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Introduction

This thesis consists of a literature review of the complexity of a ‘natural monopoly element’ (in the form of a piped network) in the water industry and takes a closer look at two different economic frameworks used to deal with this element. The first framework is the British framework, in which the water industry is privatized along with an implementation of heavy regulations. The second is the Dutch framework, which is a public system, yet in which a suggested framework of ‘market simulation’ is incorporated in order to achieve certain advantages that can normally only be made in a private system. The 2 systems are set out against each other.

First of all a brief introduction of the history of water industries in Europe is provided in order to understand the beginnings of the frameworks that must be worked within. After this, the different forms of implemented competition or simulated competition necessary in a type of market dominated by a natural monopoly are laid out, followed by results of a research that states the possible gains in efficiency by privatization of the Dutch water industry. These results are followed by case studies of England and the Netherlands showing that both are striving for the same goal only by the use of different frameworks. Consequently, the natural question arises which system would be better in economic terms, so this thesis ends with a relevant set of indicators that would have to be measured and weighted in order to answer the main question: 

--- Would a privatization of the Dutch water industry be economically justified? ---   

Chapter 1: The different roles of water industries in Europe’s privatization trend 

Municipalism

In the early nineteen hundreds many European citizens were separated by religion and political background. Uniting all however was a common belief in the concept of Municipalism. Municipalism was seen as pursuing a shared goal of inhabitants at a small, municipal level by introducing thought-out socioeconomic changes without interfering with the legal system at national level (Dogliani (2002) p. 573). 
This has played an important part in shaping many of the previous roles of water industries in Europe. Many water services were considered to be better handled at a smaller scale and were therefore divided and supervised by the different municipalities in a country. A common known economic advantage of handling a service at municipal level is the more reliable ability to act according to the wants of the people within that specific area as opposed to the higher difficulty in acting upon the wishes of people of an entire country. The concept of municipalism in the recent history of water industries is important to notice since even though the provision of water has always been dependent on the changing political viewpoints at national level, these changes always need to be implemented and operated upon at municipal level.  

Municipalism in the water industry had to count on the solidarity of the inhabitants in question, meaning the more wealthy people were expected to carry the largest burden in terms of finances compared to the lower classes. This translated itself in an everlasting supply of water without taking the expansion or contraction of the demand for water into account. Since local governments were chosen democratically by their inhabitants, they were allowed to have a reasonable extent of political decision making power which soon gathered under the term water-cycle management. The Netherlands already stood out in Europe for attaching noticeably higher importance to water and letting their Water Boards represent not just the provision of water but other categories i.e. the recreation and the natural protection of water as well (Barraqué (1992) p.7-23).

This history of providing an everlasting supply of water with the most wealthy carrying the most financial weight has carried on throughout the century and is still existent in several European countries in this twenty-first century. Nameable in this inability to shift away from conservatism is the Dutch water industry. 

Europeanization

A period in which a shifting away from Municipalism occurred that started in the nineteen seventies is now often referred to as the Europeanization of water industries. Different industries within Europe were influenced by the same trends, two of which stand out in particular. The first trend occurred in the gaining popularity of privatizing the supply and treatment functions of water. 

Privatization is the switch from an economic activity being performed and controlled by national or local government agencies to the economic activity being performed by a private company with the main goal of profit-maximization (Ogden and Watson (1999) p.526). This would encourage the competition between water companies in Europe. The second trend resulted from the Paris Conference held in 1972, which put in motion the first Environmental Action Programme. The European Union decided to impose shared water quality standards upon its members, which were to be monitored by the Member States itself. Since the trend of privatization was developing at the same time, in order to reach these new European water quality standards the need for stricter regulations in these newly privatized systems grew as well, since the standards could be enforced in the manner (Buller (1996) p.461-462).

The Netherlands and England – Differences -

Since this thesis is about discovering the true benefits and costs of privatizing water versus keeping water as a public good, it seems most useful to make a comparison between the countries in Europe that stand out for either one or the other. As partially explained above, the Netherlands is a nameable country in this debate in that it seems particularly conservative in its water policy. 

Moreover, the Netherlands has reached an agreement in 2004 that the shares of water companies must remain in government hands. Also, the possibility of the creation of multi-utilities where the delivery of i.e. gas and water is done by the same company, done in Germany and Belgium at the moment, was made illegal in the Netherlands (van Dijk (2006) p.44). 

So, the Netherlands have managed to go beyond conservatism and took a step back by illegalizing privatization while the European trend was to strive towards privatization.  Standing out with the exact opposite policy in this debate are England and Wales, from now on being referred to as England. England stands out in being particularly progressive in allowing privatization in their water industry and encloses this European trend of economic managing and regulation of its water resources. 

Part of this need towards privatization for England was due to expensive capital investments in order to improve the quality of their system. Instead of raising this investment in terms of taxes, letting a private party do the investment may seem as an attractive alternative. Investors, however, do want to earn back their investment and preferable start making profits which is also a cost to the society. This trade-off still made England decide to privatize, however, including heavy regulations in order to control the rises in prices that can be made. This decision is the perfect example in showing England carries a recent history of very liberal politics. Moreover, in the second and third reigning terms of Margaret Thatcher in England a lot of former publicly owned companies were privatized. 

British politicians all seemed to agree that this was necessary to get rid of the noticeable inefficiencies present in the public sector. Others claim, however, that these actions of privatization were politicized and this was the method used by the government to try to keep the economy in control and to stay in power (Clarke and Pitelis (1993) p.205-209).  

Either way, this gives strength to Buller’s argument stating that the provision of water has always been dependent on a country their political character (Buller (1996) p. 461). 
The Netherlands and England – Similarities -

After understanding where the differences in policies between the Netherlands and England come from, the similarities can be examined in order to qualify our research as reliable. First of all, both countries lie within Europe thereby both countries have gone through the same trends of Europeanization. Both countries are therefore obliged to follow the same water requirements. In addition, while different in size both countries have gone through the same trend of municipalism as well, not to mention different water supply and health acts putting national standards on the provision of the amount and quality of water.

In England, i.e. the 1973 Water Act made a distinctive change, since hereby the supervision of water shifted from the formerly appointed local authorities closer to the resources of water. This resulted in ten Regional Water Authorities (RWAs) being created (Buller (1996) p.467).
In the Netherlands the Water Supply Act of 1957 was an important one which introduced a certain standard of quality for drinking water and impeached this supply to be handled at province level of which there are twelve in the Netherlands. Some provincial governments encouraged incentives for their water companies to merge resulting in most water supply companies having grown to supply all or most of a province (Kuks (2006) p.151). Today in 2009 there are eleven established drinking water companies in the Netherlands, around the same amount as in England (VEWIN, 2006). So, while different in absolute size, England and the Netherlands do have similar characteristics in that the first has ten established authorities concerning water supply and the latter eleven. 

Also, both countries are considered to be well-developed countries within Europe which do not divert too much from each other in terms of culture. 

In conclusion we may assume, to a certain extent, similar effects of policies when exercised on either the population of England or the Netherlands.

