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1.0 Introduction

This market development study evaluates the opportunities for greater domestic inputs
in community water services, especially through public-private-partnerships, of the
Eastern-Central Europe and Central Asia (ECA) region.

While the people of the ECA region have undergone dramatic political, economic and
social changes during the last 15 years, this has not yet translated into universally
effective and efficient water services. Despite continued local, national and international
efforts, many millions of residents, especially in rural and poor areas, remain without
hygienic or reliable water supply and sanitation. This is incompatible with commitments
to meet the millennium development goals and diminishes efforts for greater
democratisation, economic recovery and standards-of-living.

This study is based on “grass-roots” inputs, with 65 ECA respondents (35 experts and
30 participants) to a market survey on the community water services markets in their
respective communities and countries. Two case studies of private ECA companies
engaged in water utility management (only one complete to date) calibrate and provide a
more detailed evaluation of the ECA wide results. With these valuable insights, a study
team for the Organization for Economic Cooperation and Development and the World
Bank, with funding from the Bank Netherlands Water Partnership, report on key market
deficiencies and, accordingly, present strategies for domestic solutions towards better
water utility management for the people of the ECA region.

The overall goal is to evaluate the potential for improvements in water utility
management through greater domestic inputs of expertise and capital, and how this
potential can be realized within the ECA region. A complementary study assesses the
potential for greater “international” inputs, including in public-private-partnership models,
in the ECA water utility management markets.

2.0 Market Setting

The ECA region covers an immense area with great diversity in geography, cultures,
religions and societies, and with 500 million inhabitants. While the future political-
economic prospects differ in each country, most of the 29 ECA countries have not yet
resumed previous levels of economic activity or standards-of-living.

Starting with the fall of the “iron curtain”, the ECA region continues to be in the midst of a
significant socio — political - economic transition with repercussions at the local, regional
and global levels. The business setting continues to develop in parallel with the ongoing
governmental and institutional reforms and can, in some circumstances, be
unpredictable or even unstable. However, reform and stability is possible, as
demonstrated by the 8 ECA countries which joined the European Union in 2004.
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3.0 Water & Wastewater Market Overview

A clear need prevails in many communities of the ECA region for improved water utility
management capacities and increased investments to attain universal and reliable
coverage (about 80% of ECA residents connected to piped water supply and about 40%
connected to sewage evacuation systems). Many water utilities and their respective
communities are caught in a self-perpetuating “unsustainable cycle”, characterized by
ineffective service, insufficient revenues and, as a result, inadequate investments for
system maintenance, upgrade or expansion.

The private sector, both international and domestic, are seen as potential instruments for
improvements through greater application of expertise and capital. Yet, the domestic
inputs to date have been minimal, e.g. about 8% of water services market in Russia,
and international inputs appear stable in a tentative market.

The ECA region represents a potential marketplace of about 570 million equivalent
inhabitants, including commercial and industrial activities, with a revenue potential
grossly estimated at US$ 30 billion per year (perhaps a fourfold increase over current
levels). The World Bank estimates investments totalling US$ 100 billion are necessary
for water & sanitation infrastructure over the next 10 years in the ECA region. Yet, local
revenue sources are often inadequate and the local finance sectors are generally not
developed or focused on water sector lending.

4. Domestic Perspectives

The questionnaire respondents send clear messages regarding eight key limitations to
domestic inputs (or lack thereof) in the ECA water utility management markets.

Country Continuing transitions in the political, economic and social systems
Setting renders many parts of ECA as unstable business environments, with
excessive “non-project” risk

Water Sector | Adaptation from previous regimes to newly independent states has
resulted in vague legislation and limited ministry capacities.

Market Many ECA markets are entrenched in the traditional “water utility”
Structures model without accurate knowledge, legal basis or mechanisms to
consider alternative solutions, ala mobilization of the private sector.
Domestic Market attractiveness is reduced by the limited size, profitability and
Market local “willingness” towards efficient water services

Procurement | Markets have an image of being biased to established, large and/or
international companies. Pre-qualification and bidding procedures are
not viewed as open or transparent.

Execution Projects are often unviable due to unrealistic performance standards

Domestic Domestic companies offer expertise in some key technical and

Expertise administrative areas, but not in management and operations; they
prefer only low-level PPP inputs over the short-term.

Domestic Domestic companies are not capable of private investments over the

Capital short- to medium-term.

Draft - Feasibility Report: “Domestic” Water Utility Management in ECA i



The OECD, World Bank & Bank-Netherlands Water Partnership

“Experts” (water sector ministries, utility owners & professional associations) are more
optimistic about the capabilities of domestic companies and more enthusiastic about the
short-term prospects for PPP than “participants” (utilities and private companies).

Overall, domestic companies report caution about future PPP inputs, with a positive
consensus formed only regarding service contracts. Yet, various company types are
more optimistic — witness all operators and two-thirds of consultants are eager to secure
service contracts (as opposed to only one-third of public utilities). Utilities and
consultants are wary of high-level PPP, but operators are clearly keen for all PPP forms,
except divestiture.

The more impoverished ECA regions especially the Balkans, followed by the CIS and
EU Candidate states, present more limitations than the EU states. But companies from
EU candidate states are more enthusiastic than other ECA areas with over 70% keen for
management and BOT contracts.

International market participants generally echo the key limitations of the ECA water
markets. Some domestic company strengths, such as market familiarity, lower price
structures and expertise in specific technical & administrative matters, may present
opportunities for complementary cooperation with international companies

5. Case Studies

The Case Study in Piaseczno, Poland presents a long-term example of a private
operator engaged in a service contract forged with the Municipality at the onset of the
transitional period (1993) and continuing for 10 years, before being upgraded to a 10-
year “lease” in 2003.

In response to the transfer of assets to the municipal level across Poland, the
Municipality took advantage of the flexibility in the Polish legislative regime to outsource
operations, rather than form a new utility. While project preparation, procurement,
transparency and risk allocation do not approach standard IFI practices, the local parties
appear to have had neither the capacity nor the resources to proceed according to “best
practices” during a period of high volatility and uncertainty in the water sector.

Key factors are the generally flexible and solution oriented approach of the public and
private participants during a volatile period; risk allocation and transfer of responsibility to
the private partner have improved over time. However, more attention to open and
transparent procurement is now necessary to meet EU standards.

A suitable second case study (ideally in a less prosperous part of ECA — suggestions
pleasel!) has not yet been identified.
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6. Market Development Opportunities

With the input from domestic market respondents, the study team developed market
“opening” strategies aimed at, on the demand side, eliminating barriers to domestic
participation, and, on the supply side, fostering the capacities of the domestic pool.

No Action No significant change is likely in the water markets with the current
levels of inputs.
Sound Further attention to country/ regional factors (democratisation,
Business economic development, ethics/ corruption, etc.) are key to establish a
Setting suitable business environment. Risk guarantees are necessary to
cover non-project risk for a more attractive market in the short-term.

Flexible Creation of water markets “open” to both public and private inputs
Market requires an some key reforms, which may include:
Structures e A national PPP committee & clearing house

¢ Informational campaign/ PPP demonstration projects

e Legislative reforms

o Stakeholder contracts (performance standards, referendums)

e Focus on core activities
Procurement | Creating an “attractive” market may involve:

e Establish rules of engagement with 3" party enforcement

e Ensure open bidding with pre-qualification

e Adjust pre-qualification criteria to address perceived biases

e Adopt more gualitative bidding (eliminate “low bid” wins)
Project A more attractive market includes viable projects:
Execution e Realistic contracts and performance standards

e 3" party involved as “honest broker”
Market A key to greater domestic inputs is an extension of the market sphere:
Sphere e Service area groupings: urban-rural, affluent-poor

e Finance instruments focused on poor and rural areas/ utilities
Grow To develop further domestic companies require more experience:
Domestic e PPP exploratory and transitional period
Expertise e Projects matching domestic company strengths and size

e Service provider groupings (public-private, domestic-foreign)
Build Development of capacity for private capital is a long-term process:
Domestic e Incorporate — develop the local banking sector
Financing e Local incentives through matching funds by third parties (IFls)

e Investment guarantees to safeguard private capital
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7. Conclusions

The key messages from within ECA regarding the possibility of greater domestic inputs
for water utility management are:

Market Deficiencies

1. The need for improved community water services persists in the ECA region,
more urgently in the rural and poor areas, especially in impoverished countries.

2. Market limitations persist at the national, sector and local levels and act to
dissuade greater participation by domestic companies. Barriers tend to present
the greatest obstacles to market entry in the poorer ECA countries.

3. Domestic companies currently have modest levels of experience and
expertise, but are confident of their ability to perform in service and management
contracts.

4. Domestic companies provide no short- or medium-term capacity for capital
infusion into the market.

Market Strategies

5. Strategies are available to eliminate or decrease barriers and create a more
attractive and accessible market to domestic companies.

6. Options exist to create more market opportunities and, thereby, grow domestic
company capacities in water utility management towards greater levels of
private sector responsibility.

7. Measures exist to gradually grow the local finance market and to develop, over
the long-term, capital inputs by local companies.

8. Complementary strategies, mobilizing both domestic and international inputs of
expertise and capital, may offer the best hope for water service improvements to
the entire ECA region.
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8. Recommendations: Strategic Action Plan

To foster more accessible, transparent, effective and efficient water utility management
markets in ECA, five key action measures are recommended for consideration by
local, national and international entities, as they develop water service initiatives in
specific ECA communities and countries:

Support country efforts to foster a stable and predictable business setting

2. Undertake reforms, spearheaded by a national committee, for a more attractive
and accessible water market, open to public and private mechanisms for water
utility management,

3. Expand the domestic market sphere

Develop the capacities of domestic companies for expertise (short- to medium-
term) and capital inputs (long-term)

5. Promote greater synergies between all market segments and participants:
national and international, public and private.
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KPATKUU OB30P ([poekm Ans1 06¢cyxdeHust Ha
CeMuHape)

1. BeedeHue

Llenbio  HacTosero uvccnegoBaHUA  pasBUTMSA  pbiHKa  YCryr  KOMMYHarbHOro
BOAOCHaOXeHUA n KaHanu3auum B cTpaHax BocTtouHom u LleHTpanbHon EBponbl n
LleHtpansHon Asnn (ELIA) siBnsieTcsa oueHka nepcnektuB 6onee CyLeCcTBEHHOro BKnaga
B pasBUTWE OTpacnyM MeCTHbIX KOMMaHWi U opraHv3aunin, OcoBeHHO nyTem co3gaHus
napTHepPCTB MeXAYy rocyaapCTBEHHbIM U YaCTHLIM CEKTOPOM.

B TeueHne nocnegHux 15 net ctpaHbl U Hapoabl ELLA nepexunu rnybokne nameHeHns B
NOSIMTUYECKON, SKOHOMMYECKON U coumanbHon cdepax. OgHako 3T M3MEHEHUST OO CUX
nop He npuBENM K CO30aHMKO B perMoHe B MNONHONM Mepe aAddeKkTUBHOro
BOJOXO3SINCTBEHHOIO  CEeKTopa. HecmoTpss Ha npogomkawwmecs  ycunus,
npegnpuHUMaemMble Ha MeCTHOM, HaLMOHaNsLHOM U MeXAyHapoa4HOM YPOBHSAX, MHOrne
MWITIITMOHBI MoAEN, 0COOEHHO B CENbCKOW MECTHOCTM U OefHbIX panoHax, MNo-MpexHeMy
ocTatoTca 6e3 HagEeXHOW W YOOBNETBOPUTENBHOW C TOYKM 3PEHUSI TUTMEHBI CUCTEMBI
BOOOCHaOXeHMsA N KaHanm3aumn. Takoe nonoXeHue BeLen NPoTUBOPEUMT 3asiBNEHHbBIM
LensiMm pasBuUTUS TbICAYENeTUs 1 3aTpyaHsaeT NpoaBWXKeHWe B HanpasneHun Gonbluewn
JemMokpaTunsaunm, 3KOHOMUYECKOro NogbLeMa M NOBbLILLEHUS YPOBHS XXU3HU.

HacTtoswee nccneqoBaHne OCHOBAHO Ha AaHHbIX, NOSTYYEHHbIX HA «HU30BOM>» YPOBHE,
B TOM 4ucrie Ha OTBeTax, NOMyyeHHbIX OT 65 pecnoHaeHToB B cTpaHax ELA (35
akcneptoB M 30 YyyacTHMKOB) BO BpeMs MpoBedeHus Ornpoca, MNOCBALLEHHOro
PYHKLUMOHNPOBAHMIO PbiHKA BOAOXO3ANCTBEHHbIX YCIYr B COOTBETCTBYHOLUUX CTpaHax u
HaceneHHbIX nyHkTax. [lomumo 3TOro, ObiNM  M3y4YeHbl KOHKPETHbIE NPUMEpHI
JeATenbHOCTU  ABYX YacTHbIX KOMMaHui B cTpaHax EUA, 3aHumalowmnxcs
BOoAOCHabxeHMeM (K HacTosILLeMy MOMEHTY 3TO UCCNefOoBaHWE 3aKOHYEHO NUlb B
OTHOLLUEHNM OAHOW M3 HUX), YTO TaKkKe NO3BONSET caenatb 0Oonee nogpobHbLIN aHanu3
obWwnx pesynbTatoB Mo pernoHy. B pesynbrate ObinM MOMyyYeHbl OYEHb LIEHHbIE
JaHHble, M Ha WX OCHOBe rpynna 3KkcneptoB, paboTtarowmx ana OpraHusaumm
9KOHOMWYECKOro COTpyAHMYECTBa M pa3BuTMS M BcemupHoro 6aHka, ¢ oMHaAHCOBbLIM
yyactuem BogHoro naptHepctBa BcemupHoro 6aHka u npaBuTenscTBa HugepnaHaos,
noaroToBmna Aoknazj O Kr4eBbIX (hakTopax, NPensiTCTBYIOLWMX PasBUTUIO pPbiHKA. OTOT
OOKYMEHT TaKkKe COAEpPXWUT onucaHwe CcTpaTerni COBEPLUEHCTBOBAHMSA YCNyr no
BOOOCHaOXeHMI0 U BOOOOTBEAEHU0 Ans HaceneHus ctpaH ELA, ocHoBaHHbIX Ha
BHYTPEHHUX pecypcax.

2.  OKOHOMu4YeckKue ycrioeusi

PermoH ELIA npeactaBndetr cobor OrpoMHyto Tepputopuio € 500-MUNNMOHHBIM
HaceneHnem. OH xapakTepmsyeTcs OonblwuM  reorpadmMyeckuM,  KynbTYpHbIM,
penurnosHbiM 1 obLiecTBEeHHbIM  pa3Hoobpasuem. MpUTOM, YTO KOHKpPETHble CTpaHbl
pervoHa UmeroT pasHble MNONUTUKO-3KOHOMUYECKNE MepPCneKTUBbl, MOXHO CKa3aTb, YTO
SonbwmnHcTBY M3 29 cTpaH ELIA  ewe He yganocb [OCTUYMb MPEXHEr0 YPOBHSA
9KOHOMMYECKON aKTUBHOCTU UM YPOBHS XU3HU.
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B nepuoa, HadaBWMIACA C MadeHUsl <OKeNes3Horo 3aHaBeca», CTpaHbl pPernoHa
NPOAOMKaT nepexmnsaTtb NPOLECC CepbesHEenWnX coumanbHblX, MOMUTUYECKUX |
9KOHOMUYECKNX U3MEHEHWI, MOCNEACTBUSA KOTOPbIX OLLYLLAIOTCA HE TOMNbKO Ha MECTHOM
WU pernoHarnbHOM, HO TakkKe M Ha rnobanbHOM YpOBHE. JOKOHOMUYECKME YCIOBUS
npoaomxarT pas3BuBaTbLCH napannernbHO C HenpekpaLllaLLmMmMmcs
NpaBUTENbCTBEHHLIMU W UHCTUTYLMOHANbHbIMK pedopMamMu, U NpU  HEKOTOPbIX
obcToATeNbCTBAX 3TO pPa3BUTME MOXET OKal3aTbCs HEenpenckasyembliM WnvM  gaxe
HecTabuneHbiM. Tem He MeHee, nMpoBedeHWe YycnelwHbiX pedopM u obecneveHue
CTabunbHOCTM BO3MOXHbI, YTO noaTBepXxaaeTca npumepoMm BocbMu cTpaH ELA,
npuHATLIX B 2004 rogy B uneHsl EBponenckoro Cotosa.

