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The ltalian water sector is undergoing
a period of significant change. The
sector does not require radical
intervention in its ownership structure
to improve investment levels and
quality standards, but rather a
package of measures to improve the
management model and enhance
independent regulation. How can tariff
regulation be extended nationwide,
and how can existing industry
fragmentation be overcome?

The note is a summary of an upcoming
article by Alfredo Macchiati, Pierpaolo
Perna, Francesco Tucci, Organizzazione
E Politiche Pubbliche Nel Settore Idrico,
Mercato Concorrenza e Regole.

Compared with other European countries,
Italy faces significant challenges in terms
of its level of water losses, wastewater
treatment and quality of customer

service (as shown in Table 1). The policy
objectives of the ltalian water sector need
to address the origins of this gap.

Italy’s performance is due primarily

to underinvestment in infrastructure.
Looking at the most recent data, planned
investment for the period 2016-19
amounts to around €59 per inhabitant
per year (for the so-called industrial
operators).!

This puts Italy below the European
average: Belgium, Germany, the
Netherlands, the UK and France achieve
per-capita investment levels of between
€80 and €150 per year.2 Given investment
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levels of around €59 per capita and
assuming an overall investment need of €80
per capita, the current gap in investment
spending is around 27%.

Low investment seems to be associated in
particular with ‘in economia’ management—
in which the water service is administrated
directly through a department of the
municipal public administration, a model
that is more widespread in the south

of the country. Indeed, for this type of
management, investments are as low as €4
per capita in the South and €7 per capita in
the Centre and North.?

In ltaly, the principle of cost-reflective tariffs
was introduced relatively recently.* The
introduction of independent regulation in
the water sector, and the assignment of
the related responsibilities to an Authority
(ARERA) in 2011, have brought beneficial
effects on the level of investments. Per-
capita investments increased from around
€34 in 2012 to €59 (2016-19 average), a
rise of 73%.5

In other words, what appears to be the
current relatively low performance in quality
standards may reflect a legacy of the past
(i.e. the lack of independent regulation) and
the incomplete application of the 2011-12
tariff reform to the entire Italian territory—
rather than its lack of effectiveness.

Another issue in the sector is its large
number of operators (2,551,8 of which
2,217 are ‘in economia’), which is linked to
the issue of scale economies. The optimal
efficient scale is a topic that has undergone
plenty of discussion and analysis. With
reference to the Iltalian market, Guerrini

and Romano (2011)” report evidence

of economies of scale for companies of
between 50,000 and 250,000 users, while
Guerrini, Leardini and Romano (2018) show
that economies of scale are more likely to
be present below 50,000 users than in the
size range between 50,000 and 150,000
users.® Moreover, recent econometric
analysis using a panel dataset for the period
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2014—17 confirms that economies of scale
exist in the sector.®

High-level analysis based on operating
expenditure (OPEX) levels shows how
OPEX per capita remains largely stable
up to 500,000 inhabitants served, and
subsequently drops by almost 25% (as
shown in Table 2 overleaf).

ARERA has intervened in the issue. For
example, the regulator has introduced
targeted measures within the tariff system,
which mean a less stringent cap on tariff
growth in the event of consolidation.
However, despite some promising results
(the number of operators was 2,900 in
2012), the positive effects appear to be
tailing off.

Ownership and
management models

In the ltalian policy debate, public
ownership has been raised as a possible
solution to the sector’s difficulties. This
appears to be in line with a European
political and cultural climate that is
moving towards an enhanced role for
municipalities in organisational and
ownership structures.!

Given these developments, it is useful

to bear in mind the consequences of an
increase in the local political sphere on
water activities in ltaly. Economic theory
presents several arguments stressing the
inefficiency of direct public management
in regulated sectors (such as water
networks) and in the presence of loose
regulatory regimes.' A more controversial
issue among regulatory experts is the
issue of the cost of debt, which some
authors suggest is lower for the public
sector.”® Others have argued, however,
that ownership structure has no effect on
financing costs.™

In two recent instances of nationalisation,
in Paris and Berlin, it is possible to observe
the following.

+  The respective national legal
frameworks have maintained flexibility
in the choice of ownership model.
Renationalisation was not imposed by
a national law but was carried out by

England

and Wales LR =l e 2L = - In both cases, the nationalisation

France 521 5 35 213 703 26 was not achieved through the forced
. termination of existing concessions.

