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Overview



utility providers, efficiency improvements at the National Water and Sewerage
Corporation of Uganda, as well as strategies to increase government revenue through

taxation. The debate also focused on macroec



lack of investment into utilities, public support for many government programmes has
decreased.

Many speakers stressed that these privatization policies did not achieve the
envisioned results. Others, however, emphasized that the role of the private sector
should not be dismissed entirely as situations existed where it could provide important
supplementary finance. Participants agreed that utilities and infrastructure are weak in
most developing countries and still suffer from a lack of investment, delivery
fragmentation, spatial decentralization, as well as inadequate and inappropriate
regulation. Regulation is often based on unrealistic competition policy ignoring
economies of scale and small market size). The challenge would lie in creating a
regulatory environment that limits opportunities of abuse but maintains sufficient
incentives for investment.

Speakers pointed to the limits of sectoral policies aimed at singling out
potentially profitable segments for privatization. This type of policy has often led to
further fragmentation and a loss of public control of vital segments and units of public
service provision. Moreover, unprofitable segments have lost cross-subsidies and
expertise. It was further emphasized that privatization policies put greater emphasis
on cost recovery through payment collection than on improved service provision and
delivery. This focus on improved financial performance has had adverse social
implications as it further marginalized poor and rural areas. Overall, private sector
utilities provision in Africa was disappointing and skewed by country and sector.

The tendency has recently gone away from long-term lease and concession



as management contracts usually involve less private sector risks. However, there is
still considerable international donor support for privatization aimed at encouraging
reluctant private investors to provide utilities and infrastructure. In this regard, it was
mentioned that improved financial performance of privatized utilities seems to be

mainly due to large financial contributions of governments following HIPC debt write-



1. Mobilizing finance: Stable and predictable financing

mechanisms for utility providers at all levels

The Devolution Trust Fund

This session highlighted Africa’s experience in raising finance at the
subnational level. Participants discussed Zambia’s Devolution Trust Fund, which was
set up to improve access to water and sanitation to the poor. In 1994, the Zambian
Ministry of Energy and Water Development (MEWD) introduced the National Water
Policy (NWP), “a holistic (integrated) approach to water management aimed at

promoting sustainable water resources development™

. This programme had to tackle
a myriad of challenges, including low capital investments into the water sector,
dilapidated infrastructure, low government spending on water, insufficient cost
recovery for capital investments (low tariffs and payment), limited skilled personnel
and general difficulties accessing finance from donor and domestic sources. As a
response to these issues, the National Water Supply and Sanitation Council
(NWASCO), which serves as the regulator of the water supply and sanitation service

providers, established the Devolution Trust Fund (DTF). The DTF aims to strengthen

the efforts of commercial utilities in service delivery in per-urban areas. It is run by a

® See website of the Zambian Ministry of Energy and Water Development (MEWD), Department of
Water Affairs (DWA), at http://iwarema.gim.eu/users/mewd.html.






included the construction of water kiosks, which are stationary vending locations,
staffed by attendants that distribute water by the container* Nineteen kiosks in the
Nkwazi settlement in Ndola and 16 kiosks in Mongu Peri urban areas were
constructed under the first phase of funding. Under the second phase, the DTF helped
finance 8 kiosks in Chipulukusu settlement in Ndola and 8 kiosks in Kawama and

settlements in Chililabombwe. In Ndola alone, a minimum of 30,000 people have
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lending windows geared towards the public sector and the private sector. The public
sector window is further divided in two sub windows for lending on commercial terms

to middle income countries through the African Development Bank and for lending on
concessionary terms to poorer countries through the African Development F.DTr. hnd. For
countries that can borrow both from the ADB window as well as the private sector
window the ADB the range of financial products available includes direct loans, lines

of credit, guarantees, equity participations, risk management products to hedge risks
including climatic risks and grant resources.

