding the value of the Electricity and Gas Complaints
Commissioner. https://srgexpert.com/publications/our-people-publicat-549/
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239.

It will be important that both suppliers and the dispute resolution provider ensures that
underserved and vulnerable communities are able to participate in processes that affect them
including dispute resolution processes.

Do you consider that there should be special considerations for traditionally under-served
or vulnerable communities? If so, how do you think these should be given effect?
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12 How should the consumer protection regime be funded?

How much will the consumer protection regime cost to administer?

240. Based on the preliminary policy positions outlined in the preceding chapters, there are likely to
be two major cost components to implementing consumer protection regulation:

241. Minimum service level requirements — this would cover development and maintenance of the
code together with the work required to undertake compliance monitoring and enforcement
work. This work is likely to cost around $2m in the first year and $1.5m to $2m in subsequent
years — although this will depend on the final scope of the regime and the number of entities
subject to the code. An ongoing cost of $2m equates to an average monthly household cost of
9 cents.%

242. Operation of consumer dispute resolution scheme(s) — the costs of developing a new scheme,
or requiring regulated suppliers to be a member of an approved scheme are likely to be met by
regulated suppliers. Comparable schemes in other sectors cost around $2m to $3m annually to
operate. An ongoing cost of $3m equates to an average monthly household cost of 13 cents.*

Should these costs be Crown or levy funded?

243. In general, fees or levies are considered to be an appropriate funding tool where it is possible
to:

e identify specific individuals or groups that directly benefit from a given Government
activity or service

o efficiently charge or levy individuals or groups that benefit from a given Government

activity or service.9%%3

244, The main difference between a fee and a levy is that it is generally compulsory to pay a levy,
and it is usually charged to a specific group (rather than relating to specific services provided to
an individual).®*

% Based on Statistics NZ March 2021 estimate of households.
https://www.stats.qgovt.nz/information-releases/dwelling-and-household-estimates-march-2021-quarter.
91 Based on Statistics NZ March 2021 estimate of households.

92 The Treasury. (2017). Guidelines for Setting Charges in the Public Sector.
https://www.treasury.qovt.nz/sites/default/files/2017-04/settingcharges-aprl7.pdf

% Office of the Auditor General. (2008). Charging fees for public sector goods and services.
https://oag.parliament.nz/2008/charging-fees/docs/charging-fees.pdf

9 Legislation Design and Advisory Committee. (2018). Legislation Guidelines.
http://www.ldac.org.nz/quidelines/legislation-quidelines-2018-edition/issues-particularly-relevant-to-
empowering-secondary-legislation/chapter-17/
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245, Fees and levies are therefore often suited to situations where there are significant ‘private’
benefits to individuals or groups rather than society at large (i.e. ‘public benefits’). If there are
significant public benefits, then funding from general taxation is likely to be a more
appropriate funding tool. If there is a mix of public and private benefits, then a mix of
fees/levies and funding from general taxation is likely to be appropriate, weighted according to
the balance of private and public benefits.

246. As their name suggests, consumer protection mechanisms are specifically designed to directly
benefit the long-term interests of consumers. The costs of implementing consumer protection
mechanisms are typically levied on the supplier of regulated services. These costs are then
‘passed through’ to consumers in the prices they pay for regulated services.

247. The ability to identify and cost effectively charge the ultimate beneficiaries of the consumer
protection regime suggests that the costs of the regime should be met from charges on
consumers. Because the costs of the regime will be levied on regulated suppliers as a proxy for
the diverse range of consumers that ultimately benefit, a levy is likely to be more appropriate
than a fee.

What are your views on whether the costs of implementing a consumer protection regime for

41 . i .
the three waters sector should be funded via levies on regulated suppliers?

If the consumer protection regulator’s costs are to be levy funded, how should this work?
248. Arange of different approaches can be used to levy regulated suppliers. The key questions are:
e  What is the process used to set the levy (including consultation requirements)?
e  Who sets the final amount of the levy?
e  Who collects the levy?