3. O630p pbiHKa ycrsiye e obnacmu eo00ocHabxeHuss U
KaHanusayuu

Bo MHOrux HaceneHHbIx NyHKkTax B cTpaHax ELIA Hanuuo oyeBuaHas HEOOXOAMMOCTE B
YKpenseHMn noTeHumana ynpasfieHusi npeanpuaTMAMMA BOAHOrO XO3fAMCTBa WU
yBenn4eHMn obbema MHBEeCTULMMN, KOTOopble MO3BONAT 4oOUTbCA Toro, 4Tobbl BCe
HaceneHne 3TUX CTpaH CMOrO NOJfb30BaTbCs HAaAEXHOW CUCTEMOW BogocHabxeHus (B
HacTodLlee BpeMa Tonbko 80% xutenen ctpad ELLA nmetoT goma BogonpoBog U OKONo
40% mMoryT nosnb3oBaTbCA KaHanusauuen). MHorme npeanpustus BOOOCHAOXEHMS U
BOOOOTBEAEHUS U OOCMNy)XMBAeMble VMW HACENEHHble MNYHKTbl OKas3anucb B
CBOE€0Opa3HOM 3aMKHYTOM «LWKNE HEeyCTOMYMBOCTU», KOTOPbIN XapakTepusyeTtcs
HeadhheKkTMBHOM paboTo KOMMYHAIbHbIX NPEeanpuUAaTUA, HU3KOM NPUOLINBI0 U, Kak
CneacTene, HEQOCTAaTKOM WHBECTMUWIA, HaMnpaBrieHHbIX Ha nogdepXaHme CUCcTeMbl
KOMMYHasnbHOro X03s1MCTBa, ee MOAEPHM3ALMIO U pacLLUMpeHme.

CuuTaetcsl, UTO y4acTMe 4YacCTHbIX KOMMAHWWA, MECTHbIX U WMHOCTPAHHBLIX, CMOCOOHO
NPUBECTUN K CYLLECTBEHHOMY YMyYLLEHWIO CYLLECTBYIOLLIEro NOMOXEHUA Aen, B NepByHo
oyepeb 3a CYET NPUBMEYEHMS KanuTana W MCMOSfb30BaHWS CBOMX 3HAHWW, onbiTa M
nogxonos. TeM HE MEHee, BKad MECTHbIX KOMMaHWM B pasBUTUE BOAOXO3SIMCTBEHHOIO
CeKTopa [0 HacCTOsLWEero BPEMEHW OCTaeTcs MWHMMarnbHbIM - Tak, B Poccum oHu
nNpegocTaBnalT yCryrm BOOOCHAOXEHWss U BOLOOTBEAEHUS NUWb NpuMepHO 8%
ropoAcKoro HaceneHusl. Yto kacaetcs OeATENbHOCTU MHOCTPAHHbIX KOMMaHWW, TO Ha
«NPOOHbIX» PbIHKaxX OHa NPEeACTaBnAeTCsl CTabUITbHON.

Bonoxo3sicTBeHHbIN cekTop pervoHa ELIA npepncraBnsieT cobon OOCTAaTOMHO €MKUIA
PbIHOK, 3KBMBANeHTHbI 570-MUNNWOHHOMY HaceneHuto, BKMYask KOMMEPYECKYD W
NPOMBILLSIEHHYI0 OEATENbHOCTb, C NOTEHLMANoM pocta Ao npumepHo 30 Munnuapnos
ponnapos CLUA B rog (4TO B TpU-4eTbipe pasa npesblllaeT HblHELWHUA ypoBeHb). o
oueHke BcemupHoro 6aHka, B Onwkanmwme 10 neT COBOKYMHble WHBECTMLMM B
WHPACTPYKTYpPY BOAOCHAOXEHMA U KaHanu3saumm B pervoHe ELIA gomkHbl cocTtaBuTb
okono 100 munnuapgoB gonnapos CLUA, ogHako MeCTHble MCTOYHUKN OOXOAO0B YacTo
OKa3blBalOTCHA HEOOCTaTOYHbIMU, @ MeCTHble (DMHaHCOBLIE WHCTUTYTLI, Kak npasuno,
ewe crnabo passuTbl, MO0 Mano 3aHUMAKTCH KPpeOMTOBaHMEM BOAOXO3SINCTBEHHOMO
cekTopa.
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4. Mepcnekmuebl y4acmusi ome4YecmeeHHbIX KoMrnaHuu

MHdopmaums, nonydyeHHasa B pesynbTate onpoca pecroHAeHTOB, YeTKO yKasblBaeT Ha
BOCEMb KIMHOYEBbIX PAaKTOPOB, OOBACHAIOLLMX HEAOCTAaTOMHOCTL UM OTCYTCTBME BKMNaga
MECTHbIX KOMMNaHWI B pa3BUTME pbiHKa BogocHabxeHus B cTpaHax ELIA.

O6we3akoHOMUYecKue | M3-3a NPOAOIMKALWNXCA WU3MEHEHUA B  MNONUTUYECKOWN,

ycnoBus 3KOHOMWYECKON U CoLMaribHON CUCTEMAaxX BO MHOIMMX YacTax
permoHa ELA COXPaHATCSA HecTaburnbHble  YCroBUS
XO39NCTBEHHON OEeATenbHOCTH n ypesMmepHble

«BHEMPOEKTHbIE» PUCKM

Bopoxo3saincTBeHHbIN | HegopaboTaHHoe  3aKOHOOATENBCTBO WM OFPAHUYEHHBIN

ceKTop noTeHUmMan MMHUCTEPCTB SABNSAOTCA pe3ynbTatoM nepexona
OT MpPEeXHWX  pPEeXMMOB K  HOBbIM  HE3aBUCUMbIM
rocygapcream.

PbIHOYHbIE Ha wmHorux  pbiHkax ELA  npoyHo  ykopeHunach

CTPYKTYpbI TpaaMUMOHHas «KOMMYHarbHas» MOAENb X03AWCTBOBAHUS;

Tam He XBaTaeT 3HaHWMN, NnpaBOBbIX yCJ'IOBI/IIZ N NPaKTU4EeCKNX
MeXxaHN3MOB, KOTOpble coenanm Obl BO3MOXHOWN
peannsaunto anbTepHaTUBHbIX peu.leHvu7|, Hanpumep,
npuByie4eHne 4aCTtHoro cekropa.

BHyTpeHHMe pbIHKM |Ha npuBnekaTtenbHOCTb BHYTPEHHUX PbLIHKOB HeraTUBHO
BNUSAIOT UX OrpaHMYEHHbIE pa3mMepbl U AOXOOHOCTb, a Takke
CYLLIECTBYIOLLIEE HA MECTHOM YPOBHE HEXefaHue NoBbilaTb
3P EKTUBHOCTb BOAOXO3ANCTBEHHOIO CEKTOpa.

PacnpeneneHue LUnpoko pacnpocTpaHeHO MHEHWe O TOM, YTO MeEeCTHble
KOHTPaKToB PbIHKA TArOTET K MPUBIEYEHNIO YXKe CYLLECTBYHOLINX
KPYMHbIX W/MNWU WHOCTPaHHbIX KOMMNaHwi. CuutaeTtcd, 4To
OTOOPOYHbIE KPUTEPUM M MpoLeaypa NPOBeAEHNsT KOHKYPCOB
He SBNATCH OTKPbITbIMU UMW NPO3PaYHbIMU.

Peanusauus Peanunsyemble NPOEKTbI yacTo OoKasblBaloTCH
HEXMN3HECNOCOOHbIMM B BUAY HEPEanUCTUYHbIX NokasaTtenemn
3P PEKTUBHOCTM.

Kesanudmkauums Ha | MecTHble KOMMaHuUM crnocoOHbl obecnevunTb [OOCTaTOMUHbIN

MEeCTHOM YPOBHe YPOBEHb  KBanMMUKaLMM B  HEKOTOPbIX  KMHYEBbIX

TEXHUYECKNX N agMUHUCTPATUBHbIX BOMpocax, HO He B
BONpocax ynpasiieHna n SKCI'IJ'IyaTaLI,I/IOHHOVI OEATENIbHOCTW.

MecTHbIV KanuTan OTeyecTBEHHbIE KOMMaAHUM He CNOCOOHbI obecneynTb
MHBECTULUNN, 3a NCKITKOYEHNEM KPATKO- N CpeaHEeCPOYHbIX.

“OkcnepThl” (NpeacTaBUTENM MUHUCTEPCTB, OTBEYalLWMX 3a BOAOCHAbXeHWe w
BOAOOTBEAEHME, Bnadenblbl NPeanpuATMA  BoAOCHAOXeHMs U npeacTtaBuTenm
oTpacneBbiX accouuaumn) 6ornee ONTUMUCTUYHO OTHOCATCA K MOTEHUMany MeCTHbIX
KOMNaHun un ropa3go 6Gonee BbICOKO OLEHMBAKOT KPaTKOCPOYHbIE MEPCneKTMBbI
napTHepCcTBa rOCYAAPCTBEHHbIX W  YacCTHbIX KOMMaHWW, HEeXernu  «y4acTHUKU»
(NpeocTaBuTENM KOMMYHanbHbIX NPEANPUATUI U YaCTHbIX KOMMAHWI).

B uenom, MeCTHble KOMMaHuu npoABNAKT OCTOPOXHOCTb B OLEHKe NepcCrnekTnB

napTHepcTBa rocyaapCtBeHHOro U 4aCTHOro CEeKTOpPOB. MNonoXxutenbHoO oueHMBarTCA
TOJ1bKO MepcneKkTuBbl, KacarLwneca KOHTPaKTOB Ha OKa3aHue yCnyr. C /J,pyr0|7| CTOPOHHI,
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Apyrve KoMnaHuy nposiBnsitoT ropasno 6onblie onTuMM3Ma — Tak BCe ornepaTtopbl U ABe
TPETW KOHCANTUHIOBbLIX KOMMaHWM XoTenu Gbl NOMy4YuTb KOHTPAKTbl HA OKasaHue ycryr
(cpean rocynapCTBEHHbIX KOMMYHambHbIX MPEAnpUATUA TakUX TONMbKO OOHA TPETb).
KoMMyHanbHble NpeanpusiTUss U KOHCANTWHIOBbIE KOMMaHUM C  OCTOPOXHOCTbIO
OTHOCSITCS K CIULLKOM ryGOKOMY NapTHEPCTBY roCy4apCTBEHHOIO 1 YaCTHOMO CEKTOPOB,
HO onepaTopbl NPUBETCTBYIOT NoOble POPMbI Takoro MapTHEpPCTBa, 3a UCKIYEHUEM
OTYYXXAEHNS COBCTBEHHOCTU.

B Hanbonee GepgHbix pernoHax ELIA, B nepByto odyepedb Ha BamnkaHax, u B MeHbLUEN
cteneHn B cTpaHax CHI™ n rocygapcTtBax-kaHaugaTtax B uneHbl EC, orpaHuuymBaroLmx
akTopoB 6Gonblie, yem B ctpaHax EC. Tem He meHee, KOMNaHMM B rocygapcrBax-
KaHauMagaTtax B uneHbl EC nposBnsitoT ropasgo Oonblue 3HTy3nasma, YeM B OCTallbHbIX
pernoHax ELUA — 6onee 70% NONOXUTENbHO OTHOCATCS K KOHTPaKTaM Ha ynpasrneHuve u
KoHTpakTam Tuna BOT (cTpoutenbCTBO-aKCnnyaTauusa-nepegayda).

MHOCTpaHHbIE YYaCTHUKN pbiHKA, Kak NpaBuiio, OCO3HaT KMo4veBble OorpaHuynBaroLLme
dakTopsbl, CylLLlecTByOLIME B BOOOXO3AWCTBEHHOM cektope cTpaH ELIA. HekoTopble
CWIbHbIE CTOPOHBI MECTHBIX KOMMaHWIA, Taknue Kak 3HaHWE pPbiHKa, bonee HU3KMe LieHbl U
3HAaKOMCTBO C KOHKPETHbIMU TEXHWYECKUMW U agMUHUCTPATUBHLIMKU BOMpOCaMU,
CO34al0T BO3MOXHOCTU ANS B3aMMOAOMOSHALWEro COTPYAHUYECTBA C UHOCTPAHHBIMU
KOMMaHUSMMW.

5. KoHKkpemHble npumepsbi

B ropoge [lMbdaceyHo, lMonblia, ecTb npuMmep AOMATOCPOYHOrO BbIMOMHEHUS YaCTHbIM
onepaTopoM KOHTPaKTa Ha oOKasaHwe YCMyr, 3aKkMiOYEeHHOro € MyHMLMNanuTeToMm B
Ha4vane nepuoga pedopm (1993) n gencTBoBaBLLErO B TEYEHME AECATU NET, NOCNe Yero
B 2003 r. oH ObIn1 nepeodopmrieH B 10-NeTHIOK «apeHay».

Korga no Bceit lNonblue akTUBbI NEPEBOAUNNCL HA MYHUUMNAnbHbIA YPOBEHb, 3TOT
MYHULMNANMTET BOCMOSb30Barcs rMOKOCTbIO MOMbCKOro 3akoHodaTenbCTBa Ans Toro,
4yTOGbl NepeaaTb BOOOXO3AWCTBEHHOE OOCNYXWBAHWE BHELUHEMY MOAPSAYMKY, a He
obpas3oBbiBaTb HOBOE KOMMyHanbHOe npeanpusTve. PasymeeTtcs, noarotoBka 3TOro
npoekTa, MOMyYeHMe KOHTpakTa onepaTopoM, Mpo3payHOCTb  npouecca W
pacnpeneneHve pUCKOB [Janeku OT CTaHOapTHbIX npoleayp, KOTOpbIM CrneayloT
MeXayHapoAHble (PUHAHCOBbLIE MHCTUTYTbI, HO OYEBUAHO, YTO Y AEVCTBYHOLLMUX NULL 3TOW
NCTOPUMN He BbINO HYM BO3MOXHOCTEN, HU PecypcoB ANs TOro, YTo6bl B Nepuog BbICOKO
9KOHOMWYECKON HecTabunbHOCTM M HeonpeaeneHHOCTU B OTPacniu BOAOCHaGXeHUs
nocTynaTb B COOTBETCTBUM C «0BPa3LIOBLIMUA METOAAMM.

KritoueBbiM 9BRASETCS NOAX04, NPUHATLIA MYyHUUUNANUTETOM M YACTHOW KOMMNaHWeEWN B
nepuog HectabunbHOCTM — B LIENOM, OH OTNn4Yancs rmoKocTblo 1 Obin HanpaBreH Ha To,
yTobbl HANTK Noaxoasiee pelieHne. MexaHnambl pacnpegeneHme puckoB U NnepeHoca
OTBETCTBEHHOCTW Ha MapTHEpa-4aCTHYK KOMMAHWIO 3a 3TO BpeMs 3HAYUTENbHO
YCOBEpPLUEHCTBOBANNCL. TEM HE MeHee, ANl obecrneyeHnsa COOTBETCTBMS CTaHAapTam,
npuHateiM B EC, cenyac Heobxoaumo yaenatb Oonblle BHUMaHWS OTKPbITOCTU W
NpoO3pavyHOCTN pacnpeneneHnst Taknmx KOHTPaKTOB.
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K HacTosLwemy BpeMeHn HaMm He yaanock nogobpaThk ele oanH Noaxoasawmn npumep, u
B 3TOWN CBA3M Mbl Byaem nNpuBETCTBOBaTb Baluu npeasioxkeHus. XenatenbHo, 4TOObI
Takon npumep oTHocunca K ctpaHe ELIA, mMeHee pasBuTOM B 9KOHOMWYECKOM

OTHOLUEHNN.

6. lMepcnekmuesbi pazeumusi pbIHKa

Ha ocHoBe WHdOpMaummM, MONy4eHHOW OT PECMNOHOEHTOB Ha MECTHOM YPOBHE,
aKcnepTHasa rpynna paspaboTana cTpaTerMm «OTKPbITUS PbiHKa», KOTOPbIE CO CTOPOHbI
crnpoca HanpaefeHbl Ha YHUYTOXeHMe GapbepoB, NPEeNnAaTCTBYIOLMX GOMbLUEMY Yy4acTuO
B OTpacnvM MECTHbIX KOMMaHWA, a CO CTOPOHbl MPEANOXEHUS — Ha YyKpenneHue
noTeHuMana n B3anMoaeicTBUSi MECTHbIX KOMMaHWUI 1 pecypCcoB.

Be3pencreue

rlpl/l cywiecTByloLieM ypoBHeE y4acTuUa 3HaYnTelbHble USMEHEHUA B
BOJOX03ANCTBEHHOM CEKTOope NpeacTtaBnanTCA MalioBEPOATHbIMU.

BnaronpusTHble
ycnoBus ans
BefeHusi busHeca

Ona Toro 4toGbl  ycrnoBua  BegeHuss  OmsHeca  Gbinu
OnaronpuaTHBIMK, B MEPBYHD o4Yepedb HEOOXOAMMO — Ha ypOBHE
CTpaH WM pernoHa B LENoM — yaensaTb BHAMaHWE TakuM dhaktopam
Kak gemMoKkpaTu3aums, 9SKOHOMWYeckoe passBuTue, Adenoas
aTuka/koppynuus u T. N. B KpaTKOCPOYHON NepcrnekTmBe HyXKHbI
rapaHTuM 3alunTbl OT «BHEMPOEKTHLIX» PUCKOB — 3TO caenaer
pbIHKM ©onee npuenekaTenbHbIMU.

