Water services

and the
In develo

private sector

pINg countries

Comparative perceptions
and discussion dynamics

Under the direction of
Aymeric BLANC and Sarah BOTTON

=PPIAF ﬂ‘

RRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRRR
EEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEEE




Water services
and the private sector
in developing countries

Comparative perceptions
and discussion dynamics

Under the direction of
Aymeric BLANC and Sarah BOTTON *

* Aymeric BLANC (Project Manager, AFD Water and Sanitation Division, blanca@afd.fr)
and Sarah BOTTON (Manager, Educational Projects and Public-Private Partnerships, CEFEB-AFD,
bottons@afd.fr).



This collection was launched in 2070 by AFD’s Research Department. It presents
research work initiated and piloted by AFD, and demonstrates the major role that
AFD wishes to play in the scientific and public debates on development.

All our publications can be found at http://recherche.afd.fr

Previous publications in the collection:

Le financement de I'enseignement supérieur en Méditerranée - Cas de I'Egypte, du Liban et de la Tunisie
Financing Higher Education in the Mediterranean Region - The Case of Egypt, Lebanon and Tunisia

Acknowledgements

The authors and publishers would like to thank PPIAF* for its financial support for the
translation into English.
* PPIAF: Public-Private Infrastructure Advisory Facility. http.//www.ppiaf.org

[ Disclaimer ]

The analyses and conclusions presented in this book are those of its authors. They do
not necessarily reflect the official views of the Agence Francaise de Développement or
its partner institutions.

Director of Publications:
Dov ZERAH

Editorial Director:
Robert PECCOUD

Translation :

Marinus KLUIJVER and Warren O’CONNELL

Designed and produced by Ferrari/Corporate — Tel.: 33 (1) 42 96 05 50 — J. ROUY/Coquelicot
rsc  Printedin France by STIN




Preamble

During the past twenty years, participation of the private sector in the field of
essential services has been a topic of much discussion, allowing the expression of
very different viewpoints and the multiplication of disciplinary approaches around
this question. However, little work has been done on the continuum formed by the
search for equilibrium between public services and the private sector, from the origin
of the development of services to the latest strategic shifts occurring in such services ™",
In fact, the debate has exceedingly focused on the reform period of structural
adjustments and on the great delegating contracts of the years 1990-2000, leaving little
space for cross-cutting analyses covering different periods. This situation contributed
not only to polarizing an ideological pro-/anti-privatization debate that was extremely
harmful to the quality of sector-based reflections, but also to “searching for an optimal
model” that accelerated when the “great illusion” (Stiglitz, 2003) gradually became
apparent. In both cases, these dynamics led to losing sight of the true stakes to be
decoded for embracing the sector-based reality as well as possible.

On the occasion of completing five years of research by AFD teams into public-private
partnerships (PPP), we considered it useful to compare the analyses bearing on
various periods and geographic areas, and made by different players in this field.
This made it possible to try and construct the gateways needed for understanding
the complex phenomena that compose the organization of essential drinking water
services in developing countries. We were also fortunate to benefit from support
from PPIAF for the translation of this publication, which allowed us to build an
additional bridge between French- and English-speaking sector stakeholders. Fully
aware of the pitfalls of the ideological debate, and attentive to the changes in this
sector made by its social and political actors, we propose here a collective work that
straddles the border between academic research and strategic reflections. As Schneier-
Madanes (2010) noted, “the research scientist working on water has a ‘hybrid’ status
between ‘intellectual’ and ‘expert””.

[1] We should, however, note a few exceptions: the recent collective work resulting from the reflections of the CNRS
groupRés-Eau Ville (Schneier-Madanes, 2010) and the special issue of the Tiers-Monde magazine in 2010 on the
reform of the public service networks in developing cities (Jaglin and Zérah, 2010) both have led us to collectively
weigh the pros and cons of orthodox privatization, by placing them in the wider context of urban management
and governance.

Water services and the private sector in developing countries



Obviously, this work does not pretend to be exhaustive on the subject. However,
through contributions of various disciplinary origins, it aims at illustrating a certain
number of evolutionary changes that we consider as determinant for the practices
and lines taken by the private players in the field. The final aim is to improve the under-
standing of the multiple conditions for improving urban drinking water supply services
in developing countries.
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General introduction

In September 2005, the AFD Research Department started a programme investigating
public-private partnerships (PPP) in developing countries. The programme focused on
the infrastructures of public services in the fields of water, electricity, transportation,
waste and telecommunications. This research finds itself at the interface between the
field experience of AFD practitioners and academic R&D work.

