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Table 1. Acronyms
|

BOO Build Own Operte Introduction
BOOT Build Own Operate Trandfer ) . . ,
BOT Build Operate Trandfer Kenya's Nationa Water Policy targets 100% access to clean water for the country’s
DBFO Design Build Finance Operate population by the year 2010. Current access levels are estimated at 65% making the
GOK Government of Kenya : : s E
=T it St Mobils achievement of this development god asignificant chalenge for the government.

Telecommunications System
PP Independent Power Producer In recent years, the sector has been subject to alarge number of technical studies,
KenGen éoer"{ggyw"‘“y Generating improvement plans, and re-organisations, but there has been little actual investment,
Kshs Kenya shilling inevitably leading to crumbling infrastructure and deterioration of services. Recent
NWCPC | Nationa Water Conservation surveys estimate that US$ 1.4 billion would be needed for immediiate rehabilitation
PP %Ep:;\ﬁmm and for medium term expansion of piped WSS sysiemszin Kenya. Thisisamost
PR Public Relions 40% of Kenya's annual expenditure budget of K Shs 314 hillion (approx US$ 4
PSP Private sector participation billion) for 2002. Whilst improved water supply and sanitation services are
TKL Telkom Kenya Limited L . L . . .
USS Urited States of America judtifiably high priorities for government, public sector financid resources are clearly

Dollas inadequate to meet this requirement, even with donor support, meaning that looking

for private sector investment is the only long term solution.

Worldwide, the private sector is playing
anincreasingly important rolein WSS
operations, including financing.
Investment flows (see chart) to
infrastructure projects with private sector
participation grew strongly between 1990
and 2001 reaching a pesk of US$128
billionin1997. The WSS sector attracted
about US$ 40 hillion of this private
investment and US$ 23.4 billion flowed
into Sub Seharan Africa. Itisclear

Total Private Sector funds flow to infratructure sector [1990-2001]
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thereforet hat the WSS sectors and Sub
Seharan Africa have not been the
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 prioritiesfor these investment flows.
Source: PPI Project Database Nevertheless where there hasbeen PSPin

the sector it hasyielded benefitsin terms
of improved management and service ddivery aswell asrelieving some of the burden
on the public purse.

State of the Water and Sanitation Sector in Kenya

According to the World Bank Survey*, there are approximately 742,000 water
connections in about 680 piped systemsin Kenya. In addition there are over 350

! Review of the WSS sector in Kenya, 2001, The World Bank
2 Economic Survey 2002
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community run water schemesin the country. But agood percentage of the connections
are inactive due to poor maintenance. Overdl the average access to safe water is about
65%. Thisis30%in rural aress and dedlining™.

About 2 million peoplein urban areas are connected to 35 sewerage systems (about
145,000 connections), with the remainder of the population relying mostly on pit latrines
and septic tanks (in urban areas). About 11 million people have no accessto decent*
sanitation services.

Kenya's access toclean water and to improved sanitation servicesis|ow compared to
smilar countriesin Africaand other developing countries. At the heart of the problem is
apopulation that has grown far beyond the capacity of an infrastructure that has
deteriorated through lack of investment. Kenya' s population hasincreased from 6
million at independence to about 30 million in 2002. Further, the migration trends have
led to asignificant concentration of this population in urban centres, many in unplanned
informa settlements. The patterns of land use have aso changed dragticaly from
pastoral to arable farming, leading to destruction of important water catchment areas.

Financial Situation of Piped WSS Operations On'top of this, astudy
Other WSS Cos__ MENR system conducted by the ]
KShsm World Bank in 2001
Total Billings** 1,200 1,980 255 150 cond u.c.j?/?/ 21: the _
Totd expenses 1250 1,500 N/a 600 piped . S?Ctor n
- Kenyais essentialy
Source: Kenya review of WSS sector, 2001 World Bank bank | d
N/a- not available rupt, largely due

toinefficienciesin

** Collections are estimated as low as 50-60% of the billings distribution, billing
istribution, billing,

and revenue
collection (seetable opposite). Thetarniffs, at an average of KShs30/m3, plusa
sanitation surcharge of 75% are adequiate for operating cost recovery. However total
billings for piped systems for the year 2000 were estimated at K Shs 3.6 billion, whilst
actua collections were only 50-60%, leading to uncollected hillingsin excess of 360
days. A further critica concern in the WSS sector isthat even when cashis collected
from customers, al too frequently it is used to finance activities not related to WSS —
thisis particularly truein council run set ups. All of thishasled to acash and funding
crigsin the sector leading the government to suspend the servicing of WSS devel opment

s in this context, access to improved water sources refers to the percentage of the population with ressonable
access to an adequateamount of water from an improved source, such as household connection, public stand
pipe, bore hole, protected well or oring, and rainwater collection. Reasonable accessis defined as the
avallability of at leest 20 litres per person a day from a source within one kilometre of dwelling.

