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Context: England & Wales Water

Environment Agency manages national water
abstraction licensing system (1963)

All water abstractions regulated to preserve
environmental quality

Droughts: 1976, 1996, 2006

Water scarcity (demand > supply at price = 0) :
EA emits no more new licences in several areas

EA encourages licence trading since 2003 but
few trades occur

2009 Cave review on competition in the UK
water sector



Independent Review of
Competition and Innovation
in Water Markets:

Final report

Professor Martin Cave

This talk focuses on \ April 2009
Chapter 3 Abstraction|and discharge
Chapter 4 Upstream
Chapter 5 Retall
Chapter 6 Industry structure

Chapter 7 Innovative capacity



Defra Consultation Question
on Licence Trading

ANNEXES

Annex A — List of Consultation Questions

5. Abstractions and discharge

17.In the light of the recommendations from both the Cave review and
from the Ofwat / Environment Agency Joint project, are there measures
that should be taken to help remove barriers to abstractions trading,
ahead of any fundamental reform to the abstraction licensing regime?




Water Trades Iin England & Wales
2003-2008



Water Trading in England & Wales

1. Inter-basin trading (not permitted)

2. Intra-basin trading between water
companies (infrequent)

3. Intra-basin trading of abstraction licences
(our focus)



Intra-basin Abstraction Licence
Trades

e 2003 Water Act encouraged (intra-basin)
trading of abstraction licenses

 EA must approve trade and can change
licence conditions, but does not act as
broker

 EA registered 48 licence trades between
2003 — 2008

e Traded licences (after trade): 1.9 Mm?3
(0.002% of total annual abstractions)



Thousand m °/ year

Reductions In Traded Licenses

500
450 | 5.4 Mm?3 donor licences transferred to
200 | 1.3 Mm3 recipient licences (77% loss)
350 -
300 | O Original licence
] B New licence after trade

250 -
200 -
150 - 17
100

50 - 1

o4 L LLLL
/1/2 3 45 6 7 8 9 101112 1314 1516 17 18 19 20 21 22 23 24 25 26 27 28 29 30 31 32 33
Trades *
1.6 1.1 Mm3

* N.B. Original licensed volume missing for 15 trades



Temporary vs. Permanent

Number of

Trades % by Number

Temporary 23 48%
Permanent 15 31%
Unknown 10 21%

Volume (m3/yr) = % by Volume

992,518 53%
456,995 24%
431,163 23%



Who's Giving Up Water?

Donor’s Licence
Purpose

Spray irrigation
unknown

Water supply
General Farming
Mineral washing
Industrial

Heating - cooling

Number of
Trades

34

% by
Number

71%
10%
4%
4%
4%
4%

2%

Volume

(m3/yr)
992,280
51,000
95,000
24,000
410,496
272,500

35,400

% by
Volume

53%

3%

5%

1%

22%

14%

2%



Who's Buying Water?

Recipients Number of % by Volume % by
Licence Trades Number (m3/yr) Volume
Spray irrigation 34 71% 953,280 51%
Water supply 5 10% 168,500 9%
General Farming 4 8% 123,000 7%
Industrial 2 4% 85,400 5%
Mineral washing 1 2% 350,496 19%

Heating - cooling 1 2% 200,000 11%



Maorth

" Trade Locations

Midlands
Anglian

Wales

Thames

Smcad e Number of % by Volume % by
Trades Number (m3/yr) Volume
Anglian 31 65% 1,003,964 53%
Thames 5 10% 428,947 23%
Midlands 4 8% 295,465 16%
Southern 3 6% 73,000 4%
South West 2 4% 24,000 1%
North East 2 4% 25,000 1%

Wales 1 2% 30,300 2%
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Trade Across Sectors

Number of % by Volume
Donor to Recipient Trades Number (m3/yr) % by Volume
Agriculture and farming
to same use 35 73% 980,880 52%
Water supply to same
use 4 8% 96,000 5%