The departure point of this work was an analysis of the participation of private
international operators in the access to basic services, based on questioning the arti-
culation between market logic and development logic. The observation of a certain
management inefficiency and the alarming financial situation of numerous public
companies responsible for such services had effectively motivated the creation of
reforms in the 1990s. These aimed at involving the international private sector to
contribute its professionalism and its financial capabilities, for accelerating the access by
all to these services. In the water sector, the Dublin conference of 1992 marked the
passage to “commercialization” and “commaodification” of service (Bakker, 2009), by
declaring water to be a social as well as economic good. As the concept of “privati-
zation” nevertheless carried a strongly negative emotional and ideological charge,
and as the public authorities wished to retain their sovereignty in politically sensitive
areas, the PPP schemes—based on a logic of common interest and sharing the risk
among partners—were promising. Many concession contracts in developing countries
were signed in those days by major French companies, with the illusion that the invest-
ment capacity of the private sector would, via the commodification of services, lead
to accelerating the access of all to water. This idea was voiced again at the 1992 Earth
Summit of Rio de Janeiro, with the promotion of PPP models, and then at that of
Johannesburg (2002) for reaching the Millennium Objectives, and in particular 7C:
“Reduce by 2015 by half the population percentage that has no access to a public
drinking water or basic sanitation services” Even though this period allowed the
experimenting with provisions for extending the access to services, the first expe-
riences resulted in numerous disillusions, such as breaches of contract, disappointing
improvements in view of the set objectives, unequal distribution among beneficiaries,
or a poor perception by public opinion.

Water services and the private sector in developing countries
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Following a few resounding failures of major water concessions in Buenos Aires, La Paz,
etc, we saw a reorientation of the international institutions with the reintroduction
of the “local policy” principle in the water domain and the return of local public
authorities as main players in the field (World Water Forum, Mexico, 2006). The donor
organizations proposed a “revisited” participation of the private sector, through a
growing interest in small private entrepreneurs. At the same time a paradigm shift
took place, from “access to drinking water services for all”
the greatest number”.

to “improved access for

The AFD research programme has tried to draw up a balance sheet for the two
decades of PPP in developing countries by studying the delegated management
contracts through four dimensions:

e Their economic dimension: What is the optimal scheme for providing services in
view of the macro-economic constraints of a country?

e Their contractual dimension: Which incentives should be planned, in particular for
the poor part of the population, to be taken into account by the private sector?

e Their institutional dimension: Which regulations are necessary for ensuring the
equitable sharing of the resources generated by higher productivity?

e Their participative dimension: How to ensure that civil society will accept these
reforms?

It also became apparent that a socio-political analysis was needed for comprehending
the reality of PPPs, as the latter are inseparable from power play, the balance of power,
and practices of political or economic domination. PPPs also have an undoubted
societal dimension that goes well beyond the simple question of technical and eco-
nomic access to basic services, thus posing a strong question concerning the sense
of public policies.

During the research and according to the earlier mentioned sectoral changes, it
became apparent that new subjects merited a particular investigation for renewing
and continuing the debate on PPPs, such as the question of local and informal
small-scale water providers (SSWP) and that of their integration in a public policy
of access to services. This research, which covered a long time span at the donor
scale, thus could incorporate the evolving questions on the subject and the ini-
tially unidentified problems. The private players providing public services have
diversified their actions and their role has changed over the past decades. In addi-
tion, it seems that the boundaries between private and public in some cases have
blurred (semi-public companies, public enterprises managed with private sector
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methods or answering calls for tender from other countries with a commercial
logic, corporatization'? ring-fencing, etc.).

This book proposes a synthesis of several of the works carried out for the research
programme, as well as a comparison with other works treating a similar problem. It
combines academic contributions as well as analyses by operational actors involved
in reflections on how the sector evolves. The choice of the water and sanitation sector
was motivated by the particular difficulty of funding investments that show little
profit, when compared to telecommunications or electricity for instance, and by the
highly sensitive political question of access to this particularly essential good (water
rights; conflicts related to water management). Cultural notions, such as water that
is a “gift from heaven”, etc, further complicate this field.

The question we ask here is that of evolving perceptions by the development work
actors (donors, research scientists, experts), of the role of the private sector in deve-
loping countries for providing public water and sanitation services. This research
question is directly related to the sector-based dynamics of “searching for an optimal
model of water management”, which we will continue to question as this work
develops. This approach, which has long been, and sometimes still is, presented as
“the only way” for resolving all technical, economic and political questions posed by
the access to water for all, has been at the origin of many “transfers” and hybridizations
of models, which were more or less successful according to the context.

