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Preface

This report contains the papers presented at the Conference on Private Sector Participation
in Municipal Water Services in Central and Eastern Europe and Central Asia (ECA) from the
10-11 April, 2002 in Paris. The conference was designed to bring together private operators,
donors and International Financial Institutions to share their experiences on market’s strategy
for investing in the water sector in ECA region and to discuss the ways to maximize the flow
of investment capital and technical know-how to the ECA countries. The meeting was
organized and sponsored by the World Bank and OECD.

The contents of the report are set out in the order of their presentation at the conference. The
first day was devoted to reviewing specific private sector participation (PSP) experiences in
ECA. On the second day, there were two different sessions. In the first session, Posch and
Partners presented the results of questionnaires and interviews that were sent to all the
institutions represented at the conference on their experiences with PSP. The Posch and
Partners study was sponsored by the Austrian Trust Fund. In the second session, all the
participants were divided into four working groups moderated by a discussant and a
rapporteur for each working group. Each rapporteur has reported back to the plenary
meeting at the end of the day on their recommendations.

The executive summary reports back on the views expressed by the conference participants
during the presentations and discussions.

THE VIEWS EXPRESSED IN THIS REPORT ARE THOSE OF CONFERENCE
PARTICIPANTS, AND DO NOT NECESSARILY REFLECT THOSE OF THE WORLD
BANK, OECD OR THEIR MEMBER COUNTRIES

Jamal Saghir Brendan Gillespie

Director Head

Energy and Water Department Non-Member Countries Branch
World Bank Environment Directorate
Co-chairman Organization for Economic

Co-operation and Development (OECD)
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1 INTRODUCTION

1.1 SCOPE OF CONFERENCE

The annual investment needs in developing and transition economies is US$ 75 billion
worldwide to meet projected water supply and sanitation infrastructure requirements ( Jamal
Saghir presentation). The need for the Europe and Central Asia (ECA) region is some US
100 billion over the next 5 to 10 years.

The World Bank has indications that the donor community is reducing their commitments for
water by 50%. Private sector money accounts for just 5% of total investments in the water
sector during 1990 - 2000 and the cumulative investment in private Water and Sanitation has
slowed down over the past 4 years. There is thus an important investment gap in the sector,
which the public sector will never be able to fill on its own.

Governments have to co-ordinate all potential sources of financing (local sources,
consumers, donors, International Financial Institutions (IFls), and private investors) in an
optimal way to tackle the enormous challenge of this investment gap. Moreover, the use of
public money should be efficient, and clear policies on improving the water and wastewater
services should exist.

For World Bank projects involving private sector participation in the Water and Wastewater
(W&WW) sector, ECA accounts for 17% of the total in terms of projects and only 8% in term
of investments for the period 1990 — 2000. In addition, The World Bank has observed over
the past few years a decrease in private investment flowing into the water sector. (Jamal
Saghir presentation)

Investment needs are all the more important as a general decline of water supply and
sanitation services has been observed in the ECA region over the last decade, resulting from
inefficient operation, poor planning, poor state of repair, excessive consumption, poor
treatment and maintenance, etc. The approach in the past has seen investment emphasizing
capacity expansion rather than rehabilitation and improved maintenance of existing
infrastructure. As a result the services are now characterized by:

o Drinking water in many urban centres of the region is generally unsafe.

e Rural water services have a much lower supply coverage than urban services and
are in a total state of disrepair.

e There is a lack of reliable operation and financing information, while regulations are
often poorly designed.

e Services have been decentralized with inadequate technical and financial support;
independent utilities at municipal level are functioning, albeit with many problems
(disabling civil services rules, exorbitant taxation levels, inability to cut-off non-paying
customers and a poor support industry...)

e Although sector staffs are highly educated, there is insufficient human capacity in
commercial utility management and cost efficient investment decision making.
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Conflict resolution, arbitration

In cases of tension between local authorities and operator, the latter clearly needs the IFls to
play a more active and catalytic role, by stepping in as soon as problems occur. They should
participate in clarification meetings involving the borrower, the banks and the private
operators. (Jean-Patrice Poirier's presentation). One possibility is for the IFls or donor to
have an observer position on the board, as some donors already do.

Management Contracts

Simple design is essential. A management contract is not a concession, so requirements and
targets should be simplified. This in turn would allow a larger number of potential bidders to
compete for these contracts. (Manuel Marino’s presentation).

The evaluation methodology in the bidding process is sometimes confusing and unsound.

The criteria set out in the pre-qualification (PQ) documents by IFIs and donors in terms of
staff experience and management experience in large cities are often too high. By this the
so-called “consultant-operators” who want to go for these types of contract are often unable
to bid due to lack of sufficient experience records. There is a lower limit to the requirements
set out in the PQ documents however. If smaller contenders want to enter into the markets,
they should seek alliances with some of the larger players. (Discussion1).

The optimum duration of Management contracts is in the range of 2 to 4 or 5 years. Recent
project experience in Latin America shows that the essential performance indicators had
been reached within this short period. However most operators and IFls take the view that a
period of 4 to 5 years is better; it takes time to build up trust with Municipalities. (Manuel
Marino’s presentation and discussion 1).

It is essential for the operator to be in a position to manage operations staff, and have access
to technical information to enable him to give his opinion on investment decisions.

Too rigid procurement requirements must be avoided whilst at the same time ensuring that
government counterpart funding is available. (Brian Smith’s presentation).

Management contracts should prepare a culture for later phases of PSP such as
concessions.

Operators suggest that, ideally, a mechanism is developed, which automatically leads from a
management contract to a lease or a concession contract. At a minimum, this would allow
operators to bid for the next phase under competitive tendering processes rather than
disqualify them.

It is important to share a long term view, and obtain early consensus on the PSP for the next
step. (Manuel Marino’s presentation).

Reform of the legal and regulatory framework is needed, even in this initial form of PSP, in
order to ensure sustainability. (Brian Smith’s presentation).

The transaction phase

More time is needed to develop the transaction. The time scale proposed in the ToR often
requires going into the tendering phase too rapidly. The transaction adviser has to be clearly
understood by the Municipality.

On the other hand, post-bid negotiations are often a long-drawn out process and lack
essential transparency. (Chris Shugart’s presentation).

10
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A specific issue related to smaller cities (secondary cities) is that the transaction costs can be
prohibitive. IFls and donors are requested to find a practical solution to this, while taking into
consideration that complexity increases in case of multi-municipality deals. (Chris Shugart’s
presentation).

Operators recommend to:

(i) quantify fiscal effect of PSP to get support from national governments,

(i) design contractual mechanisms to buffer the impact of tariff shocks for all
stakeholders,

(iii)  build-in conditions of access to subsidy into the transaction.

There is a perception among the IFls that operators sometimes propose uneconomic prices
in order to meet their costs. As these prices are re-negotiated, it creates a negative
perception of the private sector.

Agreement was reached on the following points:

¢ strong municipal commitment and sufficient capacity is needed;

e basic legal framework in a country helps to have a successful PSP;

e agree on, and define in, contracts only realistic and achievable targets;
e be clear about the actual institutional and stakeholder capacity;

¢ define realistic time scale for project preparation and bidding — not too short - and
take into account holiday periods;

¢ insist on quality and availability of all background information;
e consider total transaction cost and availability of adequate funding;
¢ include in the project design the role of poor and any explicit pro-poor policies.

Recommendations made for improvement in the project design and bidding process
are:

» Increase the bid preparation and bidding time. There is a tendency that ToRs are
put out requiring the launch of procurement prematurely;

» Pre-qualification requirements must reflect more appropriately the actual needs,
such as staff qualifications. It should not reduce the number of potential bidders to
a too small group;

» Provide stronger protection against underbidding, possibly by putting higher
emphasis on quality aspects in the bid process;

» Agree on standardized / harmonized formats of bidding documents as much as
practicable (possibly also between IFls and donors), in order to reduce
transaction costs. This would still have to reflect national regulation, which differs
widely from country to country;

» Employ qualified transaction advisers and develop mechanisms to ensure
adequate funding;

» Improve communication during the bidding process. IFls / donors have to play a
“clearer” role;

11



POSCH & PARTNERS THE WORLD BANK/ OECD
CONSULTING ENGINEERS PSP IN MUNICIPAL WATER SERVICES
INNSBRUCK, AUSTRIA IN THE ECA REGION

» IFls/donors should help ensure all background information is made freely
available to bidders, and endeavour to enhance the quality of information
available;

» Work with governments to develop ways to group secondary cities.

2.2 METHODS AND TOOLS TO LEVER ADDITIONAL PRIVATE FINANCE

Lessons Learnt

Communication, education

There tends to be a lack of communication about the PSP process with Local Authorities and
consumers. Both operators and IFIs/donors, need to do better in explaining why and how
things are happening. There is still strong opposition to PSP in the ECA region, which is a
key obstacle in achieving the strong political support, essential to the success of PSP
projects. (Discussion 5).

Also, it must be said, IFl/donors need to improve their attitude towards PSP.

Experience of PSP is only starting to accumulate; there is an urgent need for more dialogue
and learn collectively.

Lacking country focus

Some participants believe that the ECA region does not receive proper attention from
donors. These countries do not appear on the agenda for “poor countries”; donors instead
tending to focus more on Africa. (Discussion 5).

Right mix of finance

The financial structure of deals needs to combine low cost public finance with PS operational
efficiency where capital markets are inefficient. How can, for example, grant money be
combined into PS operations for the benefit of providing better services, particularly to the
poor?

Operators sometimes get frustrated, when they feel IFl/donors are getting in their way. This
happens in particular, when the whole PSP process is being stopped because concession
financing becomes available for the local owner, which requires special procedures.

Greater flexibility must be allowed in order to achieve an optimum combination of public-
private debt ratios in financing water service infrastructure and operations. The cost of
private capital is often prohibitively high due to the nature of the economy (affordability and
tariffs), and the state of the financial markets in developing countries. (Fritz Schwaiger’s
presentation and discussion 5).

Success breeds success

Operators, as well as some donors, state that “flagship models”, in exceptional cases may be
of great help in opening the doors for PSP in a particular country and can be transparently
negotiated contracts. (Fritz Schwaiger’s presentation).