The ADB has an additional dedicated window, the AWF (African Water Facility),
which provided grant funding to a broad range of stakeholders in the water sector,
including central or local African Governments, African municipalities, NGOs and
community-based organizations, as well as regional, sub-regional and sectoral
organizations (e.g. Regional Economic Organizations, River Basin Organizations etc.).
However, the products on offer through the ADF window are limited to loans and
grants and demand for them has been low. Due to the constraints identified by
participants above, the costs of lending to water utility projects are high. One of the

strategies discussed to lower lending costs was to lend directly to sub-sovereign
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Africa), or sub-regional (e.g. the Southern African Development Community) level. At
the same time, it was suggested to put emphasis on capacity building and improving
the risk profile of utilities. Multilateral development banks (MDBs) could help by
increasing efforts to provide knowledge management and facilitation for the water
utility financing, increasing flexibility to operate in local currencies for debt and risk
mitigation activities and working towards the use grant financing to support partial risk
guarantees for the water sector. It was recommended that MDBs cooperate to identify
where existing and planned lines of credit can be earmarked for water utility business.

In addition, participants suggested that MDBs target their lending towards municipal

12



phase of financial reform, which features regionalisation and internationalisation,
pension fund reform, microfinance movement, and the introduction of new technology
platforms. However, financial development in Africa continues to face severe
constraints related to small the scale of many economies, large informal sectors,
governance issues, external shocks and capital flight.

The discussion then turned to the challenges of finding long term funding
instruments for utilities with maturities of 5,10, 15 or even 20 years. In this regard,
discussants highlighted that African utilities are compelled to operate under sub
economic conditions. Many participants saw the setting of tariffs not as a function of
sustainability but often as driven by political dynamics. Moreover, challenges persisted
related to accounting standards. Financial statements for utilities were not often
published or released. This lack of transparency would create credibility problems with
potential investors. In addition, the financial relationship with the central government
was seen as complex and often detrimental to the utility. In order to increase the
availability of long-term funding for utilities, participants recommended promoting
pension funds and other institutional investors, securities markets, as well as
infrastructure bonds with special features. In addition, it was seen as critical to build

confidence and absorptive capacity and to stabilize wholesale financial markets.
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2. Ensuring sustainable access for the poor through internal

revenue generation — electricity

Principle conditions for ensuring sustainability in the African context

The first part of this session focused on basic strategies to ensure sustainable
access of the poor to electricity in the African context. Participants agreed that
sustainable access to basic utilities for all was critical to the achievement of the
MDGs. Speakers stressed the positive impact access to basic utilities has on health,
education and gender equality. A fundamental question posed in the discussion was
whether basic utilities for the poor should be viewed as commercial commodities. Most
participants agreed that providing utilities, in particular for the poor, should not be
viewed as an entirely commercial service that follows market rules. Full cost recovery
was not seen as a realistic goal when extending services to the poor, at least not in
the short or medium run. Hence, the funding of basic utilities needed to draw on other
domestic resources such as tax revenue and cross-subsidies. Therefore, many
participants emphasized that the main responsibility in funding utilities would lie with
the municipal government and central government. Speakers further agreed that it
was crucial to identify the real needs of the poor through participatory approaches
(e.g., consultations, meetings and in-kind contributions of beneficiaries). Once the
needs were properly identified, the most adequate and cost efficient electricity supply
option should be selected (e.g., extension of transmission line, solar system (PV),

micro hydro, wind energy, biomass, etc.). In this regard, it was also suggested that the
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purchase of materials needed for enhancing access to electricity for the poor should
be tax exempt. Moreover, the increased use of local materials (e.g., wood poles
instead of steel poles, etc.) and local labor could also increase the sustainability of
services and minimize costs. Speakers recognized that there was a general trade-off
between minimizing costs and the choice of the technology. However, although
investing into the latest technology may be expensive, it could significantly lower
maintenance costs and improve efficiency in the long run. Pooling of efforts in the form
of forming associations and cooperatives and closer cooperation between

municipalities and NGOs could also increase efficiency and widen the funding base.