Spain 249.7 1.3 18.9 80.9 2.7

Germany 343.4 4.7 7.2 91.3 2.5 | - Inthe case of Paris, public

management took over when the
concession expired, whereas in

the case of Berlin, this took place
through the acquisition of a company
share, which came at a cost for local
communities.™®

Table 1 Comparison of quality standards and prices
Note: ' Percentage of the population served for which the treatment service exceeds a minimum quality threshold (‘above secondary
wastewater treatment’). 2 Composite index based on six service dimensions (number of complaints, type of complaints, resolution of

complaints, commitment to resolving complaints, improvement of customer service, transparency of information on tariffs and costs).

Source: Global Water Intelligence (2018), ‘International Comparisons of Water Sector Performance’. Data refers to the period 2011-17.
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114
113
84

Table 2 OPEX levels and firm size (2016)

Source: Analysis on the basis of a sample of 45 operators, representing a population served of about 34.55m inhabitants.

These two cases suggest that
municipalisation processes have
acquisition costs that may vary from case to
case, and they may be significant.

Finally, public ownership arguments appear
to ignore recent contributions that provide a
different view of the purpose of companies,
by abandoning the principle of exclusive
maximisation of profit and prioritising
shareholder interests.'® There may be more
or less radical instruments for achieving
this. For example, a stated ‘corporate
purpose’ may be included in the company
statute or in the concession contract."”

In practice, the statute could state (for
example) that the purpose of the company
is to maintain and improve adequate
quality standards, improve impacts on

the environment, and involve and serve
communities. Less radical instruments
may also include incentive systems

aimed at countering ‘short-termism’ (such
as linking management’s remuneration
structure to social responsibility objectives
and long-term profits). Finally, a greater
degree of public participation in decisions,
for example in relation to investment
choices, can also be introduced regardless
of ownership type. An example of the
application of these various tools is the
developing regime being implemented in
England and Wales by the regulator (Ofwat)
and the water industry.®

Companv/imacro-area Percentage of water losses
pany (indicator M1b)

Iren (Ireti) (North East)
Hera (North West)
Acea (Centre)

North West

North East

Centre

Difference between Ireti and average
North East

Difference between Hera and average
North West

Difference between Acea and average
Centre

Italy’s listed multi-utility
companies: a success
story?

In ltaly, most of the largest operators

are organised according to a model that
emerged around 20 years ago—that of large
listed mixed-ownership multiutilities, such
as Iren, Hera and Acea. These coexist with
a limited number of companies of significant
size that are owned entirely by local
authorities.®

Listed multiutilities represent a successful
combination of public presence, private
management, local roots, the presence
of market investors and transparency,
and display positive results in terms of
investments and quality of service (as
shown in Table 3, for example, with
reference to water losses).

In addition, some of these companies
include in their corporate mission

a reference to social needs and

objectives, together with the promotion

of the socioeconomic development of the
community in which they operate.® This
type of company might be said to represent
an ‘ltalian model’ for water management,
as shown by its numerous plaudits in
terms of environmental sustainability and

30.6%
28.2%
49.0%
32.2%
38.9%
49.4%

-1.6%

-10.7%

=0.4%

Table 3 Evolution of water losses for a sample of operators

Source: Analysis at company level on the basis of a weighted average (based on population served) of the leakages indices in the main

areas of the Iren group (Genoa), Hera (Rimini, Ravenna, Forli Cesena, Bologna, Ferrara, Modena) and Acea (Ato 2, Medio Valdarno, ATO

6 Toscana Ombrone, ATO 2 Basso Valdarno, ATO Umbria 1 and 2). The M1b indicator (percentage of water losses) for each operator

is extracted from ARERA reports and other company reports. Data at macro-area level is based on ARERA (2019), ‘Relazione Annuale.

Stato dei servizi’, March.

governance.?' It would therefore seem
sensible to strengthen this paradigm

in terms of sustainable finance and
consumer control, and potentially extend it
to other local areas.

Catching the baby?

The causes of the infrastructure gap in
the ltalian water sector provide a clear
indication of the real public policy priorities.

In addition to strengthening the role of
the regulator with regard to investment
monitoring and consolidation, it is
important to strengthen the traditional
link between water services and local
communities. This could be done by
encouraging new governance models
that incorporate user preferences and
service quality improvements in business
objectives. In ltaly, the mixed ownership
model, with its sufficient industrial scale,
appears most suitable to take up these
challenges.
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