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This note outlines the ongoing work by the Water and Sanitation Program, Africa (WSP-AF) to explore sustainable market-based financing of community-based water supply projects in Kenya in order to increase access to water supply and support the country in the attainment of the Millennium Development Goals. The findings suggest a considerable scope for such financing. However, scaling up to a significant level would require a support program including components related to: a) capacity building support to communities, b) capacity building support to water service boards, and c) market development support to financial institutions. It is anticipated that a support program would help address the current market imperfection and create the necessary experience to enable scaling up through a market-based approach. 
Background

It is increasingly recognized that small service providers play a vital role in the provision of water supply and sanitation (WSS) services in Sub-Saharan Africa. Recent studies suggest that their share in total services is high, especially when it comes to the services for the poor in both rural and urban areas. In Kenya, it is estimated that Community-Based Organizations (CBOs) run about 30 percent of all rural water supply schemes in the country. They often manage infrastructure systems themselves on the basis of user-tariffs. Conservative estimates suggest that these communities invest about 3.5 million USD per year and spend another 6 million in operational expenditure
. However, in many cases, available capital through savings is not sufficient for investments needed for completion, major rehabilitation or expansion of their schemes. 

One constraint emphasized in several studies of water service providers is their lack of access to finance. Despite the potential latent demand, the use of micro-finance for investments in water supply and sanitation services has been very limited in actual practice. On the other hand, microfinance has grown in recent years both for savings mobilization and to provide credit for income-generating activities as well as for consumer loans. Recent studies by WSP in different countries in Africa suggest that latent demand for finance does exist among small and especially community-based water service providers. Particularly in Kenya, the relatively better developed finance sector suggests that there is potential for exploring market-based options of financing small community-based water supply projects.

Objectives, Approach and Outcomes
The objectives of this activity are to: a) explore the scope for financing community-based water supply projects through domestic financial institutions, and b) identify the nature of support required for facilitating credit transactions at scale. 

The approach is action-oriented; it aims at:

· Carrying out a preliminary demand assessment through inquiries with community-based projects and an assessment of the viability of market-based borrowing for investments 

· Carrying out inquiries with financial institutions to assess their interest in lending for community-based water supply projects and their requirements for sustainable lending operations

· Facilitating links between CBOs and potential domestic lenders (e.g. MFIs, Cooperative Bank) by assessing the nature of support required for capacity building needs of CBOs and financial institutions, and for project development to achieve a reasonable scale

· Investigating institutional arrangements likely to emerge from the on-going water sector reforms, particularly in regard to the contractual provisions between the water service boards and the community managed water supply schemes

The outcomes anticipated from the facilitation of credit finance to community water supply systems are:

· Increased access to water supply in peri-urban areas – Access to credit will facilitate the development of community-based water supply projects. Primarily areas that can afford credit finance will be in peri-urban areas, where many residents are employed in the urban center or in providing services to the urban center. 

· Improved access to water services through community projects – Access to credit will facilitate development and rehabilitate/ expansion of community-based water projects in Kenya. This will enable communities to gain access to better and more reliable water services and contribute to improved community management.

· Financial sector deepening – Group lending for infrastructure projects has not developed as an important product for MFIs. If developed in a sustainable manner, development of products for community-based water supply projects would facilitate an expansion in this market by FIs in Kenya, and perhaps also act as a catalyst to further market development in lending to other community-based infrastructure sectors.

Since January 2004, WSP-AF has carried out several activities: 

· Visits to 15 community-based water supply projects, including some that have had previous experiences with loan schemes for water supply infrastructure in several provinces of the country
 to develop a preliminary assessment of potential demand. 