4 considered to be adequate excreta digposd fadilities, private or shared that can effectively prevent human,
animd and insect contact with excreta

5 Kenya, Review of the WSS sector, 2001, the World Bank
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loans. A casein pointis NWCPC, which has been unable to serviceitsloan, whichis
now in excess of KShs 1 hillion, indluding accumulated interest.

Low productivity,
E ST I R T finencial mismenegement
TS I I N N endifack of investment has
360 10 510

1999 GNP per Cepita 360 7 390 320 resulted in adeterioration
Un aocounted for Water 40% 5% 18% 25% 55% 47% of the distribution system -
/1000 comnedtions 6.2 16.2 33 5 17.7 30 some networks are more
Tariff level (USHM3) 040 040 050 056 027 073 than 70yearsold. Asa
% age contribution to Capex N/A N/A N/A 44 3% 16 result distribution and

transmission losses run at
levelsof upto 50%. The
table opposite shows how
poorly Kenya compares, particularly against countries that have embraced PSP in the

sector, for example Cote d' Ivoire and Senegdl.

Source: World Bank Kenya Review of WSS Sector 2001

Unfortunatdly, it is the poor who bear the brunt of thisinefficiency, and under-
investment and also inappropriate tariff policies which tend to subsidise more the better
off. According to the World Bank Survey, households with private connections spend
about KShs 240/m®, when taki ng into account not only piped water but also
complements from kiosks or tankersto cover the intermittent supplies. The poor, who
haveto rely on kiosk vendors for treated water, pay an average of KShs 845/m®
compared to the official water tariffs of KShs 20t0 100/m?3. These statistics
demondrate a number of ironiesin water pricing in developing countries, and Kenyais
no exception:

Household piped water supplies are invariably subsidised, meaning that
government is often subsidising consumers who could afford an economic
tariff, and the more these consumers consume, the more government subsidises
them, meaning that government has less resources available to subsidise those

who need it
Itis the poor who bear At the same time, poorer communities are not supplied a al by publicly run
T I systems meaning that no or little subsidy reaches them, instead they are l€ft to
e i hose margin negates or reduces any subsidy which may
e s e pay private operators wi g
iman;tcym bein the bulk price the operator has paid
inappropriate tariff A common obstacle to PSP in the sector isthe notion that tariffs would become

policies. unaffordable for the poor, yet they are often paying above their means under
current arrangements, and a restructuring of tariffswould enable atransfer of

subsidy away from those who do not need it, towards those who do.

Deterioration in water and sanitary conditions has seen a marked resurgence of water
borne diseases and a deterioration in the environment. A casein point isthe Nairobi
River, which is said to be so polluted that it is worsethan a sewer. Defecation and
indiscriminate disposd of faecal waste in open spaces and riversislikely to harm marine
life and cause groundwater contamination (by direct percolation to bore holes and wells),
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There have been recent
positive developmentsin
reforming the
inditutional and
regulaory set up of WSS
sector in the country,
including enactment of
Water Act 2002
proposing the creation of
Nationd Weter Services
Board and Regulatory
Board
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especialy in densely populated aress - where space for pit latrinesis no longer available.
Malaria, typhoid, diarrhoes, and other water borne diseases frequently strike the poor
living next to such environmental hazards. Water related diseases were estimated to be
responsible for up to 27% of tota morbidity in Kenya between 1994-1996.

Asidefrom loss of life, thereis adso ahigh economic cost of poor sanitation. The
incressed cogts to government of hedlthcare leads to higher taxes. And the cost of
medicinesto individuals and sick off days reduces the popul ation's spending power and
impacts productivity. Further, lack of water for industries has frequently caused
manufacturing plants to shut down or toration production.