12
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Agreement was reached on the following points:

e The main drivers for PSP are: (i) the management efficiency of the PS and (ii) the
need for attracting private finance;

e The driver for private finance needs is the large investment required to reach the
millennium development goals;

e The longer the PS is involved in a project, the more it will be willing to invest /
engage;

¢ A Municipality may not be financially viable and trustworthy to local commercial
banks. Why should it be to the international PS?

¢ PS and donor/IFI grant funds must not conflict with each other.

e There is clearly a need for a sound communication strategy on the ‘why and
wherefore’ of private finance;

e There is a need for correct allocation of risks, in particular the management of
foreign exchange risk;

e Apply private and public finance correctly.

There is often a mismatch between the economic life of assets and the term of available debt
financing. Private finance should be mainly reserved for investments that can be amortized
over the life of the contract, and public finance required for assets with a long lifecycle.

Recommendations made for leverage of additional private finance are as follows:

» Municipalities often lack the appropriate institutional framework for allowing
private sector finance; work needs to be done on this by IFIs/donors;

» Provide or enable local currency financing;

Combined financing by local banks and IFls should be encouraged. Referring to

the experience in Morocco and Poland, borrowing was initially from local

commercial banks in local currency and medium term (e.g. 7 - 12 years), and then
the IFI (e.g. IFC) was involved in extending the maturity of the loans;

» Possible tools need to be further explored, e.g. Partial Credit Guarantees to cover
the risk of failure in refinancing a balloon payment at loan maturity;

» Apply new methods to facilitate private finance, such as Output-based Aid (OBA)
and Partial Risk Guarantee (PRG) - to ensure debt service for specific periods.

» Provide partial credit guarantees to commercial lenders and thereby enable
longer maturities.

A\

2.3 TOOLS TO MITIGATE RISK

Lessons learned:
Financial risk
e Foreign exchange risk is usually allocated to the end-user through tariff indexation

formulae. This results in a situation where end users can face a 40 or 50 % tariff
increase if a country enters a severe financial crisis. A mechanism needs to be

13
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developed by the IFl/ donors which buffers such unbearable increases. Risk
mitigation mechanisms, including use of local currency financing package, are
available, but they are hardly used because of the additional costs incurred by the
operator, plus the lack of incentive for operators to do so. (Break-up sessions 2 and
3).

The bidding process can be counter-productive in this respect: It aims at high level
competition under a transparent process, i.e. competition based on the lowest price.
So bidders have a strong incentive to reduce financial costs in order to win. Thus
bidders do not take advantage of risk mitigation mechanisms as they could lose the
tender due to that additional cost element. Tariff indexation on a foreign exchange
component protects against foreign exchange risks but can lead to a fully fledged
breach of contract if it means that the end-user tariff must be drastically increased
following a devaluation.

Operators should have incentives or rewards right at bidding stage, and during the life
of the contract, in order to mitigate against the adverse foreign exchange fluctuations.
(Break-up sessions 3).

The recommendations made for risk mitigation are:

Financial Risk

>

>

Move the financial risk from the end-user to a local fund, or develop another
innovative financing instrument.

Viable solutions do exist for local financing or refinancing, i.e. by mixing local finance
with IFI instruments, e.g. with guarantees, contingent loans, etc. Any additional costs
could be built-in an equal way for all bidders.

The contract award process and contract structures should include incentives or
rewards for bidders to include a viable financial risk mitigation mechanism for the end
user.

More consultation is needed on the risk mitigation mechanisms between financiers
and agents specializing in risk mitigation prior to the tendering stage.

Political risk

There is a general lack of claims history regarding breach of contract coverage. So,
considerable nervousness exists among investors regarding the ability and timeliness to
recover claims.

2.4

KEY REGULATORY REFORMS AND IMPROVEMENTS NEEDED TO
ATTRACT INCREASED FINANCIAL FLOWS INTO THE WATER SECTOR

Lessons Learnt

The opinions regarding the required degree of regulation varies considerably between
operators and IFl/donors. Some reported experiences showing that in ECA it is difficult to
find or establish sufficient capacity to deal with PSP at a local level. There was an indication
that there might be economies of scale in centralizing key regulatory functions in a single
agency. Others opposed these views.

14
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Firstly, in a context where most ECA countries have undertaken efforts to decentralize
responsibility for water down to the local level, attempts by central government to re-
centralize these powers might be perceived as a step back to the old times of the Soviet
command system, where insufficient account was being taken of local needs.

Secondly, establishing central regulatory agencies has proved to be a long and difficult
process (take the case of the Indian electricity sector). New institutions require strong
political backing and much time to develop their capacity and establish their authority. A
central agency should therefore not be perceived as a short term solution concept.

Thirdly, regulatory systems need to fit into the wider administrative structure and to its
culture, which requires a case by case approach with varying degrees of centralization,
rather than a one-size-fits-all approach. Hence, the degree of centralization of water
regulation is inherently a political choice.

There was agreement that there is a continuum of regulatory approaches between fully
fledged central regulators and regulation by contract also that there are a number of
minimum functions that should be located at the central level of government. (Chris Shugart’s
presentation). Besides regulation and monitoring of water quality standards, these functions
would be mostly information gathering and provision for the use of local entrepreneurs. For
instance, a central agency could have responsibility in collecting performance data from
utilities (public and private) in order to provide benchmarking information to local decision
makers (who would otherwise find it difficult to access such data). Similarly, a central agency
could provide valuable expertise to municipalities for the critical negotiation and renegotiation
phases of operation contracts. Some also saw the possibility of equipping a central agency
with an arbitration function in case of disputes.

In order to overcome the deficiencies that an entirely new institution might inevitably bring
with it, experience seems to suggest that the establishment of a central agency requires a
demonstration of political will, e.g. with a policy statement, at the highest level. Given the
time needed to establish the agency’s capability and credibility, it should be established as
early as possible, even before PSP is being introduced, and start exercising its information
collection and provision functions with public operators right at the beginning. If the private
sector comes in with management contracts first, additional time for the institutional
development is still available, given the low level of regulatory intervention that is required in
such contracts.

In the end the degree of regulation needed is strongly influenced by the quality of the general
governance framework in a country. The stronger the governance system is, the less water
specific regulation will be needed, at both central and local levels. (Break-up sessions 4).

Agreement was reached on the following points:

e There is a need for at least a minimum level of central regulation, e.g. a “central
agency”, with an information function;

¢ Benchmarking of utilities is necessary - to be done by the central agency;

e There is a need for an advisory function by the IFls and donors;

¢ The monitoring of quality of water and effluents must be carried out at the central
level of government.

15
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No agreement could be reached on the following points:

¢ The role of the central regulator on tariff setting is still unclear. Brazil is a good
example on how much regulation is really needed:

The central regulator handed over some specific functions to a sort of
subsidiary regulator, working at the state/provincial level to deal with
business plans and tariff issues;

Standards of water are regulated and monitored centrally;

During the crisis period last year, the central regulator automatically recalled
delegated powers and took over all business activities;

e To contrast this, the case of the Indian power sector was cited: India established
regulatory bodies for benchmarking, in anticipation of the advent of the private
sector. The government of India then put this in its constitution. Now 13 regulators
exist in 13 states, yet nothing has been privatised and regulators not even
benchmark the utilities;

e There is potential for economies of scale for regulation at central level.

Recommendations that were made regarding regulatory reforms are:

» Some government involvement in tariff setting is inevitable as it is essentially a
political decision;

» The establishment of a central regulator or agency takes time — before he is able
to assume his full role and before being accepted as an authority;

» A phased approach is recommended for the establishment of a regulator, which
should start with monitoring of performance of public operators prior to PSP;

» The need for a central regulator is less important in the initial phase of
management contracts - planned or ongoing.

2.5 RESULTS FROM QUESTIONNIARES AND INTERVIEWS

The World Bank has contracted Posch & Partners of Innsbruck, Austria to carry out a small
survey on the basis of questionnaires among major Western European private sector
operators, large bilateral donors and IFIs and to conduct interviews with some of them, in
order to determine, what role the PS plays in the ECA region, what role he is prepared to
play if existing barriers were removed and what possible strategies of IFls/donors would be
to maximise leverage of PS resources.

The study was carried out in February/March 2002 and the results are based on 13
interviews and 25 returned questionnaires, coming from 11 operators, 6 IFIs and 8 donors. It
is important to keep in mind that the answers provided do not necessarily reflect the official
opinion of the company/organisation, but often the opinion of the interviewed person and
secondly, despite the good response, the absolute number of responses is very small and so
does not allow a statistically sound analysis. So the results should be seen indicative only.

16
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The Private Operators Opinion

PS operators were asked to group the countries of the ECA region into 4 categories. Actually
only for the Czech Republic, Hungary and Slovenia more than 50% stated that “no IFl/donor
support is needed”. Poland follows next with some support needed. “IFl/donor support is
clearly needed” in Slovakia, Rumania, Bulgaria, Croatia, Yugoslavia and to some extent in
Turkey and the Baltic countries and Russia. The remaining countries are considered either
“too risky”, or the PS has “no interest”.

Moderate risks were articulated for the first group of countries ranging from regulatory risk,
macro economic risk to low tariffs. A higher risk level was attributed to countries like Russia,
Azerbaijan, Uzbekistan, Kyrgyz Republic and Tajikistan and practically all risk categories
show up. High risks were named for the following third group of countries: the “low tariff’ risk
was named for Romania, Bulgaria, Ukraine and Yugoslavia, for the latter country also the
“financial risk” is high. The “macro economic risk” shows up prominently for Albania, Ukraine,
Georgia, Armenia and Belarus. The risk of “political interference” is in addition highlighted for
Belarus.

Projects to be “commercially not attractive” was named most frequently as reason why direct
investment opportunities have been rejected in the past.

Only three companies replied on the question of “twinning arrangements”. Two responses
were negative, one states that it could be a good vehicle for utilities to gain experience
before entering a contract with the PS.

70% of the operators are interested in management contracts, 30% not. The latter response
comes from big experienced operators who prefer to enter concession contracts and would
enter management contracts only if the risk for direct investments are too high.

All companies have stated to “intensively pursue direct investment projects in the future”.
80% of them plan to increase their direct investments, 20% plan to stay level.

