EU Water Initiative: Finance Working Group

Preliminary Thoughts on a Framework/Approach to discussion for July 9/August meetings

The TORs for the Second Work programme of the EUWI’s Finance Working Group (dated June 9 2004) include a call to identify the characteristics of mechanisms that encourage success and those that impede the success of financing. This note suggests an approach to meeting the FWG objectives (at least in part). It draws both on the stated objectives in the TORs, as well as a recent World Bank/WSP publication “Meeting the Financing Challenge for WSS” which laid down an analytical framework for reviewing existing and designing new financial mechanisms which can contribute to meeting the MDG targets for water and sanitation. Three steps are suggested:

i. Determining Desired Impacts of Financing Mechanisms. The first step would be to agree (based on a review of the WB/WSP work and others) on common measures of success in each of these three areas. (In other words, to come to a common understanding of how much impact financial mechanisms can be expected to have. Such an assessment could not be exhaustive and should not attempt to be too detailed, but would more pragmatically focus on establishing some measurable indicators of success, and some broad targets for those indicators. 

For example, the WB/WSP report and the FWG TORs suggest that financial mechanisms may contribute to success through three broad impacts namely: 

· Promotion and Implementation of WSS Sector Reforms – “To improve the efficiency and effectiveness of existing and future financial flows to water and sanitation, including encouraging innovation, the development of institutional and regulatory frameworks and capacity building”

· Leveraging Additional Resources for the WSS: “To enable the use of development funding as a catalyst to leverage other forms of finance, including donor, user and private finance”

· Improved Targeting of WSS Resources: “To improve access of the poor to water and sanitation services”

The attached table (column 1) illustrates the manner in which this approach can be developed. 

ii. Identifying Financing Mechanisms. The next step would be to identify some funding mechanisms and sources, which can be usefully analyzed using the agreed framework. Selection of these could be based on a sequential process – we might suggest for example:

· Identifying sets of mechanisms that help to achieve each of three impacts discussed above – for example, see the different sets in column 1 of the attached table. 

· Focusing on funding sources over which the EUWI may hold some influence in terms of access to the findings of this work and credibility/ relevance/ ability to change – for example see the illustrative mechanisms in the third column of the attached table. 

· Amongst these mechanisms, focus on those mechanisms with the most immediate and direct impact on poverty. 

The examples in column 3 of the attached table provide an initial list of such mechanisms. The WS/WSP report referred above also provides examples of various financing mechanisms from across the globe selected to illustrate their impact on three areas listed above (see boxes on pp. 10, 17 and 23 of the attached summary of this report). 

iii. Assessing the Impact of Different Financing Mechanisms. Having agreed on a basis for assessing performance, analysis can work in two directions. Firstly a more general assessment of various mechanisms can be done in relation to their potential for achieving these impacts. This could be through a review of actual experience in their use. For example, second column in the attached table provides an illustrative set of issues in their use. 

Secondly, the assessment can be based on experience on the ground in selected countries done on the basis of an analytical review of country’s financial requirements as well as feedback from key stakeholders in the countries (e.g. including a) country and local government officials from sector and finance ministries, b) leading civil society groups and NGOs, and c) country based donors and other TA support organizations. For Africa, WSP’s work in several countries in the region would provide a good base for this approach. Demand side assessment at country level will enable a better / more effective capture of variations linked to ground context. 

Using these two approaches, a set of key issues can be identified in the use of different mechanisms, as well as suggest measures / changes necessary to enhance the desired impact of these mechanisms. The analysis may also suggest new mechanisms that may be useful for the EU to pursue or to support at the country level.  

Table 1: Illustrative Framework for Review of Financing Mechanisms

	
	Financing challenge and approach
	Issues in meeting this challenge / using this approach
	Illustrative global/ regional mechanisms from EU countries / international finance institutions

	A
	Promotion and Implementation of WSS Sector Reforms
	

	
	Challenge: Institutional framework and financing policies that result in ineffective and inefficient use of existing resources
	

	
	Approach: Providing incentives for promoting sector reforms through mechanisms related to:
	

	a.
	Decentralization-linked mechanisms to support local level reforms
	· Balancing national versus local priorities, and ensuring local level reform orientation 

· Strengthening local capacities

· Matching local mandates with local resources 
	· Direct assistance / loans to local authorities – WB-IFC Municipal Fund