· Initiated pre-feasibility assessments of four potential lending transactions including aspects related to strengths/weaknesses in community management, technical feasibility of investment proposals, financial viability and risk assessment

· A financial assessment model developed for cash-flow and financial viability analysis of community-based water projects

· Discussions with potential financial institutions to assess their interest and terms for such lending 

· Discussions with representatives of the Ministry of Water Resources Management and Development (MoWRMD), Water Services Trust Fund, Nairobi Water Services Board and selected donor agencies

· Preliminary assessment of policy constraints and opportunities such as available legal options of community-based projects through review of literature and consultation with legal experts

Assessing Demand from Community-Based Water Supply Projects

Kenya has a population of 32 million of which 70% live in rural and 30% in urban areas. In rural areas, roughly 40% of the population has access to safe water supply and in urban areas the coverage amounts to 65% according to official estimates. Since community-management was introduced in Kenya during the 1980s, about 30% of rural water schemes have been handed over to or set up by CBOs. Many schemes have been developed by ‘Self-Help Groups’ (SHGs) through their own efforts. Discussions with local experts involved with community water projects suggest that this trend is likely to increase in the future with the implementation of the new Water Act. In rural areas, the number of community-initiated water supply schemes is expected to grow especially in combination with irrigation. In peri-urban environments near large and medium cities, domestic demand for water services is expected to increase with urbanization. Based on preliminary analysis, a number of different contexts for community-based projects are identified as illustrated in box 1. 

Results from visits to communities suggest that community-based water supply projects with a latent demand for micro-finance services will typically display the following characteristics.

· Demand outgrows supply. Either, water supply is non-existent and a project is started in order to remedy this situation or existing facilities and service levels cannot keep up with the population growth in the project area. In both cases, there is a need for major investments, which exceeds the fund-raising capacities of the respective CBOs through own savings. 

· Piped schemes are most viable for a credit option. Piped schemes, whether pumped or based on gravity flow, require a higher level of organization and generally serve a larger number of customers. This makes continuous income generation and economies of scale possible. They usually include or envisage metered household connections that allow for a differentiated tariff structure and discourage waste of water resources.

· Water is used for multiple purposes. Apart from domestic purposes water supply schemes are generally designed to also cater for water-related income-generating activities. These could be dairy cattle, poultry keeping, horticulture and flower growing and contribute to improved livelihoods.

· A history of fund-raising or cash-flow is available. Typically, unfinished water supply projects have a strong history of fund-raising among themselves in order to finance the first steps of project implementation. Existing schemes have a continuous cash-flow based on user-tariffs. Many generate an operating cash surplus, which is generally maintained in bank account for emergencies. 

Box 1: Community-based Water Projects in Kenya

Rural growth centres: These projects draw on the concentration of businesses and population and on the existence of markets in a specific area. This leads to a high demand for domestic water supply in a geographically limited space. The rural nature of the comunity also means scope for income from activities linked to cattle, poultry and small plot farming. 

Peri-urban areas: In a peri-urban environment, there is often a wide spread of income-levels among communities including pockets of wealthy population that are willing to pay for improved and reliable water supply services. With rapid population growth increased deamnd for water is common. Further, proximity to urban markets also contributes to successful acivities related to dairy, poultry and kitchen gardening for vegetables. 

There are numerous communities in Kenya, with populations of 2000-8000, which depend upon urban centers for most of their employment. These are largely small peri-urban settlements, supporting and being supported by secondary centers/ smaller towns, though some larger communities within municipal boundaries are also possible.
Water for irrigation: These schemes are typical in the high-potential agricultural areas, which are concentrated in Meru and Nyeri Provinces around the slopes of Mount Kenya. The driving force behind the establishment of a water supply scheme is the potential economic return through irrigation.

No alternative sources: When no alternative water sources such as rivers or springs are in the immediate reach of the community, the demand for water supply becomes so pressing that incentives for self-organisation rise. 

Donor-supported initiatives: Donor initiated and supported community-based water supply projects are mainly found in more deprived environments. Because of a low cash-base of the economy and limited access to financial services, the potential of a loan transaction is rather low in these cases.
· Projects are registered entities with a defined set of rules. Projects normally start as Self-Help Groups
 and some have acquired legal standing at a later stage of development. Each project has a constitution and bye-laws. Records of income and expenditures are kept and annual audits are conducted regularly.