The PS named the following as the main barriers to be removed by IFls/donors: e legislation
and legal framework deficiencies e limited understanding the PS process and funding on the
owners side e the PQ criteria are too high e the non-availability of grant finance e the risk of
breach of contract e expensive tendering process for small jobs e constraints on tariff
evolution and e lack of institutional capacity in central and municipal authorities and in water
utilities. The priority role of the IFls/donors is seen as to improve the legal systems and to do
capacity building.

The IFls / Donors Opinion

IFls / donors were requested to categorise the countries into “focus”, “assistance” and “no-
target” countries. The result is a clear decline of attention from west to east. Also “no
opinion” is replied increasingly from west to east.

The question for preferences in water or wastewater did not yield in a conclusive result. The

same applies to the question of sectoral preferences, like technology transfer, institution
building, regulatory reforms, increase of PSP involvement etc.
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The response on barriers and obstacles which the IFls/donors face in the ECA countries can
be divided into three groups. The first group of countries, which is mainly the EU accession
countries and some CEECs does not show prominent obstacles. The second category of
countries is made up mainly from the CEECs, showing a significant implementation
weakness. And the third group of countries, which is mainly the STAN-countries, including
Moldova, Ukraine, Belarus, Croatia and Bosnia-Herzegovina are simply “no geographical
focus” or target countries.

More than 290 ongoing projects have been identified in the ECA region in the municipal
water sector, 90 of them with PSP. IFls/donors support PSP also with some reservations.
The support is less for privatisation/divestiture and increasing towards BOT, concession and
management contracts. Some concern is raised about the cost efficiency of management
contracts. Instead of developing new models, it is recommended to use the existing ones in
form of building blocks and to carry out more extensively ex-post evaluations.

26 twinning arrangements have been named, the majority of them being located in the
Baltics, with support from Scandinavian countries. The opinion on the usefulness of twinning
arrangements differs.

Regarding future funding of projects IFls and donors state that donations will slightly
decrease, lending projects will stay level or slightly increase.

The ISPA program of the European Union is clearly the driver for investments in the water
sector in the EU accession countries. This facility has been established to financially assist
the EU accession counties in their need to comply with EU regulations. 500 million Euro are
spent annually until 2006 in the environmental sector. This makes the need evident, to find
procedures to combine concession finance with private sector money, bearing in mind the
huge investment requirements ahead.

Such strong “driver” like ISPA is missing in the other ECA countries. IFls/donors are
challenged in this respect. Ways also need to be found to reduce transaction and cost and to
make PSP affordable to secondary cities. Standard contract (modules) could contribute to
this.
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3 PROPOSED FOLLOW-UP ACTIVITIES

The following activities were agreed regarding the Conference recordings, further
consultations, information dissemination and the Conference follow-up.

3.1 INFORMATION DISSEMINATION, CONSULTATIONS

3.1.1 Information Dissemination

e OECD Dissemination — to EAP Task Force (Environmental Action Program for Central
and Eastern Europe — co-ordinated by OECD) September 2002, Workshop on models of
utility reform;

e OECD Dissemination — integration of key results into reports for the Environment for
Europe Conference in Kiev, May 2003.

3.1.2 Consultations

There is the need to invite clients and NGOs, and have a real debate on the use of PSP on
the basis of some selected focus countries. Accordingly, brief country reports will be
prepared for a selected set of countries and a forum organised by OECD to have
consultations with clients (national and local governments).

3.2 ENVISAGED PRACTICAL APPLICATION OF THE CONFERENCE
RECOMMENDATIONS BY THE WORLD BANK

3.2.1 Technical Issues

o Ways to improve project design and the bid process:
Recommendations resulting from the meeting will be implemented;

The World Bank will benchmark their on-going operations. There will be 10 -
11 PSP projects coming up over the next 4 - 5 years. The World Bank
programme for the period 2002 — 2005 comprises 22 projects, half of them
with PSP, and a total budget of US$ 1.2 billion.

o Methods and tools to lever additional private finance:
For example:
Misconception also exists in the Bank and needs to be tackled;

The World Bank will explore Output Based Aid in selected countries. Some
projects will be selected from the portfolio and volunteered for this
instrument.
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Tools to mitigate risks:

Experiment with Partial Risk Guarantee covering financial and political risk.
The World Bank is considering the use of partial risk guarantees in 2 - 3
countries. The Bank will explore this approach with its clients and check their
interest. The World Bank will come back to industry with experiences from
this partial risk guarantee approach.

Regulatory reforms are needed to attract further financial flows:

The World Bank agrees in principle with the recommendations but will need
to adjust their approach depending on the maturity of the client’s legal
framework;

The development of a regulatory framework must be cultural, and process
sensitive, and must evolve.

Efforts to open markets - Priority will be given to Turkey, followed by Ukraine and /or

3.2.2 Proposed Continuation of the Initiated Process and Final Suggestions

Focus on some topics:

Develop approach to small and medium size cities;
Involve Municipalities;

Invite clients and NGOs, and have a real debate on the use of PSP on the
basis of some selected focus countries. Accordingly, brief country reports will
be prepared for a selected set of countries and a forum organised by OECD
to have consultations with clients (national and local governments).

Get more input from World Bank task managers to share their experiences
with PSP and related problems;

Prepare for Johannesburg (with private operators);
Pursue the learning and listening process through annual meetings.

Formulation of standardized/modular contract for PSP.
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4 PRESENTATIONS (FULL VERSIONS) AND DISCUSSIONS

4.1 SESSION 1

4.1.1 Private Participation in Water and Sanitation: An Overview of Trends

(by Mr Jamal Saghir; The World Bank)

4.1.2 Concessions and Privatisation of Municipal Water Systems in Central and
Eastern Europe: High Risk Ventures?

(by Mr Chris Shugart; EBRD)

4.1.3 Monagas Management Contract: Five Years of Successes and Problems

(by Mr Manuel Marino; The World Bank)
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Integrated Water Resources Management

Infrastructure for

management of ﬁ F
floods and droughts, 4 || |
multipurpose storage, {}

water quality an
source protection

Institutional o _ Other uses
framework Water Irrigation Environ- including
supply & & Ener mental industry
Management sanitation drainage a services and
instruments navigation

Political economy of
water management

Water Uses

What the Investment Numbers Say

Worldwide
Table 4.1
Billions U.5.§
Water use 2000 2025 Vision
Agriculture 30-35 30
Environment, energy, and industry 10-15 75
Water supply and sanitation 30 s
Total 70-80 180

Source: Vision Secretariat estimate.

Current investment needs in devieping and transition economies:
$180bn/year to meet projected water infrastructure investment needs.

—2015: halve the “people without access” count
—2025: universal

- Increased Water investments for hydroflood control, irrigation and
multipurpose




Trends in Infrastructure Financing
ODA and private capital flows to
infrastructure in developing countries
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Source: PPl Database, World Bank (2001)

Trends in Infrastructure Financing: Regional Trends

During 2000, flows grew in EAP, ECA, MENA and SA; remained flat in LAC; and fell
in SSA.

LAC continues to dominate flows, receiving investment of $37.7 bn in 2000, or around
the same level as 1999, but still well short of the record $74.8 bn received in 1998. Flows
during 1990-2000 totaled $330.8 bn, or over 48% of PPI investment in developing
countries.

EAP saw strong recovery in 2000, with investment of $20 bn, up from $14.4 bn in 1999
and just $12.2 bn in 1998. Flows during 1990-2000 totaled $190 ban, or some 28% of
PPl investment.

ECA also saw strong growth in 2000, with investment climbing to a record $18.5 bn
from $9.8 bn in 1999 and $12.5 bn in 1998. Flows in 1990-2000 totaled $85.3 bn, or
12.5% of PPI investment.

SA received flows of $4.7 bn in 2000, up from $4.4 bn in 1999 and $2.7 bn in 1998. Flows
in 1990-2000 totaled $38.1 bn, or 5.6% of PPI investment.

MENA received flows of $4.3 bn in 2000, up from $2.7 bn in 1999 and $3.5 bn in 1998.
Flows in 1990-2000 totaled $20.3 bn, or around 3% of PPI investment.

SSAreceived flows of $2.4 bn in 2000, down from the record $4.8 bn in 1999 but close to
the 1998 level of $2.6 bn. Flows during 1990-2000 totaled $18.3 bn, or 2.7% of PPl inves

Trends in Infrastructure Financing

Regional Trends

Investment in Infrastructure Projects with Private
Participation in Developing Countries by Region, 1990-2000
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Source: PPI Database

Most problematic: attracting private flows to Water, Gas,

& Transport...water and sewerageprojects received $4.5 bn in 2000,
down from $7.0 bn in 1999 but still well above the $2.0 bn recorded in 1998.
Flows during 1990-2000 totaled some36.7 bn, or some 5.4 % of PPI

investment
60 Private Particiaption in Infrastructure in Developing Countries
by Sector
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Private Participation in Water & Sanitation Sector Trends Private Participation in Water & Sanitation Sector ~ Geography
No. of Water & Sanitation Projects with PPI  Latin America is the largest No. Projects per Region 1990 - 2000
© beneficiary in number of 1 AR
. ® private Water & Sanitation
« Decrease in the number of 2 . .
X ) projects, followed by East Asia, AP
projects in 1996, 1998, and 2 . 5
Central Asia and Eastern ¢
2000 2 E
. urope
LCR
10 46%
s * ECA accounts for 17% of
ol projects and only 8% of total
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 |nVeStmentS 17%
Cumulative Investments in Total Investments per Region 1990 - 2000
o Cumulative investment in Private Water & Sanitation Projects L. SAR AFR
. o 40,000  East Asia is the largest MNA_ 1% 5%
private Water and Sanitation - . 12%
: 35,000 beneficiary of private
projects has slowed down over | 400 . .
the past 4 years o investments in Water &
0000 Sanitation projects, followed by Ear
15,000 Latin America.
10,000 LCR
5,000 34%
0l
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Private Participation in Water & Sanitation Sector Types Private Participation in Water & Sanitation Sector Top 6 Countries
Projects by Type of Contract 1990 - 2000 « Four of the six largest countries

e Concessions is, by far, the most
common type of contract in
private Water & Sanitation
projects

« Divestiture and Operations &
Management contracts are the
least common types of
contracts in private Water &
Sanitation projects

Divestiture
1%

Greenfield
25%

Concessions
52%

12%

Investments by Types of Contract 1990 - 2000

Divestiture
0.0% Greenfield
18.1%

Oo&Mm
0.2%

Concessions
81.6%

in number of private Water &
Sanitation projects are in Latin
America

* 56% of the private Water &
Sanitation project have been
awarded in six countries

e 74% of the private investments
in Water & Sanitation projects
have been awarded in six
countries

e Turkey is in the Top 6 in terms
of number of investment
amounts

No. Projects: Top 6 countries
Brazil

17%

Others
44%

China
12%

Mexico
9%

Czesh Rep.
Chile  Argentina 7%
5% 6%

Investments: Top 6 countries

Others
26%

Argentina
22%

Turkey
4%
Brazil
4%

Philippines
o

Morocco
12%

Malaysia
15%




Conclusions

» Private entry has been slow — less than 5% of private capital flows
into water in the 90s

« Politically sensitive tariffs

* Limited scope for competition

» Week regulatory set up

« Slow asset turnover requiring long-term debt finance
* Low returns

 Fragmented deal size

« Poor creditworthiness of local governments

« Poor contract and project structuring.