In this thesis I investigate the extent of which the privatization of the production and distribution of water in the Netherlands is economically justified. By comparing the costs and benefits of England whom has a thoroughly implemented privatized system and the Netherlands whom has kept water as a public good I should be able to answer this question. An important note to make is that within Europe, France stands out in being far into their privatization process of water as well, however this country their complex system is less easy to compare to. 
 

This kept me from choosing France as a country to measure the effects of a private good versus a public good. 

Important to note, however, is that the privatized market in France is dominated by three companies, namely Suez Lyonnaise des Eaux, Bouygues and Vivendi; together owning around 85% of the French water market (Kuks (2006) p.159). Only a few companies present within a market reduces the amount of competition. This fact will later on be referred to when talking about the constraint in efficiency due to the system being in the hands of an oligarchy or similar form of ‘competition-less’ market.   

     After these facts about the history of water industries within Europe and an explanation of why I used the countries England and the Netherlands in my research, chapter 2 will show possibilities in competition or simulations of competition that can be used within this complex industry. The handling of the natural monopoly element is described just as the technical constraints present. In chapter 3 the possible efficiency gains by privatizing the Dutch water industry, including these constraints, are stated followed by case studies of the Dutch and English water industry (chapter 4). In chapter 5 the two systems are set out against each other in order to answer the question which system would be most economically justified. The conclusion provides an overview of the strengths and political fundaments of the 2 systems and what these frameworks can bring to frameworks in water systems in general, now and in the future. 

Chapter 2: Forms of (simulated) competition possible in the water industry

Natural monopolies

Natural monopolies are mostly wished to remain monopolies because of the ‘economies of scale’ argument. The higher your output is the lower the costs per unit of output are and marginal costs will always remain below marginal benefit (as long as marginal benefit > 0), making it always ‘more optimal’ to produce one more unit of output. This makes it advantageous to keep the network in the hands of one party who will have a larger chance of achieving ‘economies of scale’ by having a larger output and thereby a lower average cost per product than several private parties who would each produce less. Unfortunately monopolies also have the power to charge monopoly prices because their profit-maximizing prices are above those with competition since the demand for the industry is at the same time their price-setting line. These ‘too high’ prices can be lowered by e.g. regulation, or by keeping this natural monopoly in government hands so they can set the prices (naturally at a lower rate than private companies since their goal is to supply the most customers at the lowest price). 
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Source: Wilde (2002)

About this figure: In a public market or heavily regulated private market the efficient output (denoted by Qeff.) would be at the largest output possible so that everyone could receive the good or service at the lowest price. Since in these markets, however, companies need to at least earn back their total costs, consisting of average costs per the unit of output and the ability to earn back their fixed investment, the optimal price and output would be at the point where the ATC (average total cost) line and the demand line cross each other. 

In the case of a private monopoly, however, optimal pricing would be at the point where MR=MC. Lets take MC = 0 and see what results this would bring. As can be seen in the graph, MR = MC at MR = 0, since when MR is positive it is always higher than MC (MC=0). Since in the case of a monopoly the profit-maximizing price is set at the demand line this needs to be deduced from going upwards from the place where MR and MC cross each other until the demand line is reached. At this point we can read the profit-maximizing price (when the monopoly is unregulated) at the left axis. 

The water industry as a natural monopoly

In the case of the water industry, it is the piped network that is the ‘natural monopoly element’ in the market. 

The difference with acquainting competition with the British water industry compared to the previous acquaintings into e.g. the telecommunications or energy markets is that direct product-market competition is not likely to be as successful. Usually when services such as railways and electricity are privatized it is the network itself that remains a natural monopoly, but in the supply of services, by using this network, the element of competition is introduced. At the time of the water privatization in England, however, it was implicitly assumed that every element was a natural monopoly and there would only be small opportunities for competition (Cowan, 1997, p. 83-84). 

Recognizing the difficulty in freeing up competition in the network and supply in his industry, England decided to introduce competition in the water industry through three channels: inset appointments, border-line competition and common carriage.

The channels through which competition was introduced

In order to privatize the British water industry and to introduce adjusted types of competition a specific system had to be developed. This system was introduced by implementing 3 specific channels into the (piped) water market.
Channel 1: inset appointments. Ofwat has established a provision of licenses necessary for the water companies in order to be able to supply customers (within a specifically defined geographical area) with the demanded water. By the use of inset appointments, Ofwat allowed new companies in the industry to supply customers in these defined geographical areas (by providing them with licenses). At this moment the permission for inset appointments are available to new customers who are not connected yet, or major customers who consume more than 100.000 m3 per year (Foellmi and Meister (2004), p. 5). This would, introduce competition by Ofwat distributing as many licenses to as many new competitors as would be found suited in order to increase competition.  
Channel 2: Border line competition. When a consumer lives at the border of a ‘specifically defined area’ he/she has the choice to receive their water supply from their neighboring water company instead of their own (Foellmi and Meister (2004), p.5). This would, in theory, enhance competition between companies since at least a part of a company their customer base is now allowed to leave when being outperformed to the company closest by. 

Channel 3: Common carriage. While before every regional water monopolist owned their own piece of the water network (distribution pipes), these pieces of network are now all gathered together and these former monopolists (incumbents) need to allow each other and new entrants access to their water network. There are indeed incentives to do so, now that customers are allowed (cross border competition) or assigned (inset appointments) new water suppliers (Foellmi and Meister (2004), p. 5). In theory a former monopolist still owning this piece of network can ask the company requesting to go on their network for a price above marginal cost. In practice, however, at this moment only small use of inset appointments and border line competition is made so far, resulting in only small use being made of common carriage so far as well.    

This method is, however, an important example for other countries by bringing insights into the necessary policy additions to those whom are also considering a privatization process in their water industry (Helm and Jenkinson (1997) p.13). After this acknowledgement, England explored what other types of competition were possible for the water market industry in general. England had to decide which types could be used in their privatized market (since some of the following only count for public industries, in the form of an incentive towards efficiency) and how to implement them while still working with the system of three channels mentioned above. These are the 5 forms of competition/incentives for efficiency England recognizes to be possible in a private or public water industry: 

1. Yardstick competition

Yardstick competition is the form in which there are i.e. 10 water firms. If you relate firm 1’s maximum allowed price to the unit costs of firm 2, this gives firm 1 an incentive to lower its cost and thereby become more efficient. One of the problems with yardstick competition is that merging becomes an attractive option for firms when significant efficiency gains can be achieved by doing so. Efficiency gains can be made by increasing ‘economies of scale’ especially since the piped network is a former ‘natural monopoly’ and synergy effects from the collaboration of managers. Merging, however, will decrease the number of firms and will therefore lower the possibility to apply yardstick competition since there will be fewer firms to compare costs to (Cowan, 1997, p. 85). To allow a merger, a trade-off would therefore have to be made between the efficiency effects of an application of yardstick competition and those of a merging. Since a form of yardstick competition is present in England, the Mergers Commission (MMC) and the Director General (DG) of the British office of water services (Ofwat) need to make continuous trade-offs between the advantages of yardstick competition and possible efficiency gains by mergers.     