But there have been some recent positive developmentsin reforming the indtitutional
and regulatory set up of WSS sector in the country, including enactment of Water Act
2002 and cregtion of National Water Services Board and Reguletory Board. Thisis
discussed in more detail below.

Current institutional, policy and regulatory arrangements

The Ministry of Water Resources Management and Devel opment, the National Water
Conservation and Pipeline Company (NWCPC), and the local authorities arethemain
playersin the WSS sector. The ministry runs gpproximately 630 piped systems (280,000
connections), while the NWCPC runs 40 piped systems (approximately 230,000
connections). Ten® municipalities are responsible for afurther 230,000 connections,

over 160,000 of thesein Nairobi. The ministry is responsible for overall policy
formulation and currently has the main regulaory roles.

The NWCPC was created in 1988 to take over from the ministry responsibility for water
supply, those water systemsthat could be run on acommerciad basis. It currently
manages 40 piped systems as specified by the Minister with its largest operation being in
Mombasa and Coastdl Region. It isresponsible for operation and maintenance of these
systems as well asinvestment for rehabilitation and expansion. The responsibility for
investment, collection, and disposal of wastewater in the urban centres where NWCPC
operates water supply remains with the respective local councils.

Theten Municipal Councils operate their own WSS services, ether provided by
departments within the councils, or through autonomous companies thet effectively fall
under the Ministry of Locd Government. The townsthat have dready established
companiesto operate and maintain WSSin their aress of jurisdiction include Nyeri,
Eldoret and Kericho. These have shown a noticegble improvement in service delivery.

The definitive policy for the sector is contained in the National Policy on Water
Resources, Management, and Development as set out in Sessiond Paper no 1 of 1999
and the Country Strategy Paper for Water Sector. These cdl for decentralisation of
operationa activities, private sector participation and increased community involvement.

®Nai robi, Nakuru, Kisumu, Eldoret, Kericho, Nanyuki, Nyeri, Kitale, Thika and Nyahururu
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The documents also recommend reformsin the ingtitutiona and regulatory framework,
pricing, financing of the sector and capacity building.

The policies have been reinforced by the enactment of the 2002 Water Act, which isjust
now being "operationdised”. Operationdisation requiresfirgt of dl the sgning of the
gazette notice by the Honourable Minister. But beyond that, the Act providesfor a
Water Services Regulatory Board to be established asthe national regulator, Water
Services Boards (WSB) to be set up with responsbility for the provison of WSSin
defined areas, Water Service Providersto act on adeegated agency badis for the WSBs
and aWater Appedls Board to provide dispute resolution between various parties. These
bodies are yet to beformed.

PSP models, successes and failures

The Second World Water Forum held & The Hague in March 2000 cdled for greater
involvement of the private sector in financing and management of the WSS sector. A
number of PSP dternatives have been gpplied in the sector with varying degrees of
success. Theseincude service and management contracts, leese —operate arrangements,
Build Own Operate contracts, and variants (BOOs, BOOTs, BOTSs), concessions and
divestiture (full or partid privatisations). To optimise the public-private relationship and
to takefull advantage of the delegated management of public services, Kenyaneedsto
draw upon the valuable lessons from the successes and failures of these past
partnerships. The paragraphs bellow illustraete where the various modedls have been
employed, and the lessonsthat can be learned.

Service contracts involve the subcontracting of core or non-core servicesto the private
sector. They are widely used in India, for example the Madras Metro Water has
contracted services ranging from the provision of saff cars to the operation and
maintenance of sewage pumping stations. The water utility in Santiago de Chile has
contracted out services accounting for about hdf its operating budget, including
computer services, engineering consulting services, and repair, maintenance, and
rehabilitation of the network. To enhance competition, the Santiago utility has at least
two sarvice contracts for each kind of task. But service contracts are at best a cost-
effective way to meet special technica needsfor autility that isaready well managed
and commercialy viable. They cannot substitute for reform in a utility plagued by
inefficient management and poor cost recovery.