· There is a need for capacity building of the community-based organization. Although many groups manage their schemes on a professional basis, they often lack capacity in business planning, which would be required for investment planning and developing a viable debt proposal and later for loan repayment. Therefore, capacity building and continuous guidance during the initial phase of project development as well as during repayment period would need to accompany a project-based loan transaction.

Our preliminary inquiries suggest that the potential investments required by community-based water supply projects range from KES 3 million to 15 million. The size of investment is related to the dimension of the existing or envisaged scheme, number of customers and purpose of the project. On average, investment costs per capita for a piped gravity water system catering for domestic use is around KES 800 to 1000, a pumped scheme requires between KES 1500 to 2500 and point sources involve a cost per capita of around KES 250 to 1000. In developing a viable debt transaction, total investment requirements may need to be in phase to match affordable tariff levels. This would result in smaller loan sizes and increase financial viability while also helping to mitigate credit risks by linking to a possible next loan tranche. Box 2 discusses the approach used to model the financial viability of water schemes and to carry out scenario / sensitivity analysis tied to the perceived risks involved in a project. Box 3 provides brief description of selected projects where such assessment is currently being done in consultation with the community.

Box 2: An Approach to the Financial Modeling of Water Projects

For financial viable lending to a water project it must generate sufficient revenues to cover debt servicing costs after meeting all its operating costs. For this, sensitivity analysis is essential particularly linked to key project risks. WSP-Africa has developed a financial model to support communities to test alternative scenarios in relation to demand, costs and affordable tariffs. 

In a community water project revenues are related to the water sold, which is a function of the demand for water. The approach used for this analysis, estimates the water demanded given a connection profile and population size: that is, depending upon the number of connections, and whether they are in-house or standpipe connections, the demand will vary. The demand is projected and together with a tariff and connection charge, the revenues are estimated for the analysis period. The annual costs are estimated for debt servicing as well as operating costs related to electricity, salaries and other variable costs of running the water project. The investment costs are dependent upon the water demand and the technology used for water abstraction and delivery. 

The model allows an estimation of demand for water to analyze the financial viability of a proposed water investment. It enables the development of scenarios particularly around the required tariff levels. It also allows for different financing options for new investments including community contributions and market-borrowing. Project viability is assessed in terms of anticipated revenues exceeding the annual costs of debt servicing, operation and maintenance, at a tariff, which is within the affordability of the scheme customers and agreeable by the community group. The viability can be enhanced by increasing the water sold if the source permits this, or by reducing the ‘lumpiness’ of the investments, through phasing. This will serve to make the demands on cash flow more even and the project more viable. The financial model developed under this activity supports the community to explore such options for developing a viable financing proposal.

Despite this potential any lending to such community-based projects would also need to address and mitigate risks. Based on preliminary inquiries some typical risks that will require mitigation include:

· Contractual relationships between CBOs and WSBs – As water service boards (WSBs) will be the formal asset owners of government installed infrastructure, and as most infrastructure currently managed by CBOs was at some point installed by government, it is necessary that legal arrangement by which the community has access to the assets be clarified. Associated with this issue would be any financial implications, such as lease fees, which would be due for use of WSB owned assets. Mitigation of this risk will be achieved through discussions with the WSBs about appropriate contractual relationships. 

Box 3: Illustrative Examples of Selected Community Water Projects in Kenya
Kerarapon Community Water Project – with a population of about 2000 residents, is located just outside Nairobi. Water is abstracted from a spring source, but the current scheme cannot meet demand from the community due to an inadequate distribution network. A total investment, in two tranches, of approximately 3 million Kshs is required to expand service.