249. Our preliminary view is that there are two broad levy design options that should be
considered: (i) a regulator led levy regime similar to that used by the Electricity Authority
under the Electricity Industry Act 2010;°® and (ii) a minister levy regime similar to that
administered by MBIE under Part 4 of the Commerce Act.*®

250. We note that if the Government were to pass legislation that enabled the consumer protection
regime to be levy funded, it is likely that a separate consultation process would be required to
determine the quantum of levy funding provided.

% See, in particular, s 128 of the Electricity Industry Act 2010.
% See, in particular, s s53ZE of the Commerce Act 1986.
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Table 10 — consumer protection levy regime options

OPTION A — REGULATOR LED LEVY
REGIME

OPTION B — MINISTER LED LEVY
REGIME

WHAT IS THE
PROCESS USED
TO SET THE
LEVY?

WHO SETS THE
FINAL AMOUNT
OF THE LEVY?

WHO COLLECTS
THE LEVY?

Regulator publicly consults on their work
programme and required funding.

The Minister sets the total amount of levy
funding by determining the regulator’s
appropriation(s) in the Main Estimates of
Appropriations for the levy year.” The levy
rates applying to industry participants are
calculated in accordance with the allocation

mechanism specified in the levy regulations,

and are gazetted.

Regulator.

Ministry consults on funding required (on
behalf of the Minister) in close
consultation with the regulator.

The Minister sets the total amount levy
funding by determining the regulator’s
appropriation(s) in the Main Estimates of
Appropriations for the levy year.®® The
levy rates applying to industry participants
are calculated in accordance with the
allocation mechanism specified in the levy
regulations. Levy payers are notified of
their levy liability.

Ministry, on behalf of the Minister.

251. There are pros and cons to both these types of levy regimes. Requiring the regulator to consult

on their work programme and funding needs can promote efficiency in the regulator’s

activities and provides a useful accountability mechanism to consumers, regulated suppliers

and other stakeholders. On the other hand, there can be a perception of a conflict of interest

by the regulator consulting regulated parties on its funding requirements, even if the final

decision rests with the Minister.

In contrast, a Ministerial led regime creates a degree of separation between the regulator and

regulated parties. However, the inherent accountabilities of a regulator led regime are lost and

there is potential for regulator funding requirements to be subject to a higher degree of

political decisio

Do you thin

n making.

k that the levy regime should:

A) Require the regulator to consult on and collect levy funding within the total amount
determined by the Minister?

42
OR

B) Require the Ministry to consult on the levy (on behalf of the Minister) and collect levy
funding within the total amount determined by the Minister?

Are there any other levy design features that should be considered?

% The Minister may elect to refer to the decision to Cabinet if the Minister considers the decision meets the
thresholds set out in the Cabinet Manual.
% The Minister may elect to refer to the decision to Cabinet if the Minister considers the decision meets the
thresholds set out in the Cabinet Manual.
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Part D — Implementation and Regulatory Stewardship

13

How should economic and consumer protection regulation interface with other

aspects of three waters regulation and governance?

253.

In line with other countries, New Zealand’s Three Waters Reform programme will result in a

number of service delivery, regulatory, and policy agencies that each have an important part to

play in delivery better outcomes for New Zealanders:

Table 11 — Agencies or entities with policy, regulatory, or implementation/service delivery

responsibilities

AGENCIES WITH POLICY OR
STEWARDSHIP
RESPONSIBILITIES

AGENCIES WITH
REGULATORY
RESPONSIBILILITIES

ENTITIES WITH
IMPLEMENTATION OR
SERVICE DELIVERY
RESPONSIBILITIES

e  Ministry of Health (public
health regulation)

e  Ministry for the Environment
(environmental regulation)

e  Ministry of Business,
Innovation and Employment
(economic and consumer
protection regulation)

e Department of Internal
Affairs (lead agency for
Water Services Bill and
Water Services Entities Bill)

Taumata Arowai
Regional councils
Economic regulator
Consumer protection
regulator

Consumer dispute
resolution schemes

National Transition Unit
Four Water Services Entities
Community/private schemes
Self-suppliers

254. Given the range of agencies and entities that have a role in the three water system, effective

255.

implementation and system stewardship arrangements will therefore be integral to the long-

term success of the reforms.