2. Competition for the market

Competition for the market is a form of competition that can not be introduced in the British water industry since this type of competition can only occur when the sunk assets are owned by the public. This form is consists of the franchising of services. Since this type of competition occurs when the sunk assets are publicly owned, the franchise investor does not have to worry about large investments and the recovery of these investments since the sunk assets are not owned by the investor. Since all sunk assets are publicly owned the competition can only take place at the ‘service level’. Every investor has a similar start-off situation with only a small investment in order to provide these services that needs to be made. This is an incentive to create more private operations in infrastructure (Cowan, 1997, p. 85). 

3. Contracting out of services

This type of competition can be applied in both the private and public markets, by letting organizations only perform their ‘core competencies’ and outsourcing the rest of their tasks. These tasks may entail i.e. information technology, ‘billing and revenue collection’ and maintenance. The advantage of this outsourcing is that competition can be created in these ‘outsourced areas’ which in turn may lead to efficiency gains. In the case of England, since they privatized their market Ofwat does not want to interfere too much with how businesses should execute their activities, however, Ofwat does want to encourage this type of competition (Cowan, 1997, p.85-86). 

4. Capital market competition

This type of competition can only apply in the private market since it involves the water company to be registered at the stock market. When investors continuously compare between different water companies, the differences in level of efficiency could become reflected in the share prices of the companies. Consequently, inefficient firms are more likely to be taken over by the more efficient and better performing firms. These take-overs, unfortunately, would conflict with yardstick competition again if this were to be present also, like i.e. the British market. As was just explained with yardstick competition, namely, it was important to not reduce the amount of existing water companies too much, since fewer comparisons between the companies could be made (Cowan, 1997, p. 86). So again, a trade-off would have to be made by the MMC and DG of Ofwat between the efficiency loss in one less company in yardstick competition and the efficiency gains of a merger. Again this would have to be looked at case by case.  

5.1. Product-market competition

Last but not least the product-market competition. With the current level of demand and technology, efficiency would not increase by increasing the production and placement of pipelines for mains and sewerage. Direct product-market competition is therefore, as already stated when characterizing the water industry, difficult. 

This brings us to take a closer look at the technical constraints in freeing up the market for competition specifically assigned to the good ‘water’.

5. 2. Technical limitations to product-market competition

Due to some technical aspects, there is a limit on the possibility of product-market competition in the water industry compared to other recently liberalized sectors such as telecommunication or electricity. Firstly there is a limited use possible of interchanging network connections, since there is a possibility that another company has a different water quality. Different water qualities in the same pipe increases the chance of leaching
 and corrosion of pipes, the sedimentation
 and suspension of particles and it is known to affect microbial quality (Foellmi and Meister (2004), p.5). Even though water quality is supposed to be set at a national level and these different qualities are measured regularly in practice the levels could still differ, by i.e. round-off differences or involuntarily by mistakes or natural changes.

Also, there are some technical limitations in the transport of water. The marginal costs of transporting water are significant due to pumping requirements. Also, transporting water over large distances has a negative effect on the quality of water. Both the water quality and transport argument cause most common carriage activities to only take place at regional levels (Foellmi and Meister (2004), p.5-6). Therefore, water is known to be a regional product rather than a national product causing severe limitations to free product-market competition in this nationally privatized market. 

5. 3. Product-market competition in the future

On the other hand, it is also known that one of the technological advances of nowadays occurs in the form of new ways of saving and reusing water (Kuks, 2006, p.9). 

In the Netherlands for example, at this moment no product differentiation in the quality of tap water is made. Instead of introducing an upgrade in quality to appeal to a new target group it is also possible to downgrade in water quality.

At this moment only water with the highest quality is supplied which is used in activities for which this is needed like i.e. brushing your teeth, but also in activities for which this is not needed, like i.e. watering your garden. In the case of the latter, water of lower quality and lower costs would be sufficient. This characteristic of only supplying one type of water is named the ‘monofunctionality’ of water (Dalhuisen and Nijkamp (2000) p.776).

However, the higher the prices of water may become the higher the demand for alternative types of water will be. Since it is not possible due to the technical limitations mentioned above to pump water with different quality levels through the same pipe, another solution must be made available. Kuks already mentioned the introduction of decentralized facilities (therefore not using the same pipeline) that could treat water that is already used once (from e.g. taking a bath or shower). This decentralized facility could capture this ‘grey water’ and  reuse it for i.e. flushing the toilet or watering your garden (Kuks (2006), p. 9). This would introduce a new type of alternative (in the situations in which high-quality water is not needed) and could reduce the demand for original tap water. 

What could further reduce the demand for tap water in general, are new technology devices in terms of water-saving i.e. a low-flow showerhead or low-flush toilet (Kuks (2006) p. 9). With lower demand for the original type of tap water, the prices of tap water may, however, fall again as well making the option of alternatives less attractive, but still enhancing consumer surplus by lower prices. The possibilities of product differentiation, even when not introduced may therefore put a strain on the possible increase in prices of tap water. 

When accurately trying to estimate the reaction of the market and profitability of the introduction of these alternatives, however, we need to take the elasticity of water into account. 

While researches in the price elasticity of water differ, one of the most elastic estimates from a respected research by Hewitt and Hanemann is around –1.6, which in official economic terms is indeed elastic (Hewitt and Hanemann (1995) p.173). However, most other studies clearly mark ‘water’ as an inelastic good, which makes sense since water is a basic necessity you will need to buy, regardless of the price. The demand of water being inelastic means that when you lower your price with a relatively large amount, the amount of extra customers that you gain by this reduction in price are relatively low, resulting in a loss in revenues by lowering your price, in contrast to when the demand would be elastic. Still, by increasing the types of water from which customers may pick, the demand for the ‘high quality type’ of drinking water may decrease considerably and more people may additionally choose for the ‘lower quality type’. Increasing the amount of substitutes may also make the demand for water more elastic. Since the price of this ‘lower quality type’ of water is expected to be lower, the demand in general for this type of water is expected to be higher. Also, when decentralized facilities are used, another advantage would be that the service would not necessarily have to be performed by the incumbent firms in the tap water industry thereby possibly increasing competition. In general when competition is increased, the mark-up over prices becomes smaller thereby reducing market power. Lower prices are good for consumer surplus again, which is known to increase welfare.       
Chapter 3: The efficiency gains of privatization of the water industry
The Netherlands seemed content with offering water as a public good for quite some time, until a published report in name of the Dutch Minstry of Economic Affairs caused a stir in 1997 (Kuks (2006) p.148). A research was done concerning efficiency gains for the Dutch Water Market if it were to be privatized.  

Price construction of water in the Netherlands
As was stated before, the piped network in the Dutch water industry is a natural monopoly. It is generally known that it is cheaper to construct one big water mains and sewerage network than several smaller ones. Regional monopolies were therefore created, in the Netherlands divided amongst twelve provinces that each owns the exclusive right for the delivery of water to consumers. Most water supply companies have local governments as shareholders and have limited space for private parties. Since the water sector is a low risk sector, however, it is easy to attract investments from private parties. Prices are mostly based on the cost price, nevertheless, the companies can decide to increase their prices if they want to and any made profits contribute to the personal budgets of the shareholders. This resulted in some provinces having higher prices than others, depending on different costs i.e. clean water sources versus dirty water sources. In addition, these prices differ, because the profits provided for the shareholders differ and the levels of efficiency differ. As a consequence, the average prices for drinking water in the Netherlands were quite high compared to other countries
 (Dijkgraaf et al, (1997a) p. 8-9). 