Management contracts involve contracting out full management respongbility for the
entire utility, not just specific functions. They can lead to operational performance
improvement and can provide avauablefirst step towardsfuller privatisation/ private
sector participation. This can be particularly useful in circumstances wherethereisa
lack of information on existing assats, indtitutiona or regulatory uncertainty,
unacceptable levels of market risk or affordability issues which would make more
significant forms of PSP difficult to implement. Such a phased gpproach to PSP has
been used in Trinidad & Tobago, Puerto Rico and Mexico City, and could well provide
lessons for Kenya

EPPIAF
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InTrinidad & Tobago, the government |et athreeyear management contract for the provision of water and sewerage
services linked to a US$80m |oan from the World Bank. The government’ sintention wasto convert theinitia
management contract into aful concession after 3-5 years of operation. This approach was selected because of the poor
information on existing assets and systems, and uncertain regulatory and ingtitutional arrangements. A management
contract offered aflexible means of bringing in private sector expertise while alowing the government further timeto
consider longer term options and put in place regulatory and ingtitutiona reforms. The private operator was subject to
performance improvement obligations, with over 60% of the management fee and the right to negotiate the proposed
longer term contract contingent upon its achievement of agreed performance improvements. Whilst the private operator
achieved significant operationa improvements, it is understood that its ability to meet its performance targets was
inhibited by delaysin the public sector capital investment programme required to upgrade and expand the system. The
management contract expired in April 2000 and the government has currently put on hold its plans for alonger term PSP
arrangement. The decision of the government not to continue with conversion to aconcession is understood to be linked
to palitica factors, including the election of anew government lesswell disposed towards privatisation and PSP.

In Puerto Rico where the government engaged a private operator to manage and operate the water supply system to
service 3.5 million customers for afour-year period from 1995-99. Despite reports by the regulator indicating that
performance targets had not been met, the contract was extended and expanded in early 1999 suggesting that performance
improvements had been significant.

In Mexico City, acomplex three-phase PSP gpproach has been implemented. The model commenced with atwo-phase
performance based managementcontract arrangement under which four ten-year contracts were awarded, with the
successful bidders having preferentia rights of negotiation for each of the two remaining phases. During thefirst phase,
the private operators were required, among other things, to establish detailed information on existing systems and
customer demand. In the third phase, the contracts will be extended to full concession style arrangements, with capital

expansion and operationa performance targets being st on the basis of the improved system information.

L easeloper ate contr acts have some similarities with management contractsin thet the
operator takes on respongibility for operationd management. However the key
differences are that in alease the operator pays the asset owner for the right to use the
asts, and is rewarded from the revenues the assets generate. The operator isaso
responsible for the condition, and hence maintenance of the assets. Lease/ operate
contrags are awell-tested method of introducing PSP having been used in France for
many decades. More recently, leases have been used in developing countries
particularly in Africa. Successesto date include the nationd water supply in Senegd
andthe Niger.

In Senegal alease contract has been implemented and there have been significant
network efficiency gains over the six years of operation. Theseincludeareductionin
unaccounted for water (over 11 million m3 per annum), free socid connections
represanting more than 85% of new connections, water leakages repaired within 12
hours and improved management transparency.
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Another example of alease/operate contract isthe 10-year renewable contract recently
awarded in Niger. Under the lease arrangement the PSP operator will be required to
undertake a US$5m programme of work to install new connections. The contract has

strong support from the internationa agencies, principaly the World Bank, who will
Lease/ operate contracts finance an associated rehabilitation and extension programme worth over US$35m. The
have emerged arsthe operator will be required to improve technica and operationd efficiency and to rapidly
era‘_erred PSP option for expand the existing customer base over the next 5 years.
rica

The Guinean National Water Company let aten-year |ease/operate contract, covering the
production and distribution of water, to an internationaly backed private sector
consortium in 1988. The government isresponsible for regulatory oversight of both the
National Water Company and the private contractor, including generd policy and
planning, tariff approval and dispute resolution. A World Bank funded tariff subsidy,
conditiona upon initid and ongoing tariff reform, was granted for atenyear period to
cushion teriff increases. The project has been largdly successful, with theintroduction of
tariffs for water usage, reduction inillegal connections and implementation of water
conservation education.

But the Maputo lease contract, where Saur was avarded a 15-year |ease, hasfaced
problems after the main operator pulled out. Views on the reasons for the failure vary,
but concerns have been expressed that the PSP process was perceived to be donor
driven, doubts have been raised on how the contract was awarded, and stakeholders,
whose expectations were poorly managed, have complained of being left out of the
process.