Mbkne [na cosgaHua pbiHka ycnyr B obnactn BogocHabXeHus, KoTopbIn
PbIHOYHbIE Obl OblNM «OTKPbITBIM» KakK [Ofi FOCYQApPCTBEHHbIX, Tak M Ans
CTPYKTYpbI YacTHbIX KOMNaHuK1, TpebyeTcs npoBeAeHUe HEKOTOPbIX KIHYEBbIX
pedopm. OHU MOTYT BKNIOYaTb:
e Co3gaHMe HauuoHasnbHbIX KOMUTETOB W KIMPUHIOBbIX
LEeHTPOB MO MNapTHEPCTBY rOCYAapPCTBEHHOrO U YeCTHOro
CEKTOpOB
e VIHopMaUNOHHbIE KamnaHun/[JeMoHCTpaLMOHHbIe
NpoeKkTbl, COBMECTHO peanusyemble rocygapCTBEHHbIMU U
YaCTHbIMM KOMMNaHUAMU
e 3akoHogaTenbHble pedopMbl
e PasBuTMe  KOHTaKTOB  MeXay  3auMHTepecOBaHHbIMU
rpynnamm (oTpacnesble CTaHAapTbl, pedepeHaymbl)
e KoHUEHTpaumnio Ha OCHOBHOW AeATeNnbHOCTH
PacnpepeneHne |[lns co3gaHus «MpUBMEKATENbHOrO» pblHKa MOryT noTpeboBaTtbes
KOHTpPaKToOB cnegylwouime Mepbl:

e YCTaHOBfEHME nMpaBwuSl B3aMMOLEWCTBMUS, BbIMOMHEHME
KOTOpPbIX KOHTpONMpoBana 6bl TpeTbS CTOPOHa

e ObGecrneyeHne OTKPLITOCTU KOHKYpPCOB UM cobniogeHve
KpuUTepureB npegBapuTesibHoro otbopa

e PagpaboTka Takux KpuTepueB OTOOpa, KOoTopble Obl He
[aBanu OCHOBaHMWI ANsi NO4O3PEHNIN B MPUCTPACTHOCTU

e [lpumeHeHNe KpUTEpPMEB «KadyecTBa» [ONA  BbIBNEHUS
nobegutena  (HegonywieHMe  MNONYYEHWs  KOHTPaKTa
CTOPOHOM, MNPEASIOKMBLLUEA HaMMEHbLUYKD LEHY 3a cueT
yXyOLIEeHMs KayecTBa ycnyr)
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BbinonHeHune Bonee npuBnekaTenbHbIA PbIHOK MOAPA3YMEBAET XMU3HECTIOCOOHbIE

NpoeKToB NPOEKTbI:

e PeanucTuyHble KOHTPaKTbl U NokasaTenu agdeKTMBHOCTH

e [lpuBrneyeHve TpeTben CTOPOHbI B KayecTBe «4YECTHOro
Opokepax»

PbiHo4YHas cpepa | KnoueBbim hakTopom obecneyeHns 6onbLlero Bknaga B passutme
OTpacnn CO CTOPOHbl MECTHbIX KOMMaHWA ABNSAETCHA pacluMpeHune
PbIHOYHOWN chepbl:
e [pynnupoBka 30H OOCMYXMBaHWS: TOPOACKUE - CerlbCKue,
boratble — 6egHble panoHbl
e KoHUeHTpauus (PMHAHCOBLIX MHCTPYMEHTOB Ha pPas3BUTUU
npeanpuaTuii BogocHabxeHns B 6GedHbIX palioHax U B
CENbCKOM MECTHOCTH

MoBbiweHue [anbHenwee ykpenneHne noTeHuMana MEeCTHbIX KOMMaHun
KBanudpukaumm TpebyeT 6GonbLuero onbiTa:

Ha MECTHOM e [lapTHEpCTBO roCygapCTBEHHOrO W 4YacTHOrO cektopa —
YypOBHe n3ydeHne BO3MOXHOCTEN N NepexodHbln nepuoa

e [lpoekTbl [OOMKHbI COOTBETCTBOBATb pa3Mepy MeCTHbIX
KOMMaHWUM 1 UX CUIbHBIM CTOPOHaM

e [pynnupoBka NOCTaBLUMKOB ycnyr (rocydapCTBEHHble -
4acTHbl€, MECTHbIE - MHOCTPaHHbIE)

YkpenneHue Pa3sBuTne noTeHuMana y4dacTus 4YacTHOrO KanuTana sBnsaeTcs
MeCTHOro AONrOCPOYHBIM NMPOLECCOM:

noreHuwnana B e CosgaHue/pasButne MecTHoro 6aHKOBCKOro cekTopa
cdepe e CoyeTaHne MeCTHbIX UHUUMATUB C (PMHAHCUPOBAHUEM CO
¢pmHaHcMpoBaHuA CTOPOHblI  TpeTbMX  OpraHusauuin (mexayHapoaHble

h1MHaHCOBbIE NHCTUTYThI)
e [@apaHTuUu MHBECTULUUIA AN 3aUTbl YACTHOro KanuTtana

7. BbieoObI

KritoueBble BbIBOAbBI, NOMydYeHHble B pe3ynbTarte NpoBeAeHHOro MccrneaoBaHust CTpaH
ELIA B OTHOLUEHMN BO3MOXHOCTM Oomnee CyLeCTBEHHOro BKMNaaa MeCTHbIX OpraHu3aummn
B pasBUTME KOMMYHAIbHOrO BOOOCHAOXEHMS W YyhpaBrfieHus WM, CBOAATCHA K
cnepywwemy:

Cnabble CTOPOHbI MECTHbIX PbIHKOB

9. B pervmoHe ELA coxpaHseTcs HeobxogMMOCTb B MOBbILEHUM  YPOBHS
KOMMYHanbHOro BOAOCHabGXeHUs W BOAOOTBEAEHUHA, B MNeEpBYHD oyvepedb B
CemnbCKoM MEeCTHOCTU M OegHbIX panoHax, ocobeHHO B 6GegHenwmx crpaHax
pervoHa.

10. Ha pblHKax NpoposmkalT COXPaHATbLCS OrpaHuyMBaiolme akTopbl — Kak Ha
HaLUMOHanbHOM, Tak U Ha OTPacreBOM U MECTHOM YpOBHSIX. B pesynbTaTte aToro
MECTHblE YacCTHble KOMMaHWM HEOXOTHO MAyT Ha 6onee akTMBHOE y4yacTve B
AesiTenbHOCTU oTpacnu. HambGonblune Gapbepbl K BXOXAEHWIO KOMMNAHWUA Ha
PbIHOK CYLLIECTBYIOT B 6€HbIX CTpaHax pernoHa.
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11. B HacTosiliee BpemMsi MeCTHble KOMMaHuvM o6nagarT A0CTaTOYHO CKPOMHbIM
OMbITOM U YPOBHEM KBanudukaumm. TeM He MeHee, OHU BbipaXatoT YBEPEHHOCTb
B CBOEN CMoCOBHOCTU YCMELLHO BbIMOMHSATb KOHTPaKTbl Ha OKasaHue ycnyr u
ynpaeneHue.

12. Y MEeCTHbIX YacCTHbIX KOMMaHWK OTCYTCTBYET BO3MOXHOCTb MpUBIIEYEHNA B
OTpaclib KPpaTKOCPO4HbIX U cpeaHECPOYHbIX KanunTasnoBIOXEHUN.

PbIHOYHbIE cTpaTerum

13. CywiecTBylOT cTpaTermu, KOTOpble MO3BOMSAT YCTPAHUTb WU YMEHbLUUTb
cywlecTtByowme ©Oapbepbl U co3gaTb PbIHOK, KOTOpbIM Obin Obl  Gonee
npuBnekaTenbHbIM U JOCTYNHBIM AJ151 MECTHbIX KOMMaHWNA.

14. CywecTBytoT cnocobbl co3gaHus Gonee GnaronpusATHBIX PbIHOYHBIX YCIOBUI W,
CrnefoBaTenbHO, YKPENneHUs noTeHuMana MeCTHbIX YacCTHbIX KOMMaHWn B
obnactu ynpaBneHUss CUCTEMOW BOAOCHAGKEHUS C LENbl MOBbILEHUS WX
OTBETCTBEHHOCTW.

15. CywecTBylOT noaxodbl, HanpaBfieHHble Ha MOCTENEHHbIA POCT MECTHbIX
(bMHAHCOBLIX PbLIHKOB W pasBUTUE, B AONTOCPOYHON MepcnekTnBe, crnocoGHOCTM
MECTHbIX YaCTHbIX KOMMNaHUin o6ecrneynBaTb OTPACb KanuTanoBnoXeHUSMU.

16. BzaumogononHswwme  cTparerum, HanpaBfneHHble  Ha  npuBrevYeHue
KBanuukauum n kanutana MeCTHbIX W WHOCTPaHHbIX KOMMaHWWA, SBNSATCS
AyywmMm cnocoboM  AobuTbCH ynyylleHMn B BOAOXO3SANCTBEHHOM CEKTOpe BO
BceM pernoHe ELIA.

Draft - Feasibility Report: “Domestic” Water Utility Management in ECA Xiii



The OECD, World Bank & Bank-Netherlands Water Partnership

8. PekoMeHOauyuu. cmpameau4yeckull nnaH deucmeul

[nsa co3parns B ELLA 6onee OCTYNHbIX, NPO3payHbIX, paumoHarbHbIX U 3EKTUBHBIX
PbIHKOB yCnyr BOLOCHAOXEHWsi M BOAOOTBEAEHMS, HA PaCCMOTPEHWE MECTHBIX,
HauMoOHanbHbIX U  MeXOyHapOAHbIX OpraHusauui, 3aHUMalLWUXCH  pasBUTMEM
OTpacneBblX MHULMATMB B KOHKPETHbIX panioHax u cTtpaHax ELIA, BbHOCATCS NSATb
KITHOYEBbIX PEKOMEHOALNIA:

6. I"Iop,,qep»(MBaTb ycunua, npegnpnHMMaemble CTpaHaMn pernoHa anda co3gaHuA
CcTabunbHbIX 1 npenckasyemMbix ycnoswh BeaeHusa busHeca;

7. MpuctynuTb K pedopmam, PyKOBOAWUTb KOTOpbIMU OyaeT HauMoHanbHbIi
KOMUTET M KoTopble OyayT HanpaeneHbl Ha co3aaHne Goree nNpuenekaTenbHOro0
M AOCTYMHOrO pbiHKa YCNyr BOAOCHaOXEHUS U BOAOOTBEOEHMS, OTKPLITOrO As
rocyapCTBEHHbIX U YaCTHbIX KOMMAaHWUIM, CNOCOBHbIX OCYLLECTBMATL YNpaBneHue
KOMMYHaInbHbIM XO3ACTBOM;

Cnoco6cTBOBaTh paclUMPEHW0 BHYTPEHHMX PbIHKOB;

YKpennate MOoTeHuuan MeCTHbIX YacTHbIX KOMMNaHWAW B MfaHe MOBbILEeHUS
kBanudpukaumm (B KpaTKo- M CpPedHECPOYHOM MNepcrnekTuBe) U yBernunyeHus
KanuTanoBroOXeHU B oTpachb (B JONTOCPOYHOW NEPCMEKTUBE),

10. CogencreoBatb 0Gonee akTMBHOMY B3aMMOAEWCTBUIO BCEX CErMEHTOB MU
YYaCTHUKOB pblHKA: HaUWOHAambHbIX U MEXOYHapOAHbIX, FOCY4APCTBEHHbIX W
YacTHbIX.
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LIST OF ABBREVIATIONS

ECA

EU
GOs
MDGs

NGOs
IFls
OECD
PPP
PSP

Note:

Europe and Central Asia (the “region” comprising the former East Block and
Soviet Union)

European Union
Government Organizations

Millennium Development Goals, established during the Johannesburg Summit
of the United Nations

Non-Government Organizations

International Financing Institutions

Organization for Economic Cooperation and Development
Public-Private-Partnership

Private Sector Participation

While many terms exist to convey the notion of private sector involvement in
water utility management , the term PPP shall be used in this report.
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1.0 INTRODUCTION

1.1 Program Background

Following the fall of the Berlin Wall in 1989 and the ensuing socio-political reforms in the
Eastern Europe and Central Asia (ECA) region, the marketplace for community water
services also experienced dramatic changes.

The domestic water sectors were sporadically reformed in parallel with the overall
political and institutional changes of each newly formed country. New or reshaped water
ministries strove to define and fulfil their missions. Utilities struggled to maintain service
and solubility during austere times. An infusion of international inputs, ranging from the
financing & donor community to private companies, also attempted to address the needs
of the vast market.

According to ever more liberalized economies and legislation, a variety of domestic
entities and companies asserted themselves to establish a role in an evolving water
utility management market. Many former state water agencies were re-branded as
private companies. New domestic companies emerged in various markets: operators,
engineering firms, technical service companies, etc.

Yet, after more than 15 years of activity and evolution in this “new” water market,
domestic companies were playing a minor, if any, role. As such the IFl & Donor
community posed key questions regarding inputs by domestic companies in water utility
management, especially as part of the mobilization to attain the Millennium Development
Goals:

e Are domestic participants limited in access to the ECA market?
e Can domestic companies contribute as water utility managers?

To find answers to these questions, The World Bank and the Organization for Economic
Cooperation and Development (OECD) teamed together to evaluate this change in the
ECA water market. The joint program started as a regional part of a lager global
consultation by the World Bank and the International Finance Corporation with the
private sector, donor community and local stakeholders, regarding municipal water
supply and wastewater.

The program for the ECA region was structured with the following objectives:

1. to engage the private sector, financing community (donors/ international
financing institutions - IFIs) and stakeholders to share experiences on market
activities and strategies

2. to discuss ways to maximize the flow of investment capital and technical know-
how to the region.

To date, the program has included two forums (Paris 2002, Vienna 2003), which
facilitated productive exchanges between donors, international financing institutions
(IFls), private companies and stakeholders on factors (positive & negative) affecting
future strategies in the ECA market for private water utility management*?,
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Another part of the program consists of two market development studies to address
the feasibility of improving the capacity and scope of private inputs, from the domestic
private sector, led by the OECD (this report), and the international private sector, led by
The World Bank (a companion report).

1.2 Purpose of the “Domestic” Market Development Study

This Market Development Study is an objective assessment of the ECA marketplace for
community water & wastewater services to establish the feasibility of enhancing inputs
by “domestic” entities for the benefit of the ECA region.

Goals of the “Domestic” Market Development Study

1. Assess the ECA water market, focusing on capabilities for utility
management by the full range of domestic companies

Conduct a forum for change (with public, private & financing stakeholders)
Develop a Strategic Action Plan to:

a. Decrease — eliminate limitations to access in the ECA market by the
full range of domestic companies and organizations active in water utility
management

b. grow the market for domestic inputs to include primary and secondary
cities, rural areas and poor populations

1.3 Study Approach and Methods

The OECD and the World Bank’s Europe and Central Asia Sector Unit assembled a
team from October 2003 through October 2004 to conduct this market development
study:

e Team Leader: P. Borkey of the OECD
e Team Leader: A. Rohde of the World Bank’s ECA group
e Water Supply Expert: C. Schmandt, Water & Environment Consultant
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In preparation of the Market Development Study, the Study Team incorporated and
relied on a combination of procedures and information sources.

Survey - The Study Team conducted an open survey of “domestic” (ECA)
Questionnaire | companies via a questionnaire to directly solicit views, comments
and suggestions from

1. “experts” (Annex B).

2. “participants” (Annex C).

Case Studies The Study Team conducted two in-depth Case Studies to assess
the experiences of “newcomers” to the marketplace (Annex D).

Workshop The Study Team conducted a workshop on the interim survey
results in Moscow on 20-21 September 2004 (Annex E).

Forums The Study Team benefited from the OECD & World Bank forums
on PPP in the ECA region (Paris, April 2002 & Vienna, July 2003).

References The Study Team utilized and relied on various reference

materials, as referenced in the endnotes.
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2.0 MARKET SETTING

2.1 Natural Environment

The Eastern Europe and Central Asia region covers a vast area spanning from the
Carpathian mountains of Central Europe to the steppes of Central Asia and from the
Baltic, Mediterranean and Black Seas in the east to the Arctic and Pacific Oceans in the
North and West. This enormous area is diverse in topography, morphology and climate
resulting in a wide variety of ecologies (tundra, alpine, forest, plains - steppe, wetlands,
semi-desert, desert, etc.).

Many parts of the ECA region are rich in natural resources, including minerals, fertile
soils, forests and, of great interest in today’s economy, oil reserves.

The ECA region has water rich and water poor areas

Despite mighty river systems, such as the Danube, Volga, Ob’ and Yenisey, and great
inland waters, such as the Caspian and Aral Seas and Lake Bajkal, water availability
varies widely throughout the region according to natural factors and phenomenon.

Human impacts on the natural environment are apparent throughout the region
according to urbanization, industrial & mining activities, agriculture, infrastructure
(hydropower, transportation), etc. The human manipulation of hydrology and waterways
has, in some cases — witness the Aral Sea — significantly altered the ecology, in addition
to the balance between water rich and water poor areas.