« Daunting mix of currency, information, country and sub-
sovereign risks.

Thank you




The following fictitious, stylised cities, A through E,
European Bank illustrate some of the problems encountered in private
for Reconstruction and Development sector participation arrangements for water and
wastewater and the possible roles that multilateral and

Concessions and Privatisation of Municipal Water bilateral development agencies and banks can play in

Systems in Central and Eastern Europe:

High-Risk Ventures? overcoming the obstacles.

Chris Shugart, Senior Banker
Municipal and Environmental Infrastructure, EBRD

World Bank / OECD Meeting, Paris, 10 April 2002 Eugﬂm

iam and Develapment

ity A City A continued:-

« City A wants a concession for its water and — Envisaged tariffs are likely to be in acceptable range
wastewater system; wants to attract private — Invitation to tender and concession contract are
companies and lenders “best practice”

— City has engaged high-quality advisors

o BUT city creditworthiness is uncertain
Recent reforms in central-local fiscal relations
No track record of good fiscal management
Little or no experience with debt management
City has no credit rating
6) Weak sovereign credit rating 6)
o nocropean Pank European Bank

im and Develapment far im and Develapment

— Basic legal framework is in place
— National government is pro-private-sector and supportive

— Strong commitment by all political parties and
stakeholders




City A continued:-

e Role for IFIs and multilateral and bilateral
development agencies

— Lending

— Partial risk guarantees

0O

European Bank
T —-

iam and Develapment

City B continued:-

o Substantial risk that tariffs will not fall in an
acceptable range because (to take an extreme
case):

— Present tariffs are very low
— System-specific conditions are such that substantial

investments and large tariff increases will be needed if
reasonable service standards are to be met

0O

European Bank
for Reconstruct

im and Develapment

City B

« City B wants a concession for its water and
wastewater system; wants to attract private
companies and lenders

» City credit strength acceptable (in contrast to
City A)

« All favourable aspects listed for City A are
present, except for one, namely ...

European Bank
T —-

iam and Develapment

City B continued:-

— Residents have low income and high expenditures for
other essential goods and services

— High risk of local currency devaluation (coupled with forex
loan)

0O

European Bank
for Reconstruct

im and Develapment




City B continued:-

e Role for IFls and multilateral and bilateral
development agencies

— In some cases, investment grants and output-based
subsidies

— Loans with long maturities

— Partial credit guarantees to commercial lenders to

City C

enable longer maturities

— Provide or enable local currency financing

— Other? @

European Bank
T —-

iam and Develapment

City D

« Basic legal framework inadequate. E.g.:

— Not clear that City has power to agree to all terms of the
concession contract

— Adequate security arrangements for lenders not feasible
e Poor selection process for concessionaire. E.g.:
— Evaluation methodology confusing and unsound

— Long, drawn-out process, with considerable post-bid
negotiations

— Lack of transparency 6)

European Bank
for Reconstruct

im and Develapment

o Smaller city (secondary city)
e Transaction costs prohibitive
« Service system not at optimal scale

o Possible role for multilateral and bilateral
development agencies

— Work with national governments to develop ways to
group cities together for this purpose

— Fund advisory work to assist in carrying out pilot projects

European Bank
T —-

iam and Develapment

City D continued:-

o Poor concession agreement

— In general: gaps, vagueness, ambiguities, confusion
— Service standards unclear

— Doesn’t deal adequately with future contingencies

— Unsound tariff adjustment mechanisms

— Too much left for later good faith discussions and
agreement

0O

European Bank
for Reconstruct

im and Develapment




City D continued:-

— Some provisions drafted as if there is a true regulator
implementing them (e.g. sophisticated determination
of “cost of capital”’) — when there isn’t one

— Grossly unbalanced risk allocation

— Tangle of confusing provisions increases possibility
for later surprises

City D continued:-

— No contractual mechanisms to buffer the impact of

tariff shock

European Bank
T —-

iam and Develapment

City D continued:-

o Lack of supporting policies and institutions

— High risk of large losses or gains for company (special
concern when due to factors beyond its control)

— Deficient reporting requirements leaving City in the dark
about important matters

— Lack of effective and unbiased mechanisms and
procedures for dispute prevention and resolution

— Lack of sound mechanisms to facilitate smooth
renegotiation of contract — and balanced outcome — if

needed
O

European Bank
T —-

iam and Develapment

City D continued:-

on City side. E.g.:
— Capacity for effective monitoring

— Formal process to allow consumers to voice
concerns

— Capacity for periodic review of tariff structure, and
adjustments if advisable

0O

European Bank
for Reconstruct

im and Develapment

o Lack of supporting policies and institutions on
national government side. Possibilities:

— Central support unit? (“PPP”/“PSP” Unit)
— Special dispute resolution board?

— Full-fledged economic regulator?

o If true economic regulator exists: procedures or
decisions perceived as incompetent, arbitrary,
unresponsive to local concerns and conditions or

unfair ‘7)

European Bank
for Reconstruct

im and Develapment




City E

(Here we look at symptoms, not underlying causes)

o Chronic conflict and disputes

e Poor service

o Opposition from labour unions

o Popular misconceptions (e.g. blaming the

City E continued:-

concessionaire for things outside its control — e.g.

water shortage during a drought)

0O

European Bank
ar Recoms

far Reconstruction and Development

City E continued:-

o Smear campaigns motivated by:

o City has sense that it does not have sufficient
control

o Popular feeling that activities of company lack
transparency

o Suspicion that tariff increases must mean that the
company is making high profits

e Suspicions of corruption
o General bias against foreign investment and

control @

European Bank
ar Recoms

far Reconstruction and Develapment

Tentative conclusions concerning Cities D and E
(points for discussion)

— Journalists

— Politicians seeking to discredit incumbents at election
time
e “Every politician desirous of winning popularity does what
every journalist lacking a subject practices, namely he attacks

the companies providing public services.” —Brazilian
newspaper editorial defending a public utility company, 1934

0O

European Bank

far Reconstruction snd Development

— NGOs looking for a flashy cause

o Guarantees or subsidies given by IFls to mitigate
these risks are just a palliative. In fact, they may
remove the impetus for more fundamental reform

o There is an urgent need to create a
comprehensive and effective system for
REGULATORY SUPPORT at the national level

0O

European Bank

far Reconstruction snd Development




Tentative conclusions concerning Cities D and' E
(points for discussion)

o The alternatives are not just (i) regulation-by-
contract at the local level or (ii) a full-fledged
national regulator (modelled on regulators for
national-level services such as electricity). There is
a continuum of possible solutions

— “It is theoretically and practically absurd to give a remote
centralized authority like a state commission exclusive
to prescribe standards of service or special service
requirements for the hundreds of separate local communities
of a great state like Pennsylvania.” —Delos Wilcox, expert in
U.S. municipal franchises, 1924 [/

European Bank
T e—

uction snd Develapment

Tentative conclusions concerning Cities D and' E
(points for discussion)

o The symptoms in City E can be prevented to some
extent (but not entirely) by reforms that address
the underlying problems faced by City D

o Resistance to tariff increases is often a part of the
complex of symptoms faced by City E and is not
necessarily an indication that tariffs are in
some basic sense “unaffordable”

o

European Bank
TS e—

uction snd Develapment




Country Context

Monagas. 600,000 people, 350,000 in Maturing,

AGUAS DE MONAGAS 12 municipalities

Worst company in one of the most difficult LAC
countries for PSP (Caracas failure)

Experience with the In favor:

— A mancomunidad of municipalities with one voice
Management Contract :
— A leader in the process (49% shares owned by the State

government, 51 by the mancomunidad)

4/10/2002 The experience in Aguas de Monagas 4/10/2002 The experience in Aguas de Monagas

Objectives Elements of the Contract

A “profesional manager” in a “managing” contract Management contract with

— Normal responsibilities of a manager — targets (same ones as the Bank’s project)
— fixed fee subject to penalties and

C . ) — performance payment (on collection rate and UFW)
Improve financial situation — four years duration

— only 17% billed, collected ??, costs ??? — Nothing said about continuation
Improve service quality Bid on the basis of technical proposal and fee
— non-chlorinated, 14 hours service rationing, worst Three bidders (France, UK and Spain)

company in Venezucla . Bid completed mid-1996, signed on 1997
Open the door for PSP with a successful model 3 . . ] .
upervision assisted by international expert

— An operator

4/10/2002 The experience in Aguas de Monagas 4/10/2002 The experience in Aguas de Monagas




RATIONING (h/day)

4/10/2002

The experience in Aguas de Monagas

500,000,000
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FINANCIAL EQUILIBRIUM
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The experience in Aguas de Monagas
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—4—Estado
~—Maturin
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* In the Bank

4/10/2002

Main Problems

* In the Country

Procurement of a new — Politician’s attitude
animal unchanged

Political turmoil and
unexpected changes

What is our role
Conlflicts of interest

Long term vision No long term vision

* In the Operator

Difficulty in understanding the development situation

Evolving attitude towards the Bank’s role and participation

Too clear long term vision

The experience in Aguas de Monagas




How did the Story end?