Lessons learned by ZESCO, Zambia's largest power utility

The second part of this session focused on the experience of ZESCO, Zambia's
largest power utility, in extending access to electricity to the poor. Speakers first
highlighted the difference between individual and community access (e.g. in schools,
clinics, and community centres). Electrification standards often represent constraints
when it comes to extending access to poor individuals. For instance, thatched houses
or mud houses can not be electrified. While on average 23% of individuals in Zambia
have access to electricity, there is a vast disparity between the rural (2%) and the
urban (44%) population. A sizable country (752,000 sg. km) with a population of only
10812000 (UN estimate, 2003), Zambia has to face relatively high costs per

connection (around $1000).
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with real costs of 4.2 cents. This calculation has been based on low commodity prices
in the past. However, as commodity prices have risen this tariff should be reevaluated.
Participants stressed that the potential new revenues that would result from a tariff
increase in the mining sector could be used to finance electricity for the poor. Other
recommendations to increase access to electricity to the poor included promoting the
use of gas for cooking, as well as to equip all new houses with solar panels for
heating. One participant suggested dropping lifeline units to a lower standard. This
proposal turned out to be controversial. It was criticized as too hard on the poor and
targeting the wrong segment of the population. Finally, participants reiterated the need
to place increased emphasis on the rural population. Moreover, if the government
vision of giving access to electricity to 30% of the population by 2010 is to be achieved

more efforts should go into exploring the potential of innovative off-grid solutions.

3. Ensuring sustainable access for the poor through internal

revenue generation — water and sanitation

The experience of the Zambian National Water Supply and Sanitation

Council (NWASCO) in regulating utility providers

NWASCO, which was established by an Act of Parliament in 1997, is a

regulatory authority that issues operating licenses to the currently ten commercial
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of a new National Water Policy based on seven sector principles These included the
separation of water resource management from water supply and sanitation, the
separation of regulatory and executive functions within the water supply and sanitation
sector, the devolution of authority to local authorities and private enterprises, full cost
recovery in the long run, human resource development leading to more effective
institutions, technologies appropriate to local conditions and increased funding by the
Government of the Republic of Zambia (GRZ)°. Participants highlighted NWASCO'’s
independence. While it reported to the Ministry of Energy and Water Development it
was a statutory and not a ministerial body. Costs were relatively low as the agency
had a lean structure with a total staff of 15, which is supplemented by Water Watch

Groups and part time inspectors that m
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undergo a review performance as to their financial sustainability. Most speakers
agreed that efficiency improvements of utilities did not automatically translate into
improved access for the urban poor. For sustained performance improvement of

utilities, effective regulation and monitoring was seen as a key factor.

The” new” and the “old” National Water and Sewerage Corporation of

Uganda

This session highlighted the experience of the Ugandan National Water and
Sewerage Corporation (NWSC) in optimizing revenues through cost efficiency —
enhancing measures. The operational efficiency of the old NWSC (as at 1998) was
low. There were many unviable towns being served, high arrears, an expensive labour

force, inadequate and costly welfare schemes
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flows was to restore customer confidence through training in customer care, the
establishment of customer care centres, conducting of customer surveys and amnesty
for illegal water use and better territorial management. Cost containment included
downsizing of staff from 1,850 in 1999 to 850 in 2001. While some participants viewed
this measure as too drastic, others highlighted that by 2006 staff had increased again
to 1200, which can be interpreted as an indicator of good management and financial
sustainability. There was also a reduction in administration and overhead costs
(vehicle maintenance, medical, travel and illicit activities). Moreover, a stricter
appraisal of capital projects was ensured. A simplification, rationalisation and
indexation of tariffs included lowering the average tariff to US $50cts, a reduction in
connection fees by 50%, a reduction in reconnection fees by 75%, the elimination of a
minimum charge and the introduction of a minimal service charge (minimal). As a
result of the improved financial situation, more than 1,370 km of new water mains,
new stand posts (an average of 300 per annum) were constructed in peri-urban
areas’. Cross-subsidies were applied across customer groups and across areas by
application of a uniform tariff.

The water sector reform was implemented within the context of performance
contracts to ensure continuous performance improvements, a Poverty Eradication
Action Plan (PEAP) and a Sector Wide Approach to Planning (SWAPSs). Critical

ingredients were large upfront infrastructure investments (Water Works & Sewerage

Area Management Contracts (IDAMC’s)",” One Minute Management Concept (OMM)”, “CHECKERS
system”. For details see www.nwsc.co.ug