2.2 Peoples and Cultures

The ECA region is host to a wide variety of cultures, ethnicities, religions and languages,
reflective of the regional and continental histories. While such diversity provides great
cultural wealth and tradition, some areas experience longstanding tensions between
various ethnic or religious populations. Throughout most of the ECA region, the various
peoples coexist peacefully; yet, in some areas, the cross-cultural tensions have flared
during the last decade into isolated violence, armed conflict, even war.

500 million people require water supply & sanitation services for their livelihood

The total population of the ECA region is about 500 million with the most populous
countries including Turkey and the Russian Federation®. While large major metropolitan
areas (“primary cities” greater than 500,000 inhabitants — see Annex A) are prevalent,
such as Warsaw, Moscow, Kiev, Baku, Tashkent and Novosibirsk, much of the ECA
population is settled in smaller cities, towns and villages (so called “secondary cities”)
and in rural areas. Migration from the countryside to cities, spurred by the political
transitions of the early 1990s, is gradually leading to a more urban demographic.

Urban Population as Percent (%) of Total *

e Central Asia: 47 %
e Balkans: 51 %
e Eastern Europe: 63 %
e Baltic States: 66 %
e Central Europe: 62 %
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The population is generally younger than Western European standards, in part due to
higher population growth and in part due to lower living standards / life expectancies.
The dramatic societal and economic changes since the early 1990s have resulted in a
decrease of life expectancies in many countries”.

2.3 Countries and Governments

The fall of the “Iron Curtain,” symbolized by the collapse of the Berlin Wall in November
1989, dramatically ushered in a dynamic, yet uncertain political era for the entire ECA
region. The broad rejection of centrally dominant state institutions in favour of more
“democratic” governments and market oriented economies, significantly altered the
power and societal structures prevalent since 1945 and the end of World War 1.

The dissolution of the Soviet Union and “Eastern Block” was accompanied by a rise in
cultural - nationalism with the result that many “new” countries were carved out of
formerly expansive regimes. The ECA region includes 29 countries in 6 geographic
areas.

Balkans Baltic States Caucasus

Albania Estonia Armenia

Bosnia and Herzegovina Latvia Azerbaijan

Croatia Lithuania Georgia

Macedonia, the Former Yugoslav Republic of

Montenegro

Serbia

(Kosovo under United Nations administration) Eastern Europe
Belarus

Central Asia Central Europe Bulgaria

Kazakhstan Czech Republic Moldova

Kyrgyz Republic Hungary Romania

Tajikistan Poland Russian Federation

Turkmenistan Slovakia Turkey

Uzbekistan Slovenia Ukraine

Figure 1: The Countries of the Europe and Central Asia (ECA) Region

At the national level, many political transitions occurred peacefully, such as the
disbanding of the Soviet Union and the reunification of East & West Germany. In other
cases, the changes in government were instigated or resisted by inter ethnic-religious-
nationalistic violence, civil unrest, assassinations and, even armed conflict, such as the
civil war during the break-up of Yugoslavia.

The political transitions of decentralization, institutional reform and
democratisation are long-term processes

The political adjustments and power struggles are still ongoing in some parts of ECA, in
some cases violently - witness the assassination of Serbia’s Prime Minister in March of
2003 and the ethnic riots in Serbia & Kosovo of March 2004 - but peacefully in others,
such as the “rose revolution” in Georgia of December 2003.
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According to the rise of new governments, many countries have or are reforming the
legislative and judicial systems, a lengthy process to revamp government & judicial
institutions, procedures and laws. A major challenge to government reform is the
prevalence of corruption, a human predilection aggravated in uncertain political and
economic environments. Organized crime, which gained strength and influence during
the “law & order” vacuum of the political transitions, challenges the rule of law in many
countries.

At the community level, the wide-spread elimination of central planning structures has
triggered a process of decentralization, transferring greater autonomy coupled with more
responsibility to local and municipal governments. Accordingly, the local governments
are increasingly more accountable to the local population for public services, such as
education, transportation, power, but also water supply and wastewater. In many cases,
levels of responsibility have outpaced local government-institutions capacities in these
areas, resulting in financial and know-how gaps.

2.4 Economies and Incomes

The transition from state-dictated to more market-oriented economies has proven a long-
term process and yielded significant challenges.

The shift to a “market-oriented” economy introduced even more austere times

Domestic industrial capacity was generally devastated after the political transitions, as
the state-owned industries were dismantled, resulting in unemployment (in many
countries as high as 30-50%), loss of tax revenue and a general decline in wealth.
Gradually, some industry is being privatised, but the process is slow. Foreign
investment, benefiting from a cheaper labour pool, has offset this trend to some extent.

Much of the workforce is engaged in agricultural activities, with the former state-run
farms divided into small plots, primarily for family farms. However, the future economic
prospects of many countries rest on vital natural resources, such as oil in Russia and
Central Asia. Natural resource exports, for example, boosted economic growth in the
Commonwealth of Independent States (CIS) in 2003 to 5.6 percent, the third highest
level among the world’s emerging economies®.

The previous free-trade zones and trade agreements were eliminated with the
dissolution of the East Block, Soviet Union, and Yugoslavia, aggravating regional
commerce and exchange of goods, formerly the basis of much economic activity. Yet,
new regional trade pacts and accession of 8 ECA countries to the European Union has
begun to spur economies.

The foundations of the various economies, pubic infrastructure and services for
transportation, power, communication, solid waste, water, sewerage, have in large part
been victim of under-investment, both prior to and after the political transition coupled
with poor operations and maintenance practices over the last decades. Accordingly, the
reliability and quality of public services often has a negative impact on economic
development potential of a country or region.
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With fewer jobs and pension systems dismantled, household incomes generally fell
throughout the ECA region. Some families rely on subsistence farming or support from
the Diaspora for survival. Poverty levels have increased and standards of living
decreased, especially in areas most plagued by political instability and civil unrest. Poor
populations are located in both urban and rural areas. Many primary and secondary
cities have “impromptu” neighbourhoods inhabited primarily by recent migrants from the
countryside with no official status nor municipal services or infrastructure.

The income levels in some ECA countries, primarily Central European and the Baltic
States, have recently begun to approach Western European standards. For the
remainder, however, income levels have stagnated, if not decreased in real terms over
the past 15 years, with Gross Domestic Product still below the pre-transition levels. For
instance, about two thirds (69%) of the ECA countries are considered “Lower Middle &
Low Income” countries according to The World Bank’s country income categories (see
Annex A and below).

Table 1: Country Incomes in ECA’

Income Category ECA Countries (29) Percent of Total (%)
High (non OECD) 1 3%
Upper Middle 8 28 %
Lower Middle 12 41 %
Low 8 28 %

All the low and lower middle category countries are located in Central Asia, the Balkans,
and Eastern Europe, while the Baltic and Central Europe areas include only countries
with upper middle and high income categories. On average annual GDP-PPP in Central
Europe is 4 times that in Central Asia.

Gross Domestic Product - Purchasing Power Parity (Average per Geographic Area)

e Central Asia: Intl.$ 2,982 per year
o Balkans: Intl.$ 3,659 per year
e Eastern Europe: Intl.$ 5,850 per year
o Baltic States: Intl.$ 8,072 per year
e Central Europe: Intl.$12,814 per year

2.5 International Relations

The dissolution of the “Eastern” superpower, the Soviet Union with its Eastern Block
satellites, and a regional power, Yugoslavia, has reduced the geo-political clout of the
region over the last 15 years. Yet, the thawing of the Cold War attitudes between East
and West, has resulted in greater contact with and access to neighbouring regions,
especially Western Europe, and the rest of the world, along cultural and commercial
lines, with benefits for all sides.
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Eight ECA countries joined the European Union in 2004
The overall openness of the ECA region is signal by the ratification of new trade
agreements with the international community and with other ECA countries.

A major step is the accession of eight Baltic and Central European Countries into the
European Union in May 2004, according to the respective success of political, legislative
and economic reforms in Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland,
Slovakia and Slovenia.
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3.0 WATER & WASTEWATER MARKET OVERVIEW

3.1 Marketplace

3.1.1 Size and Segments

The ECA market for water & wastewater services represents a population of about 480
million, with roughly 63 % (300 million) located in urban settings and about 37% (180
million) in rural settings®, plus the associated business and industrial activities. Country
standards for public health / sanitation and environmental quality generally require piped
water supply and sewerage services for urban dwellers and, increasingly, for rural
inhabitants.

Table 2: Market Segments in ECA:

Estimated Demand for Community Water & Wastewater Services

Segment Inhabitants Commerce & TOTAL Equivalent
Industry, equivalent Population
Primary Cities 100 million + 30 million + 130 million

(> 500,000 inhabitants)

Secondary Cities 200 million + 40 million + 240 million
(500,000 — 10,000 inhabitants)

Sub Total: Urban Areas 300 million 70 million 370 million

Rural Areas 180 million +20 million +200 million
(< 10,000 inhabitants)

TOTAL 480 million 90 million 570 million

The immediate market for the water & wastewater services to urban areas is estimated
at an equivalent population of 570 million inhabitants, when considering industrial and
commercial activities.

3.1.2 Coverage

Overall market coverage in the ECA region extends to an average of about 80% of the
population (about 385 million people) for piped water supply and about 40% (about 190
million) for sewerage services®. Wastewater evacuation systems, often combined with
storm water evacuation, often do not include wastewater treatment facilities, especially
in secondary cities and rural areas.

Community water & wastewater services are concentrated in primary cities, with
secondary cities and then rural areas having lower areas of coverage. However,
significant sections of primary and secondary cities (new settlements, poor
neighbourhoods, etc.) remain without satisfactory or, in some cases, any water services.
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3.1.3 Value

The following table presents a gross estimate of the ECA annual market value
(assuming 100% market coverage, water consumption at 200 litres per capita per day
and a price of US$ 0.50 per cubic meter for water supply and US$ 0.25 per cubic meter
for sewerage).

Table 3: Annual Market Value in ECA

Estimated Value of Community Water & Wastewater Services

Segment Total Population Service Needs Value
(including commerce & (cubic meters (US$)
industry) per year)
Primary Cities + 130 million + 10 billion + 7 billion

(> 500,000 inhabitants)

Secondary Cities + 240 million + 18 billion + 13 hillion
(500,000 — 10,000 inhabitants)

Sub Total: Urban Areas 370 million 28 billion 20 billion.

Rural Areas +200 million + 15 billion + 11billion
(< 10,000 inhabitants)

TOTAL 570 million 43 billion 31 hillion

The OECD & World Bank estimate investments totalling about US$ 100 billion are
necessary over the next decade [2002-2011] to meet the water supply and sanitation
infrastructure requirements of the ECA region®®. Based on the current worldwide
average of 5% private sector involvement in the water & sewerage market, this
represents a private sector market value of US$ 5 billion.

3.2 Water Sector

3.2.1 Institutional Structure

Parallel to the wider political changes, many of the newly created federal governments in
the ECA region are undertaking a comprehensive process of adapting the prior
institutional structures and regulatory regimes of the water sector. A common model for
water sector reform is the European Union’s Water Framework Directive, espousing an
“integrated” and “river basin” approach to water resources management (irrigation,
drainage, flood control, hydro-power, etc.), in general, and for community water &
wastewater services, in particular (the focus of this study).
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With numerous new or revised government ministries and agencies, new capacities are
required in standards & regulations, tariff policies, operational & administrative oversight,
etc. This process is ongoing and, especially in poorer countries, presents challenges to
assemble a qualified and experienced government administration. The transformation
translates into a dynamic on-the-ground setting in some ECA countries, as many
regulations and standards are replaced or introduced.

3.2.2 Structures for Competition

The states of the ECA region typically allocate the key responsibilities for community
water and wastewater services in a monopoly fashion, without opportunity for
competition a standard approach throughout the world for “common good” and capital
intensive resources, such as water.

The current organization of the market mirrors the overall political and economic shift in
the ECA region away from centralized mechanisms to greater autonomy and
accountability for community / municipal governments and utilities.

Table 4: Allocation of Main Functions and Responsibilities
for Community Water & Wastewater Services

(a “Generalized” Model of the ECA Water Marketplace)

Primary Functions Responsibility Responsibility
(Pre — Political Transitions) (Post - Political Transitions)
SECTOR OVERSIGHT
e Regulations & Standards Central Government Central Government
e Tariffs Central Government Local Gov. with approval by
Central Gov.
e Control & Enforcement Central Government Central & Local Government
SUPPLY
Ownership
e Water Resources Central Government Central Government
(no private ownership)
e Assets (infrastructure) Central Government Local Government
e Service Organization Central Government Local Government

(utility)

Community Service

e Operations & Utility Utility via Service Agreement with
Maintenance Local Government

e Operational Revenue Utility via Customer Tariffs Utility via Customer Tariffs

with cross-subsidization plus some cross-subsidization

e Asset Management & Central Government Utility & Owner (Local
Development Government)

e Asset Financing Central Government Utility & Owner (Local Gov.)

DEMAND

e Inhabitants of Service Payment of Tariff, based on Payment of Tariff, based on
Area “social” value “social” or “commercial” value

(Note: This generalized overview for the ECA region is presented as a basis for evaluation with the understanding that
variations exist country-by-country in the organization of the water sector).
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STATE ROLE: Resources Owner & Regulator

The central government is typically both the owner and regulator of water resources.
Therefore, central governments generally assign the main responsibilities to different
agencies to determine and control:

e Use of all water resources (water rights, extraction / discharge, authority for
community service)

e Public health, environmental quality and customer advocacy in community
service (service standards & regulations; administrative, financial & operational
requirements)

In this arrangement, the government performs two key responsibilities to fulfil its
mandate of “safeguarding common resources in the public interest.” Critics of this
arrangement claim a conflict of interest between the roles of owner and regulator of the
same resources.

COMMUNITY ROLE: Utility Owner & Asset Development

The local government is generally granted, through enabling legislation (from the
central government) the rights to provide community water & wastewater service. These
rights are typically dedicated exclusively per each city, town or village (local government,
typically a municipality).

Normally, the local government establishes a public service company / utility to operate
and manage the particular community services, often formalized through a service
agreement. Yet, the local government maintains overall management control over the
utility company as owner. In particular, the leadership position(s) of a utility are often
subject to political appointment, rather than exclusively merit-based selection.

As owner of the utility and all physical assets, the local government assumes
responsibility for the renewal, replacement or expansion of the public service
infrastructure, which formerly rested with the central planning structures. This transfer of
asset development responsibilities has presented great challenges, requiring new
expertise and capabilities at the local level, especially to secure financing for
infrastructure works.

UTILITY ROLE: Community Service, Cost Recovery & Asset Management

The public utility company assumes the obligations and rights for community water
supply and wastewater evacuation. In many cases, especially in smaller towns where
financial resources are scarcer, the utility is granted responsibility for a wide spectrum of
other community services, such as solid waste, streets, parks, public market places,
cemeteries, etc.

The utilities are responsible for the technical operation & maintenance of the water
supply / wastewater systems, financial administration (billings & collections) and overall
company management. A key duty is the recovery of funds from the customers using the
service, typically through tariffs and connection fees, to recover operations costs and
finance asset development investments. Customer bases have generally been slow to
accept the transition from a “social” to a “cost recovery” tariff, upon the disappearance of
central government finances and subsidies, especially considering the austere economic
conditions and poor water service levels.
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3.2.3 Tariff Policy and Demand Management

Tariff structures are generally proposed at the local level, but reviewed and approved at
the state level, either directly through a government agency or an independent
commission. At the local level, the new democratic procedures can result in electoral
pressures on the local officials proposing changes to water tariff policy, possibly
undermining the possibility to raise capital for necessary improvements.

A dilemmain ECA (and the world): is water a “social right” or a “market product”
Tariff policies throughout the ECA region generally vary between two basic approaches:

e ‘“social pricing”, which considers water services as a birth right of each citizen,
to be provided at affordable levels and without profit by the state

e “market pricing”, which considers water as a product, to be priced according to
the costs and investment incurred to provide community service

Accordingly, water supply is either metered at the customer connection, enabling
demand management through consumption based billing, or not (block rates). The
resolution of this basic issue in each country and each community has a significant
impact on the financial viability of water utilities and, in turn, the quality of services.

3.2.4 Finance

On a worldwide basis, the World Panel on Financing Global Water Infrastructure
estimates a doubling of investment is necessary in developing countries to reduce by
half the number of people without sustainable access to safe drinking water”.

Yet, in many ECA countries, funds for asset renewal, replacement or expansion are not
readily available. Customer revenues are often only sufficient to cover operations costs,
at best. “Unsustainable” utilities and cash-strapped local governments (low tax
revenues) do not qualify for credit from local banking institutions, nor could they afford
the debt service. Moreover, many ECA countries, especially the poor, only have
emerging financing and banking sectors, without capabilities to finance long-term, capital
intensive projects.