In Caracas, Venezudla (1992), five internationa consortia pre-qudified, but no bids were received. Bid failure was
attributedto
- poor qudity of information about the existing asset base and operationa characteristics which made it impossible for
firmsto formulate credible bid proposals.
uncertain regulatory framework and absence of unified political support for the proposed framework did not give
sufficient confidence to bidders.
Low tariffsinsufficient to meet investment targets.
Country and exchange rate risks unacceptable to potentid bidders.
Lack of clarity of contract terms

The Indah Water Konsortium sewerage concession, Malaysia failed because of inadeguate information leading to asevere
underestimation of capita expenditure requirements with the result that the performance targets set in the contract were
unachievable, and an unaffordable tariff level was required tomeet full cost of operating and capital investment.

TheManila water and wastewater concessionswas generaly successful but concessionaires faced difficultiesand delaysin
obtaining long term private sector financing despite the large scae of the project, high demand growth potentid, thorough
preparation and strong political backing whilein Karachi, the bidders were unwilling to commit to a concession proposa
because of high palitica, commercid and financid risks.
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Concessions potentially offer the greatest benefits from PSP since the private sector
takes on full responsibility for operations and capita investment planning,
implementation and financing, and production and distribution activities—in summary
al the mgjor activities of a WSS operator. However, as aresult, this goproach dso
passes the greatest degree of risk to the private sector, which in circumstances where
tariffs are low, infrastructure is heavily degraded, and the legd and regulatory

framework is flawed can mean that thisform of PSPisnot viable. The following
examplesillugrate the difficulties that concession type PSP contracts can run into where
investors perceive too much risk in the transaction.

BOT arrangements are essentially concession contracts used for the construction,
financing and operation of new, as opposed to existing, assets. Such structures have
been successfully employed in the industrid and emerging markets of Latin America
andEast Asa The approach has been used internationaly to ddliver substantial
volumes of new investment in the WSS sector in water trestment in such countries as
Augraiaand Mdaysiaand for sewage treatment in Chile, New Zedland and Turkey.
Other examplesinclude the Defland Wastewater Treatment Plant currently under bidin
the Netherlands, and the Scottish Wastewater treatment programme in the UK.

Divedtiture involvesthe sale of assetsto the private sector ether through adirect sdeto
onestrategic investor or through astock market. It isaform of privatisation widely used
in other infrastructure sectors, but has been limited to England and Walesin the Weter
Supply and Sanitation sector, athough private water companies have aso long operated
in the United States. Given the national economic importance of infrastructure services,
governments are often unwilling to divest water supply and sanitation assets without
introducing safeguards. The U.K. government retains “ safety net” powers to appant
another operator in case awater company fails. It dso limitsthe length of the licences
under which water companies operate.

Key lessons from the experience with PSP to dateinclude:

- PSP, egpecially concessions, requiring substantial financing reguirements are best
suited to large urban centres. To date, concession contracts have been implemented
successfully in anumber of large citiesin the developing world, such as Buenos
Aires, Santiago, Sofia, Limaand Manila, which are characterised by large and
concentrated populations, significant non-domestic customer base and typicaly
higher average income levels than secondary citiesand towns. Even with these
favourable attributes, the experience in Asia has been that long term private finance
necessary to support aconcession is difficult to obtain, as demonstrated in the case
of Manila. Obtaining the confidence of bidders and private financiersislikely to be
considerably more difficult in secondary cities and towns.

A lack of information on existing systems can undermine the PSP’ s success. The
experiencesin Caracas and Mdaysia highlight the importance of adequate
information regarding the existing asset base and operations for attracting bidders
and ensuring the sugtainability of the contract. Thisissue, in particular, islikely to
be afactor in Kenya
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implementation include
early involvement of the
privete sector in
designing structures
which s, political
commitment and
consensusbuilding
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stakeholders.