Efficiency loss due to water as a public good
Between 1991 and 1995 a research was performed in the Netherlands with regard to the (unnecessary) costs of drinking water. 

At that time, there were thirty-one water supply companies in the Netherlands, of which eleven were also involved in other sectors. Twenty companies could therefore be used for this research. In calculating the efficiency loss, three types of costs were excluded since these are considered to be necessary and do not have to do with efficiency. The first extra cost relates to the amount of purifying that needs to be conducted before water is qualified as drinkable. This has to do with the clean versus dirty water resources available per province and therefore a difference in purifying costs. Secondly we need to differentiate between normal users (like e.g. an average consumer household) and bulk users (like e.g. a company that demands a very large amount of water). It is possible that certain companies (lying within a certain province) have only normal users while other companies may have a large amount of bulk users. This would mean that the latter companies would supply a lot more water in total, even though the customer base and province sizes can be quite similar. This could be important to correct for in an efficiency measurement since economies of scale could be present, providing companies with large bulk deliveries with cost advantages.
 Lastly, we use the amount of connections per m3 as an indicator for ‘user intensity’. The higher the amount of connections per m3 per province, the higher the ‘user intensity’ in that province. Tranport and distribution costs are lower for companies with a lower user intensity and therefore needs to be corrected for in an efficiency comparison between companies (provinces) as well. (Dijkgraaf et al, 1997b, p.19-20). 

After correcting for these factors and using the most efficient companies as a benchmark to compare to, the average difference in costs of drinking water companies in the Netherlands between 1991 and 1995 was 15.2% (Dijkgraaf et al, 1997b, p.21). We may therefore conclude there is an average efficiency loss when using drinking water as a public good, as opposed to a market with perfect competition, of at least 15.2%.       

Efficiency constraint due to non-perfect competition conditions

Unfortunately liberalizing the market for drinking water does not necessarily mean a situation of perfect competition is created instantly. In France i.e., as mentioned before, there are three water companies present who own 85% of the French market for drinking water. In England, the country used in our research, the fact that the implemented channels of competition have not increased competition considerably and a situation of perfect competition is hardly possible since there are large technical constraints, competition in this privatized market is limited. This market, as stated before, is similar in characteristics to the Dutch market and is therefore important to compare to. When there are only a few companies present within a market the danger of market power arises, in which companies have the ability to raise their prices above the cost price. This is of course a constraint in striving towards the lowest prices for the consumer due to high competition. 

In order to correct for this constraint, the research performed between 1991 and 1995 compared its results to England by benchmarking. This included a comparison being made between the water companies in England between 1991 and 1995 that did operate in a privatized water market. The results for England were an average difference in costs of drinking water companies of 9%. We may therefore conclude that an average increase in efficiency by privatizing drinking water in the Netherlands  of 15.2-9 = 6.2% can be made (Dijkgraaf et al, 1997b, p.27-28).    

	
	Reduction costs by privatization in general (%)
	Reduction costs by privatization corrected for efficiency constraint (%)

	Netherlands
	15.2%
	6.2%


Based on results between 1991 and 1995 and benchmarked by England

Chapter 4: Privatization in practice; simulating the free and public goods markets

                                   Case studies of England and the Netherlands
It is time to look at the advantages and disadvantages of privatization in practice. This chapter consists of 2 parts, the first part is a case study of the Netherlands and the second part is a case study of England.  

In my opinion the Dutch and British governments are striving for exactly the same goals only in a different manner. The Dutch are striving for efficiency within their public system and are trying to simulate the advantages of a liberalized market.  A Dutch expert in the water industry quoted the following in 2006: 

---It is quite possible that without privatization, a public agency could also improve its efficiency and become more competitive in relation to other service providers. Privatization seems to be more a matter of political ideology (based on a belief that the public sector operates inefficiently) than a matter of hard facts. ---

(Kuks (2006) p. 147)

The British, on the contrary, were brave enough to take the step of liberalization but are holding on to such strict regulations that they are simulating the safety of the public sector in the provision of water for their citizens. 

This view is demonstrated in the annual report of the British office of water services (Ofwat) in their year of privatization (1989): 

---Consumers cannot look to market mechanisms to protect them from unnecessarily high charges or poor service. My objective will be to achieve, through regulation, the same outcome as would normally arise from a competitive market. ---

(Sawkins (2001) p. 192)

The Netherlands: stimulating efficiency in a public water industry

All the advantages of a public goods market are ensured in the Dutch water industry, such as the right level of quality and availability of water without companies striving for profit maximization. However, having a public goods market has its disadvantages as well, such as opportunity costs in the form of a possible increase in efficiency compared to a privatized market form. Companies producing public goods are known not to feel the pressure of competition, which reduces incentives to strive for efficiency, of which the effects could have been passed on to the consumer in the form of lower prices. The opportunity costs of this ‘public form’ may also be deduced from the results of chapter 3 (‘The efficiency gains from privatization of the water industry’). The Dutch water industry, however, has established a ‘voluntary’ framework trying to increase efficiency them selves. The Dutch are hereby trying to simulate the merits of a privatized market, or a regulated privatized market due to the lack of naturally forming competition. 

Benchmarking

In the publicly owned Dutch water industry, an attempt is made to increase efficiency by voluntarily comparing the costs of the different water companies to each other. The first time series of voluntary benchmarking in the Dutch water industry occurred between 1989 and 1995 and the second from 1997 onwards. While in the first time series not every utility participated yet, in the second time series just about all did. An advantage of the first time series is that we have the opportunity to compare our results to those companies who did not benchmark (Braadbaart (2007) p.678). The question is, why would a public sector voluntarily participate in benchmarking and secondly, does is achieve actual efficiency gains? To answer the first question, Braadbaart suggests that this may be from pressure of external stakeholders i.e. consumer panels or oversight agencies (Braadbaart (2007) p.679). In the case of the Netherlands, however, it was more due to the pressure of the privatization trend in the European Union, the published report around 1997 about how efficiency gains could be achieved by privatization and the example in privatization with yardstick regulation made by England. The Netherlands thought this was a way to show certain gains i.e. economic gains could also be achieved without privatization.  In the time series of 1997 onwards, the benchmarking was conducted by the national association of water supply companies (VEWIN) who hired an independent consultancy firm to perform the benchmarking and the results were widely made available on the web site of VEWIN. The indicators used by this benchmark of VEWIN concerned the quality of water, environmental impact, customer satisfaction and financial performance; the last of which is of particular importance when testing whether benchmarking indeed improves economic performance (Braadbaart (2007) p. 683). 
Transparency in prices

Benchmark literature suggests the result of benchmarking is, next to in the Dutch case economic gains, that it makes the organizations in a public sector more transparent. This increased transparency makes these organizations more accountable (Braadbaart (2007) p.679). Research for the Netherlands specifically confirms these results since benchmarking in the Netherlands has in fact increased cost transparency. The information obtained from benchmarking became known not just to managers but also to governing boards i.e. in 1992 and to the public i.e. in 1997. This enabled boards to judge their utility managers and customers to judge their supplying water companies (Braadbaart (2007) p.690)

Water cycle cooperation

Different parties in the Dutch water industry have been stimulated to co-operate, mainly because of 3 recognized advantages. The first advantage would be an improvement for the public performance by e.g. water abstraction activities being done in areas where the least amount of problems by water quantity and quality management can occur. The second advantage is the cost savings in carrying out activities jointly, e.g. in maintenance or infrastructure. Thirdly the advantage of companies working together in the area of ‘customer service’. (Kuks (2006) p.14-15).  