Therefore, most ECA communities either make do with the existing infrastructure
systems or seek assistance from external sources for investment monies: central
government (usually also cash strapped), foreign donors, non-government organizations
(especially in rural areas) or international financing institutions.
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3.3 Community Service

3.3.1 Service Levels

At the operational level, water & wastewater services generally do not meet EU
standards in many communities, often with associated risks to public health and
environmental quality and impacts to standards-of-living and economic activities. While,
primary and secondary cities typically have established albeit dilapidated water supply
and sewerage systems, rural areas, often have no or minimal infrastructure systems.
Service levels, especially in poorer countries, can be unsatisfactory, characterized by:

e Inefficient water supply (incompliance with quality standards, intermittent
supply, incomplete service areas, excessive losses, etc.)

e Ineffective wastewater service (incompliance with effluent standards or no
treatment at all, overflows in rain events, incomplete service areas, etc.)

e Insufficient human capacity (lack of training or experience in utility
management, customer service and asset management/ development)

Poor service levels and dissatisfied customers trigger the “unsustainable” cycle

Beyond potential public health and environmental quality impacts, unreliable water
services aggravate the economic health of the utility and decreases the attractiveness of
the entire community. Poor service tends to alienate the customer base, which, in turn, is
less likely to pay for services, resulting in lower revenues for the utility, thereby limiting
the available capital to make needed improvements (see figure below).

Consumption of Service Payment for Services
(Customers dissatisfied with low levels of (Customer affordability hindered by
service) austere economic climate)

Assets and Expertise to Provide Services
(Owner & Utility hindered by low revenues, dilapidated assets and staff
capabilities)

Figure 1: The “Sustainability Cycle” is broken in many water utilities of the ECA region
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3.3.2 Service Providers

With the abolishment of centrally controlled and subsidized water sector structures, the
provision of community water and wastewater services required a different approach,
striving towards the “new principles” of local autonomy, sustainability and accountability.
Yet, the path to a “more decentralized and market-oriented” service model was
uncertain, aggravated by limited experience and training opportunities.

Needed: Operational & Investment Capital and Staff Expertise

Some water utilities have adapted to the new challenges and attained full operational
cost recovery — some even with sufficient funds to finance infrastructure projects.
However, most public water and wastewater service providers continue as remnants of
the past era, based on a more subsidized and social approach to water sector services,
with many changes necessary to become sustainable and efficient organizations. Many
water utilities, especially in the poorer ECA countries, remain trapped in an
“unsustainable” cycle, without the financial or human resources to escape.

According to unsustainable operations, cross subsidization is common in many ECA
countries, with budget shortfalls covered through state disbursements, bartering or
simply non-payment of obligations (such as for electricity). Utility finances are often not
transparent with a lack of cost accounting and an unclear mix of services.

Chronic under-investment over decades, before and after the political transitions, has
rendered many water utility assets and infrastructure dilapidated and limited the ability of
water utilities to provide a valuable (safe, sufficient, reliable) service. The challenge of
upgrading water utility assets has been compounded by the process of decentralization;
the responsibility of asset development and financing has been transferred to the local
governments (as owner) and the utilities. Yet, these entities had little or no previous
experience in this area at the time of transfer.

3.3.3 Customer Base

In some ECA countries, much of the customer base is unemployed or with earnings
below the poverty level, as detailed in the previous chapter. This has a profound impact
on customer affordability for water services, especially in poorer countries. Some areas
have a historically poor payment culture for common good type resources, both before
and after the political transitions.

Consume as possible, but do not consistently pay for poor services

In areas without water metering and demand management, customer consumption
habits can be extreme for non-drinking water uses (garden irrigation, car & street
washing, household plumbing spillage, etc.), while billing levels and collection rates
remain low. Such consumption and payment patterns exacerbate the “unsustainable”
cycle, reducing overall levels-of-service (lower system pressure or less water available
for other customers) without providing financial resources to cover the associated costs.
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3.3.4 Private Sector Inputs

The private sector often fulfils a traditional role in the ECA water market place as a
contractor (construction, supplier, etc.) or consultant (technical, management, etc.) to
water utilities and their owners for specific projects or assignments.

A variety of domestic and foreign companies provide services in this manner. The
indigenous private sector includes the remnants of the central planning agencies,
converted to private companies during the political transitions, and newly formed
companies (engineering, general contractors, etc.). The international private companies
represent the entire range of companies active in the water sector of the “industrialized”
world.

Private sector provides traditional & non-traditional inputs
Public-Private Partnership type arrangements, in which a private sector company
assumes responsibility for selected aspects or even all of a water utility’s obligations and
rights (see Annex A), have been introduced in the ECA marketplace since the political
transitions. During the last 15 years all PPP contract forms have been applied
somewhere in the ECA region:

e Service Contract

e Management Contract

e BOT (Build-Operate-Transfer), BOOT (Build-Own-Operate-Transfer), etc.

e Lease

e Concession

e Divestiture

However, community water service owners, utilities or customer bases are not always
open to new arrangements or competition, limited by legal restrictions to the public
service utilities/ companies or local-national attitudes against the introduction of a
“market” approach to a “social-common” resource. For example, private inputs in water
utility management comprise about 8% of the total market.

Since the cost of project development is high and overall knowledge of PPP is generally
still low, most PPP initiatives are associated with the international donor and financing
community (see below). Likewise, most private companies engaged in PPP contract
arrangements are foreign companies.
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3.4 International Activities

3.4.1 Donor and Financing Community

In the wake of the political transitions, the international donor and financing community
commenced or intensified their activities in the ECA water sector (in addition to the
power, transportation, finance and other sectors) to forward their missions of decreasing
poverty and promoting sustainable development in support of political and social
stability. For example, the World Bank’s mission is a world free of poverty through
assistance to the poorest people and countries towards stable, sustainable and
equitable growth*%.

Sustainable community water services are key parts of donor & IFI missions

An effective, efficient and transparent water sector is a key part of the strategy for
Government Organizations (GOs), Non Government Organizations (NGOs) and
International Financing Institutions (IFIs) to attain their goals in the ECA region.
Accordingly, international donors and financing institutions have provided funding
(technical assistance, grants, loans, etc.) over the last decade to address the assets and
capacity gaps in the public service providers of the ECA region.

Many Western European countries have bilateral investment mechanisms to promote
investment and capacity building in developing countries, including the ECA region. The
European Union, for example, has established financing instruments to assist candidate
countries (the Central European and Baltic states) in their reform efforts and investments
to qualify for accession, such as PHARE and ISPA (500 million per year until 2006). The
TACIS program provides support to the Commonwealth of Independent States.

An investment gap to attain the Millennium Development Goals

More recently in 2002, at the Johannesburg Earth Summit, all 191 United Nations
member states pledged to attain the Millennium Development Goals (MDG) by 2015,
including to “reduce by half the proportion of people without sustainable access to safe
drinking water.” Much of the ECA population qualifies as part of the MDG target group.
Therefore, even greater investment amounts are necessary.

However, the international donor community is reducing their commitments and
investment flows to developing countries by 50%, in part as a result of the global
recession starting in 2001 and in part according to improving conditions in some ECA
countries™. This trend is contrary to attaining both the MDG and the donor community
missions. A key question remains how to close this substantial investment gap.

Strategy for more capacity building and investment: Public-Private Partnership

To encourage additional investment and capacity building, and to spread the risk of
water sector “redevelopment”’, many donor and financing entities encouraged, even
actively promoted PPP in their activities in the ECA region since the political transitions.
This goal of this strategy is to further increase investment and service efficiency in the
water sector and, thereby, accelerate the process of meeting the water & sewerage
needs of the ECA population.
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Since the political transitions, donors and IFls have undertaken more than 290 projects
in ECA, with about 90 in PPP structures and 26 in twinning (of a “developed” with a
“developing” utility - mostly in Baltic countries with Scandinavian assistance)
arrangements™. Many of the PPP contracts have been implemented in larger urban
areas. The World Bank portfolio, for example, includes PPP projects in the community
water services of the ECA region, accounting for 17% in terms of projects and 8% in
terms of investments during 1990-2000".

However, to date the private sector accounts for about 5% of the total investments in the
water sector during 1990-2000, and the cumulative investment in water & sanitation has
slowed during the past 4 years®’. This is neither sufficient to close the investment gap
necessary to meet the MDGs in the ECA region nor attain donor and IFI missions.

3.4.2 International Companies

When the ECA water marketplace was initially “opened” in the early 1990s, a veritable
“gold rush” ensued, as international companies bought up local companies or
established satellite offices to assert market presence. The lure of the private sector
(expertise for utility capacity building to attain sustainability, capital infusions for
infrastructure investment) in combination with the ECA marketplace (large, untapped
market of 500 million inhabitants right in close proximity to Western Europe) was
irresistible to both sides.

ECA marketplace: defining the global competition for community water services

The international participants initially included companies from all over the industrialized
world vying for traditional or PPP type contracts offered by international donors and IFls.
In particular, the ECA region presented a new market for competition between various
types of service providers. Established water utilities and operators, dominant in the
water utility management market for decades, vied with market newcomers -
consultants, contractors, non-water utilities who have increasingly gained experiences
through more global activities and more dynamic contract types.

An evolving participant profile for an evolving market

After a decade, regarding PPP contracts, the field had evolved into “a limited number of
large Private Sector companies whose main interests are in doing lease and concession
contracts. The extensive tradition of huge French multi-national water companies are
known in the market, but also the newer British companies, with a fresh experience on
privatisation. Newly formed consultant operators, who are particularly keen to do
management contracts, have increased the number of private sector participants.”®

Rethinking the ECA marketplace

Following the global recession of 2001, many international companies retreated or
changed strategies in the ECA region (or even globally), in part based on particular
company experiences (procurement, execution, etc.) in the region, but also based on
overall country factors and more critical attitudes regarding company risk & security. In
addition, during the last few years the number of new PPP contracts diminished (see
donor & IFI activities above), with some contending that the major urban markets
suitable for PPP were already saturated.
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Many companies, especially newcomers, voiced concerns about engrained procedures
and mechanisms in the ECA region favouring the status quo. Were this trend to
continue, Public-Private-Partnership, one potential pathway for water sector investments
and improvements, would be diminished, contrary to the interests of the ECA region
itself and the international donor and financing community.
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4.0 DOMESTIC PERSPECTIVES

4.1 Dialogue with Domestic “Experts” and “Participants”

4.1.1 Overview

The views of domestic (from within ECA) entities, as gained through questionnaires,
case studies and a workshop, focus on eight major themes, as summarized below.

Table 7: Summary of Domestic Views on the ECA Water Marketplace

FACTORS
(PROBLEMS)

CONCERNS
(CAUSES)

SUGGESTIONS
(SOLUTIONS)

A. Country Setting

1. Non-Project Risk in
business
environment

Dysfunctional economies
Political volatility
Corruption

Social strife

Guarantees by IFIs/ Donors to
cover non-project risk

Parallel measures to support
wider regional development

B. Water Sector

1. |Institutional
Framework

e Developing legislation
e |nefficient institutions

Parallel institutional reform
Better project preparation

C. Market Structures for

Water Utility Management

1. Market Understanding
of Alternative Models

¢ Accurate knowledge of PPP
advantages & disadvantages

Education Campaign
Pilot Program

2. Legal basis for PPP

¢ Enabling legislation
e Tariff policy
e Asset ownership

Legislative reforms

3. Role of Owner & Utility

e Political influence
¢ Monopoly bias

Referendums
Stakeholder contracts
Merit-based staff selection

. Scope of Utilities

e Public services beyond water

Un-bundle Utilities

4
D. Domestic Market for Water Utility Management
1

. Market Attractiveness

¢ Limited by size, accessibility,
profitability & non-project risk

Create domestic opportunities
Reforms for PPP suitability

2. Market Acceptance

¢ “theoretical” acceptance, but
lacking local “willingness”

Information Campaign
Stakeholder contracts

E. Procurement

1. Pre-Qualification

¢ Bias to large, water sector &
international companies

Adapt PQ criteria for more
accessible market

2. Bidding e Excessive focus on price e Adopt more qualitative process

3. Contracts o Unfamiliar forms e Create national standards

4. Ethics e Non-merit type influences e Set, monitor & enforce rules

F. Execution

1. Project Team ¢ Onsite conflicts o 3" Party as honest broker

2. Contract ¢ High performance standards | e Better project preparation

G. Domestic Companies: Expertise

1. Capacities ¢ Limited advantages over e Projects to “grow” domestic
utilities & international firms sector

H. Domestic Companies:

Capital

[N

. Private Capital

| e No immediate capacities

Develop local banking sector
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4.1.2 Profile of Respondents to “Expert” Questionnaire

The survey of domestic water sector “experts” (ministry officials, utility owners,
professional associations, universities) consisted of the distribution of a questionnaire to
a total of 219 entities in the ECA region. The questionnaire, distribution list and
evaluation of the responses are presented in Annex B.

A total response rate of 18% was attained, with participation by 35 experts representing

21 countries.

Figure : Respondents by Entity Type

Others: NGOs,

Universities, etc.

25%

Utility Ow ners
8%

Governmental Non-
Water Agencies
5%

Professional
Associations
18%

Governmental Water
Agencies
44%
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Figure: Respondents by Country - Region of Origin

Balkans
40%

Eastern & Central
Europe
48%

Baltics
3%
Central Asia Caucauses
6% 3%

Respondents by Economic-Political Areas
EU Candidates
9% EU - European
Union
20%
CIS -
Commonwealth
of Indpendent
States
34%
Balkans
37%
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Most of the
“experts” are
from Eastern-
Central Europe
and the Balkans.

The CIS and
Balkans have the
greatest
representation of
the experts.
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4.1.3 Profile of Respondents to “Participants” Questionnaire

The survey of domestic “participants” (companies currently or potentially involved in
community water services) consisted of the distribution of a questionnaire on the water
utility market to a total of 239 companies based in the ECA region. The questionnaire,
distribution list and evaluation of the responses are presented in Annex C. A total
response rate of 13% was attained, with participation by 30 companies representing 13
countries.

More than 80 percent report the water sector is the most important area of activity and
income, mostly in technical or capacity building areas. Only 10% have no water sector
experience.

Respondents by Entity Type

Other
13%

Public Utility
20%

Private Operator
17%

Consultant
50%
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Respondents by Entity Size

Large
20%

Small
53%

Medium
27%

The majority of respondents are small companies.

e Small: less than 25 employees and Euro 1 million turnover
e Medium: between 25-100 employees & Euro 1 million — 4 million turnover
e Large: more than 100 employees and Euro 4 million turnover

Most of the

Figure: Respondents by Country - Region of Origin

Balkans
20%

Baltics
7%

Caucauses
3%

Eastern & Central
Europe
70%

Central Asia
0%
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Respondents by Economic-Political Areas Most
“participants” are

from the
European Union,
followed by EU

EU Candidates
20%

EU - European candidates and
Union the Balkans.
43%
CIS -
Commonwealth
of Indpendent
States

17%

Balkans
20%

EU candidate companies report the most PPP experience (BOT, Management/
Administrative/ Technical Service Contracts).
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4.2 Country Setting

The national setting is a key factor in the community water services market.
Respondents confirm the importance of political, economic and social stability as
cornerstones of a suitable environment for water sector activities.

The new EU countries are generally at the forefront of the ECA region with a greater
likelihood that conditions conducive to sustainable community services are present.
Respondents from the CIS, EU Candidate countries and the Balkans register the most
country setting “limitations” to water services activities. However, there are exceptions.
For example, respondents from EU states indicate the greatest concern with corruption.

Table 4: Views on Sovereign Factors

CONCERNS - BARRIERS POTENTIAL SOLUTIONS
Demand:
Political Factors Inclusive Democratisation Measures

Political volatility during reforms &
democratisation process

Economic Factors Parallel Economic Development
Dysfunctional economic cycles: high e Measures by National Governments, IFIs
unemployment & low wages tend to result in & Donors to spur commerce and banking
low collections on water fees sectors

Social Factors Community Level Projects

Strife between various groups (as cited by e Projects to include all minorities
respondents in the Balkans)

Ethical — Legal Factors Parallel Measures to Address Ethics
Corruption (cited low in CIS, but high in EU e Measures by National Governments, IFls
states) & Tranparency & Donors to advance ethical behaviour
Rule of Law (a concern in all ECA, especially | e Ensure judicial procedures for dispute
in the Balkans & EU Candidate states) resolution

Supply:

Country Perceptions & Risk

Some regions are viewed as a more suitable Thorough Project Preparation

(EV) or less suitable (CIS, EU candidate, e To address, allocate and manage risk
Balkans) environment for business, including
community water services.

Private sector participants usually carry Risk Guarantees

project risk as well as the non-project risk e For non — project related risk: political,

related to the country setting economic, social, etc., e.g. MIGA, National
funds, etc.
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4.3 Water Sector

Domestic respondents cite the developing nature of the water sector as a key concern
throughout the ECA region. Following the dramatic political and regime changes of the
late 1980s and early 1990s, parallel reforms took place in the water sector, to develop or
harmonize water institutions and legislation. The reform process often resulted in on-the-
ground ambiguities while new legislation was adopted and inefficiencies as new

ministries developed institutional capacities.

