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The financing of water and sanitation infrastructures

Governance and program based aid

· The need for investments in the water sector (i.e. drinking water and sanitation) is enormous. According to the most optimistic estimates, the amount of public financing that has been announced merely represents 10% of the needs.

An unattractive sector for investors

The attractiveness of the water sector is very low for capital. This is the logical consequence of a generally low return on investment in a highly risky environment. 

· The water sector is highly capital-intensive. It implies long-term investments with deferred profitability and that are subject to public services delivery constraints, especially in terms of tariffication.

· Usually, the absence of a sector policy is also an obstacle: needs, medium and long-term objectives and solutions can only be defined through sectorial policies. The water sector needs can be met at an acceptable cost only if private and public funds are mixed. While private funds would finance the equipment for expected outputs, public funds would allow for the over-cost induced by very long-term equipment to be born and could possibly help poor populations. Defining a sector policy allows for the establishment of principles that determine the respective roles of public and private management, the allocation of public and private funds, the evolution of the pricing structure and finally the sector’s main regulations.

· The main obstacle for increased financing - whether it be private or public – is the general lack of confidence in the sector due to its bad governance. Beyond the lack of sector policy, there are also recurring difficulties: bureaucratic management of urban services or public bodies, that are subject to rigid rules; lack of sector resources because of low tariff; absence of long-term planning if there is a private operator in the sector; insufficient competition; low competence of organizing authorities; low respect for contractual commitments; and finally, lack of qualified arbitration between political authorities and private-sector operators. As long as these difficulties remain, there is no hope that funds allocated to this sector will ever increase.

A set of complementary and effective answers

Acknowledging this issue, the AFD (French Development Agency ) suggests that both financial and institutional solutions be implemented. The AFD proposes the creation of financial products that allow for a reduction of risk and that facilitate the mixing of public aid and private funds. The AFD also supports initiatives in favor of a better sector management and, more widely, initiatives in favor of better governance.

· The development of financial products aims at limiting the impact of certain obstacles to private funding by having the public financial institutions (FIs) support the risks linked to emerging countries or to the provision of services in poor areas. The considered financial measures mainly consist of:
(i) loans to the public sector that are not guaranteed by the state (« non sovereign loans ») but that have the same concessionality than loans to governments (« sovereign loans »). This would enable loans to be granted to LDCs and HIPC countries to finance public-private partnerships in the form of performance contract, , leasing or concession;

(ii) extending to the private sector the concessional conditions for investments with deferred profitability (railway infrastructures, water, rural electrification…);

(iii) implementing « guarantees » to mobilize local savings and thus eliminate the exchange risk. In this scheme, the AFD carries the project-related risk, while local banking institutions and financial markets bring in financial resources without taking any longer term risk;

(iv) implementing « partial risk guarantees » that aim at promoting the development of public-private partnerships. The public FI can guarantee to the private operator that the state commitments towards him will be kept and that he will receive compensation otherwise (the public creditor secures a counter-guarantee with the corresponding government);

(v) creating subsidies or concessionary loans in the form of the “output based aid”. The idea is to bring in some public contribution linked to the non-profitable part of the service and defined on the basis of market competition among operators.

· At the national level, the AFD can support the evolution of the sector management by helping to build sector policies and institutional reforms and, if need be, by supporting rehabilitation investments to prepare the ground for reforms. Public FIs have to encourage institutional reforms, especially by training people and supporting realistic sector policies. This can sometimes be done by financing a first operation for delegated management (management contract, pilot operation, etc.) that will serve as an upgrading and learning period. Help must also be provided to promote the empowerment of local communities, the strengthening of cities’ project management capacities, a greater involvement of local actors (especially from the local private sector), and the introduction of an efficient competition between private operators.

