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Part II

Concerns about water trading
and how we are dealing with
them

Introduction: concerns about water trading

Carlos Mario Gomez, Eduard Interwies, and Stefan Gorlstz

Evidence from experience and case studies presented in the previous chap-
ters demonstrate that allocating water to its most valuable uses provides
opportunities to increase economic and social welfare. Allowing for water
trading is a way to leave water users the way to spontaneously agree on a
better allocation of a pre-existing set of water property rights.

In a properly working water trading scheme both the current and the
would-be owners of water property rights are able to find a mutually bene-
ficial agreement serving two purposes simultaneously: on one side, the
increase in the value obtained by the economy with the amount of water
available, and, on the other, sharing the financial surplus thus obtained. By
definition the water transactions that take place are those that are mutually
beneficial for all the individuals directly involved in the trade and, at the
same time, those that increase the market value of the concerned water-
using activities such as agriculture, manufacturing, hydropower, or
drinking water production. There is little doubt that allowing for water
trading is an alternative to foster some economic development goals in
areas such as expansion of agriculture, urban development, or hydroelec-
tricity, and it is particularly so in the face of water scarcity.

However, the main concerns are whether what is good for the individu-
als engaged in water trading can also be judged as equally desirable for the
entire society. At the same time, we can also ask whether the changes
induced by the trade in the water-using economic activities are compatible
with the goals of sustainable development. The different concerns
surrounding water markets that are discussed in this part of the book are
connected to these social goals of water governance that definitively cannot
be taken for granted in water trading schemes: the equity and/or the
ecologic sustainability of the water allocation resulting from water trading.

In fact, the apparently strong evidence in favor of water trading may
become weak when the scope of the analysis is extended beyond the local
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short-term efficiency gains resulting from reallocating water. The chapters
in this section of the book illustrate how water-trading advantages become
more uncertain when, for example, we add to the picture the third parties
not directly involved in water bargaining. The same may happen when we
consider the water resource rather than the particular amounts of water
used for individual purposes. In a similar way, the evident short-term
welfare gains can become uncertain when we consider that in the medium
and the long term water uses cannot exceed the ability of water ecosystems
to continue providing the economy with the critical water services it
depends on.

Trading is a clear mechanism to foster economic efficiency but markets
do not necessarily do it in an equitable manner. Not only are markets not
a valid means to provide access to water and sanitation to the poor; in the
particular case of water, markets also do not include in the bargaining
process all the parties and individuals to whom water is important. Among
those who risk to be excluded there are the so-alled third parties. They
include all the water users that can be affected because of the effect trans-
actions may have over the amount of water available at any point in the
basin: those affected by, for example, changes in river flows, water returns
or groundwater recharge along the river basin. In addition to that, water
resources are not only valuable because of the services provided to differ-
ent economic activities to which water contributes as an essential input.
Water resources also support many environmental services, such as recre-
ation, health, and biodiversity, that cannot possibly be part of water trading
deals. In fact water transactions involve only a rather limited set of water
users while the interest of all others including those affected by the non-use
environmental services provided by water connected ecosystems can only
be protected by properly working water governance institutions. In mature
water markets, governance includes institutions with expertise, consoli-
dated water administration, comments and approval processes, and
regulation of social, environmental, and third party effects, including the
tax base of areas of origin. The most important regulation is limitation of
trade to historical use and consumed volumes, to minimize third party and
environmental impacts.

In addition, the social perception on the purpose and the means of
water policy has radically changed since the first modern experiments of
water trading were implemented in the early 1980s. The initial priorities —
to support agricultural, industrial, and urban development, and to over-
come the constraints resulting from a limited supply of water resources -
have slowly shifted towards a new vision focused mostly on preserving water
assets rather than administering water flows and also on balancing
economic progress with the other important goals of attaining social fair-
ness and ecological sustainability. This recent and still-in-progress change
in water policy affects the perception about the performance of water trad-
ing. Some advantages are now less evident partly because most of the
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environmental outcomes of water trading remain simply unobservable (for
example, a proper monitoring of water transactions in Chile is still pend-
ing), or have not been given political importance so far. An example of the
latter is the recent recognition that trading opportunities can increase
water scarcity as they may put into use water rights that would remain other-
wise unused. Water markets allowing the transaction of hitherto non used
waters and of nominal-as opposed to effectively used volumes-entitlements
have raised concerns regarding sustainability and social equity.

