On the term “water pricing”

Without any further context, the term price
simply refers to the payment required to receive
a unit of a good or a service. In mainstream
economic theory, prices are determined by the
interaction of supply and demand in a perfectly
competitive market for private goods, where
prices rise or fall directly in response to changes
in supply or demand (such as in the spot market
for electricity). In the case of water, the reality is
usually much more complex, necessitating a
departure from the assumption of perfect

competition.

Water often has attributes that make it not
strictly a private good. A private good can be
defined as a good to which access can be
restricted and whose use by one actor limits the
availability for others. For water, common
conditions of departure from private good
characteristics include the potential for open
access, ability for re-use and the existence of
public environmental goods that are dependent
on water. Another set of key differentiators to
the perfectly competitive market for private
goods are distributional issues from water use,
both social and political (e.g. the human right to
water), and environmental (both in terms of
quantity and quality). How to manage the trade-
offs between policies goals in these domains is

one of the key challenges for water pricing.

Furthermore, water management tends to be
highly scale-dependent. There is a significant
difference between looking at raw water
abstraction, which needs a macro-scale
viewpoint to manage competing human and
environmental demands for water from the
same source, and municipal water supply, a
micro-scale problem of water delivery, waste
treatment and public welfare. Therefore
solutions need to be negotiated at the
corresponding level, and within a country or a
basin a range of prices, in combination with

other instruments, could be relevant.
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A price that contributes to sustainable water
management will need to reflect not only the
costs of supply (i.e. service delivery), but also
costs related to the scarcity of the resource
itself (e.g. externalities and opportunity costs).
This cannot be achieved through a single price,
but through different prices depending on, for
example, the source and type of use. Water
pricing exists within social and political settings,
where factors such as trust, power and status
influence price formation, in addition to supply
and demand. This means that even in
competitive markets, a price is not necessarily a
perfect or the only signal of scarcity. Actors’
preferences, which determine the perceived
value of goods and services, and thereby the
willingness to pay, are further determined by the
socio-cultural context as well as the level of
information that is available to them. For these
reasons, there is commonly a gap between the
users’ willingness to pay for a good like water
and the price necessary to achieve sustainable

water management.

A useful distinction is to consider how the price
is determined. To illustrate, we have divided
pricing into two categories. The first category is
administrative water pricing, where the price is
set directly by a public authority, usually a
service operator or regulator. Often these are
tariffs or fees directly related to different
functions of water management and services
delivery. They can be based on supply-related
costs, as well as opportunity and externality
costs from the water use, or on all of them. The
price-setting process is almost always regulated
by a government agency, or by political
decisions, with different degrees of

independence from the service-providing entity.
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The second category is market-based pricing
where prices are determined indirectly via a
decentralized pricing mechanism (such as a
market). Here, the price is the outcome of an
iteration process among various actors, meaning
that the price is determined by supply and
demand, but may also be influenced by
historical, social and political factors, as
indicated above. One example is a market for
tradable water permits. A thin market, one with
few buyers or sellers, will exhibit more complex
behavior, with outcomes that are the result of
strategic interaction, such as direct negotiation or
auctions. For market-based pricing, the role of
regulation is primarily to determine the
conditions under which water can be exchanged
or used in production.

As mentioned above, from a theoretical
perspective, a price is derived in a market
setting. Therefore, when talking about
administratively determined prices, some
authors prefer using the terms tariff, charge or
levy. We follow however the common practice
discourse on price instruments for water
management, where “price” is used as an
umbrella term for both fees, charges, tariffs and
levies settled by public authorities as well as

prices that arise through market forces.
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