Initial analysis suggests that with the phased investments, loaned funds, and with community contributions of 25%, debt finance for the project would be viable with only slight tariff increases that are acceptable to the community. Main risks are with regard to adequate distribution of water to those with lower incomes, as there is a wide disparity in income levels in the community.

Boriara Water Project – is a high potential agricultural area near Mt. Kenya, with about 3000 residents. The water project is under development and residents have already invested 1.6 million Kshs plus labor in the project. A further 5 million Kshs is required for completion. Besides water for domestic use, the system would allow for irrigated horticultural activity, facilitating improved livelihoods in the project area.

This project appears financially viable with debt financing. The only major risk may arise from market price fluctuation for the horticulture produce. Mitigation would mainly require technical support in marketing. 

Karanjee Water Project – is a peri-urban project located outside of Nairobi. The current scheme relies on pumped groundwater and water is supplied through one water kiosk. Additional funds, 4 million Kshs, are required to expand the network to facilitate individual connections, a value added service, which will increase project revenues through meeting increased levels of latent water demand.

Under modest projections of individual connection uptake, the proposed two tranche loan to fund the investment would be viable. In this case, the main risk is associated with competition from alternate service providers with leases from the near Limuru Council. Community readiness to borrow is also adversely affected by erratic grant finance from NGOs. A separate project, however, may be possible for a nearby community (Kamandura) that expects to get water from the Karanjee project. Kamadura does not have any water source and residents currently pay a very high price for water, for domestic use as well as for cattle. Most residents sell milk at the nearby private milk processing plant. 

Makigana Water Project - is an area near the market town of Nyeri. The gravity scheme using water from a nearby river is already under development and will provide water for domestic and small-scale income generation activities when completed. The residents have already raised and invested 0.7 million Kshs to complete the intake works and a part of the transmission line. A further 3 million is required for completion of the scheme. 

While, the scheme appears financially viable though more community consultation is necessary on the required tariff levels. This is particularly necessary, as the source capacity will only permit limited use of water for productive purposes. 

· Financial market and ‘crowding out by grants’ risk – The market conditions affecting debt terms and affect viability. Any significant worsening of current levels in Kenya may adversely affect demand for debt finance and project viability. Further, with the uncoordinated access and disbursement of grants for community water projects, grant finance crowding out the demand for debt is a key risk for design stage of CBO water projects. Communities initially interested in borrowing may become uninterested in the face of the possibility of a grant.  Risk mitigation may be through better coordination of available grants through the Water Services Boards. For financial market conditions, risk mitigation may be explored through use of partial guarantees to extend loan tenor. 

· Water source risk – The source viability risk is related to the hydrologic variability of the source, and whether that there is sufficient water available at the source to meet the project’s water demands over the whole design life, as well as the demand for the source water by other water users. As many communities share water sources with either other communities or industry, the viability of the source to supply all water demands must be assessed prior to the expansion of water service infrastructure dependent upon the source. Comprehensive analysis of water demand must be undertaken, and a survey of nearby water systems conducted, in order to understand the sufficiency of the proposed water source. Mitigation of this risk would require appropriate water resource assessment at the level of WSBs.

· Technical design and operations risks – In the past, in some CBO projects, technical designs have not been appropriate. In some cases there has been over design raising the investment cost required, and in others the technical design has failed to accurately project water demands, in effect under-sizing the systems. To mitigate this risk a review of technical designs by competent engineers is required to ensure that the design is sufficient and necessary. Risk of increased costs, beyond inflation levels, can also affect project viability. As many CBO schemes are based on mechanical pumping of water, electricity and diesel prices have significant impact on the cost of operations. To assess the impact of this risk, financial viability assessment needs to test the sensitivity of such price increases. Also, to minimize pumping appropriate storage capacity is essential. Ongoing technical support to CBO project to utilize a rational pumping regime to minimize the use of pumping can contribute to mitigating this risk and reduce the impact of variations in power costs on project viability.  