» The contract was left to die without continuation

 Service quality deteriorated quickly (however, it
remained in a much better situation than before the
project, with full chlorination and better
continuity)

« Institutional capacity was dilapidated and financial
situation worsened (but the idea remains)

4/10/2002 The experience in Aguas de Monagas

Main Lessons Learnt

Get a shared long term vision, and early
agreements on the next step

Have clear objectives and adapt design
Use a simple, simple, simple design (it is a
management contract, not a concession)

The incentives for the operator and for the
politicians must be clear in the contract
Results obtained earlier than thought

is it possible/convenient to reduce the time to
2/3 years?

4/10/2002 The experience in Aguas de Monagas

What Happened?

* Political turmoil, multiple elections and loss
of the “champion” derailed the process

» The Management Contract efficiency killed
the “golden eggs hen”:
— the company started making money
— the operator used and trained mainly local staff

— the operator was able to get a huge investment
budget supported by grant government funds

4/10/2002 The experience in Aguas de Monagas

What did we Apply in Kosovo

Simplify the bidding process:
— pre-qualification and price

Ask only for what we need: a general
manager and an administrative manager,
with local staff to be trained

Simplify targets despite conflicting
demands. Make most of them “physical”
Reduce time to 2 years

4/10/2002 The experience in Aguas de Monagas




READY FOR QUESTIONS,
THANKS FOR YOUR
ATTENTION, ... and

NOT FALLING ASLEEP!

The experience in Aguas de Monagas
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4.1.4 Discussion 1

1)

2)

3)

4)
o)
6)

7)

There is no need for new financial tools. However, private investment flows have been
reducing and banks are moving from emerging markets back to the countries of the
north, leaving behind less developed countries. Thus there is a need for doing new
business in the developing world.

There are two types of operators, the well known big ones, and the new consultant-type
operators who are mainly interested in management and lease contracts, and less in
concession contracts. At least initially these are more interested in the first 2 - 4 years
and tend not to enter the next phase of a concession contract; so long term sustainability
is lacking. Usually, in management contracts, there is some indication that this is part of a
long term contract on which operators are allowed to bid. If an operator takes the risk to
start with, on a management contract, and then later is not allowed to bid for the second
phase, it is no longer interesting for the operator. The issue is: the management
contractor establishes a track record of information which has to be shared with the
potential operator for the second phase. IFls/donors should provide this information to
potential operators.

i. IFl/donors generally take a long term view;

ii. There is no guarantee that the same operator automatically gets the concession
contract;

iii. The market must decide;

Standard clauses in contracts based on PPP or PFI models could be a way of reducing
transaction costs, although national regulations are quite different from each other;

Support for regulation by contract, to decrease transaction costs and better allocate risks;
Improved guidance to cities on issues that cannot be handled in contract regulations;

If a management contract does not enable operators to really change things in the
provision of the water services, the result will be unsatisfactory and would not fulfil
expectations;

The IFl/donor requirements in terms of, for example, staff experience in the management
contracts, are often too high, so consultant operators who want to go for these type of
contracts are often unable to bid due to lack of experience .

36



POSCH & PARTNERS THE WORLD BANK/ OECD

CONSULTING ENGINEERS PSP IN MUNICIPAL WATER SERVICES
INNSBRUCK, AUSTRIA IN THE ECA REGION
4.2 SESSION 2

4.2.1 Municipal Development Projects-Yerevan Management Contract

(by Mr Brian Smith; The World Bank)

4.2.2 Private Sector Participation in Turkey and SE Europe
(by Mr Sudipto Sarkar; The World Bank)
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yerevan Management Contract

Brian S Smith
10 Apr 02

| S@ﬁO,ReVen ues
w_perating ievenue

l STL
iUS$1O million

WEMWW tariff
- US$0,10/m?

Residential sales
-- 250 |/c/d norm

C SUWLW —(Company

ssremillientpopulation (?)

- GNP 520 per capita

-~Lﬁilocked, closed borders
Yerevan

. Capital city

- 1.3 million population (?)
YWSC

- 1450 employees

- Closed joint stock company

| .Wé@ﬁO,Exp’enses

‘dliartersiofi operating expense for
electrialey.— US$6 million
-

» Stafif costs 8% of operating expense

(Average wages are US$35 per month)




Q.A/R 4xrevenue g |

i(‘Was 2% in 1998) June 15‘38‘ Project approved by Bank
-
C/L'= 0.5 x C/A Feb 2000 M/C signed

(EERAIn {205) Dec 2003 Project closing

US$18 million LTD GoA

gjeas

& @and E6mponents " Bldsmﬁe,M/C

COMmBONENt Total Cost Lyonna@e' US$ 5.0 million
11P illi

US$ 5.0 million
M/C'Base Fee US$ 5.0 million
OIF US$ 10.0 million
CIP US$ 10.0 million
PPF, TA US$ 5.5 million ACEA US$ 2.9 million

BWB US$ 3.9 million

US$30 million IDA credit Eight prequalified bidders
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- Technical

Criterion Year1 | Year1 Year 1 Year2 | Year2

: Actual | Target | Target | Target| Target
Counte paft-fundmg "Poor" | "Excellent" | "Poor" | "Excellent"

Deficit fina ncing Constancy of Supply  34%  15% 20% 20% 40%
; A Reduction in KwH 3% 1% 5% 5% 15%
No performance incentive Installation of:

. . Production Meters 0% 75% 100% n/a n/a
U/U rating in June 2001 Retail Meters na i ma 3000 5000

Leak Detection Survey 510 km 300km 500 km 600 km 750 km

e !!
DPEFeRmance [ncentive Targets
o =

- Financial

Criterion Year 1 target Year 1 target
Actual "Poor" "Excellent"
Standard Operating Not Completed on time, requires 2 or Completed on
Procedures approved more revisions and final time, no revisions
submission is within 30 days of
original submission

Year1 | Year1 |Year2| Year2
Target | Target | Target| Target
"Poor" | "Excellent" | "Poor" | "Excellent"
Computerized Accounting System 100% 80% 100% n/a n/a
Computerized Facilities Data Base 3% 1% 5% 5% 15%
Revenue Collection 19.5% 35% 55% 50% 65%
Program to Meet 95% Collection No revision

Year 1
Actual

Criterion

Operations and Not
Maintenance Manuals approved

Energy Management Plan 2 revisions,
24 days

Develop Training Program No revisions




60.4%
68.1%

22.0%
45.6%

July-01 - : 38.1% : Apartment block service contracted by
August-01 . . 391.6% '

e e . . 109.1% : tirepresentative (April 2002)

October-01 : : 228.6% » Access to unoccupied apartments for water
November-01 . . 127.8%

December-01 . . 15.6% ShUtOﬁ: (Aprll 2002)

January-02 . . 232.5% . . - .
February-02 . _ 25 5% _ VAT and profit tax on collections, not

revenue (Dec 2001)

P atelenergy savings program

- JSDF application to support condominium (Jan 2002)
strengthening

« Staff strengthening — own and YWSC'’s
- Counterpart funding advance payment (Jan 2002)




‘Chi@@emt A8sessment

“Wsidents are best customers”
For 2002

Add de%asgin poepulation to actual
collections
e.d. registered pop. 1.3 million
census pop. 1 million
decrease 23%
actual domestic collection 10%
adjusted collection 33%

‘Chie@emt Adjustment

EOr2003-2004

CollectionsHior non-metered pop. adjusted as

for 2002 -

Until legalfeiorms implemented

15 percentage points added to overall
collection rate

State also “best customer”

Budgetary organizations, AWSC and heating
companies all considered to pay 100%

E
s Any perfermance incentive not paid
I arcontract year is carried over to
subsequent years

» Less than “poor” scored as zero




PSP in Turkey & SE Europe

______________________________________________________________________________________________ =S, Sarkar
he World Bank

— T T —
RELATED EXAMPLES

First generation contracts in ECA Region
& Turkey: Antalya (lease)
% Romania : Bucharest (concession)

% Turkey: Cesme (lease; contract not yet
awarded)

Other examples in East Asia, Latin America, and
Africa

— T — T —
RELATED EXAMPLES

Second generation contracts, under preparation
& Bulgaria: Varna/Shumen (concession)
& FYR Macedonia: Skopje (lease)

& Bulgaria: Sofia District Heat (hybrid, early
preparation stage)

— T — T —
CONTRACT OVERVIEW

First Generation

Parameter Antalya Cesme Bucharest
Population 800 k 20-100 k 2 million
Operation Private Private Private
Investment Public Public Private

(some
public. fin)
Payment to Based on |Based on Tariff
Operator collection | collection
Regulations Contract Contract Contract




— e R

CONTRACT OVERVIEW
Second Generation
Parameter Varna/ Skopje Sofia
Shumen DH
Population 750 k 600 k 1.2 million
Operation Private Private Private
Investment Private Public Public/
Private
Payment to Tariff Based on Collection
Operator collection based/Tariff
Regulations Contract/ |Contract Contract/
National National

—

REGULATORY ENVIRONMENT (1)

Lessons learned

Develop a better regulatory environment:
& Provide a fair balance between local
governments and operators;

& Provide greater comfort to the public
sector so the PSP transactions are
politically acceptable; and

& Provide greater comfort to the private
sector for longer duration of contracts.

— T — T —

REGULATORY ENVIRONMENT (2)

The way forward

& Contract regulations possible but

supported with institutional strengthening;

& Use of existing regulations and institutions
(water resource; environment etc.). It will
save regulatory costs; and

& Build on national regulatory capacity for a
comprehensive approach towards PSP in

a country.

— T — T —

POLITICAL RISKS (1)

Lessons learned

& Greater recognition of the political and social
dimension of water in the PSP;

& |nstitutional reforms take time and resources.
Two levels of government (center & local).
Frequent change in counterparts due to two
(center & local) sets of elections;

& Comparisons of ‘business as usual’ scenario
with PSP not enough
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POLITICAL RISKS (2)

The way forward

& Discuss the social, health, and
environmental dimensions of PSP along with
the economics;

& Emphasize good quality and efficient service
to lower political hurdles;

& Quantify fiscal effect of PSP to get support
from the center; and

& Strategic communication on the PSP
reforms.