· IDA/ IBRD programs focused on decentralization

	b.
	Special funds for supporting reform- linked programs, local partnerships, or difficult institutional reforms 
	· Relevant in countries where local ownership of reform process is not widespread to help create local precedents before scaling up

· Need to align special funds with decentralization and other reforms as far as possible
	· IDA/ IBRD and other bilateral programs through Social Investment Funds 

· Community development funds – e.g. CLIFF, CODI,  

· Various Challenge Funds – e.g. DFID’s Financial deepening challenge fund, GOI’s city challenge fund, PPIAF, etc. 

	c. 
	Programmatic approaches to link sector financing to sector-wide programs
	· Local ownership and leadership critical

· Inclusion of WSS in PRSPs

· Strengthening national monitoring and fiduciary systems to ensure planned delivery of funding and benefits

· Balancing ‘conditionality’ with local ownership through 
	· Sectoral budget support 

· GPOBA

· World Bank programmatic instruments – PRSC, APL, SIML, SECAL, PSAL

	
	
	
	

	B
	Leveraging Additional Resources for the WSS
	

	
	Challenge: Available public and potential donor resources are often inadequate to meet the costs of sustained enhanced coverage
	

	
	Approach: Leveraging additional ‘market based’ resources through mechanisms related to:
	

	a.
	Attracting private sector participation and investments
	· WSS has higher risks than most other infrastructure sectors – policy risks, regulatory risks, 

· Appropriate measures required to support the role of small private sector 

· Inadequate capacity and resources to develop PPP transactions

· Lack of tariff policies / framework leading to improved cost recovery 

· Need for rigorous financial modeling based on internal cash generation and ‘affordable’ grants derived from a WSS sector MTEF
	· TA support in improved policy and regulatory framework – PPIAF, DEVCO, 

· Partial guarantee facilities – GUARANTCO, IBRD-IFC guarantee instruments, MIGA, DCA, CLIFF (for small providers), 

· TA support in project / transaction development – DEVCO, APDF, AWF, support to national facilities such as MIIU

	b.
	Promoting local investments through development of local credit markets 
	· Creditworthiness of local borrowers 

· Initial access to debt from finance institutions and capital market made difficult by risk perception and lack of credit history, as well as policy risks

· Lack of financial sector development in some countries makes long term debt difficult

· 
	· TA support in project / transaction development – DEVCO, APDF, AWF, support to national facilities such as MIIU
· Direct assistance / loans to local authorities – WB-IFC Municipal Fund

· IDA/ IBRD local government programs focused on building creditworthiness

· Partial guarantee facilities – GUARANTCO, IBRD-IFC guarantee instruments, MIGA, DCA – to provide partial risk cover, to enhance debt tenor

	c.
	Enhancing household and community resources for water and sanitation
	· Government and donor policies often crowd out contributions by households, communities and other financial institutions

· Initial access to micro-finance institutions and banks is made difficult by risk perceptions, and lack of credit history

· 
	· IDA/IBRD/bilateral programs to influence ‘financing space’ in government policies

· Partial guarantee facilities – DCA, CLIFF – to provide partial risk cover, to enhance debt tenor

· TA support in project / transaction development to CBOs and in ‘product development’ to MFIs – CLIFF, FDCF, 

	
	
	
	

	C
	Improved Targeting of WSS linked Subsidies
	

	
	Challenge: The poor often do not benefit from increased coverage and existing WSS services
	

	
	Approach: Using appropriate pro-poor subsidies through mechanisms related to:
	

	a.
	Access subsidies for WSS, demand promotion and hygiene awareness
	· Need to link the subsidies to nationally agreed basic service levels 

· Temporal stickiness of subsidies makes it difficult to change these with a rise in incomes or a policy change in targets
	· Various RWSS programs that are linked to access subsidies within a demand responsive approach

· Sanitation promotion linked subsidies – PPP for Handwashing 

	b.
	Improving cross-subsidies widely used in the sector through appropriate rules, universal funds and auctions.
	· Though cross subsidies are widely used, limited experience in improving these for more effective use
	· 

	c.
	Output-based aid (OBA) to provide incentive linked subsidies for access, consumption or pro-poor reforms.
	· Limited use of OBA in WSS so far 

· Difficulties in measuring WSS outputs, particularly due to the weak monitoring systems in the sector

· Limited availability of private providers and when present, mired in regulatory and legal issues
	· Variety of output-based aid approaches by IDA/IBRD, GPOBA 


� The three headings are based on the WB/WSP report and the quotes are from the stated objectives of the FWG-TORs.