· Revenue risks – Revenue risk arises primarily as a result of inadequate willingness to pay for the new service or of cost recovery tariffs being outside the affordability envelope of the targeted users. A related point is the prevalence of competitive water sources. If many competitive systems, offering similar water service levels are in existence, the willingness to pay for changes in service will be eroded, perhaps making the project not viable. When water is used productively, the demand for the output (e.g. horticulture) will impact on the demand for water and project revenues may be tied to commodity prices. To mitigate this risk, ability and willingness to pay must be assessed through community consultations and affordability assessment. Mitigation may also be through phased project implementation with loans in tranches where this is possible. Options for management contracts can also be explored. Mitigation of commodity risk can be achieved through contract farming, where the farmer is given all necessary inputs, and guaranteed a buying price at harvest. The impact on livelihoods, through income stability, would also be positive.  

· Management Capacity and Political Capture – The capacity to manage the financial and technical aspects of the water project also poses a risk to any lender. As well, there is a risk associated with political capture of the scheme’s revenue stream. The most effective mitigation measure available would be capacity building support to both the community and the management committee. This would aid to raise participation within the larger membership, safeguarding against political capture and at the same time deliver technical management skills to those administering the project. Such support will be needed on a continuing basis at least initially.  

While capacity building support to the CBOs at least in the initial years can mitigate risk, it is likely that the risk perception of the financial institutions may also arise from a lack of familiarity with such lending for a community-based infrastructure project. Given the totally new form of lending there is no market understanding for such transactions. Thus, capacity building support to CBOs and market development support to lenders would be required in the initial years. Over the medium term scaling up may happen largely through market operations. This would, however, require that the actual lending is done on a market basis in terms of interest rates and other lending conditions. 

Assessing Interest from the Financial Sector

Compared to other Sub-Saharan African Countries, the financial sector in Kenya demonstrates greater financial depth and more institutional variety. The financial institutions also operating in Kenya provide a relatively large outreach with experience in lending to households as well as micro-enterprises. A special feature of the Kenyan financial sector is the strong network of cooperative societies that directly reach a large proportion of the population. Four operational systems are found for micro finance services: the formal banking sector, savings and credit cooperatives, micro-finance institutions, and community-based financial arrangements such as FSAs (Financial Service Associations) and ASCAs (Accumulating Savings and Credit Associations). In terms of outreach the Co-op Bank has the largest coverage with 5.7 million clients. However, MFIs are growing fast: Equity Building Society has 322,000 savers and 85,000 borrowers, K-Rep has 63,000 customers and Kenya Women Finance Trust has reached 84,000 customers. 

Some of the financial institutions that have been contacted so far include: Co-op Bank, K-Rep Bank, Equity Building Society and Kenya Women Finance Trust. These institutions provide varieties of loans to individuals on a group-basis that rely partly on social pressure and partly on up-front savings as collateral. Most loan schemes are directed towards micro and small businesses as well as consumer loans.

Recent trends in the financial sector in Kenya suggest a significant decline in lending rates and high level of market liquidity. The current prevailing commercial interest rates for micro-finance are at a base rate of 10 to 12 % with an additional risk cover of 4 to 6%. Loan ceilings vary widely between the different institutions. An average loan ceiling is between KES 3 to 8 million. Loan tenors are generally between 3 to 5 years, and loans above 5 years tenor may be difficult both due to potential term mismatch for the MFIs and persisting volatility in the Kenyan financial market.

During preliminary meetings, several financial institutions have shown considerable interest and enthusiasm in financing community-based water supply projects. General points of concern that have arisen from these discussions are: 

· Lack of understanding of revenue generation by water projects: there is a concern that if the investments are not directly linked to income-generating activities, the ability of repayment will be affected. The concept of cost recovery on the basis of user-tariffs is neither well known nor properly understood. 

· Lack of experience and credit history: since there is no previous credit history for water supply projects, the lack of experience and available benchmarks make risk assessment difficult for MFIs. 