— ) —
PUBLIC-PRIVATE RISK

ALLOCATION (1)

Lessons Learned

% \While PSP is essential to improve services, it
will not address all risks faced in an utility -
water resource, commercial, country risks
etc.; and

% The public sector has a role and its
ownership of the PSP has to be increased
for the reform to be successful and
sustainable.

—_ = |=__
PUBLIC-PRIVATE RISK
ALLOCATION (2)

The way forward

% Realistic assessment of risks (water resource,
commercial, financial etc.) and the ability to
manage them by the private and public
sectors; and

% Include balanced measures to increase
ownership of the public sector — lease contract;
asset management; dividend sharing;
regulatory role; employee ownership; Board
representation; financing etc.

— T — T —
MANAGING EXPECTATIONS (1)

Lessons Learned

& Intense competition among operators —
service quality and tariffs - can lead to
uneconomic projects, damaging PSP in the
water sector; and

& Cost of capital is often prohibitively high due
to the nature of the economy (affordability of
tariffs) and the state of financial markets in
the developing countries.




— T T —
MANAGING EXPECTATIONS (2)

The way forward

% The PSP level adjusted to the economics of
the project;

& Expected service improvements should be
well defined and tested with the public;

% Regulatory arrangements secure to ensure
quality of service and tariff adjustment; and

% Models of public—private financing may be
considered if the externalities and cost of
private capital are high.

— T T —
BULGARIA EXAMPLE

Broad consensus on PSP (concession)
developed in about 3 years. Factors that
helped:

Sofia concession (municipal company)

& Options analysis in Varna/Shumen (regional
water company)

& \Water Law amended to make concessions
possible

Regulatory framework is being developed
& \Water Strategy is being finalized

f

f

— T — T —
SKOPJE EXAMPLE

Options analysis (service, management, lease
contracts) helped to build consensus

& Lease contract between Skopje City and an
Operating Company (OC)
& At least 51% private share in OC; rest public

& Operator will have full responsibility on day
to day management; other significant
decisions with 2/3 majority;

& 3 part tariff: i) fixed element; ii)adjustment
mechanisms; and iii) investment surcharge

& 2 part lease fee: i) fixed element (bid); ii)
linked to investment

— T — T —
MODEL PSP STRUCTURE

Satisfied consumers,
including the poor

Good quality service
at affordable prices

Public-Private Partnerships

Project Preparation: / \

Managing .
expectations; Risk Regulatory Capital
Framework

sharing analysis etc.




_—_J==__J==__[==__==___
ROLE OF BANK GROUP (1)

The Bank group is involved because:

& good quality water and wastewater service is a
basic index of development, e.g., the MDG

% to ensure that the poor also benefit from
improvements in the sector

The Bank group can support activities related to:

& Preparation of PSP activities through unbiased
analysis

& Establishment of the regulatory framework
& Providing capital (IFC — private; Bank — public),
as needed

_— == J==__[==__==___
ROLE OF BANK GROUP (2)

However, the Bank:

& can play a catalytic role only. The success of a
PSP transaction depends on satisfaction of the
consumers and an effective public-private co-
operation;

& can be involved for a limited number of years
(typically 5). Thus, this time should be utilized
efficiently; and

& has to work with the local government through
the central government, its primary counterpart.

— T — T —
FOCUS FOR THE FUTURE

& Ensure proper regulatory environment

& Recognize and design for political risks

& Manage expectations

& Better public-private risk sharing

— T — T —
SUMMARY

& The first generation of PSP contracts have
shown benefits and yielded valuable ‘lessons
learned’;

& The second generation of PSP reforms is
needed for sustained effort to improve services
but should be more realistic in public-private
risk sharing; and

& The public and private sectors as well as the
international donor community have an
important role to play.




POSCH & PARTNERS THE WORLD BANK/ OECD
CONSULTING ENGINEERS PSP IN MUNICIPAL WATER SERVICES
INNSBRUCK, AUSTRIA IN THE ECA REGION

4.2.3 Discussion 2

1)

2)

3)

4)

S)

Clarification of what are 1st, 2nd and 3rd generation contracts:

o 1st generation contracts started 3 - 4 years back when the rules of the game within
The World Bank were different, as has been discussed before. In these contracts
the role of IFl/donor was only in enabling the environment.

o Now in the 2nd generation of contracts, the rules of the game are changing in terms
of different procurement rules, different expectations from the private and public
sector. The IFl/donor is facilitating the implementation and is providing advice.

o 3rd generation contracts are post-privatisation contracts.

Transaction costs have to be covered by someone, and the private sector expects the
IFl/donor to co-finance the transaction costs. World Bank projects can have a Project
Preparation Facility Fund that can finance transaction costs. There are other facilities,
such as the Japanese PHRD grant facility, to do feasibility studies and upstream work for
preparing transactions. PIAFF is made available by donors and can carry out various
private sector analyses. Also, bilateral donors start to co-operate with IFIs and multilateral
donors, in order to set up facilities and enable funding for transactions. From the EU,
there are funds available, for transaction costs covering projects in accession countries.

The Regulator is as good or bad as the regulatory environment in a country. It is essential
to understand the role of the regulator versus regulation. Regulators have in principal 2
areas to cover:

a) Protection of the consumers from monopoly abuse;

b) Protection of the investor from arbitrary political action. In doing this the regulator
should:

i. Provision of incentives for efficient operation while minimising the cost of
regulatory intervention, including the settlement of disputes;

ii. Monitoring of competition and access to data;
iii. Monitoring quality and standards;
iv. Adjustment of infrastructure prices.

Regulation by contract is mandatory but with maximum autonomous independence,
bearing in mind the notion of independence is ever changing and perceived differently in
different countries. Each country has or will have its own model, so the third party (public
sector) must naturally be involved.

Public sector in the ECA-Region is often not yet prepared to do business, as it is known
in Europe /USA.

Launching a management contract (e.g. Yerevan), before ensuring that the legal
framework in the country is satisfactory, results in great difficulty by the PS in making the
necessary improvements.
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4.3 SESSION 3

4.3.1 Contractual Relations and Regulations: The Case of Antalya

(by Mr Jacques Letondot; Ondeo)

4.3.2 Experiences in Bucharest and Cesme

(by Mr Jean-Patrice Poirier; Vivendi Water)
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World Bank / OCDE
Roundtable

Private Sector Participation in
Urban Water Supply and Sanitation
In Europe and Central Asia

Paris April 2002

Contract was signed in 1996, between
ASAT (the Municipal Water
Authority) and ANTSU (the local

subsidiary formed by Ondeo Services).

Operations began in February 1997.

ANTALYA WATER &
WASTE WATER
CONTRACT

The Contract Organisation

Greater Antalya Municipality

ASAT

The municipal water utility

ALDAS

Contract management

| nvestment

GIBB-SUYAPI

Consulting Engineers

Y
ontrac

C tor




Who was meant to do what?

Investments definition,
realization & financing
Setting tariffs and regulations

Supervision of investments,
Monitoring of Operator

Operations and revenue
collection

Antsu’s Contract (Il)

Remuneration of the Operator is defined for
each of the ten years of the contract with:

— Fixed Fees per cubic meter of water invoiced
and paid for by the final customers for water
and for waste water (when WWTP comes on
line)

— Reviewed quarterly with an “IF” factor relating
to domestic inflation.

Antsu’s contract (1)

Operation and maintenance of existing and future
water facilities for a 10 year period

Production and distribution of potable water,
meter management, billing, collection and
customer management

Operation of the collection and treatment of
wastewater as from 1999 (expected completion)

Antsu’s Contract (ll)

In defining the fixed fee element Operator was
to take into account the positive impact of
extensive investments program and more
particularly:

- Reduced leakages from network replacement,

- Improved metering,

- Efficiencies from facilities revamping
and improved Regulation.




in Mio m3

Production Trend

Anticipated Production
—— Actual Production

In 2001
65.8% higher than expected

Length of Water Mains

in Kilometers

i 1% |

1996 1997

1998 1999 2000 2001

’l Expected O Actuals ‘

Why such a gap?

Increased production flows mainly from:

— Misdirected investment focused on extending

the network instead of improving network
efficiency

— Adverse regulation enforced by the Municipal
Government increasing illegal use

Non Revenue \Water

1995 1996 1997 1998 1999 2000 2001




R
A System efficiency off! easons

Changing priorities on investments:

Network Losses 530, Network lengthening rather than fixing
Delay in Waste Water treatment
implementation to refine process

1 o
ST s e Regulation Changes adverse to Operator

Unwillingness to discuss and negotiate with

Total Losses 70 % Operator to overcome difficulties

Private Wells | Result

(Estimated number within Antalya )

This situation beyond the Operator control

Licensed Estimated "Total resulted in:

(by survey)
1995 * 20 100 120 * A decrease in the system efficiency
1999%* 2,800 1,875 4,675

2001 3,300 2,200 5,500

* Uncontrollable increase in operating expenses

* Significant losses for the Operator
* Tender Documents

**DSI records




The Contract

Confusing organisational Set-up with roles
and responsibilities unclear

Rigid conditions which could not be
adapted to cater for changes in condition

Operator role confined to production and
collection without possibility to redirect
investments towards better efficiency

Project Implementation

Sector

Action

Delay

Network efficiency

Adoption of new meter specification
Installation of replacement meters

Installation of network meters and
pressure gauges

New service connection standards
Provision of Network Maps

Construction of pressure zones
Replacement of majority of network mains

2 years
> 3 years

>3 years

>3 years
> 3 years
> 3 years
>3 years

Production Works

Electrical and mechanical repair works
Installation of SCADA system
Operation of Duraliler 2

Operation of new Bogacay

Operation of TMS5

Operation of TM6

1.5 years
>3 years
1.5 years
>3 years
> 1.5 years
> 1.5 years

Regulations

Draft regulation improvements agreed
Joint illegal campaign

>3 years
> 3 years

World Bank / OCDE
Roundtable

Private Sector Participation in
Urban Water Supply and Sanitation
In Europe and Central Asia

Paris April 2002




OECD , World Bank

10-11 th April 2002

VIVENDI

water

Main European Municipal Contracts
for water & wastewater

Berlin

Bucharest, Ploiesti

Budapest, Szeged

Paris suburbs

Prague, North Bohemia, Pielsen,.....