Table 5: Views on the ECA Water Sector

CONCERNS - BARRIERS

POTENTIAL SOLUTIONS

Demand:

Institutional Framework

Inefficiency of government bodies, as cited
by the ministries (“experts”) themselves

Developing legislation & agencies (changing
standards, requirements, etc.), cited
especially in Balkans & EU Candidate states

Parallel institutional reform measures

e To spur (and finance) capacity building
and efficiency improvements in Ministries

e To complete legislative reform

Supply:

Project Risk

Private sector participants usually carry
project risk plus non-project risk related to an
“immature” sector: changes in regulations for
compliance, agencies, etc.)

Thorough project preparation
e including a risk allocation and
management strategy
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4.4 Market Structures for Water Utility Management

The traditional “community water — public service utility” model appears most prevalent
in ECA, but public-private-partnership alternatives are generally acceptable to local
populations, according to survey respondents. Yet, biases and structural obstacles
persist. The key is to ensure full understanding and a legal basis for PPP models, such
that communities can select the most appropriate solution to meet their needs from a full
palette of options (whether a traditional utility or outsourcing to domestic companies).

Table 6: Views on Alternative Market Structures

CONCERNS - BARRIERS

POTENTIAL SOLUTIONS

Demand:

Market Understanding of PPP

Many market participants do not fully
understand PPP (PSP, Privatisation, BOT,
etc.) and the associated opportunities;
though local acceptance is common

Information — Education Campaign

e To explain and dispel myths of PPP
options

e Target water sector agencies, utility
owners, water companies and customers
(workshops, pilot programs, etc.)

Facilitating Legislation

“Enabling” legislation often limits water
services exclusively to public utilities
(monopoly structure— no private inputs
permitted); cited especially in Balkans & CIS

Tariff policy continues to permit fees on a
social (affordable to the poorest poor) rather
than a commercial (cost recovery) basis

Asset ownership limited to public utilities — no
private ownership allowed; cited in Balkans

Legislative Reforms

e To provide a legal basis for public AND/
OR private options to supply water
services, with appropriate safeguards for
the community

e For Tariff procedures based on
sustainability, including a viable
mechanism for social cases

e To better define roles of private and public
entities (especially for higher-level PPP)

Role of Utility Owner

Political decisions, influenced by the reigning
political party and re-election pressures,
stifle tariff development and perpetuate the
“un-sustainable” cycle of water companies

Water utility management staff is often
vulnerable to political appointment; less in
CIS

Community Referendums

e To circumvent the political arena

Stakeholder Contracts with Performance

Standards

e To ensure community, utilty & owner
commitment throughout a project and
remove tariff risk from private companies

Merit Selection Procedures

e For fair and transparent hiring — remove
replacement risk from private companies

Scope of Utilities

Utility responsibilities often extend beyond
water & wastewater services (solid waste,
streets, public spaces, etc.); often not
compatible with the capacities of domestic
enterprises, especially in Balkans and EU
candidate countries

“Un-bundle” local utilities

e separate water & non-water entities prior
to starting PPP contracts

Pair water sector with non-water sector

companies

e to cover full range of public services

Supply:

Market Openness

Obstacles to market activities due to
monopoly structures or bias

Legislative reforms  and Education

Campaign
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4.5 Domestic Market for Water Utility Management

Domestic companies report the ECA markets for water utility management vary in
efficiency and attractiveness. While the EU and CIS markets often appear more suitable
for domestic inputs, this is often not so in Balkans and EU Candidate countries.

Table 7: Views on the Domestic Market for Water Utility Management

CONCERNS — BARRIERS

POTENTIAL SOLUTIONS

Demand:

Market Efficiency & Need

Urban areas receive the best level of water
services in ECA, though service in secondary
cities is ranked better than in primary cities

Rural and poor areas are the most ill-served,
indicating the greatest need for improvement

Establish Finance Mechanisms

e Especially for Rural & Poor Areas (ISPA &
PHARE have been successful instruments

for the accession countries)

e Domestic companies are ready to work in

rural areas, less so in poor areas

Market Size

Too few and infrequent projects — not a
viable and reliable income source; cited
especially in Balkans

Establish New Market Areas

e Group urban with rural areas, established

with new service areas,
regions, etc.

villages

into

Market Openness

Perception of being closed to non-water
sector enterprises

Revise Pre-Qualification & Selection Criteria

(See “procurement” section below)

Profitability

Poor economics & finances — lower profits;
cited in Balkans and EU candidates

Tariff & Stakeholder Commitments
(See “market structures” section above)

Political Will

Perception of insufficient Political Willingness
at national and local levels to implement
reforms for a PPP-friendly setting

Stakeholder Commitments
(See “market structures” section above)

Utility Will

Perception that public utilities and their
owners are reluctant to take difficult steps
towards efficiency (modern techniques, staff
reductions, reorganization); except in EU
countries

Perception that public utilities are biased
against inputs by “domestic” companies;
cited most in Balkans

Stakeholder Commitments
(See “market structures” section above)

Information — Education Campaign
(See “market structures” section above)

Community Will

Customer base with historically low payment
levels is not willing to take the necessary
steps (higher tariffs, metering) to achieve a
sustainable water service via any model

Stakeholder Commitments
(See “market structures” section above)

Supply:

Non-project company risk: financial &
willingness; cited in Balkans & EU candidates

Young market — “over saturated” by capable
companies both domestic & international

Tariff & Stakeholder Commitments
(See “market structures” section above)

Overwhelming confirmation of need for Engage in comprehensive, PPP driven
reform — to create a more PPP friendly reform process
market for domestic companies
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4.6 Procurement

Survey respondents express an overall lack of confidence in the bidding and selection
processes in the ECA region. Pure domestic projects may lack open and transparent
bidding procedures, especially due to regulatory ambiguities during the initial political
transitions, while international projects may have biases for international companies and
strive for the most economical solutions.

Table 8: Views on Procurement

CONCERNS — BARRIERS

POTENTIAL SOLUTIONS

Demand:

often have limited or

at local levels

National government agencies

ambiguous role in procurement

IFIs and Donors have defined
procurement procedures,
drawing on world-wide
experience

Establish National Board to address PPP Issues

e Address PPP at a national level

e Provide central information on key
procurement, regulations, legal basis, etc.

e Support and build domestic capacities in PPP, benefiting
from international experience & expertise

issues in

Pre-qualification

Criteria which tends to favour:

e Large companies

e Established
from the water
cited by EU Candidates

companies
sector,

except EU states

e International, cited by all

Select and justify criteria specific to project needs:

e company turnover, minimum number of staff, value of
projects, financial resources, etc.

e number of similar projects, staff qualifications

e location of company headquarters/ registration

Bidding

Excessive focus on financial
rather than qualitative factors

Costs of bidding: time and
money to prepare proposals

Eliminate “Low-bid wins” policy:

e Reform selection process to emphasize quality of
services & company value over project cost

Reduce burdens among all competitors:

e Use standardized pre-qualification and bidding forms

Contracts

Unfamiliar — non-standard
forms; cited in Balkans & EU
Candidates

Create National Standards (PPP committee)

e Use (prepare) national-regional level
documents for procurement, contracts, etc.

e Meet international and domestic language requirements

standard

Ethics & Transparency

the selection process:

(Political influence?, Bribery?,
Collusion?)

Non-merit type of influences in

Establish & Enforce strict rules of engagement

e Define *“acceptable” types of interaction permitted
between competitors (and agents, home governments,
etc.) with the “selection committee”

Monitoring & Enforcement by a Third Party

e Such as an NGO or an IFI

Supply:

Perception that the market is

CIs

biased or “closed”; cited less in

Introduce/ Retain open bidding with pre-qualification
e Eliminate invitation only or direct-negotiation
e Adopt parallel local language documentation
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4.7 Execution

Respondents indicated the following reservations with contract implementation:

Table 9: Views on Contract Implementation

CONCERNS — BARRIERS

POTENTIAL SOLUTIONS

Demand:

Dysfunctional Project Team

Stakeholder Contracts — Commitments

Company Risk: Lack of “willingness” of all
stakeholders — national, owner, utility,
customers

Engage 3" Party (IFIs) as honest broker:

e Mediator between parties

e Use special relationship to convince/ apply
pressure at local & national levels

e Promote institutional reforms

Contract Form

Thorough Project Preparation

Performance standards based on unrealistic | ¢ to understand the setting, context,
expectations; cited in all of ECA and challenges and opportunities

especially in Balkans & EU Candidate

Supply:

Project and non-Project risk

Thorough Project Preparation

o fully understand the local context
e clearly define and allocate responsibilities
e prepare risk allocation & management

strategy
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4.8 Domestic Companies — Expertise

Respondents from within ECA indicate a confidence in the capacities of domestic
companies to provide suitable inputs for water utility management. The “experts” are
generally enthusiastic for all types of PPP inputs, while the “participants” are more
cautious, most preferring to engage only in service and management contracts.

Table 10: Views on Domestic Companies - Expertise

CONCERNS — BARRIERS

POTENTIAL SOLUTIONS

Demand:

Utility Efficiency & Need

Many effective utilities in ECA, most cited in
EU states; Perception that unsustainable
utilities are incapable of self-improvement

Establish Finance Mechanisms
e Especially for unsustainable utilities

Supply:

Advantages over Utilities

e Infrastructure  project
design, procurement, etc.

e Repairs and proactive maintenance of
system infrastructure

e Human resources and staff development
Customer service & management
System/ service area planning: master
plan/ capital investment plan

Cited most in Balkans, least in EU — because

of condition of utilities?

development:

Provide PPP Exploratory - Transition Period

e Technical Assistance & Performance
Standards: give existing utility &
community “last chance” to commercialise
(with inputs from domestic companies in
areas of strength)

e Require bids from Utilty on any PPP
inputs (provide bidding assistance if
necessary)

Advantages over International Companies

e Technical/ engineering capabilities

e Familiarity with the local community &
water sector

e Coordination with local officials, customer
base, etc.

e Better Performance — Quality

e Better value: best combination of price &
performance

e Willingness to provide services in remote
or rustic locations — less so to poor areas

e Lower Price

“Grow” the Pool of Domestic Companies

e Structure projects matching the areas of
strength of domestic companies

e Develop smaller projects to suit domestic
company size and financial-execution
capabilities

e Provide projects or project components
dedicated to domestic- national
companies; cited in the Balkans and EU
candidate countries

e Cluster domestic with international
companies, each in accountable roles

...and disadvantages

e Access to Capital

e Limited experience/ capacity in private
water utility management

e Exposure to local economy & currency

e Corruption (most concern by EU states)

e Abuse of Monopoly

Most disadvantages cited by EU Candidates

Incorporate Project Safeguards

¢ Involvement of local/ national finance &
banking sector, to develop capacity

e 3 party project monitoring

e Establish customer representation groups

Readiness for PPP

ECA companies are ready for low-level PSP
in next 5 years; companies in EU Candidate
countries cite interest in high-level PSP.

Use Service and Management Contracts

e Use an incremental approach to introduce/
spread PPP into markets

Draft - Feasibility Report: “Domestic” Water Utility Management in ECA 32




The OECD, World Bank & Bank-Netherlands Water Partnership

4.9 Domestic Companies — Capital

Respondents from within ECA indicate an inability and lack of desire to provide capital
as part of their responsibilities in water utility management. Domestic companies will not
provide an immediate source of capital for community water services.

Table 11: Views on Domestic Companies - Capital

CONCERNS — BARRIERS POTENTIAL SOLUTIONS

Demand:

Private Sector Capital is desired as part of Develop Local Finance & Banking Sectors
strategy to rectify community water sector
deficiencies and attain Millennium
Development Goals

Supply:

Domestic companies are not willing/ able to Provide Local Incentives

provide own capital for project investments/ e matching funds per referendums
improvements; most prefer low-level PPP e matching funds per public or private

investments
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4.10 Assessment

4.10.1 Experts and Participants

The two types of respondents present generally comparable results.

The major differences are in the assessment of the current situation and future
opportunities. Experts view the existing levels of service more successful in primary and
secondary cities, than participants. Further, experts are more confident in the capabilities
of domestic companies and, accordingly, are more optimistic about the future of PPP in
their respective markets, not just low-level PPP, but also high level PPP.

4.10.2 International and Domestic Companies

International companies generally concur with domestic companies on all key limitations
to the ECA community water markets.

Domestic Perspective

International

Country Setting | Unsuitable business environment with Consensus
excessive non-project risk in many
parts of ECA

Water Sector Developing, often unclear regulatory Consensus
regime with lagging institutional
capacities

Market Limited acceptance of private inputs Consensus

Structures
...and limited success of public utilities

Domestic Is too Small, inaccessible and Consensus

Market for | unprofitable

Water Utility

Management

Procurement Low level of confidence due to Consensus
procedures & transparency

Execution Project planning & expectations Consensus
inconsistent with project execution

Expertise Modest capabilities (ready for service | Comprehensive and proven
contracts ...operators for high-level | capabilities ...from a variety
PPP) of company types
e Ready to work in remote locations | ¢ Ready to work in

remote and  poor
locations
Capital No capacity or desire for inputs Consensus
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5.0 CASE STUDIES

Two case studies were conducted to evaluate the feasibility and performance of
“domestic” market participants in utility management roles. The Case Study in
Piaseczno, Poland presents an example of the local development of public-private-
partnership during a volatile period.

CASE STUDY 1: CASE STUDY 2:
Domestic, Private Operator in Private Operator in ?
Poland

PROJECT Piacezno Water Supply & Wastewater

Type 1993-2002
Service Contract: WS & WW
operations

2003 — 2012 Lease: WS & WW

operations
Location Piacezno, Poland
Population 52,000
Private Partner Aquarius & Co
Public Partner Municipality of Piaseczno
Finance Partner Municipality of Piaseczno

with funds through ISPA, Phare and
National funds

5.1 Water Utility Management by a Domestic Operator in
Poland

The Case Study in Piaseczno, Poland presents a long-term example of a private
operator engaged in a service contract forged with the Municipality at the onset of the
transitional period (1993) and continuing for 10 years, before being upgraded to a 10-
year “lease” in 2003.

In response to the transfer of assets to the municipal level across Poland, the
Municipality took advantage of the flexibility in the Polish legislative regime to outsource
operations, rather than form a new utility. While project preparation, procurement,
transparency and risk allocation do not approach standard IFI practices, the local parties
appear to have had neither the capacity nor the resources to proceed according to “best
practices” during a period of high volatility and uncertainty in the water sector.

Key factors are the generally flexible and solution oriented approach of the public and
private participants during a volatile period; risk allocation and transfer of responsibility to
the private partner have improved over time. However, more attention to open and
transparent procurement is now necessary to meet EU standards.
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5.2 Water Utility Management by ? in ?

A suitable second case study (ideally in a less prosperous part of ECA) has not yet been
identified.

5.3 Summary: Water Utility Management Options

The case study in Poland demonstrates that a domestic company can enter and survive
in the local water utility management market. Moreover, it shows the ability of a
municipality to establish a private water utility management market

However, this example also highlights the need to evolve beyond the vague and unclear

procedures and contracts of a transition period to ensure full acceptance and integrity of
the PPP model.
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6.0 MARKET DEVELOPMENT OPPORTUNITES
6.1 Objectives

The market development aspect of this study focuses on strategies to further mobilise
domestic companies in the process to maximise the expertise and capital available to
the ECA water utility management markets.

“Market Opening” Objectives

1. Eliminate Limitations and Barriers 2. Increase the Capacities of
to Domestic Participation and - Domestic Companies (Supply Side)
Inputs (Demand Side) [ ]

Target Group Target Group

e National Governments & e Water Utilities
Legislation e Operators

e Water Sector Ministries & e Construction Companies
Regulations e Consulting Firms

e Utility Owners (local government) e Engineering Firms

o Utilities e Non-water Utilities

e Customer Bases ¢ Non Governmental Organizations

e Existing and Potential Market

Participants
e |FIs & Donors

Expected “Market Opening” Results
1. Greater Participation and Inputs by Domestic Companies in the ECA
Water Utility Management markets

2. Greater Domestic Capacities to apply expertise (short-term) & investment
(long-term) in community water services

3. Effective and Efficient Water Utility Management in ECA communities

6.2 Development of Strategies

The market opening strategies presented in this chapter are based primarily on
suggestions obtained from the respondents to the market survey and during the
associated workshop, with interpretation and inputs from the Study Team.

Each strategy consists of several options to address the key market limitations identified
by the survey respondents and bridge the gap to the “market opening” results. As each
country, region and community has unique circumstances, no universal solution applies
for the ECA region as a whole. Rather, local market participants must select options and
devise strategies based on compatibility and applicability with the local context.

The feasibility of the options and strategies are evaluated through an identification of
potential associated risks and risk mitigation measures.
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6.3 Strategy: No Action

The first strategy focuses on maintaining the “existing” level of domestic inputs in the
ECA water market, to estimate how the community water market will likely continue to
function, without any course corrections or adaptations.