· On a more international level, the AFD wishes to help « strengthen » good governance standards. It is essential that both national and local public authorities commit to significantly increase good governance in order to restore the trust of both private and public investors:

(i) Beyond specific national features that depend on political traditions and economic situations, it is possible to establish general management standards that set good governance principles applicable to the drinking water sector. These principles should: aim at supplying poor populations with water, understand the necessity of a cross-cutting-partnership, divide responsibilities between public authorities and private sector, increase the transparency of markets and information, regulate the sector, preserve the resources, etc. Both the « Declaration of Access to Essential Services » and the « Charter for Water » can be the basis on which public authorities rely to commit to implement good governance principles and have them respected.

(ii) The two texts, after being reviewed to give them an international scope, should be promoted by public, bilateral and multilateral FIs to serve as a basis for an evaluation of the sector policy and management. The formal commitment made by a public authority to respect these principles and the certification of this commitment by FIs would serve as a trust label. The certification would be similar to a certification audit done by an independent specialized service supplier.

(iii) Then, FIs could even develop aid financing in the form of a « program » in countries that would commit to certification.

The creation of a « Global Observatory for Water and Sanitation »

A « strengthened » governance aims at improving the quality of implemented regulations to allow the private sector to enter the market. This introduction relies on the principles of competition and the satisfaction of public service objectives. This strengthening could specifically rely on the creation of a « global observatory for water ».

The main objective of this observatory would be of course to measure the efforts still to be made and the accomplishments in relation to the millennium development goals. Measurements are essential to effective progress. However, this global effort measurement could also rely on a certification system of local sector policies. Organizing authorities that would ask for it could use this system to evaluate how they comply with sector standards and governance principles. It is this particular vision of an observatory that is presented in this document.
· In every country, the practical share of responsibilities between public and private actors as well as the different regulations necessarily depend on local economic, cultural or political characteristics. However, a certain number of general principles can be universally formulated, like for instance, the necessity of a sector policy, the involvement of local communities, the respect of competition rules, and the need for balanced regulations, transparent information and independent monitoring. It is possible to establish governance standards for a specific sector that could be externally evaluated. Therefore, the observatory’s mission would be to evaluate the progress of the situation in relation to the millennium development goals and the level of governance of a specific country in its water and sanitation sector.

· The regulation of public services often goes hand in hand with the creation of an independent regulatory body. However, this is not a universal obligation: it depends on the political cultures of each country. In some instances (as in the case of the French water sector), this regulatory body exists under different forms that comprise multiple sectors.  Nonetheless, it is admitted that an independent control is necessary to meet two goals: (a) introducing competition in sectors where it is not guaranteed, (b) respecting in a balanced way the public services delivery constraints that have been defined by contract. In developing countries, competition standards and contract application rules are particularly weak, thus speaking for a reinforcement of independent inspections.

· In developing countries, this crucial independent regulatory body seems all the more difficult to implement: the « independence » of that body is always questioned, either because of its local political ties, either because it is biased. It is possible to assume that there are particularly intense community and personal links that impede the respect for general rules. In these countries, a relationship can be established between the weak management of the modern sector’s organizations and the strength of political cultures. Usually, loyalty is favored over the respect of universal principles.  However, a more efficient management is possible if local ties are combined to the implementation of universal standards. One of the solutions would be, among others, to promote independent controls from external authorities, either at the regional or the more universally acknowledged technical level. Independent and diverse control functions should then be established that would rely on universal standards (like an audit would).

· Therefore, the « Global Observatory for Water » would be able to measure the progression of the millennium development goals in interested countries. It could also play the role of an independent evaluating body of sector policies and governance. The establishment of a Council composed of renowned personalities and representatives of partners (governments, local communities, business community, NGOs, rich and poor countries, etc.) would be considered. The Council’s task would be to validate the applicable standards and proceed to independent evaluations.  This body, in the water sector, would be comparable to the Global Vaccine Fund for the health sector.

· For candidate countries, the evaluation would rely on a voluntary basis. Assessors would be provided with an extensive power of investigation defined beforehand. Thus, the observatory would be the last resort regulatory body also in charge of assessing local regulatory functions.

· A positive evaluation of a country’s sector policy could result in different forms of support: funding of local auditing systems but also implementation of an aid program by FIs.
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