Kenya WSS sector lacks
accurate operating data,
akey prerequisite for
successful engagement
of private operator.
Recent studies have
shown the sector is

poorly managed and that
itisoften difficult to

accurately assessthe
condition of the
infrastructure network,
extent of water losses,
operating costs, billing
and recovery of revenue
and debt.
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Ideally tariff levels should be sufficient to cover both operating and capital costs
whilst remaining affordable. If a concession type PSP contract is the target, theam
isto pass responsibi lity for both operating and capital expenditure to the private
sector. Therefore the underlying project economics should be such that tariff
revenues are sufficient to meet the full costs (operating and capitd) of providing the
services. Someleve of government subsidy may be appropriate in the short term,
to bridge any transitiona gap between the potentia revenue base and the full costs
of the project, and to soften the blow for consumers whilst they wait for improved
sarvice ddivery. However, whil e ongoing government subsidy can in theory be
provided through “shadow teriffs’ or similar mechanisms, such longterm support
may lead to alack of transparency and reduce the concessionaire sincentivesto
improve performance— a consumer paying afull taiff isthe best regulator of an
operator’s performance. Recent experience in Caracas and Mdaysia highlights this
problem. Extended reliance on public sector support may aso represent an
unacceptable risk to the private operator.
The need for an established and eguitable regulatory framework. The very nature
of water supply meansthat it isimpractical to introduce competition into significant
parts of the service, in particular distribution. Transferring responsibility for these
sarvices to the privat e sector therefore requires the establishment of arobust
regulatory framework to monitor and regulate the operator’ s performance and to
protect the interests of consumers. The regulatory framework plays a centra rolein
terms of the operator’ s revenues (through tariff adjustment procedures) and costs
(through performance obligations). The PSP operator’ swillingnessto perform, and
in particular to finance, his obligations over the longterm, will therefore be
subgtantially dependent on the existence of an established and stable regulatory
regime, which enables the operator to assess with confidence how the regulator will
cary out hisfunctions.
Open and transparent bidding: There are reaively few water companies interested
in PSP opportunities globally, so introducing competition into the bidding process
can at times be difficult. Nevertheless an open and transparent bidding process
remains the best way of securing best value for money for government from the
transaction.
The need for realidtic riskallocation. Too many transactionsfail to get off the
ground, or gl in the process, or fail to complete because of unredistic expectations
asthe amount of risk that private operators will take on compared to the potential
rewardsavailable. Involvement and commitment by multilateral institutions can
play akey rolein mitigating financid risks, but their involvement is only of benefit
when the underlying viability of the project is secure.
The benefits of keeping water supply and sewerage under one utility. Ascanbe
seen from Annex 1 the mgority of the PSP operationsin WSSto date have
combined both water supply and sewerage or concerned water supply only. There
are fewer examples of stand-aone sanitation companies. Providing water and
sanitaion servicesunder one utility offers potential advantagesin terms of
operationd efficiencies - epecidly billing and revenue collection.

A sdection of PSP experience in WSSworldwide is presented in Annex 1.

EPPIAF
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But arethere PSP opportunitiesin Kenya W SS?

In answering this question one needs to consider separately urban and peri -urbary/ rurd
communities, since different solutions may be appropriate for different types of supply
and different customer bases. This paper has focused primarily on the urban and
neighbouring aress but options for PSP aso exist outside these arees.

In urban areas, as we have seen, the overwhelming need isfor investment capitd. Prima
faciethis cdls for a PSP gpproach involving private capitd i.e. asde or aconcesson.
However, these options raise some issues:
- wewould imagine that the government would be reluctant to sall water assets
given their nationa importance, so that leaves concessioning
however, aconcessonisonly likely to be viablein townswith large
populations, Nairobi and possibly Mombasa
and the sector in Kenya, like mogt developing countries, lacks accurate
operating revenue, cost and asset data, akey prerequisite for a successful
concess on contract.

Thislast point is particularly important. Recent studies have shown how difficult it isto
assess accurately the condition of the infrastructure network, extent of weter losses,
operating codts, hilling and recovery of revenue and debt. These problems arguefor a
"gep-wise" approach to the introduction of PSP. For example, thefirst step could
involve the private sector operating existing infrastructure under a management contract
or alease with akey performance target to improve data quality. Later steps could
involve the contracts being converted to full concessions. This phased approach does,
however, haveits critics since private operators can tend to entrench and position
themsalves againgt future competition. Johannesburg is a good example where the initia
PSP contract only concerns technica assistance for improvement in the network
efficiency and it is feared that the operator is gaining an unfair advantage for future bids.
That said, the gpproach can aso be used to help extract improved performance from the
contractor if they know that the carrot of an extended contract exists.