Three Valleys - North West London
Poland

(AN AN N N N

Zaragoza

Vivendi Water main municipal activities in

VIVENDI

water

Some CE & NIS countries factors
concerning water market approach

Important water supply capacity
investments during communist period

Low and poor maintenance

Lack of ww investments projects (no
environmental care)

Low tarification (subsidised)
Low private sector involvment

Unstability or non visibility on tarifs issues




Clarifications meetings (1)

WB lending to Municipal Governments for W &
WW projects (loan signed in 1999)

Tender for selecting a Private Partner for
* Clarifications meetings: the Cesme case operation (without capex) on 10 years (Nov. 2000)

VW preferred bidder in June 2001 on the basis of

 Public Lending to the Private Sector:
actualized 10 years fee

— the Bucharest case . ) ) . .
. VW participated in 4 clarification meetings
— anovative scheme )

Pressure on operator’s fees which where reduced

» The regulator role: the case of Romania by 6,5 % on average

Transfert of an existing WB loan

Clarifications meetings (2) to Private Sector - Bucharest-
in 1997 the WB approved an investment

programme of § 50 m for Bucharest waterwoks
(RGAB)

- Sepmrie disorssons on emne s WB lended $ 25 m with a local financing of
WB/Municipalities and on the other side $25m (60% MOF, 30%MOB,10% RGAB)

VW/Municipalities in 2000 launch of an international tender for
Concession including the transfer of the WB loan

» Still no conclusion (due probably to negative cash
flows on firsts years on side of the Employer

* Conclusion: why not clarifications meetings

involving the three parties in 2001 signature of the subsidiary loan -transfer-

(MOF, Apa Nova-concessionnaire-, MOB)

in 2002 utilisation by Apa Nova of the remaining
share of the loan ($ 6 m)




Bucharest before PSP Bucharest after PSP

wB WB loan: $ 25 m wB WB loan: $ 20 m
: I
- financing
MOF $15m MOF
MOB l 10972001 $7,5m MOB | < Contract Performance Sceurity -
| \K‘

|
$25m . No direct guaranty to MOF,
Loan reimbursement RGAB D APA partial guaranty

(starting in 2002) / NOVA

EBRD Additional commercial loan

Advantages Encountered difficulties

* low cost loan benefiting to the end Difficult administrative process including two
consumer :20 years including 5 years grace levels of participants (I-MOF-WB;  2-MOF-
period, int rate: libor + 0,5% IE e Worel,

Requests of modifications on program and

schedule to WB through MOF not any more really

involved in the project

clear rule at the stage of the tender
procedure (all bidders with equal

information) Result: utilisation of only $ 20 m instead of

involvement of the PSP in the last potential $ 25 m)
utilisation period (selection of priority New loans to Apa Nova have to be approved by
equipments by Apa Nova) WB




Parallel Loan

Lessons from Bucharest
WB

Parallel Loan for a new project 7 \‘ W3 loan

» Target: low cost WB financing (interests and MOF

duration) plus Private Sector efficiency (decreased
operating costs) T

« Global approval of a Project Municipa
 Assets split into infrastructure assets (public) and lity ‘

operation assets (private o
P (p. . ) . : ILOan Utility Co | Rent | ppjygte
 End consumer (tarif) is benefiting of this structure réimbursement |  (gssets) DE— Oberator
* Global organisation at the stage of Tendering D /
commercial
Or direct}y{he/ IFCEBRD, |/om!
municipality Banks

Role of Regulator on the Concession Contract

- Regulation- Parties involved in BUCHAREST
Bucarest Contract [ G [ pr—
L. . . Tariff —|  Validate Approval

* Municipality (partie to the contrat) extraordinar
 Office of competition (governmental body) Lovel of Services Control
» Arbac : specific technical body appointed

according to the Concession Contract pow Projects -/ Ves Ves
» Expert Panel: 3 experts appointed according

to the Concession Contract Reporting Yes Yes
» Concessionnaire (partie to the Contract)




POSCH & PARTNERS THE WORLD BANK/ OECD
CONSULTING ENGINEERS PSP IN MUNICIPAL WATER SERVICES
INNSBRUCK, AUSTRIA IN THE ECA REGION

4.3.3 Discussion 3

1)

2)

3)

4)

5)

6)
7)

8)

An additional role of the IFl/donor could be to disseminate lessons learned from its
projects and their related problems;

A management contract should not be confined to a 2-year period. Usually management
contracts objectives cannot be implemented within such a short time frame. There are
many parameters which have to be met in order to succeed, particularly when there is a
degree of difficulty in the transfer of knowledge and expertise from existing operators to
the client.

IFl/donor can clarify functions, e.g. the case of Antalya, where there was a
misunderstanding between everyone on what role to play..

Non-capital cities (population <1 Mio.) should be considered more and the IFl/donor
allowed to lend more credence to the PSP in persuading the client that it is a good idea to
join together. But cities do not talk with a single voice and IFl/donors could do more to
achieve a common understanding.

Operators expect a more active role of IFl/donors when there is a situation under stress,
such as regular commercial banks would do. If, for example, communication between the
3 parties breaks down, the banker should not simply stand back but instead strive to
reactivate communication. To put money in and not follow it through the whole process is
untenable.

IFl/donor should play a neutral role and provide advice to clients, e.g. in having an
observer position on the management board;

To create transparency and clarity is an important issue in PSP;

Management contracts are subject to underbid, in contrast to concession contracts, and
this might be one reason why many operators do not enter such contracts. On the other
hand, management contracts are human resource demanding, which might also be a
problem.

For the new generation of contracts, operators will be asked to bid on the lowest price
with a minimum set of core competences, that should be provided.
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4.4 SESSION 4

4.4.1 Conditions of Success of a Long Term Contract in the ECA Region

(by Mr Pierre-Louis Petrique; Saur International)

4.4.2 ‘“Managing Client Expectations” Experience in Zagreb Waste Water Project and
General Experience in Poland

(by Mr Stephen Baseby; Thames Water)
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Conditions for the success of a
PPP in the ECA Region

Pierre-Louis Pétrigue
Managing Director (Development)

April 10 & 11, 2002

Gdansk , an example of an ECA
contract

# A 30 years lease contract
# Joint stock Company ( 49% City of
Gdansk , 51% SAUR International)

#Board of Directors , Supervisory Board ,
General Assembly

A good contract is a contract

which performs successfully

through crises

Some important issues

& A complexity of political landscape

% An initial lack of experience of the public
counterpart in private economy and
management

& A 50% decrease in water consumption

% In 92 , political and economical
uncertainties




Some crises that the Gdansk water
concession successfully passed
through

® Political (the opposition party coming into office
with a different approach of the contract)

# Economical and financial (a downward drift in
exchange rates and a high level of inflation)

# Technical and financial (a 18% revenue
decrease in 95 due to lower consumption)

Some of the principles that have
worked well (cont’d)

# Mixed economy company and supervisory
Board structure :

= Emergence of a competent counterpart
(lessening the impact of the political change)

= No need of a regulator
= Public sector competence has proved to be the best

protection against abusive political decisions
(Supervision board VS City Council)

= Despite a majority private partner shareholding,
nearly all Board decisions have been taken at
unanimity

Some of the principles that have
worked well

® A lease contract instead of concession or
privatization :

= decreases financial exposure and impact of
forex drift

= leaves more flexibility on heavy investment
policy during a crisis period (no contractual
obligations)

= Gives more time to both parties to solve

financial problems (in particular it has allowed the
financial equilibrium clause to work properly. Losses in
95 were recovered in 96/97)

Some of the principles that have
worked well (cont’d)

® Recognition of the necessity to have a fair
return on capital invested :
= Clarifies discussions on financial equilibrium
for the project

= allows the operator to improve levels of
service

= from which one derives a good image for the
water company, which is a key issue in the
event of crisis




Conclusion...

& 1n the ECA region PPPs often face
substantial crisis risk

& 1n such circumstances , the contract
viability is extremely sensitive to the
detailed nature of the relationship
between the partners

# The contractual definition of this
relationship is complex and can only be
defined from experience with time




Tames MANAGING CLIENT EXPECTATIONS Thames
= THE START POINT

@

WORLD BANK MEETING ON PP TRANSACTIONS IN THE ECA

April 10t and 11th 2002 % ECA WATER CLIENTS WILL GENERALLY BE
MUNICIPALITIES

« THEIR EXPERIENCE OFTEN RETAINS OLD EASTERN
BLOCK ASSUMPTIONS AND PREJUDICES

MANAGING CLIENT EXPECTATIONS

« LEGAL SYSTEMS ARE EVOLVING RAPIDLY AND MAY BE
UNTESTED

Steve Baseby “ WESTERN AND LOCAL ASSUMPTIONS OF COMMERCIAL
BEHAVIOUR MAY DIFFER
Treasurer GEMEA Region
Thames Water Aqua
F '% RW % 2
MUNICIPAL STRUCTURE ey ASSUMPTIONS AND PREJUDICES ey

% TARIFF CROSS SUBSIDISATION NORMAL

= Consumers subsidise industry, industry subsidises consumer;
< WATER AND WASTE WATER ARE OFTEN MUNICIPAL ACTIVITIES
= Non water subsidises water, water subsidises non water.
«<» MUNICIPALITIES ARE A REAL POLITICAL POWER BASE

% POLLUTION PASSES DOWNSTREAM
< CULT OF PERSONALITY PERSISTS — BUT MAY NOT SURVIVE

ELECTIONS % PRIVATE PARTICIPATION IS A MEANS OF GETTING

FUNDING AND TRANSFERRING VARIATION RISK, NOT OF

“ WATER SUPPLY AND PRICE ARE POLITICALLY SENSITIVE
TRANSFERRING DELIVERY RISK

% IN PROCESS OF CHANGING TO NON POLITICAL, USER PAYS,
SELF SUSTAINING SYSTEMS % EU ACCESSION STATE ISPA GRANTS CAN DRAW

ATTENTION AWAY FROM BROADER FUNDING AND RISK
MANAGEMENT ISSUES




ASSUMPTIONS ABOUT COMMERCIAL
RELATIONSHIPS

0,
o

WE'RE GOVERNMENT - TRUST US;
= OURNEW LAWS WILL WORK
= ARBITRATION: ONSHORE, PERHAPS BINDING

= WE ENFORCE YOU, NOT THE LAW ENFORCES US
% YOU'RE BUSINESS - WHY SHOULD WE TRUST YOU?
« EQUITY IS FREE MONEY!!
« PROBLEMS WILL BE “SORTED OUT” IF THEY ARISE

« DEBT AN OPERATOR ISSUE

Thames
Water

LI."