In fact there are many individual opportunities and actions that are
connected to each other through the water environment (involving users
up- and downstream, those who benefit from water use and those who
appreciate the preserving non-use services more, the current importance
of water uses versus the future generations options, etc.). The recognition
of that is but one of the elements below the many concerns about the
potential advantages and disadvantages of allowing water trading.

Regarding water trading, the chapters in this part of the book draw
attention to the importance of social and environmental concerns and
values, on the one hand, and to the subsequent importance of the scheme’s
design on the other. Water markets need to be assessed not only by their
local short term efficiency gains but by their contribution to foster
economic progress, social justice and ecological sustainability. The diffi-
culty of this task demonstrates clearly the importance of design and
institutional arrangements in shaping — and judging — water trading
systems. Naturally, there is no generally accepted approach to the frame-
work and design of water markets. On the contrary, questions regarding
the amount of economic liberty granted in a water trading scheme, the
level of regulation by public authorities, the necessary legal security
concerning private property rights, the inclusion of externalities, the issu-
ing of permits or water use rights etc. are hotly debated topics. Generally,
however, it has to be stated that there can be no generalized approach to
forming water markets, as each trading scheme’s design has to take into
account the scheme-specific circumstances, both spatial (e.g. hydro-geolog-
ical background of watershed/river basin; specifics in water use etc.) and
factual (e.g. economic, ecologic and social objectives).

In Chapter 12, Joseph W. Dellapenna firmly criticizes the temptation,
supported by some economists, of pushing water markets as the single
most effective solution to water allocation challenges. He states that the
exigent conditions required for a water market to work efficiently, which
are present in few existing markets, but are especially unlikely regarding
water — exclusive, secure, well-defined, non-attenuated, transferable and
enforceable private property rights, absence of market distortions among
buyers and sellers, and absence of uncovered external benefits and costs —
are nearly impossible to install in the case of water, and that the yet exist-
ing water markets are only functioning through heavy intervention of
public authorities. Moreover, he argues that advocates of water trading
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schemes often fail to recognize the public good nature of water and the
considerable transaction costs inherent in attempts to treat it as a private
good, thus neglecting a further restraint to the proper functioning of a
non-regulated water market. Dellapenna calls in his article for a careful
consideration of water markets as a tool for reallocating water use rights.
Because of the importance of water as a social good, the public authorities
need to take an important role as regulator. Therefore, water markets are,
according to the author, a potentially effective (and efficient) economic
instrument among others that, in any case, can only work in a proper regu-
latory environment.

In Chapter 13, David Katz explores the kind of reforms that have the
potential to make water markets work also for the environment (e.g. for
guaranteeing and going beyond minimum environmental flows and for
protecting crucial ecosystem services). The author provides a review of the
theory and empirical literature concerning water markets and environ-
mental flows, as well as possible third party impacts incurred by
transferring great volumes of water along great distances. Katz provides
compelling evidence on the economic value the public assign to the main-
tenance of environmental flows and shows how water markets are a
potentially significant option for securing these flows. He recognizes,
however, the various challenges that impede a proper market allocation of
environmental flows — gaps in information regarding economic and
ecologic benefits of environmental flows, regulatory constraints, and the
nature of water as a non-stationary, both public and private good.

In the third and final chapter in this section, Robert J. Rose (Chapter
14) focuses on the potential of transferable emissions schemes to reduce
widespread water pollution loads The critical importance of the institu-
tional set-up is underlined by the analysis of its more necessary
components, such as the enforcement of strict caps, and also through the
discussion of the role of the command-and-control instruments in place
that need to be adapted, when not removed, in order to guarantee an
effective functioning of such a trading alternative. The developed theoret-
ical framework is then applied hypothetically to the Po River Basin in order
to highlight the type of analysis necessary to create the least constraining
policy that sufficiently addresses existing hot spots and issues regarding fate
and transport of pollutants. The author concludes by highlighting the
importance of a progressive strategy during the transition. The best option,
according to Katz, is to start with simple options, and only allow more
complicated alternatives as the advantages and disadvantages become
more evident and social acceptability increases.