The government, with the support of the Public-Private Infrastructure Advisory Fecility
(PPIAF), has recently commissioned studies for review of PSP optionsin WSSin
Nairobi and Mombasaand Coasta Region. A similar study for Kisumu and the Lake
region commenced in February 2003. The Nairobi and Mombasa studies study are

PSP studies for Nairobi complete and both recommended alease operate contract. Thereisaready PSPinthe
and Mombasahave WSS sector in Malindi, where HP Gauff operates the town's water supply under a
recommended lease management contract, with support from KfW. The performance is seemingly well
operate arrangements regarded locally.

Ininformal settlementsin the urban or peri-urban areasandinrural areas more
innovative PSP techniques are required. Toillustrate:
private water vendors (kiosks) aready operatein areaswith no direct grid
connection but they need to be well regulated in terms of price and quality
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community based schemes can be successful in rurd aress, dthough they
typically need support in terms of asset (e.g. pump, borehole) maintenance. A
licensed operator in adjacent urban areas could provide this under contract, and
indeed providing such service could be made an obligation of their licence.

Required conditionsfor successful PSP in WSS sector
For successful PSP in Kenya s WSS sector there are anumber of conditions precedent
that must bein place:
- Viability of theinfrastructure
Politica will
Legd, indtitutional and regulatory framework conducive to PSP
Implementation capacity within government
Revamping of Kenya simage.

Viability:

Whilst PSP structures can accommodate subsidy mechanisms to support viahility, stand-
aone commercia viahility is generaly at the heart of asuccessful PSP transaction. As
highlighted earlier there are anumber of factorsimpairing theviability of Kenya sWSS
systems, in summary:
- Systems need rehabilitation estimated to cost US$ 1.4 billion
Volumesarelow sincethere are rdaively few connected customers evenin the
major cities
Teariffs are uneconamic and it will take time for them to be raised to economic levels
Thereisalack of rdiable data meaning that it isimpossible for prospective
operators to assess accurately the viability of the operations.

These are very fundamental problems. They do not mean, however, that PSPis
impossible, only that it will take time to achieve the degree of PSP necessary to address
the investment congtraints. In order to address these issues government should:
- congder adopting a'step-wise' gpproach to the introduction of PSP as described
above
seek cooperating support for rehabilitation financing alongside the introduction of
PSP into management
revise tariff levels and structures so that moves are made towards full cost recovery
and government subsidies are not wasted on those who do not need them
congder custering potentia utility areas together to achieve higher volumesand a
more viable utility. Thisiscurrently being considered for Kisumu and the greeter
lake region, aswell as Mombasa and the Coastdl Region.

Political will:

Political will isvita to overcome the resistance that typically comes from many quarters
when privatisng WSS assats. The biggest concern tends to revolve around tariff levels
and the notion of private operators making a profit from what is till considered by many
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to be asocid good. Government needs to be resilient in overcoming these concerns and
aso have its arguments lined up to defend its position:

water, of course, isasocia necessity. But clean water, collected, trested and
delivered costs money. The private sector has demonstrated a grester ability to
collect it, tregt it and deliver it clean to customers than the public sector, and in
many cases more chegply (eg. in Senegd and Niger)

whilst tariffs may increase, government needs provide assurancesthat the
poorer off will be protected through targeted subsidies and tariff rebdancing

any increasein tariffswill be accompanied by improved qudity of service and
qudity of water

Legd, inditutiond and regulatory framework:

Progress has dready been made on legd reform in the sector that should support PSP.
However, ingtitutional reform is still awaited, the new laws were not devel oped with the
specific intention of actively simulating PSP, and there are anumber of areasin the
legidation which require clarification.

Investorswill look for aframework that provides certainty, inter dia, in the following
key aress:

Regulation —what form will it take (contract vs. independent regulator, or

both), what areas will be regulated — tariffs, performance, environmental and by
whom? independence of the regulator (theoretical and actud), capacity of the
regulator

Competition. Thiswill always be limited in the water sector, but how, for
example, will the overlgpsin the licence area between the operator and private
water vendors be dedlt with?