"It was noted that NWSC increasingly favours the use of private yard connections as alternatives to
public stand posts or kiosks, as the latter had experienced low rates of payment. As opposed to
standposts, yard connections are private and water can be distributed through on-selling to neighbours.
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systems, big transmission mains, etc), social mission activities including reaching out
to the poor, the take over of non-viable towns and agreed debt write offs. This strategy
has lead to significant operating efficiency gains from 1998 to 2006, such as an
increased service coverage (48% to 70%), a higher number of total connections
(50,826 to 152,046), more metered connections (217 to 149,963), a larger number of
new connections per year (3,317 to about 28,521 p.a.) and lower number of staff per
1,000 connections (36 to 7 in 2006). Unaccounted for water was reduced from 51% to
29.3% (in Kampala from 55% to 35.1% and other areas from 43% to 15.2%). In
addition, collection efficiency had increased from 60% in 1998 to 95% in 2006 leading
to a much higher operating profit. Based on these positive experiences, NWSC’s has
offered advisory services on organizational behavior change, contract design and
incentive systems to other utilities and institutions within and outside Africa. In
concluding, it was stressed that there was a need for a multi pronged approach to
finance the poor. Improved operational efficiency was seen as a prerequisite for
improved financial performance and a tariff restructuring a necessity as a short term
intervention.

Full cost recovery, however, at least in the short and medium term was called a
“myth”, especially in least developed countries. Participants cautioned against
disconnecting users from their services upon non-payment. The experience of Uganda
had shown that this was an unnecessarily drastic and ineffective measure. In order to
service the poor in a sustainable fashion and to finance big infrastructure projects

targeted subsidies by the state or official development assistance was necessary. At
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the same time, utilities were urged not to be complacent about internal financing of

investments.

Increasing government revenue-taxation and infrastructure investment

During this section participants
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4. Macroeconomic factors to be taken into account

Aid inflows

The section focused on macroeconomic factors to be taken into account in
funding utilities®. Surges in aid inflows could lead to exchange rate appreciation and
loss in competitiveness of the export sector. However, this was seen as a non-issue
for most developing countries if these inflows were properly managed by the
government and central bank. Ideally, foreign exchange inflows should be invested
into non-competitive imports that improve the productive capacity of the recipient
country. Participants further criticized that aid inflows were often pro-cyclical, which
would aggravate downturns of the recipient economy. It was also highlighted, that the
recent evaluation of Poverty Reduction Growth Facility- countries in Sub-Saharan
Africa by IMF’s Independent Evaluation Office has concluded that only 28% of aid has
been spent. One possible reason for this could be IMF conditionalities based on
exaggerated concerns that too much public spending would exert inflationary
pressures on the economy. Moreover, inflows of ODA need to be more predictable

and ideally should be channeled through national budgets on a medium-term basis.

® One of the presentations made during this session (Terry McKinley-“The macroeconomics of financing
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Financial market liberalization and policy space

Financial market liberalization has further increased the pro-cyclicality of capital
inflows and has led to a net transfer of real financial resources from the developing to
the developed world. Speakers also stressed the critical role of policy space. Poor
countries should be able to pursue policies and strategies that support development
by maintaining adequate fiscal space, by promoting investment and employment and
through exchange-rate targeting for export promotion. Moreover, it was suggested that
the central bank should revert to its historical role as a development supporting

institutions.

Risks

Another section of this session focused on risk issues. Recommendations
focused on mitigating exchange rate risks through managed floating rates rather than
“corner solutions” and lowering interest rate risks through bonds, hedging and other
options. There appeared to be agreement that moderate inflation rates in the region of
5-7% could be seen as acceptable and would not necessarily result in macroeconomic

instability.

Monetary and fiscal policies

Finally, participants discussed the role of monetary and fiscal policies. As

regards inflation targeting, it was emphasized that macroeconomic stabilization should
25



not only be about consumer prices. Other indicators such as employment and
exchange-rate targeting should be included as well. It was suggested that exchange-
rate policies should aim for undervalued, not overvalued exchange rates. Encouraging
exports and discouraging imports would help a developing country maintain a healthy
trade balance in an open economy setting. A managed floating rate would help
minimize exchange-rate instability. Interest rate policy had to be geared towards
maintaining a positive real interest rate. It was pointed out that there was no empirical
evidence for a positive correlation between interest rates and savings. Rather, where
investment leads, savings and finance would follow. Currently, the share of
government budget devoted to infrastructure finances was in the single digits in most
African countries and much more of it was needed in relative and absolute terms to

extend basic utilities to all.
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