The Government has already made decisions on a comprehensive package of governance and

accountability arrangements that will apply to the four new Water Services Entities, including

transitional arrangements. Officials will also report back to the Three Waters Ministers on the

longer term stewardship arrangements in September 2024 once the core system components

have been established. This chapter therefore focusses on how the economic and consumer

protection regulator(s) will coordinate with other players in the three waters regulatory

system.
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How should the economic and consumer protection regulator(s) coordinate their work with

Taumata Arowai and other regulatory bodies?

256.

257.

258.

44

Coordination across drinking water, environmental, economic, and consumer protection
regulation will be essential for the delivery of high quality outcomes. For example, both
Taumata Arowai, the economic regulator, and the consumer protection regulator will have
responsibility for different aspects of the quality of water services received by consumers.

In this context, effective system governance will require:
e  clear outcomes: system outcomes need to be comprehensive and clear to system players
e role clarity: system players need to understand their respective roles

e  strateqy and delivery: the arrangements to deliver the system outcomes need to be clear

and effective

e  performance and risk management: system performance needs to be effectively
monitored so any underperformance is able to be identified and addressed quickly.

There are a range of approaches that can be taken to ensure that system governance is
effective. Often these include the development of a ‘regulatory charter’ that sets out the
system objectives, roles of key players, and how the system objectives will be delivered and
monitored. Strategy, delivery, and performance/risk management functions are often
advanced by a ‘council of regulators’ or similar coordination arrangements that involve key
policy and regulatory bodies meeting regularly to share information about system
performance and discuss system issues that require coordination across agencies.

Do you consider that regulatory charters and a council of water regulators arrangements will
provide effective system governance? Are there other initiatives or arrangements that you
consider are required?

What other aspects of three waters regulation and governance will economic and consumer

protection regulation need to interface with?

How should the economic and consumer protection regulator(s) interface with and contribute to

Government’s expectations for the three waters sector?

259.

The Government is proposing that the forthcoming Water Services Entities Bill will include
provision for a Government Policy Statement (GPS). The proposed GPS would provide high-
level strategic direction to the new Water Services Entities to inform and guide the entities’
decisions and actions in fulfilling their statutory purpose and objectives , i.e. it would not be
pitched at an operational level, or seek to provide direction on specific projects. Water
Services Entities would be required to give effect to the GPS.
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260. Development of the GPS would be undertaken by the Government in close consultation with
regulators, iwi/Maori, local government, and Water Services Entities. In particular, it is
expected that the Government would seek advice from:

e the economic regulator on the potential cost, quality and efficiency implications for
consumers arising from the outcomes specified in the GPS

e the consumer protection regulator on any implications for service quality and longer term
consumer welfare arising from the GPS.

261. While the statutory independence of the economic and consumer protection regulator(s)
would mean that they would not have to ‘give effect’ to the GPS, there may be benefit in the
Government having the ability to transmit the GPS to the economic and consumer protection
regulator(s) so that they can have regard to it in fulfilling their statutory functions. For
example, section 26 of the Commerce Act provides that the Commerce Commission shall have
regard to the policies of the Government transmitted from time to time by the responsible
Minister. However, any such transmission of Government policies is: (i) required to be
Gazetted and tabled in the House of Representatives as soon as practicable after it is
transmitted; and (ii) not a direction for the purposes of the Crown Entities Act.

Do you consider it is useful and appropriate for the Government to be able to transmit its

45 . . .
policies to the economic and consumer protection regulator(s) for them to have regard to?

Should the economic and consumer protection regulator(s) be able to share information with other
regulatory agencies?

262. Allowing agencies with regulatory responsibilities in the three waters system to efficiently and
effectively share information is one of the simplest and most effective ways of promoting
system cohesion and advancing system objectives. There are also significant benefits for
regulated suppliers, as allowing regulators to share information can avoid multiple regulators
collecting the same information from suppliers. For example, allowing the economic regulator
to share the information collected from its information disclosure regime about suppliers’
asset management practice with Taumata Arowai would remove, or significantly reduce, the
need for Taumata Arowai to collect the same information for its statutory purposes.®

263. In our view, allowing the economic and consumer protection regulator(s) to share information
with other regulatory agencies is a core part of a modern and cohesive regulatory system.