Feasibility Assessment: No Action

ineffective, especially as regards PPP

CORRECTIVE Associated Risk Possible Risk
MEASURE Mitigation

1. None - A. Country Setting: domestic companies and Current levels of
continue utilities remain exposed to non-project/ country demaocratic,
per current risk economic and
strategies | B \water Sector: many water agencies remain| Social

developments in

ECA countries
levels of

C. Water Utility Management Models: application
of PPP remains vulnerable to misunderstandings, | ® Current

legal barriers, monopoly structures, political|  strengthening & aid
influence, etc. in the water sector
D. Domestic ~ Market  for  Water  Utility (from dpmelstlc and
Management: remains dominated by internationa
sources)

o water utilities in the public sector

e international companies in the private sector
E. Pool of Domestic Companies: Opportunities
for domestic companies remain sparse, resulting
in little improvement in capacities or experience
F. Competition: participation in the water market
remains low, as confidence lags in procurement
G. Implementation: continued risk to project
discrepancies

LIKELY RESULTS:

1. Greater Participation and Inputs by Domestic Companies in ECA water markets?
NOT LIKELY. Current levels of non-project risk and low confidence in
procurement will negatively affect market attractiveness. Current levels of
misunderstanding and structural barriers will limit the application of PPP

2. Greater Domestic Capacities in Expertise (short-term) & Capital (long-term)?
NOT LIKELY. Domestic companies will generally remain trapped in a vicious cycle
of lacking experience to compete and qualify for projects. The prospect of
domestic companies providing investment capital will remain very low.

3. Effective and Efficient Water Utility Management Markets in all ECA communities?
NOT LIKELY. Current levels of service are likely to remain unchanged, with
continued disadvantages, especially to rural areas and the poor. Many water
utilities will remain unsustainable, without prospect for improvement.
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Domestic entities are unlikely, alone - under the current country settings and economic
levels, to reverse the current cycles of service inefficiency and low coverage over the
short to medium term. The ECA population, overall, would likely not experience any
significant improvements in community water & wastewater services, neither in levels of
service nor in areas of coverage. While the poor benefit in theory from low tariff levels,
many poor communities are not connected to water or wastewater service networks and,
therefore, do not actually gain from this benefit.

IFIs and donors would continue to provide inputs, in forms of technical assistance,
grants, loans, etc., and continue at a similar rate towards attainment of the Millennium
Development Goals. The domestic private sector would not be significantly mobilized in
this essential quest. The international community of water sector companies would
continue to selectively participate in the stable and secure niches of the ECA region, but
possibly not enter into the markets for secondary cities, rural areas or poor populations.

Without reliable and effective water services, among others, opportunities for economic

development would continue to limit many ECA communities, possibly jeopardizing
progress towards democratisation and market economies in various ECA countries.
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6.4 Strategy: Sound Business Setting

This strategy focuses on the fundamental factors responsible for a stable society and
business environment. Key precursors to good community water services typically
include a country setting with functional governments, a viable economic base offering
employment to the vast majority of the working population, an impatrtial judicial system to
enforce the rule of law and non-violent coexistence of all community groups. The ability
to affect these macro-areas from the water sector alone is unrealistic. Yet, a reliable
water supply is a key ingredient and measure of standards-of- living, economic
development and community well-being.

Feasibility Assessment: Basic Setting

CORRECTIVE Associated Risk Possible Risk
MEASURES Mitigation
1.Continued Country-wide e Macro-level changes are necessarily|  Sound Project
reforms towards long term processes — with short-term Preparation to
democratisation, fluctuations - which may be outpaced fully  understand
economic development, by sector or community progress macro-level
rule of law and peaceful conditions and the
coexistence local context
2.Risk Guarantees for e Additional project costs, to already| e Coverage of
“non-project” - country economically deprived populations Costs by Others:
risk (the price for greater security and (IFls, Donors,
market attractiveness) National Funds?)
3.Pro-Ethics & Anti- e Resistance by entrenched parties| e Perseverance with
Corruption Campaign and institutions replacement of
weak links.

LIKELY RESULTS:

1. Greater Participation and Inputs by Domestic Companies in the ECA water markets?
GRADUALLY. Over time improvement in macro-factors and reduced exposure to
non-project risk will contribute to a more conducive and attractive environment for
business activities, in general, and community water services, in particular.

2. Greater Domestic Capacities in expertise (short-term) & capital (long-term)?
GRADUALLY. (same as above).

3. Effective and Efficient Water Utility Management Markets in all ECA communities?
GRADUALLY. (same as above).

According to the survey respondents, some ECA areas face greater challenges than
others in providing a sound “country setting”, e.g. the Balkans report greater social
volatility; the CIS and EU Candidate countries offer less suitable business conditions.
Yet, all parts of ECA have room for improvement. For example, the new EU states
registered the highest concern with corruption across the entire ECA area.

With the realization of these types of measures (many activities indeed underway at the
country and water sector level according to the long-term process for institutional,
political and economic changes in many ECA countries and communities) a gradual
improvement in domestic and international inputs can be expected over the long-term.
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However, the short term risks in ineffective water service and coverage can be expected
to persist.

Several water industry standards provide guidance on how to address the fundamental
elements necessary for development of private sector inputs in the water sector:

e The World Bank’s “Toolkit for Private Participation in Water & Sanitation” stresses
the importance of government structures, policies and regulatory frameworks in the
development of initiatives®®:

e The Asian Development Bank has developed “Best Practices” to promote external
investment in infrastructure®. (The milestones checklist is summarized below, as a
tool to apply and track progress towards application of PPP models).

Best Practice Milestones — Asian Development Bank

. State-owned reform unit, specialized in privatisation

. Scoping Study of the water utility

. Costs & Benefits of separating natural monopoly businesses

. Risk assessment and ranking with mitigation strategies

. Determine most suitable PPP option — groundwork for privatisation tenders

. Review legal framework for reorganization of water utilities (address necessary revisions)

. Support for local Capital Market reforms

. Prepare water resource management strategy; assess feasibility of tradable water rights

Ol N OO |~ W[IN|F

. Assess data on non-revenue water and scope for revenue increases

10. Review Tariff Structures and financial statements

11. Assemble financial model of Utility, focusing on bulk and retail systems

12. Review bulk supply mechanism and develop schedule to meet international standards

13. Implement sound commercial tariff structures, billings and collections

14. Define scope of market, investment obligations and quality/ performance targets

15. Implement and independent regulatory authority for overall review

16. Commission advisors to prepare project preparation and tender documents
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6.5 Strategy: Flexible Market Structures

This strategy targets the establishment of ECA water markets capable of effective and
efficient community water services, regardless of the model for water utility
management. Key precursors to a water market “open” to the most appropriate solution,
whether public or private, include an enabling legislative framework, supportive water

sector plus open and engaged market participants.

Feasibility Assessment: Market Flexible to All Models

assistance)

CORRECTIVE MEASURES Associated Risk Possible Risk
Mitigation
1.National PPP Working Group & Local acceptance e External Support
Cl_earing House (to foster_sector- Sustainability to cover costs
wide PPP reforms, capacity . e Performance
building, standards, start-up Accountability targets

public and private models
(service, tariff, assets, etc.)

for social or political reasons

2. Information & Educational Resistance of ministries,| e Demonstration
Campaign including utility owners, utilities, local projects to
demonstration projects population, etc. convince sceptics

3.Legislative and Sector Reforms Resistance to established| e community
to provide a legal basis for public monopoly structures safeguards

social policies

4. Stakeholder Contracts &
Performance Standards (for
public partner commitment)

Reluctance to PPP models
and performance
requirements

Parallel training &
threshold
incentives

5.Community Referendums
(ensure local support and reduce
political influence)

Reluctance to involvement
Reluctance to yield influence

Parallel training &
threshold
incentives

6. Merit Selection of Utility Staff
(reduce political influence)

Reluctance to yield influence

Parallel training &
incentives

7.Focus on Core Activities: “Un-
bundle” Water from Non-Water
Services OR cluster Water with
Non-Water companies

Reluctance to yield domain

Parallel training &
incentives

LIKELY RESULTS:

below).

1. Greater Participation and Inputs by Domestic Companies in ECA water markets?
YES. Current levels of misunderstanding and structural barriers will be lifted,
enabling greater application of PPP.

2. Greater Domestic Capacities in expertise (short-term) & capital (long-term)?
GRADUALLY. These measures will set the foundation and ensure the possibility
for greater domestic inputs as well as to ensure engagement of other key market
participants. Additional measures are necessary to “grow” domestic expertise (see

3. Effective and Efficient Water Utility Management Markets in all ECA communities?
GRADUALLY. These measures are key steps towards water service
sustainability, whether through public or private mechanisms.
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National PPP Working Group & Clearing House

This type of unit can play a leading role in the establishment of an environment
conducive to PPP in each country (or region). A key weakness throughout ECA is that
PPP has a project-specific existence and experience, but without a full-time proponent.

Such a unit can be formed from existing water ministry staff (as one possibility) without
creating an extensive new bureaucracy. The purpose of the unit would be twofold:

1. to foster a sound basis for sustainable community water services

2. to promote an open framework for public or private models of water utility
management

The PPP committees could function as a working group with local counterparts, with
many tasks focused on sector-wide PPP reforms and capacity building.

o Catalyst role for PPP related reforms, as in sector legislation, etc. towards
meeting the millennium development goals; establishment of country “business
plan” for application of PPP

e Establishment & dissemination of standard bidding documents, contracts,
stakeholder contracts (don’t reinvent the wheel) and in the country language
(user-friendly)

e 3" party assistance during project preparation, bidding and contract negotiation

e Coordination center for various national and international PPP efforts, possibly
with funding from external and/ or national entities

Information & Educational Campaign targeting all market participants
An sector wide campaign is necessary to openly present the case for sustainable water
services, through either public or private mechanisms, as best meets community needs.

A national working group (see above) could undertake such a campaign to target key
market participants: ministries, utility owners, utilities, local population, and private
companies. Workshops and informational meetings can provide basic information on the
advantages and mechanisms of PPP, to dispel myths which sustain biases.

In especially sceptical markets, demonstration PPP projects can be prepared and
implemented to illustrate the mechanisms and procedures.

Legislative and Sector Reforms (service, tariff, assets, etc.)

In many ECA countries basic reforms to legal framework are necessary to ensure a legal
and commercial basis for public & private models. This will enable communities to seek
solutions best suited to their unique situation, whether through public or private models.

Private companies require the legal right to provide community water and wastewater
services, often restricted exclusively to a municipal utility. This monopoly structure must
be loosened down to the local level.

Sustainable community water services is a goal of public or private water utility
management. Yet, legislation and mechanisms regarding tariff policy often circumvent
this principle based on a philosophy of water as a “social” right. Private companies are
hesitant to enter a market in which a break even point, not to mention profit, is unsure.
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While consideration of social cases and the poor is essential in water pricing, a more
targeted approach is necessary; though the poor are the intended benefactors of low
prices, they are often disconnected from water infrastructure in un-established
neighbourhoods. Elements such as water stamps or progressive rates must be
considered as part of the process to revamp tariff policy to ensure a sustainable revenue
flow, regardless of whether under a public or private model.

For higher forms of PPP, such as BOT and divestiture, legislation reforms may be
necessary to ensure private ownership of assets.

Stakeholder Contracts & Performance Standards (including Referendums)

A detriment to private company involvement in water markets is the lack of community or
political willingness — and the inability to predict or enforce this local commitment.
Stakeholder contracts can be utilized to ensure local participation according to
performance requirements defined at the outset of the project.

Stakeholder contracts can cover a wide variety of issues:

o Tariff Policy reforms (adoption of social policy) or tariffs (tie to country economic
performance, unemployment levels, etc.)

e Technical: extent of customer metering, etc.
e Organizational: staff levels, utility restructuring, etc.

e Community Referendum (ballot commitments for income levies or bonds; to
circumvent political influence on tariff policy)

With staged or phased thresholds, projects can be suspended in case of lack of local
fulfilment of terms.

Merit Selection of Utility Staff

A detriment to private sector involvement is the potential volatility in utility management.
Directors and key managers may serve at the discretion of the government in power. A
non-merit based change, mid-stream in a project presents significant risk. Establishment
of transparent and merit-based staff selection procedures can eliminate this political
influence.

Focus on Core Activities

Many municipal utilities retain responsibility for a plethora of community services,
extending beyond water & sanitation to solid waste, streets, parks, market places,
cemeteries, etc. Many private water sector companies have no capacities nor interest in
pursuing such “dynamic” projects.

Possible solutions are to *“un-bundle” water from non-water services prior to

consideration of PPP models. Otherwise, another option is to structure projects, which
group water with non-water sector companies.
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6.6 Strategy: Open and Transparent Procurement

Transparency is a key concern of domestic participants during the entire span of a
project, from procurement through implementation and for all participants (not only
private sector competitors, but the local stakeholders as well). Several corrective
measures are suggested by survey respondents to achieve more inclusive procedures.

Feasibility Assessment: Open Procurement

CORRECTIVE MEASURE

Associated Risk

Possible Risk
Mitigation

1. Introduce/ retain open bidding
with pre-qualification

Alienation of current

participants

e Replacement of weak
links

2. Adjust and Justify PQ criteria
for less biased appearance in
procedures

Less qualified applicants

Excessive number of

applicants

Lessened ability of IFIs/
Donors to differentiate
between qualified and
unqualified applicants

¢ |dentification of precise
Pre-qualification criteria

necessary for each
project
o Strike appropriate
balance

3. More Qualitative rather than
Quantitative Bid Selection

Less competitive bidding
— higher prices

e Appropriate balance of
technical & cost

4. Lessen the Bidding Burden
Standardization of tender
documents, contracts, etc. (in
local language)

standardized forms deter
individual approach and
encourage “mass”
submissions

¢ Include separate
sections to address
unigue  aspects  of
project:. methodology,

local context, etc

5. Establish & Enforce Rules of
Engagement

Limited ability for control
& enforcement

¢ Introduce external
project “controller”

Third Party

6. Monitoring & Enforcement by a

Added project costs

Additional layer of
possible corruption

e Consolidate under
National PPP working

group

LIKELY RESULTS:

participation.

Greater Participation and Inputs by Domestic Companies in ECA Water markets?
YES. Confidence in procurement will improve market attractiveness and spu

Greater Domestic Capacities in expertise (short-term) & capital (long-term)?
YES. With greater confidence in procurement, domestic companies are more
likely to enter the market and, thereby, gain experience. Capital capacities of
domestic companies are not likely to be improved.

Effective and Efficient Water Utility Management Markets in all ECA communities?
YES. With more inputs by domestic companies, levels of service and sustainability
are likely to improve over the short to medium term.
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Introduce/ retain open bidding with pre-qualification
Invitation only or direct-negotiation procedures are not compatible with an open and
transparent market.

Adjust and Justify the Pre-qualification Criteria

Many criteria present an impression of bias to survey respondents, especially when no
clear explanation of pertinence to the project is presented in tender documents. Attention
is necessary to find the appropriate balance between weeding out unqualified
candidates vs. closing off market interest.

Potential Criteria Bias in Criteria to be Adjusted and/or Justified
favour of...

Large companies company turnover
minimum number of staff
value of projects

financial resources

Established water sector
companies

number of similar projects
staff qualifications

International companies

location of company headquarters/ registration

In turn, the key deliberation for clients (municipalities, IFIs, donors, etc.) is whether these
criteria provide sufficient discrimination to select the "most qualified” applicant, yet
provide a “window of opportunity” to potential market newcomers.

More Qualitative rather than Quantitative Bid Selection

Survey respondents express frustration with an “over emphasis” on the bid financial
amount and an “under emphasis” on the qualitative aspects, during bid evaluation. In
particular, the elimination of the “low bid wins” policy is favoured.

Conversely, a concern of potential clients is likely to focus on the escalation of overall
project costs & budgets. Plus, potential clients must answer the question if
“underbidding” is a legitimate tactic for newcomers to enter into a market?

Lessen the Bidding Burden

Numerous respondents indicate the burdens in the bidding process and propose to
establish standardized forms for pre-qualification and proposals (by contract types and
per project needs).

Potential clients may be concerned about increased costs and budgets to develop and
implement such items. Plus standardization can lead to over generalization, without
sufficient consideration of specific requirements. This presents an opportunity to
evaluate how much company “proposal” costs are reflected in the final project
implementation costs, and whether this offers an opportunity to indirectly reduce project
costs.

Establish & Enforce Rules of Engagement/ Third Party

Survey respondents indicate a need to establish and enforce clear rules of engagement
for the entire span of project involvement, as a key mechanism to improve transparency
in the market. Moreover, respondents wish to designate an external party (IFl/ donor or
national PPP working group? —for cost efficiency) as “controller” of the procurement
process.
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6.7 Strategy: Project Execution

Respondents indicate the need for projects with more realistic goals and additional
structures to offset the possibility of a dysfunctional project team.