The principle of full cost recovery

A sign pointing towards efficiency is the fact that the Netherlands almost meets all of the requirements of the EU concerning full cost recovery (Kuks (2006) p. 22). It is true that a recovery of economic costs simply depends on how high the price is set. However, in the full cost recovery principle, next to the direct costs of investment and operation, environmental costs concerning damage to the aquatic environment are included. The rule is that the polluter pays for the amount of damage he or she causes (Boot (2007) p. 224).  This could result in an extra taking into account of the demand for water (and possibly a faster fixing of leaks in pipes) to make sure there is no overproduction of water causing more than just extra direct costs.

	
	Benchmarking 
	Water cycle co-operation 
	Increased transparency in prices 
	Principle of full cost recovery 
	Overall strive for simulated market  efficiency within this suggested
 framework

	Present in what market?
	Public 

(Netherlands)
	Public 

(Netherlands)
	Public 

(Netherlands)
	Public 

(Netherlands)
	

	Simulate  private good?
	Yes
	Yes
	Yes
	Yes
	

	Characteristic  public good?
	
	
	
	
	

	How?
	Method used to increase economic performance in a form otherwise achieved by competition. Competition is characteristic private market.
	Working together to cut costs = common strive for efficiency which would not be necessary when pure public good (where goal is to supply at lowest cost ‘necessary’ per firm, so not looking at other firms or difference in costs if cooperation were to occur). 
	Any unnecessary costs or too high mark-ups over prices would have to be justified as a public service and therefore better avoided. It also creates a form of competition = characteristics private market
	An indirect cost per unit of output puts extra pressure on focussing on production based on the actual demand for water as is done in private systems. It also resembles the private market form regulation of ‘cap-and-trade’ with respect to CO2 emissions.  
	Yes


The Netherlands: public or private?

The trade-off between keeping water as a ‘public good’ or introducing privatization has been a constant battle in the Netherlands, so far always won by conservatism. Although simulations of the ‘private market features’ have indeed led to a significant increase in efficiency they remain voluntary and not imposed. Theoretically there are no real punishments when a company does not pursue them. However, is this system indeed inferior to the English framework and would a privatization be more economically justified? Would this ‘smaller in absolute size, yet very similar in characteristics’-country be any different from the English market and would we not end up with the same regional monopolies? Would we not have the same technical and transport constraints
 and therefore a very limited form of national competition as well? How to put weights on the elements in a trade-off, specifically on the value of water as a ‘public good’ which seems to be so high in the Netherlands? I personally believe the setting of a goal in the ‘best interest of the consumer’ is an important one. By setting your goal in this manner, you are basically simulating that same feeling of having water as a public good, or at least simulating a situation with the same characteristics as a public goods market. As we can see next, the English have indeed tried to implement this ‘public goods simulation’ into their framework of regulated water supply companies.  
England: How to attract investors while regulating in the consumer’s best interest?
Attracting investments with constraints

After reviewing the complexity of the water industry it is easy to depict the advantages for private parties to invest in this industry. In addition to ‘water’ being mostly seen as an inelastic good, the government is basically handing new entrants customers on a silver platter by the use of inset appointments. Furthermore, the other introduced channels of competition e.g. common carriage are heavily restricted by the technical limitations of the inability to interchange water from different companies (and qualities) through the same pipeline and too high transport costs, which causes a very low amount (and possibility) of competition being realized in practice. Usually, a low amount of competition means the established firms, or possible investors in the existing network, will get to have a reasonable amount of market power. Market power means these firms will have an ability to raise their prices above the level of marginal costs necessary to supply their product. A price above marginal costs means there are profit perspectives for the investing firms. All together, this makes the water industry appear to be a very attractive industry to invest in for private parties. 

However, there is one large fact in this particular market that may not be overlooked, namely that the good in question is ‘water’. 

Water is characterised to be “.... an ‘essential’, affordable, regional product, heavy and hard to store, quality-sensitive, and entailing health and safety risks.” (Wubben and Hulsink (2003) p.186). Let us focus on the first two characteristics for a moment: essential and affordable. It is widely known that water is an ‘essential’ good by the fact that the availability and clean provision of it is a basic need for the population of any society. Furthermore, the fact that water should be available to all is related to the fact that water needs to be affordable to all. These different goals of the private investor to maximize profits (in the case of market power at the expense of consumers) and of the government to provide this good to all at an affordable price and with reasonable quality seem to conflict. The government can simply expect this difference in goals, however, and will therefore enforce regulations in order to achieve at least its own goal. At the same time the government can not forgo on the goal of profit maximization, since the inability to earn profits would result in there not being any investors left to actually produce the good. 

The overall goal in the water industry will therefore be a striving towards maximum shareholder return with a constraint (Ogden and Watson (1999), p. 527). 

Regulations in the privatized British water market

This constraint is in the form of a few standards implied to whomever wants to supply water as a good. The managers of these companies have to, amongst other things, satisfy certain standards set for the quality of water and customer service. Furthermore, the director general of OFWAT (Office of Water Services) has the following duties: 

· To ensure a proper carrying out of functions

· To ensure that companies are able to finance this proper carrying out of functions by securing a reasonable return on their capital

· To protecting the interest of customers with respect to the quality of services

· To promote efficiency

· Where possible to facilitate competition between the different water supply companies

· To protect the interests of customers with respect to the level of charges

(Ogden and Watson (1999), p. 528). 

Price regulations in specific: The tariff basket

In order to qualify for the last regulation imposed: ‘to protect the interests of customers with respect to the level of charges’ a price regulation would have to be implemented. This has been done in England in the form of a ‘tariff basket’. 

The tariff basket exists in the form of a formula: RPI + k. Every year the factors RPI and k are reassessed for all companies and every company is allowed to raise its price by only their personally assigned amount of ‘RPI + k’. RPI stands for the ‘retail price index’ and allows companies to recover costs outside of their control and is a type of inflation.
 This factor is the same for all companies, but the factor ‘k’ is firm specific. This factor is renegotiated periodically between the Director General of Ofwat and every company separately (Ogden and Watson (1999), p. 528). 