Other 9 19% 803,796 43%



Summary Observations 2003-2008

 Most trades are small & in stay within
agricultural sector

e Trades occurring in East and South
e \Water companies are not participating



Recommendations and Plans



Review of barriers to
water rights trading

Final report

February 2009



Proposed Measures Summary

Achieve sustainable abstractions

Provide market with more information
Improve administrative processes
Improve information on licence conditions:



Cave Review:
Promoting Sustainable Abstraction

« Legislation should allow revenues from
abstraction charges to rise above that required
for cost recovery — these scarcity charges are
an incentive to return unused or unvalued

icenses
 Reverse auctions could be held where the EA
ouys back licenses (funded by scarcity charges)

 Negotiated agreements on voluntarily
reductions between EA and collective
abstractors could avoid the above




Cost-Benefit of Trading

 Cave Review grossly estimates
discounted net present value of water
supply licensing regime recommendations
over 30 years at:. £400 M

 More detalled estimates, backed by hydro-
economic models, would be useful to
determine If iInvestment in institutional
changes are cost-effective



Barriers



Hydrological
Challenges to Trading

In normal years, not enough scarcity In
many areas (“Sleeper licences”: less than
50% of licensed water abstracted In
normal years)

Drought likely needed to kick-start market

Budgeting: If trading downstream, will
traded water really arrive downstream
(seepage, evap., riparian use)?



Environmental
Challenges to Trading

 EA agrees to downstream trades but
dislikes upstream (greater environmental
Impacts of abstraction upcatchment)

 Pumping from groundwater connected to
rivers can effect river levels

« Sleeper licences could be ‘awoken’ by
market leading to over-abstraction



Economic Challenges to Trading

e Market Failure

— Little low-value water use; majority of water use is
already used for high value economic activity (water
supply, energy, industry)

— Only consumptive uses can meaningfully trade (water
supply, industry, agriculture) — ‘thin’ market with few
participants

* Prices

— Licence value linked to changing CAMS status
assessments, licence conditions and duration

— Given diversity and uniqueness of licences, absence
of price data, it's hard to establish licence value

— Prices could vary as in other water markets



Institutional
Challenges to Trading

« Uncertainty about traded licence
modifications discourages trading

e |f user trades water, when time-limited
licence Is due for renewal, can they claim
‘reasonable need’?

e Transaction costs from
— uncertainty about licence value
— licence modification during trade




Thousand m °/ year

Reductions In Traded Licenses

500
450 | 5.4 Mm?3 donor licences transferred to
200 | 1.3 Mm3 recipient licences (77% loss)
350 -
300 | O Original licence
] B New licence after trade
250 -
200 -
150 - 17
100
50 - 1
o4 L LLLL
/1/2 3 45 6 7 8 9 101112 1314 1516 17 18 19 20 21 22 23 24 25 26 27 28 29 30 31 32 33
Trades *
1.6 1.1 Mm3

* N.B. Original licensed volume missing for 15 trades



Poor Incentives for Water Companies

* Legal, regulatory frameworks encourage
companies to be self-sufficient

* E.g. must supply own region 1%,
encourage capex over opex

 Issues to resolve: pricing, common
carriage, treated water quality & access to
networks



Political, Social Challenges

People unaware market Is active

Fear of hoarding of licences, e.g. by water
companies

Distrust of ‘market’
Resistance to change, commodification



Recommendations & Conclusions



Summary

e Currently little trading (~ 10/yr, 0.002 % of
total abstractions)

« EA, OFWAT In process of changing
procedures and laws to encourage trading
at national scale

« Multiple barriers discourage trading



What Should Defra Investigate?

1.

2.

o B

Changing water company incentives to
encourage trading as alternative to new sources

Whether pricing scheme is used for company
trades/transfers or simply market prices

Reducing trade ‘water tax’ to a minimum
(decrease uncertainty transaction cost).
Clarifying why/how licences will be decreased
may not be enough

Effect of time limited licencing on licence values

Potential market failures linked to low
participation, potential water company abuse

Cost-benefit of trading (e.g. using hydro-
economic policy simulation models)