What are your views on whether the economic and consumer protection regulator should be
able to share information with other regulatory agencies? Are there any restrictions that
should apply to the type of information that could be shared, or the agencies that
information could be shared with?

46

% We note that s 194 of the Water Services Bill would allow Taumata Arowai to share information with other
regulatory agencies.
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14 Recap of questions

What are your views on whether there is a case for the economic regulation of three waters
infrastructure in New Zealand?

What are your views on whether the stormwater networks that are currently operated by
local authorities should be economically regulated, alongside drinking water and
wastewater?

What are your views on whether the four statutory Water Services Entities should be
economically regulated?

What are your views on whether economic regulation should apply to community schemes,
private schemes, or self-suppliers? Please explain the reasons for your views.

What are your views on whether the Water Services Entities should be subject to information
disclosure regulation?

What are your views on whether Water Services Entities should be subject to price-quality
regulation in addition to information disclosure regulation?

What are your views on the appropriateness of applying individual price-quality regulation to
the Water Services Entities?

A) Do you consider that the economic regulation regime should be implemented gradually
from 2024 to 2027, or do you consider that a transitional price-quality path is also
required?

B) If you consider a transitional price-quality path is required, do you consider that this
should be developed and implemented by an independent economic regulator, or by
Government and implemented through a Government Policy Statement?

A) What are your views on whether the Minister of Commerce and Consumer Affairs should
be able to reduce or extend the application of regulation on advice from the economic
regulator?

B) What factors do you consider the economic regulator should include in their advice to the
Minister?
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12

13

14

A)

B)

Q)

D)

What are your views on whether the purpose statement for any economic regulation
regime for the water sector should reflect existing purpose statements in the
Telecommunications Act and Part 4 of the Commerce Act given their established
jurisprudence and stakeholder understanding?

What are your views on whether the sub-purpose of limiting suppliers’ ability to extract
excessive profits should be modified or removed given that Water Services Entities will
not have a profit motive or have the ability to pay dividends?

Are there any other considerations you believe should be included in the purpose
statement, or as secondary statutory objectives?

What are your views on how Treaty of Waitangi principles, as well as the rights and
interests of iwi/Maori, should be factored into the design of an economic regulatory
regime for the three waters sector?

What are your views on whether a sector specific economic regulation regime is more
appropriate for the New Zealand three waters sector than the generic economic regulation
regime provided in Part 4 of the Commerce Act?

What are your views on whether the length of the regulatory period should be 5 years, unless
the regulator considers that a different period would better meet the purposes of the
legislation?

A)

B)

Q)

A)

B)

Q)

What are your views on whether the economic regulator should be required to develop
and publish input methodologies that set out the key rules underpinning the application
of economic regulation in advance of making determinations that implement economic
regulation?

What are your views on whether the economic regulator should be able to minimise price
shocks to consumers and suppliers?

What are your views on whether the economic regulator should be required to set a
strong efficiency challenge for each regulated supplier? Would a strong ‘active’ styled
efficiency challenge potentially require changes to the proposed statutory purpose
statement?

What do you consider are the relevant policy objectives for the structure of three waters
prices? Do you consider there is a case for parliament to directly control or regulate
particular aspects in the structure of three waters prices?

Who do you consider should have primary responsibility for determining the structure of
three waters prices:

a. The Water Services Entity, following engagement with their governance group,
communities, and consumers?

b. The economic regulator?
c. The Government or Ministers?

If you consider the economic regulator should have a role, what do you think the role of
the economic regulator should be? Should they be empowered to develop pricing
structure methodologies, or should they be obliged to develop pricing structure
methodologies?
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What are your views on whether merits appeals should be available on the regulators
decisions that determine input methodologies and the application of individual price-quality
regulation?

Do you broadly agree that with the compliance and enforcement tools? Are any additional
tools required?

Who do you think is the most suitable body to be the economic regulator for the three waters
sector? Please provide reasons for your view.