These k-factors are determined by every company’s: 

· infrastructure based on the way they received it after privatization 

· investment needed to achieve the required water quality

· investment needed to accomplish the imposed service standards

· Other firm specific factors that require extra costs (i.e. based on the local geology or climate)

· An efficiency target
 

(Ogden and Watson (1999) p. 528)

Efficiency factor

With such little competition, how can the Director General of Ofwat still provide incentives for companies to strive for efficiency? This is done by implementing ‘an efficiency target’ in the individually determined ‘k’ factor of a company. 

The Director General determines how much efficiency can be improved for a company based on firm specific operating circumstances and by applying the previously mentioned ‘yardstick’ tactic. Hereby, costs of a firm are compared to the most efficient firm in the industry performing similar activities. The Director determines the speed with which the firm in question can lower their costs to the level of the most efficient firm in the industry with an ensuring of a reasonable return to investors. This creates an incentive for the firm to cut even more costs than imposed since this would cause a higher amount of profits for the investors up until the annual review and determination of the next k-factor (Ogden and Watson (1999), p. 528). Hereby all of the following factors in the regulation requirements are met: a reasonable return to investors is assured, efficiency is promoted, companies strive for lower efficiencies and the interests of customers are protected with respect to the level of charges. In addition, investment in the water industry remains attractive since at least a reasonable return is assured and more profits can be made depending on the investor’s level of effort (in the form of management or depicting a good manager) in achieving efficiency. 

Achieving high levels of maintenance while maximizing ‘regional monopoly’ profits

All seems well in the water industry so far, except for the official regulations imposed promising to ‘protect the interests of customers with respect to services’. Before the k-factor included costs necessary for ‘investment needed to accomplish the imposed service standards’, concerns existed that managers would want to make cuts in these specific costs, thereby decreasing the level of service, since the level of service achieved does not directly increase firm profits. After the public became highly aware of this possible conflict in interests the British politicians had to include the promise of any made gains in efficiency being systematically passed on to consumers by not only lower prices, but also by better services than would have otherwise been achieved (Ogden and Watson (1999) p. 528). 

However, how to impose this promise to the consumer on the supplier? As was just explained, an increase in efficiency would lead to a moment of profit gains for the supplier after which a new k-factor would be determined, probably including a lower future raise in prices than before the extra gain in efficiency resulting in indeed being able to promise efficiency gains being passed on to the customer in the form of lower prices. However, as was also just mentioned, there is no incentive for firms to pass efficiency gains on to better services since this does not directly contribute to a raise in their profits. Therefore, the government had to correct for this by imposing another regulation on companies, in this case in the form of adding costs necessary to accomplish the imposed service in the k-factor. Interesting to mention is that improving customer service is measured by e.g. the time it takes to answer phone calls about water bills and the number of written complaints including the response-time to those. However, customer service is also measured by the technical upkeep of water, in other words the level of maintenance, and the ensuring of a large supply of water. This is done by including the following indicators: the adequacy of water resources, the pressure of water mains, interruptions to the supply, water use restrictions and properties at risk of sewer flooding. Per firm, to determine the allowed costs to increase customer service into the k-factor the Director General needs to decide whether a proposed investment is suitable or not and secondly, what part of these costs may be passed on to the consumer. By doing so, the Director General takes quality of service already in place, the level of service compared to other companies, costs compared to other companies and the amount of improvement in internal efficiency possible all into account. The amount of costs determined by this analysis is increased by a reasonable return on capital again. A firm increases its future profits by the extent to which it is allowed to transfer their made costs on to the consumer from that point onwards (by including that amount in the k-factor). In the year in which the investment is made, however, the profits will be heavily reduced by the extensive costs of the investment that needs to be made (Ogden and Watson (1999) p. 528 – 529).

Rules to keep up the efficiency and reliability of this framework are also taken into account. First of all, the Director general also hands out punishments to those who do not follow the agreed upon terms, i.e. when a company has not reached the right level of improvements that correspond to their assigned k-factor (in other words, when a company has a too high k-factor).  The director may in this case decide to only let the prices rise by the level of RPI for an upcoming number of years, thereby eliminating the company’s chances to make extra profits for each of those years. Secondly, in order for the Director General to remain reliable in his actions, ten independent customer service committees were established. Each committee is assigned to their own geographic area, thereby checking up on the specific customers supplied by one of the ten ‘regional monopolies’ in water supply. These committees are there to represent the voice of customers within that area and will advise and support the Director General in his framework of regulations. Also, they make sure the prices charged and the service delivered are similar to the levels these would have been in a competitive market (Ogden and Watson (1999) p. 528 – 529). 

Now it is time to see how much the regulated market in England simulates the safety of having water as a public good as measured by the indicator of setting the goal in the best interest of the customer. 

	Aspects imposed framework

(
	3 channels (inset, border line, common carriage)
	Ensuring + financing proper carrying out of functions
	Imposed high quality of service
	Promotion of efficiency
	Facilitation of competition
	Protection excess charges consumer: RPI + k (tariff basket)
	Total best interst of imposed British framework of privatization

	Competition
	*
	
	
	
	
	
	

	Regulation
	
	*
	*
	*
	*
	*
	

	Investor’s best interest
	Yes, in getting ‘free’ customers by inset appointments, yet no by paying prices > mc by common carriage
	Yes, assured of a return even when times are bad
	Yes, since an increase in customer service will increase future profits, depending on the extent to which consumers can be charged
	Yes, since a gain in efficiency beyond the imposed level per firm means a temporary increase in profits
	No, since without competition the investor would be able to ask monopoly prices
	Yes, since even with regulations profits can be made

	

	Consumer’s best interest
	No, it was  introduced to increase efficiency, but the companies are still marked as ‘regional monopolies’
	Yes, otherwise the good water may not be supplied (or very costly due to high transportation costs)
	Yes, ensured of high quality water and ensured of supply of water even when times are bad
	Yes, since hereby  future prices are expected to rise by a lower amount
	Yes, since  without competition their supplier would have been able to ask monopoly prices
	Yes, only necessary costs present in price, except (temporary) profits and or returns on capital
  
	

	Overall 
	Investors 
	Both equally
	Both equally
	Both equally
	Consumers  
	Both equally 
	Both equally


To conclude, the investor is stimulated to keep up and even increase their level of maintenance and availability of water by the fact that they can earn back their investment by all the future years they are allowed to charge a certain extent of costs including a return on capital to the customer. Also, the incentives to increase efficiency are present since this would result in a temporary increase in profits. This tactic is in line with the investor’s striving towards profit maximization. The public and the government, at the same time, are content as well since their standards of water quality remain high (or even increase) and the security of water for all, even during periods in which a normal competitive market might have a constraint on their supplies, will remain high. Also, companies have high incentives to increase efficiency, which will result in future lower prices than in a public market (concluding from the results of chapter 3). This is particularly interesting in a market with such little competition, seeing as there are ten companies acting as ‘regional monopolies’ and a profit maximization for monopolies in common economic theory tends to hurt welfare by, as previously explained, the monopolist supplying too little and asking too high prices. Not regulating would increase prices so much that it would increase producer welfare, but hurt consumer welfare and leave an excess burden hurting overall welfare.  Extreme regulation, however, normally tends to decrease producer surplus towards 0 when prices go to marginal cost (only necessary costs). The British regulations, however, have managed to keep the investors satisfied, while simulating the safety in provision and level of quality at which water is supplied of a public market. They have managed to make two different visions from investors and the public into one in which the designed system that is worked within manages to entail advantages for both.