· Group-based lending: current lending operations by financial institutions do involve a group for the provision of ‘social collateral’, but the loan is often channeled to individuals. For lending to groups a legal standing and a ‘corporate identity’ for the community-based organization would be necessary, especially in case of arrears or loan defaults. 

· Lack of effective collateral: The question of what could serve as appropriate collateral arises since project assets cannot be considered as relevant. Alternative structures using smaller unsecured loans to households who are members of such projects may also need to be explored. However, for the sustainability of water projects, the group management structure would be critical. 

· Water-related policy changes in Kenya: there is a concern that the water policy framework of the government needs to be supportive of such lending transactions over time. For this, successful demonstration of such lending is critical in influencing the policies of the Water Service Trust Fund to recognize and provide incentives for commercial borrowing by community-based water supply projects. 

Policy Environment

Under the new Water Act in Kenya, two changes are important for this sector. First, the establishment of the Water Services Trust Fund (WSTF) provides a demand-driven approach to development and improvement of community-based water supply service provision in Kenya. This means that communities are encouraged to express demand for services by contributing towards the capital costs (through labor and provision of locally available material and through cash contributions). The policy of the WSTF will need to recognize and support such efforts. WSTF funds could be used to leverage such funding.

Secondly, seven Water Services Boards (WSBs) have been established and are being operationalized. As per the Act, they will contract with water service providers, including community-based providers, to provide water services in their jurisdiction. It is also likely that many existing schemes managed by the national ministry or local councils will be transferred to community groups as water service providers. Over time, these arrangements are likely to provide a stronger base for the community-based water supply projects. 

Way Forward
WSP-AF’s ongoing work aims to demonstrate the viability of lending to community-based water projects to potential domestic lenders. Based on pre-feasibility assessments for selected community projects, initial support will be provided to MFIs and CBOs in developing project-based transactions. However, to create a portfolio of a reasonable size with more than one domestic financial institution, it would be necessary to develop a larger program that addresses some of the key concerns for both the CBOs and the potential lenders. 

Discussions with potential development partners have been initiated to explore the possibility of a support program incorporating the above components. Based on the ongoing work, three components are considered necessary in such a support program:

· Capacity building support to CBOs: Most of the schemes visited are run well, keeping regular notes of income and expenditures. However, all the projects need support in development of a viable investment and financing plan backed by extensive community consultations as well as training and continued guidance in business planning and efficient operations.

· Capacity building support to Water Service Boards: As one of the major areas of risk is the legality of community water supply systems, support to the overseeing water service boards will be required, in order to rationalize the arrangements between them and the communities involved in self supply. This will also include investigations into on-going community support initiatives with the Board in order to support identification of potential market opportunities

· Market development support to FIs: Initial transaction costs for identifying market opportunities and developing / appraising real time sub-projects are likely to be high for lending institutions and may prove to be a major deterrent. Thus, support for market development to participating lenders would serve to create a wider market and reduce their transaction costs. Lessons from initial transactions will also need to be identified and codified within the lending institutions for subsequent scaling up. 
















� Based on Meera Mehta and John Ondari (2004): “Sector Finance and Resource Flows for Water Supply: A Pilot Application for Kenya”, Water and Sanitation Program Africa. This study estimated that there were about 450 schemes managed by community-based organizations. Recent more detailed studies at district level suggest that there may be many more schemes for which consolidated information does not exist at national level.


� Refer to Meera Mehta and Kameel Virjee (2004) “Financing Small Water Supply and Sanitation Service Providers: Exploring the microfinance option in Sub-Saharan Africa”. 


� Kajiado and Kiambu Districts in Central Province, Meru and Nyeri Districts in Eastern Province, Migori and Kisumu Districts in Nyanza Province


� Self-help groups are registered with the Ministry of Gender, Sports, Culture and Social Services.
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