UNTRIED LEGAL SYSTEMS “Water

% LAW HAS SUBSTANTIALLY CHANGED IN RECENT YEARS
« LEGAL PROCESS AND ENFORCEMENT RELATIVELY UNTESTED.
« OUTSIDERS RELIANT ON LOCAL LEGAL OPINIONS

< LAW CHANGING AS BID PROCESS PROGRESSES, AND
REGARDED AS CHANGEABLE TO FIT PROCESS

% NEED TO ENSURE CLIENT AND FINANCIERS UNDERSTAND
THIS PERCEIVED WEAKNESS EARLY IN BID PROCESS

RWE

ir.e

MANAGING THE CLIENT
EXPECTATIONS

Thames
Water

l

RISK TRANSFER “Water

l

+ PRIVATE OPERATORS CAN ONLY TAKE THE RISKS THEY
CAN MANAGE:

= DESIGN RISK, COMPLETION RISK, AND OPERATIONAL
RISK

% CONSUMERS CAN TAKE THE RISK THEY CAN MANAGE:
= INFLATION RISK, VOLUME RISK?

s GOVERNMENT CAN MANAGE:

= CHANGE OF LAW, FOREX RISK




RISK TRANSFERS ISSUES

Thames
Water

FINANCING ISSUES -1 Tﬂi’&?

S o
% MUNICIPALITIES ARE NOT CENTRAL GOVERNMENT: % WHO DOES THE CLIENT DEAL WITH:
= HOW IS FOREX RISK ALLOCATED? = HE HAS A CONTRACT WITH AN OPERATOR
= WHO CHANGES THE LAW? = BUT
= WHAT IS HISTORICAL ALLOCATION? + FINANCIERS WANT DIRECT CONTRACTS
< MACRO POLICIES ARE CHANGING: * INTERNATIONAL PROJECT FINANCE HAS
STANDARDISED TERMS
= EU ACCESSION POLICIES SHIFT ENVIRONMENTAL LAW
* NEGOTIATION PROCESS WILL BE DRAWN TOWARDS
= ECONOMIC STRUCTURE UNDERGOING MEETING FINANCIERS REQUIREMENTS
“WESTERNISATION”
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FINANCING ISSUES - 2 Mhter STRUCTURAL ISSUES -1 Thater
S o
% LONG TERM SECURED DEBT: % VARIATIONS:
= BOT'S AND MANY CONCESSIONS HAVE THE = CHANGES WILL OCCUR:
CHARACTERISTICS OF LONG TERM DEBT
» CHANGES IN LAW — ENVIRONMENTAL, HEALTH AND
= MONEY IN, TARIFF IN, MONEY OUT SAFETY
= FINANCIERS NEED: + CHANGES IN DEMOGRAPHICS — POPULATIONS GROW
AND SHIFT, VOLUMES ARE NOT STATIC
+ SECURITY OVER ASSETS AND OVER TARIFF FLOW
AND VALUE » CHANGES IN PRACTICE - INDIVIDUAL CONSUMPTION
INCREASES, INDUSTRIAL ACTIVITY WAXES AND
+ CAN THE FOREIGNER BE CERTAIN HE CAN ENFORCE WANES
THIS?
w2 " ™ 12




STRUCTURAL ISSUES - 2 T;?,gr;-eas LEGAL ISSUES Thames

Water

% LEGAL SYSTEMS CAN BE RELATIVELY NEW FOR BOT'S AND
NCESSIONS:
% MANAGING THE EXPECTATION OF CHANGE: CONCESSIONS
= THIS GIVES A HIGH COST OF LEGAL DUE DILIGENCE WITH A
RESIDUAL UNCERTAINTY WHICH WILL AGGRAVATE
NEGOTIATIONS

= CLIENT AND OPERATOR MUST UNDERSTAND SCOPE OF
CHANGE WHICH THE OPERATOR CAN MANAGE

* FINANCIERS WILL HAVE THEIR OPINION OF WHAT SHOULD « LONGER TIME SCALE THAN FOR WESTERN EUROPE

BE MANAGED
= DUAL LANGUAGE DOCUMENTS OFTEN REQUIRED
* VARIATION USUALLY MEANS INCREASED COST —
CONTRACT MUST BE CLEAR HOW THIS IS PAID = LOANS OFTEN UNDER A FOREIGN LAW
" CANNOT ASSUME TARIFES CAN ALWAYS RISE —WHAT < CLIENT MUST SEE THE RISK TRANSFER AND DELIVERY
HAPPENS AT THE LIMITS? BENEFITS OF ACCEPTING THE COST, TIME, AND NUISANCE
| 13 | 14
i GENERAL ECA EXPERIENCE i
— —
% TENDENCY TO REVERT TO PRE 1990 LOGIC:
- EQUITY IS A FORM OF GRANT OR A BUY IN PREMIUM — NOT
ALWAYS REGARDED AS REPAYABLE CAPITAL?
= FOR ACCESSION STATES, GRANTS (ISPA) PREFERRED TO DEBT
SU MMARY OF ECA ISSUES AND OFTEN EXPECTED ALTHOUGH DESIGNED AS MARGINAL

RELIEF
= OPTIMISTIC/DOGMATIC FORECASTS
= “HEADLINE” PROJECTS WANTED
= FOREIGN PRIVATE INVOLVEMENT UNWANTED

= PRIVATE SECTOR EXPECTED TO PAY TO GET DEALS DESPITE
AFFORDABILITY PROBLEMS

= EXIT ROUTES CAN BE INEQUITABLE




MANAGING CLIENT EXPECTATIONS

« BE CLEAR AS TO OPERATOR REQUIREMENT:

Thames
Water
o
=

= COMMERCIAL RETURN ON CAPITAL AND OPERATIONAL RESOURCES

= WE ARE NOT THE BANK
= WE REQUIRE
+ RECOMPENSE ON TERMINATION
+ ENFORCEABLE MANAGEMENT POWERS
» EQUITABLE ARBITRATION
+ CERTAINTY OF INCOME
++ BE CLEAR ABOUT TERMS OF PROJECT FINANCE:
= BANKS HAVE THEIR OWN RULES

= EACH PROJECT MUST COMPETE FOR THEIR MONEY

L)

RWE

MANAGING CLIENT EXPECTATIONS TWter

% BE CLEAR ABOUT THE REASONS FOR PPP

= RISK TRANSFER FOR DELIVERY AND OPERATION TO
THOSE WITH APPROPRIATE EXPERIENCE

= CREATES LEGAL STRUCTURES WHICH ATTRACT LONG
TERM DEBT

RWE
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4.4.3 Discussion 4

1)

2)

The initial system in the water sector in Europe (France, UK) was based on long term,
low profit, limited uncertainties. However, in the ECA-Region, as well as other regions,
the system is different, with long term, low profitability and high uncertainties. To solve
this, one could perhaps increase incentives by decreasing uncertainties, possibly through
a cost plus fee system. However, in general, the cost plus fee system is not easily
applied. In Kazakhstan, for example, real costs are unknown as, for example, mobile
communication is not so much a cost, but a new technology.

If the cost-plus-fee system is kept, one has to decide how to apply the system - on the
costs, bearing in mind that it is not an incentive to decrease the cost. Or should it be
applied to the capital engaged, which may be an incentive to do more, perhaps
excessive, investment. Poland is a good example of this type of cost-plus-fee system.

France is working on a “white book” on sound practices in what could be a PSP-contract.
Such a checklist could bring some institutional reform and, one can say, if a situation
complies with this book, one could bring in more financing. The World Bank has prepared
a similar toolkit on water and sanitation.

4.4.4 Wrap Up of the First Conference Day

(by Mr Jamal Saghir; The World Bank)
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Main Observations

First Day Wrap-up

Main Lessons Learnt

* Get a shared long term vision, and early
agreements on the PSP next steps

» PSP operations and deals are not a substitute for
sector reforms ( tariff, etc) which are a must

* Define role of all parties in clear manner

* Urgent need to create a comprehensive and
effective system for regulatory support at the
national level

» But deal with Contract regulations/National
regulation

» Have clear objectives and adapt design
» Realistic assessment of risk sharing and
allocations

+ Competition in the market and for the market

Main Lessons Learnt

Think the incentives for the operator, for the
politicians and the consumers

Provide a fair balance between local governments
and operators

Greater recognition of the political and social
dimension of water in the PSP: Financial and
economic transaction versus Social
transaction.To ensure sustainability

Quantify fiscal effect of PSP to get support from
National governments

Lack of communication on PSP is an issue that is
not being tacked properly by operators, owners,
donors etc

Managing expectations: expected improvement
be well defined

Be patient and not promise the “moon”

Main lessons learned

* Financial structure of deals
— Combine cheap public finance with PS operational
efficiency where cap markets are inefficient
* Conflict resolution, arbitration and ownership

— Tension between local ownership and interference into
crisis by donor/IFI

— [IFIs to play catalytic role step in early on when problems occur.

— IFI/donor to require observer position on the board?

— Use mixed economy companies to create ownership
and a local advocate for PSP

— Increasing complexity when extension to multi-
municipality deals is sought
» Experience is only starting to accumulate. There is
a need for more dialogue like this to learn
collectively




Main lessons learned

* Managing expectations
* Local partners have to understand that PS needs to
make a profit, also competing with alternative uses
of capital

* Local partners need to realise that quickly changing
laws create an obstacle in attracting long term debt

vVVvyv *
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Special Issues related to Management Contract:
Too Short
How long: 2 or 4/5 years? 2 years in general may be too short

Don’t give means to change things; provide operator with a say on
investment?

Simple design; it is a management contract, not a concession
No real performance incentives

First step only in PSP long term commitment. How to build long term
commitment.

How to let “culture” of private sector unfiltered in the public utility
Reform of legal and regulatory framework is needed even in this initial
form of PSP to ensure sustainability

Specify core competencies in relation to the fee in the bidding
requirements
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