What are your views on whether the costs of implementing an economic regulation regime
for the three waters sector should be funded via levies on regulated suppliers?

Do you think that the levy regime should:

A)  Require the regulator to consult on and collect levy funding within the total amount
determined by the Minister? OR

B) Require the Ministry to consult on the levy (on behalf of the Minister) and collect levy
funding within the total amount determined by the Minister?

Are there any other levy design features that should be considered?

A)  What are your views on whether additional consumer protections are warranted for the
three waters sector?

B) What are your views on whether the consumer protection regime should contain a
bespoke purpose statement that reflects the key elements of the regime, rather than
relying on the purpose statements in the Consumer Guarantees Act and Fair Trading
Act? If so, do you agree with the proposed limbs of the purpose statement?

What are your views on whether the consumer protection regulator should be able to issue
minimum service level requirements via a mandated code that has been developed with
significant input from consumers?

What are your views on whether the consumer protection regulator should also be
empowered to issue guidance alongside a code?

What are your views on whether it is preferable to have provisions that regulate water
service quality (not regulated by Taumata Arowai) in a single piece of economic regulation
and consumer protection legislation?

What are your views on whether minimum service level requirements should be able to vary
across different types of consumers?

What are your views on whether the regulatory regime should include a positive obligation to
protect vulnerable consumers, and that minimum service level requirements are flexible
enough to accommodate a wide range of approaches to protecting vulnerable consumers?

What are your views on how Treaty of Waitangi principles, as well as the rights and interests
of iwi/M3aori, should be factored into the design of a consumer protection regime for the

three waters sector?
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A) Do you consider that the consumer protection regime should apply to all water
suppliers, water suppliers above a given number of customers, or just Water Services
Entities? Could this question be left to the regulator?

B) Do you support any other options to manage the regulatory impost on community and
private schemes?

Do you broadly agree that with the compliance and enforcement tools proposed? Are any
additional tools required?

Do you agree with our preliminary view that the Commerce Commission is the most suitable
body to be the consumer protection regulator for the three waters sector?

What are your views on whether the regulator should be required to incentivise high-quality
consumer engagement?

What are your views on whether there is a need to create an expert advocacy body that can
advocate technical issues on behalf of consumers?

What are your views on whether the expert body should be established via an extension to
the scope of the Consumer Advisory Council’s jurisdiction?

What are your views on whether there is a need for a dedicated three waters consumer
disputes resolution scheme?

What are your views on whether these kinds of disputes should be subject to a dispute
resolution schemes? Are there any other kinds of issues that a consumer dispute resolution
provider should be able to adjudicate on?

What are your views on whether a mandatory statutory consumer disputes resolution
scheme should be established for the water sector?

Do you consider that a new mandatory statutory consumer disputes resolution scheme
should be achieved via a new scheme or expanding the jurisdiction of an existing scheme or

schemes?

Do you consider that the consumer disputes resolution schemes should apply to all water
suppliers, water suppliers with 500 or more customers, or just Water Services Entities?

Do you think the consumer dispute resolution scheme should incentivise water suppliers to
resolve complaints directly with consumers?

Do you consider that there should be special considerations for traditionally under-served or
vulnerable communities? If so, how do you think these should be given effect?

What are your views on whether the costs of implementing a consumer protection regime for
the three waters sector should be funded via levies on regulated suppliers?
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Do you think that the levy regime should:

A)  Require the regulator to consult on and collect levy funding within the total amount
determined by the Minister? OR

B) Require the Ministry to consult on the levy (on behalf of the Minister) and collect levy
funding within the total amount determined by the Minister?

Are there any other levy design features that should be considered?

Do you consider that regulatory charters and a council of water requlators arrangements will
provide effective system governance? Are there other initiatives or arrangements that you
consider are required?

Do you consider it is useful and appropriate for the Government to be able to transmit its
policies to the economic and consumer protection regulator(s) for them to have regard to?

What are your views on whether the economic and consumer protection regulator should be
able to share information with other regulatory agencies? Are there any restrictions that
should apply to the type of information that could be shared, or the agencies that
information could be shared with?
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