Chapter 5: Weighing regulatory power against benchmarking

Results from chapter 4 show that both the system of England and the Netherlands are ultimately striving towards the same goal. However, the question remains which system is ‘most efficient’ overall and can be marked as most economically justified. 

The English regulatory system

When to privatize

The English system of regulation in general seems to make sense in theory and deserves praise for its innovative progress in this complex system of technically constraint ‘regional monopolies’. A country’s decision to follow the English path and privatize their water industry depends, however, on how the advantages and disadvantages of a privatized system weigh up against those of a public system. Based on our case study of England, the following elements play a role in this decision and would have to be weight: 

· The profit-making abilities with respect to efficiency

·  To what extent the investments may be passed on to consumers

· The ability to make use of capital-market competition

·  The overall costs of implementing a privatized system with regulations 

· The future prospects of competition with respect to the 3 channels (inset, border line, common carriage)

· The pressure of upcoming alternatives

First of all, the extent to which the producers can temporarily make extra profits by becoming more efficient than incorporated into their annual k-factor would have to be weight. Is this temporary gain for the producer, and at the same time the indirect expense for the consumer by having a temporary price based on larger costs than necessary, larger than the future benefits for consumers by prices based on lower costs? At the same time, is this temporary gain large enough to produce the optimal incentives for investors to increase these future consumer benefits? Secondly, do the investments in e.g. customer satisfaction indeed produce such high increases in customer satisfaction that the future basis of prices for consumers on higher costs due to the investor wanting to earn their investment (plus a return) back, weigh up against each other? Research would have to show how to weigh these elements so an optimal outcome can be implemented for the system in question. Also to what extent can there be advantages from capital-market competition which is only possible in a private market? How far will a notation on the stock exchange
 influence performance indicators and amount of mergers that enhance overall efficiency?  Next to these internal decisions after a possible implementation of privatization, some overall factors play a part in making the decision of privatization in the first place. Of course the overall costs of implementing a privatized system with regulations play an important part, taking into account the possible decrease in costs by losing the public system yet increased costs of heavy regulation, for now and in the future. Future changes are therefore also important to consider. How are the inset appointments, border line and common carriage channels of competition going to evolve and will the future possibilities of competition increase? Expected can be that these systems will in practice evolve to strive for a market that is more saturated in terms of competition and these advantages would have to be taken into account. Last but not least a market analysis of the upcoming years needs to be included, taking into account the aspect of ‘technology’ and trends in ‘high-quality’ water reduction. Are there upcoming alternatives that put pressure on the existing companies to perform better and become more innovative? The gains of a possible higher future product-market competition need to be accounted for as well, since competition can not occur in a public system. 

The Dutch ‘market simulation’ system

When to simulate the private market

It must be noted that e.g. the Dutch system of Benchmarking has shown considerable increases not only in transparency of prices, but in economic performance as well. The effects of this and more would have to be weight in order to decide whether to keep the water industry in a country public or not. The total list of indicators that would have to be used consist of the following: 

· The achievements of voluntary benchmarking in transparency

· The achievements of voluntary benchmarking in economic performance

· The advantages of water cycle co-operation

· The advantages (now and in the future) of the full cost recovery principle

· The ability to make use of competition for the market

· Costs of maintaining a public system plus the costs of annual benchmarking 

· The costs of not having the possible future advantages of upcoming competition

· The extent of political pressure present in achieving the wanted level of market simulation

Do the achievements in transparency and economic performance by benchmarking weigh up against the miss of efficiency gains brought about by a (regulated) private market?  Are the advantages of working together in the water cycle high enough to continue simulating private market outcomes? Are e.g. the increases in customer service made by the synergy effects of working together in this ‘water cycle’ just as high as the increases made in customer services by the implementation of this element into the k-factor? To what extent does the full cost recovery principle give an incentive to focus on production based on demand and to what extent does is stimulate to have a leakage in water pipes fixed quicker since the costs of spilling water may now be higher than before? How large are the advantages of the fact that the  ‘polluter pays’ which resembles a market situation in which all costs need to be earned back without a government to help in achieving that? Also, to what extent can be made use of ‘competition for the market’, the type only possible in public systems? Are there efficiency gains from keeping sunk assets publicly owned, making it easier for companies to enter the market; not needing to pay back the full costs of sunk assets? If so, to what extent? Next to these internal measurements the situation would have to be continuously assessed from an outside perspective to decide whether the system should continue to maintain public or whether an introduction of a regulated privatized system would become a more economically justified alternative. The costs of maintaining a public system including the costs of annual benchmarking, the water cycle cooperation and the full cost recovery principle would have to be taken into account; just as the loss in future advantages by possible upcoming competition, since these would only be achieved in a privatized market in which competition is possible. Also, as was stated before the system of voluntary benchmarking was developed only after political pressure of the European privatization trend, the published efficiency gains and the present English framework. The economics gains achieved by this system therefore apparently also depend on the extent of political pressure present and research could show what would be the optimal amount in order to achieve the optimal advances in market simulations in a public system.  

Most of these assessments can only be made by further research and will need to be looked at per country specifically when being weighed. As for the Dutch system, benchmarking seems to be their biggest tool in justifying their public system and to conclude, some independent research could shed a new light on in which case, at least by one element, this justification can be verified. 

Independent research benchmarking

A different perspective on the theory of benchmarking may help in assessing whether and when this tool would be strong enough to indeed compensate for the missed advantages of a privatized market, in England’s case with a form of yardstick regulation that is imposed. 

First of all, literature about benchmarking in general states that benchmarking is supposed to only increase the learning process for public managers and warns for the types of benchmarking that may result in conflicting incentives for ‘unwanted target chasing behavior’ (Braadbaart (2007) p. 679). 

Furthermore, Braadbaart published results of a research concerning the benchmarked results between 1989 to 1995
 and one of a benchmark from 1997 onwards. This was an independent research (so not conducted by VEWIN) measured with different indicators. Between 1989 and 1995 the results of the benchmarkings were not published, whereas in the time series of 1997 onwards they were. This gives us a chance to see if this would make a difference in the results. 

The research concerned a convergence among benchmarkers, hereby could be seen if the difference in costs would have the effect of other companies adjusting their efficiency rates to decrease the distance between one another (similar to the yardstick competition tactic). The indicators used were: labour productivity (number of connections per company divided by total staff), operating ratio (operating expenditures divided by revenues from water sales), and revenues of water sales per connection (Braadbaart (2007) p. 686). 

The results did not indicate a convergence among benchmarkers from the period of 1989 – 1995 and therefore, amongst others, supports a hypothesis saying benchmarking itself can not increase economic performance unless it is incorporated in actual yardstick regulation. The results from the research performed of the benchmarkings after 1997 of which the results were made public, however, did show results of convergence implying that yardstick regulation would not be necessary and economic gains can also be achieved in a public sector (Braadbaart (2007) p. 680-690). 