Future revenues tariffs charges, to the extent that these are subject to
regulatory intervention, and not l&ft to market forces

Performance targetsin the concession (or Smilar) agreements, measurement
thereof and pendties for non-compliance/ rewards for compliance

Terms of the agreements and termination provisions

The private sector ) . . !

traditionally responds - Dispute resolution procedures and equity therein.

fastest to regulatory

measures that threaten its A key issue centrd to this, is cgpacity. Regulation, economic regulation in particular, isa

license to operate very specidist field. Other countries, Tanzaniaincluded, have looked to overcome this
by establishing multi-sector regulators that help to soread the scarce resources available

Prepared by PricewaterhouseCoopers Page 12

EPPIAF



Conference on Private Sector Participation in Kenyads Infrastructure
15 May 2003

%\:ng BUILDING KENYA TOGETHER
D

for this activity across anumber of sectors, recognising the smilarity in the issues across
sectors. Kenyawould do well to look at this model. Increased PSP through concession
type structures also requires effective monitoring and supervision of the concessionaire' s
performance, which again demands skills that are in short supply.

Establishing the regulator in the first place and dso the initid running of them is likely
to require externd Technicd Assistance including training and hands on support.

Implementation capacity:

The common models of PSP in the WSS sector are far more complex than any
privatisation Kenya has yet handled. And Kenya has limited resources focused on
privetisation asit is. If it isto achieve substantial PSP in the sector in any reasonable
timeframe, then it will need: a dedi cated team (or agency) focused on PSPin
infrastructure, technical assgtancei.e. specidist long-term advisers, and financid and
legd advisersto work on specific transactions.

Revamping Kenya simage:

Regrettably, Kenya has a credibility problem in the areaof privatisation and PSP, arising
from: a gporadic privatisation programme generaly, the failed Telkom Kenya Limited
(TKL) sde specificdly, well-publicised difficulties between KenGen, KPLC and the
IPPs, accusations (whether judtified or not) over the award of the second GSM licence,
the issues surrounding the proposed award of a PSP contract for Nairobi water, and a
generd inability to convert policy into action.

To address this Kenya needs:

Concrete action on reform for example aconcesson law, establishing a privatisation
/ PPP agency, or a separate agency dedicated to PSP in infrastructure (separating it
from privatisation of other assets)

Quick successes — the easiest would be the sdle of Telkom Kenyaand in the roads
sector the concessioning of the Mombasa— Maaba Road (or a section of it), where
there dready seemsto beinterest

Firm and consstent policy messages

Investment grade rating —As at April 2002, only four sub-Saharan African
countries had sovereign rating (Botswana, Mauritius Senegd and South Africa)
There are Six key factors that are consdered when ng the sovereign rating for
acountry: per capitaincome, GDP growth, inflation, fisca balance, current account
balance, externd debt levels, economic development and the default history.
Improved international PR —highlighting the successes so far and confirming
government commitment.

Conclusion

The case for PSP in the financing and running of Kenya s WSS sector isgrong. Itis
needed to fund the large capitd investments required. And it is needed to providethe
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management expertise necessary to improve the qudity of service and quality of water,
without which the welfare of Kenya s citizenswill struggle to improve.

Very many countries el sawhere in the world have found PSP to be the key toimproving

the performance of their WSS sectors. And there are a growing number of successful
examplesin Africatoo.

Kenyais currently running the danger of being left behind. Introducing PSP into the
WSS sector is chdlenging, but the fundamentalsin Kenya are no worse than many other
countries that have been successful. There are citieswith large enough populations to
support PSP transactions, and despite recent downturns, Kenyaremains able to attract
internationd interest. To achieve this, government needsto put in place alegd,
ingtitutional and regulatory framework that allows private sector investment to thrive,
and convince the investor community that it means business.
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Annex 1: Summary of PSP experiencein WSSworldwide

Thefollowing table provides asdection of private sector contractsin water and
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sanitation globally.
Option Water Sanitation Water and Sanitation
Management Contract Colombia United States Puerto Rico
Gaza Trinidad and Tobago
Maaysia Gaza
Turkey Bethiehem
Lease Guinea Czech Republic
Senege France
France Poland
Guinea
Ity
Spain
Concessons Ivory Coast Argentina
Braal
Fance
Philippines
Morocco
BOT (and Vaiants) Augrdia Chile
China Mexico
Madaysia New Zedad
Thailand
Divedtiture England and Waes England and Wales
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