Feasibility Assessment: Project Execution

CORRECTIVE MEASURE Associated Risk Possible Risk Mitigation
1. Realistic Performance e Excessive burden on public| e Thorough Project
Standards rather than private partner Preparation with on-the-
ground, long-term
assessment
e PPP transition period
2. Engage 3rd Party as e Excessive  reduction  of | e Clear responsibilities and
“Honest Broker” to project responsibilities from contracts with
address dysfunctional contract parties performance thresholds
project teams

LIKELY RESULTS:

Greater Participation and Inputs by Domestic Companies in the ECA water markets?
YES. The likelihood of a viable and harmonious project with increase market
attractiveness.

Greater Domestic Capacities in expertise (short-term) & capital (long-term)?
INDIRECTLY. With ever greater market participation, domestic company capacities
will gradually increase. The prospect of domestic companies providing capital would
remain very low.

Effective and Efficient Water Utility Management Markets in all ECA communities?
YES. With more viable projects, contracts will be completed per requirements,
speeding the improvement of water services.

Realistic Performance Standards

A key detriment to project execution is performance standards which are incompatible
with the on-ground situation. In some cases project preparation may not be sufficient to
capture the complexities of the local context or risks may be excessively attributed to
“incorrect” partner.

Sufficient time is necessary, especially if no prior experience has been gained in a
national-regional context or local market, to understand the baseline and various market
influences. This suggests investment in greater onsite assessments and even a
transition period (such as 1-2 year Technical Assistance — utility commercialisation
project) may provide cost-effective in the proper structuring of PPP contracts.

Engage 3rd Party as “Honest Broker”

Survey respondents desire relief from the risk of a break down between contract parties.
An “honest-broker” (IFl/ donor or national PPP working group?) may provide a
constructive option to keep the project team focused on progress towards contract
obligations.

Draft - Feasibility Report: “Domestic” Water Utility Management in ECA 47



The OECD, World Bank & Bank-Netherlands Water Partnership

6.8 Strategy: Expand the Domestic Market Sphere

This strategy focuses on the demand side factors, with an overall attempt to expand
customer base coverage by sustainable water services, whether through public or
private models, and expand the opportunities for domestic inputs.

Feasibility Assessment: Expand the Domestic Market

CORRECTIVE MEASURE Associated Risk Possible Risk Mitigation
1. Service Area Groupings: e Reluctance of established | e Parallel training &
e urban with rural entities to yield influence & incentives
o affluent with poor domain o e Grass roots inputs for
tablished with e “Market building” — based groupings configurations
* establisnedwith hew on artificial unions, without| o Thorough project
staying power Preparation
2. New Finance Mechanisms e Reluctance of established| e Parallel training &
—focused on entities to relinquish incentives
unsustainable utilities in influence & domain
rural and poor areas
3. PPP Demonstration & Pilot | e Reluctance of utilities to| e Parallel training &
Programs yield influence & domain incentives
e Support by National PPP
Working Group

LIKELY RESULTS:

1. Greater Participation and Inputs by Domestic Companies in ECA water markets?
YES. More opportunities in new market segments will spur interest in the market.

2. Greater Domestic Capacities in expertise (short-term) & capital (long-term)?
YES. With ever more project experience, domestic companies will have the
opportunity to develop and hone their skills - breaking the vicious cycle of too little
experience & expertise to win jobs. The prospect of domestic companies providing
capital will remain low, but can be a condition of the new finance mechanisms
(matching funds).

3. Effective and Efficient Water Utility Management Markets in all ECA communities?
YES. With greater attention to deprived market segments, current levels of service
in urban and rural areas are likely to improve. Many water utilities are likely to
remain unsustainable, without prospect for internal improvement.

Service Area Groupings

The key limitation to private sector involvement, and often public water utility service, in
secondary cities, rural areas and poor populations, is the market size and wealth. Some
markets challenged by “geographic” and “socio-economic” factors face additional
burdens and disadvantages:

¢ Insufficient numbers of inhabitants and associated financial resources can
reduce the economic viability/ attractiveness of professional activities

e Excessive costs to develop projects in secondary cities and remote markets,
can render a project unfeasible before even getting started
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Therefore, demand-side groupings can be created to overcome these obstacles and
increase market attractiveness. Such clusters are often compatible with the overall
progression in the water sector towards river basin management and integrated water
resources management principles. Service area groupings may offer opportunities to
achieve greater market opening through grouping smaller and poorer market segments

together to create more viable and attractive markets (to all types of private sector
participants), such as (see illustrations):

1. Several secondary cities

2. Secondary cities with surrounding rural areas
3. Primary cities with poorer sections/ neighbourhoods
4. Primary cities with secondary cities and rural areas
DEMAND GROUPING:
.:' Grouping together Less Populated & Less %,
s Affluent Areas to attain “minimum” market size
: Village Rural
s Town Settlements :
. Rural . o
R Village o
Settlements 9
..“‘ DEMAND GROUPING: Urban Center grouped ‘.,
& with Less Populated & Less Affluent Areas *,
_-" Town B
: Village Rural :
s Urban Settlements g
Center
. Rural . o
‘o, Village o
Settlements g
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The majority of domestic respondents indicate a willingness to work in more remote and
many more are willing to work in economically deprived areas. Coupling this finding with
the need for greater service coverage in rural and poor areas provides a potential match
of market supply and demand forces:

* New niche markets (presumably too small for established market participants), in
which market newcomers can build experience & references

New Finance Mechanisms

Many impoverished ECA countries not only lack sustainable water utilities, but also the
wealth to finance an intervention, which can propel water services back onto a
sustainable track. Creation of a new finance instrument, targeting rural and poor utilities
(and service populations) could provide impetus to break the unsustainable cycle and
provide a foundation for a greater market sphere. The tradition of ISPA and Phare for the
EU accession countries are often noted as successful examples in this regard.

PPP Demonstration — Pilot Projects
Some ECA markets may present sceptical market participants. A demonstration project
(perhaps organized through the national PPP working group?) can provide an example
of the procedures to prepare and implement a PPP to overcome local population, utility
or owner biases and misconceptions.
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6.9 Strategy: Grow Domestic Expertise

The focus of this strategy is for measures to increase the quality of domestic companies
and utilities, for a greater pool of expertise available to the ECA region. Several
measures can be utilized to provide the largely still fledgling private sector a boost.

Table 19: Feasibility Assessment: Develop Domestic Expertise

CORRECTIVE MEASURE

Associated Risk

Possible Risk
Mitigation

1. PPP Exploratory/ Transition Period:
e Last chance for Public Utility

e Human resource strategy

e Bid Submission by Utilities

e Reluctance of utilities and

owners to yield influence &
domain

e Parallel training &
incentives

to outsourcing

e Domestic with International
companies

e Water with non-water companies

“Market” building — based
on artificial pairings -
without staying power

2. Proj_e_cts matching Domestic Favouritism in company| e Open and
Capacities selection transparent bidding
* Match Project Type& Size Only limited responsibility | e Support by
* Service and Management Contracts | and risk transfer to private|  National PPP
e Dedicated Components sector Working Group
3. Service Provider Groupings: Domination of non-| e Separate roles,
e Public utilities with Private domestic, non-private responsibilities and
companies: technical assistance partners payments for each

entity

e Grass roots inputs
for appropriate
groupings
configurations

LIKELY RESULTS:

market.

sustainability” cycle.

1. Greater Participation and Inputs by Domestic Companies in ECA water markets?
YES. More opportunities in compatible areas of expertise will spur interest in the

2. Greater Domestic Capacities in expertise (short-term) & capital (long-term)?
YES. With ever more project experience over the short to middle term, domestic
companies will have the opportunity to develop and hone their skills - breaking the
vicious cycle of too little experience & expertise to get jobs. The prospect of
domestic companies providing capital will remain low, as financial success does not
necessarily translate into readiness for investment.

3. Effective and Efficient Water Utility Management Markets in all ECA communities?
MORE LIKELY. With such inputs, domestic expertise will improve, as will levels of
service in urban and rural areas. Many water utilities may escape the “un-

PPP Exploratory/ Transition Period

Many ECA markets with unsustainable water utilities can benefit from a transition period
leading either to a “commercialised” utility or some form of public-private-partnership.

Draft - Feasibility Report: “Domestic” Water Utility Management in ECA

51




The OECD, World Bank & Bank-Netherlands Water Partnership

The advantage of a transition period is to present the “last chance” for a utility to
complete a self-transformation to sustainability. This last-chance can take the form of a
technical assistance or merely specified targets with deadlines to ensure the utility meets
key operational and financial efficiency levels. Such a mechanism puts the burden on
the utility to improve or face the consequences.

A key concern in many ECA markets is the social role fulfilled by public utilities as
“employers”. Therefore, any improvements in efficiency and effectiveness in water utility
management must contain a human resources strategy to consciously address the
concerns of employees.

A transition period can also function as an appropriate “project preparation period”. If the
utility fails to reach its performance standards, sufficient data and information will be
available to structure a viable PPP project.

Another mechanism of a transition period may include the requirement that the utility
submit a bid for any PPP component, to present a true competition of public and private
to prove the best solution for the community.

Projects Matching Domestic Capacities

A key to improving the pool of expertise available to the ECA water markets is
acknowledging the current character of the domestic companies — and incorporating this
knowledge in the structuring of projects:

e Project Size: creating smaller projects or large projects with individual small
components (to be let separately) will match the predominantly small size and
capacities (execution and financial) of domestic companies (most respondents have
25 or less employees and a turnover of less than 1 million).

e Project Type: domestic companies report most confidence in particular technical
(engineering) and administrative (bookkeeping, human resources), but not in overall
utility management (with the exception of operators)

e Contract Type: most respondents report a preference for service or management
contracts, with only regional preferences (EU candidate states) for higher forms,
such as BOT.

Another option is provide dedicated project components for domestic companies, as is
recommended in Balkans and EU candidate countries. Market openness must be
maintained in such structures.

Service Provider Clusters

Project structures with groupings from the “supply side”, reflecting the size and type of
companies, can provide opportunities to expand domestic opportunities and provide
market openings in the ECA region:

e Pairings of established market participants with newcomers, to build the domestic
pool of qualified companies

e Pairings of international with domestic companies, to build local company
capacities
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6.10 Strategy: Develop Domestic Capital

A key aspect to improving water utility services and management in the ECA region is to
inject investment capital to affect a reversal in the “unsustainable” cycle prevalent in
many utilities. Investment capital is necessary, for example, to improve or expand
existing infrastructure systems and provide modern oultfitting for water utility staffs. Yet,
survey respondents have declared an inability/ strong aversion to providing investment
capital. However, the local finance market has an advantage in the exclusion of foreign
currency exchange risk.

Table 19: Feasibility Assessment: Develop Domestic Finance Capacities

CORRECTIVE MEASURE Associated Risk Possible Risk
Mitigation
1. Parallel Measures to Develop the ¢ Long-term process to yield | e Short-term
Local Banking Sector tangible results support through
« Exposure to local economic |  national &
woes international
entities
2. Stakeholder Financial e Initial risk exposure borne| e Investment
Commitments — by market participants Guarantees

® Initial investments by participants
Community referendums

3. Initial — Matching Investments by e Initial risk exposure borne| e Matching local
External Sources by external parties investments
4. Investment Guarantees e Even more project costs| e Additional costs
transferred to covered by
disadvantaged entities external parties

LIKELY RESULTS:

1. Greater Participation and Inputs by Domestic Companies in ECA water markets?
YES. Any increase in domestic investment shall boost the success of the water
markets.

2. Greater Domestic Capacities in expertise (short-term) & capital (long-term)?
YES. Such measures increase the ability for domestic investment, but generally
over the long-term.

3. Effective and Efficient Water Utility Management Markets in all ECA communities?
MORE LIKELY. With mobilization of some domestic capital, service and
sustainability are likely to increase over time.

This strategy assumes that the basic revenue question has been successfully resolved
through development of a sustainable tariff, to cover operations costs at a minimum.

Parallel Measures to Develop the Local Banking Sector
A key advantage of such a measure is to eliminate the foreign exchange risk common to
international investments. With water service revenues collected in domestic currencies,
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international investors face a currency exchange risk over the course of the period to
recoup their investment. However, if all or some capital can be obtained in local
currencies, the foreign exchange risk can be lessened or eliminated, improving
prospects for available capital into the ECA water sector.

The development of a banking sector, tuned into the needs of a water sector, is a long-
term proposition, especially in impoverished countries. Other IFls with relevant financial
sector experience, such as the International Finance Corporation, can be included in
projects or national strategies to grow such country capacities in parallel. Water
companies will strive for credit worthiness.

Stakeholder Commitments

Some domestic investment capital can be raised through investment requirements, as
stipulated per contract conditions. Investments can be phased in starting with repair
materials (based on long-term averages) and building up over years for more substantial
contributions. Community referendums can form part of the basis to raise local capital.
Customer requirements, such as meter purchase, etc. are also suitable.

Initial — Matching Investments by External Sources

Many domestic companies are reluctant to simultaneously orient themselves in a new
project and at the same time provide investment capital in an unknown, untested market.
One approach is to structure projects with an initial project phase, in which the
investments are funded by the IFI or donor. After a stipulated period, in which key
financial capacities of the local market are identified and understood (tariff increases,
staff reductions, investment needs, etc.), investment requirements can be phased to the
domestic partners.

Investment Guarantees

Insurance is a key tool available to counter non-commercial risk in investments or private
contracts, such as available through the World Bank Group’s Multilateral Investment
Guarantee Agency (MIGA). The MIGA reinsurance and coinsurance activities can help
emerging economies attract private investment and enhance investor confidence
through:

e Political Risk Insurance, both to investors and lenders

e Transfer Restriction Coverage: currency inconvertibility, exchange rate, etc.
e Physical Damage & Business Interruption: war, civil disturbance, terrorism
e Breach of Contract, Expropriation, Wrongful call of performance bonds

In addition, MIGA also provides complementary services as an “objective” intermediary,

honest broker, capacity building and investment facilitation services. These types of
services plus the insurance itself add costs to project development and implementation.
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7.0 CONCLUSIONS

The ECA region presents a wide variety in community water service markets, according
to effectiveness, efficiency and sustainability. The market for domestic participation in
water utility management is characterized as young, with a large number of new and
relatively small companies striving to gain market access, wherever municipalities and
utilities allow.

The key messages from within ECA, according to a survey via questionnaire of market
experts and participants, regarding the possibility of greater domestic inputs for water
utility management are:

Market Deficiencies

1. The need for improved community water services persists in the ECA region,
more urgently in the rural and poor areas, especially in impoverished countries.

2. Market limitations persist at the national, sector and local levels and act to
dissuade greater participation by domestic companies. Barriers tend to present
the greatest obstacles to market entry in the poorer ECA countries.

3. Domestic companies currently have modest levels of experience and
expertise, but are confident of their ability to perform in service and management
contracts.

4. Domestic companies provide no short- or medium-term capacity for capital
infusion into the market.

Market Strategies

5. Strategies are available to eliminate or decrease barriers and create a more
attractive and accessible market to domestic companies.

6. Options exist to create more market opportunities and, thereby, grow domestic
company capacities in water utility management towards greater levels of
private sector responsibility.

7. Measures exist to gradually grow the local finance market and to develop, over
the long-term, capital inputs by domestic companies.

8. Complementary strategies, mobilizing both domestic and international inputs of
expertise and capital, may offer the best hope for water service improvements to
the entire ECA region.
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8.0 RECOMMENDATIONS: STRATEGIC ACTION PLAN

No universal strategy can be applied throughout the ECA region, according to the
uniqueness of the respective countries and individual water markets, to promote greater
inputs of domestic companies. Yet, several options are available to guide the “opening”
of the ECA water market to a greater range of domestic companies, as a key component
of a comprehensive strategy to improve community water services.

To foster more accessible, transparent, effective and efficient water utility management
markets in ECA, five key measures are recommended for consideration by local,
national and international entities, as they develop water service initiatives in specific
ECA communities and countries:

1. Support country efforts to foster a stable and predictable business setting

support country & cross-sector activities which foster a stable business
environment, especially in the Balkans and also CIS and EU candidate
states, and thereby reduce “non-project” risk (provide safeguards, as
necessary)

2. Undertake reforms, spearheaded by a national committee, for a more attractive
and accessible water market, open to public and private mechanisms for water
utility management

Establish a national PPP working group, comprised of ministry officials with
municipal and utility counterparts — supported by national or international
funds - to promote, lay the groundwork and build the market for private
domestic inputs, as a key strategy to meet the millennium development
goals

establish the basis for effective and efficient community water services,
whether through public or private water utility management models
(commercial tariff policy with social policies, open enabling legislation)
refine procurement to be and appear to be open and transparent
(justifiably)

ensure viable projects, realistic performance standards with proper risk
allocation and safeguards

3. Expand the domestic market sphere

market organization to provide more market opportunities with new finance
instruments

4. Develop the capacities of domestic companies for expertise (short- to
medium-term) and capital inputs (long-term)

Expertise: create more opportunities for domestic companies to gain
experience by structuring projects to match their capacities and by pairing
with international companies.

Capital: greater levels of private investments appear possible with
appropriate guarantees and matching incentive; parallel promotion and
development of the local banking is an essential long-term prospect

5. Promote greater synergies and cooperation between all market segments
and participants: national and international, public and private.
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