This stresses an important point that benchmarking only truly seems to capture the merits of an otherwise privatized market when the results are made public. This does not seem in line with the original literature regarding benchmarking mentioned earlier in that this system was merely used as a learning device for managers and that certain types of benchmarking could result in ‘unwanted target chasing behavior’. On a scale of this purpose of benchmarking to the most regulated form of yardstick competition only possible in privatized markets, the Netherlands seemed to have come up with a form (at least after 1997) more towards the most regulated form. How far away they are on this scale, in other words the more ‘economic performance increasing’ it is rated compared to yardstick, would have to be measured. If the level matches the improvements made in England, the benchmarking system of the Dutch water industry will have simulated the efficiency-increasing element of the English regulated privatized market by a 100 per cent. This would prove privatization for this particular aspect, however taking into account the difference in costs of this benchmarking system versus regulation, unnecessary and would for this aspect justify the keeping of a public system in the Dutch water industry. 

When researches for every other aspect meet similar demands, the privatization of the Dutch water industry would not be necessary in which case keeping a public system would seem economically justified. 

Conclusion

The weight of a country attached to seeing water as a public good in recent history can still be used as an explanatory factor of the ability to progress in viewpoints today. The Netherlands i.e. already took a more noticeable and heavy stance in this political viewpoint in the beginning of the Twentieth century and has yet today never dared to shift away much, at least not on paper. 

While it is true that the water industry is complex of nature and due to technical constraints and too high transport costs it is indeed difficult to ever achieve a situation of national perfect competition, the Dutch rejection of privatization was still made rather soon. The danger of the creation of ‘regional monopolies’ seemed too big in the eyes of the Dutch politicians, even though England had a perfect manual of along-going regulation lying around; ready to be copied. Still, the answer was a firm ‘no’, even when a published report in name of the Dutch Ministry of Economic Affairs produced an estimation of what the efficiency gains of privatization would be, also corrected for a lack in competition as shown in a market similar to ours. 

While us academics still hope policy decisions are based on results from conducted research, the decision was once again overruled by mere fear of politicians. This can be seen in the fact that this decision was made when this efficiency gain was still believed to be only achieved by the introduction of a private system and results from alternative methods such as benchmarking were not known or estimated yet. It was not until the decision was made and the report and English example started to put pressure on proving this was the right decision for the Dutch, that the system of ‘voluntary’ benchmarking was introduced. This makes us question the meaning of the term ‘voluntary’.  However, being induced by pressure or not, this system luckily seemed to achieve similar results in efficiency as the regulated private market form. Taking benchmarking with its original purpose of a mere learning curve for public managers, the Dutch took this benchmarking system to a whole new level by incorporating and achieving the ability of producing economic gains. This ‘market simulation’ along with water cycle cooperation and the principle of full cost recovery caused for a possible equivalent efficiency gain as caused by the English system. This makes the Dutch just as innovative and praised in framework as the English system of regulation. Looking at it this way, a system of benchmarking with the Netherlands and England as participants seems to have been created, so far resulting in considerable increases in innovation and efficiency for both. Furthermore, it was interesting to conclude that by the British market system’s incorporated ‘public goods simulations’ and the Dutch public system’s incorporated ‘private market simulations’ both frameworks are striving towards the same overall goal. Both frameworks are striving for the safety of quality and provision of water for the population while simultaneously increasing efficiency. 

Which framework is most economically justified, however, still depends on the weights attached to all the advantages and disadvantages of both systems. Not only the costs and benefits of today must be taken into account but also a future market analysis of this continuously progressing market needs to be made. What happens i.e. when the pressure of future alternatives such as the use of ‘grey water’ becomes a reality? How will the increased competition evolve in England and will there again be new efficiency gains that can not be achieved by the public system of the Netherlands? We may not be surprised if this published report would result in a similar ‘no’ to implementing a copy of this system, yet at the same time puts an equal kind of pressure on the Dutch water industry to beat the English once more in this efficiency battle. Consequently, depending on how long this battle between England and the Netherlands will continue we may see a lot of progress in striving for the perfect framework for water industries in general. In this case the keeping of a public system in the Netherlands would seem absolutely economically justified, if only for the increased achievements in innovation and efficiency for water systems overall.        
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� Within France the system of water management is highly fragmented and statutory responsibilities concerning the regulation of water differ between many authorities and agencies. Furthermore, in France these different authorities have the option to either privatize their water provision or to keep it public, resulting in not all parts in France offering water as a private good. Thirdly, the local authorities of certain privatized parts with respect to water in France have also chosen to subsidize their water industries with money raised by taxes, whereas others have not (Buller (1996) p.463-466)


� While first introduced, however, the company was only obliged to do so under the condition that the customer were to pay for the necessary pipelines. In 1997, however, this heavy constraint caused only some interest shown in the idea, but for no actual border line competition to have taken place yet (Cowan (1997) p. 86).


� to cause (water or other liquid) to percolate through something


� The accumulation of mineral or organic matter disposed by, in this case, water


� The Netherlands took the third place in a ranking of the highest prices in drinking water (NUS, 1995); including in the correct order of ranking: Germany, Belgium, the Netherlands, France, England, Australia, Finland, Italy, Ireland, Sweden, Spain, South-Africa, the United States, Norway and Canada; with the price of the largest country being almost 6 times larger than smallest (Dijkgraaf et al, 1997, p.9) 


� Although in practice no significant advantages of scale are found in the Dutch water industry (Dijkgraaf et al. (1997b) p. 20). We do, however, correct for it anyway which may not be a bad idea since this research remains based on estimations. 


� Important to note is that only the word ‘suggested’ may be used since this framework can not be imposed in contrast to the regulated case of the British system.


� In the Dutch case a looser constraint in product-market competition since the Netherlands is smaller in absolute size and would therefore automatically have lower transport costs in total


� The retail price index and the derivatives of the retail price indexation include the indexation of state benefits, pensions and index-linked gilts (National Statistics (2009)). Gilt is e.g. a thin layer of gold used to create an impressive or alluring aspect or character.


� Referred to in the upcoming heading: ‘Achieving high levels of maintenance while maximizing ‘regional monopoly’ profits


� Referred to in the next heading: ‘efficiency factor’


� Although the monopoly price of year i is probably higher than the price of year i-1 + RPI + k of year i. However, since the good water is so important for the British government, it would in the form privatized ‘regional monopolies’ probably always be regulated. 


� Even though these temporary ‘extra profits’ may not be included in otherwise public prices, they also stand for an increase in efficiency that probably would not have been achieved publicly (looking at results chapter 3) and/or an increase in customer service, also benefiting the customer through the improvements in the indicators of ‘customer service’.  


� In England after the privatization in 1989, each of the ten state-owned regional monopolies indeed became listed in shares at the London Stock Exchange (Ogden and Watson (1999) p. 526)


� The advantage in the research from 1989 to 1995 was that not all water companies participated in this system of benchmarking yet, leaving room for a control group to make sure any changes in costs would not have happened regardless of the system of benchmarking.
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