The objective of this work is thus to retrace the dynamics of reflecting upon the role of
private actors. It shows the great diversity of situations as well as the viewpoint of
the actors concerning the contributions of — and the problems created by — these
interventions, analysing the consequences for public action. It also tries to show the
different steps describing such dynamics; these evolved from economic and financial
preoccupations to social and political problems, and from an initial focus on great
urban centres to a questioning that integrates semi-urban and peri-urban contexts.

[2] Grouping of activities in a structure with a certain degree of autonomy.
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Part 1 draws up an inventory of major PPP contracts with international operators.
For this, we not only review the historical conditions under which the present-day
models came to be, but also the economic, financial and institutional risks, the changes
in contract types, and their performance.

The operators in the water domain of developed countries, either profiting from
periods of high profitability or constrained by the saturation of their domestic markets,
have developed an internationalization strategy that led to their positioning on the
markets of developing countries. In 2001, five major operators shared 80% of the
PPP contracts signed in the water sector of developing countries: 36% for Suez, 15%
for Saur, 12% for Veolia, 11% for Aguas de Barcelona and 6% for Thames Water (Marin,
2009). These contracts represented over 100 million users in 2001, against barely 10
million in 1991. The number of PPP contracts signed each year in the water sector
has continuously increased since 1990, until exceeding the number of 40 contracts
in 20071. The first PPP “wave” ©*! thus took place in 1990s. It was associated with the
structural adjustment that took place in those years, to reduced State intervention
in economic activities, and to the conditions of official development aid (ODA) that
favoured a liberalization reform of these sectors and the “privatization” of services.

For all that, the literature on PPPs, which mostly started in the 1990s, might lead to
believing that all water services were public before that date, whereas the history of
private water operators is quite a lot older.

The first chapter, written by Bertrand Dardenne, reminds us that private companies,
which during the 18" century had largely contributed to the construction of water
networks in Europe and North America, in the 19 and early 20" centuries signed
many PPP contracts in Latin America, around the Mediterranean Sea, in Asia and even
in Sub-Saharan Africa. The water services thus created were, however, restricted to
the elite; the later appearance of the “public service” idea was almost invariably accom-
panied by the nationalization of these services, the private operators earlier having
practised steep rates and insufficient investments, typical of a monopoly situation.
This phenomenon was further strengthened by the will of newly independent
countries to construct a national identity around the management of their public
services, being opposed to the involvement of foreign companies. The debate
during the 1990s on the participation of private operators in developing countries,
therefore, is but a reformulation, in different terms, of a question that had already
been posed a century earlier.

[3]1 As we will see further on, a second PPP “wave”, in which the private sector assumed a less important part of the
risks, has developed since about the year 2000.
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This historical overview also highlights the specifics of the French situation. In fact, at
the same time that the water services were nationalized in most developed countries,
France highly benefited from the experience of its private operators, who assisted
municipalities that often could not finance the investments needed for a general access
to water. A “French model” was therefore exported by the three major operators that,
during the 1990s, shared most PPP contracts.

Christelle Pezon and Lise Breuil further discuss this French experience, showing that
the model of a concession and regulation via a maximum price — adopted in France in
the 19" century for creating a free collective service and a fee-based domestic service —
in reality has not succeeded in generalizing the access to water. As the private funding
of investments supposes a recovery of the costs via tariffs, the service provided by
the concessionaires remained limited to an elite and the municipalities progressively
changed the contracts to lease/affermage contracts in which the investments were
financed by taxes. A century later, however, this fundamental change was not consi-
dered in Buenos Aires (among others) where, notwithstanding a different situation,
the funding by tariffs of a massive extension of the networks has found itself in the
same impasse.

On the contrary, the success of the lease contract (affermage) model in French muni-
cipalities, including rural ones, seems to inspire promising adaptations, especially in
West Africa, where recent decentralization laws are commonly accompanied by an
objective of delegating water services to professionals. Up to now, such lease contracts
only were successfully experimented in urban settings, as in Cote d'lvoire since 1960
and more recently in Senegal and Niger. Vianney Dupont has dedicated a chapter to
analysing the lease-contract case in Niger, set up in 2001. This institutional management
mode was adopted as it transfers moderate risk to the private operator. It also limits
the investment costs for the user by letting them be borne by donors, future users
(by prolonging the repayment period) and the State that guarantees the loans.
Though keeping the rates relatively low, the reform has led to a clear increase in the
number of connections, in the volume of water produced, and in the technical and
commercial yield, even though the connection cost has remained relatively modest
because of strong urban growth.

This trend toward contracts in which the investments are less and less ensured by the
private operators is confirmed by Philippe Marin in a chapter that evaluates fifteen
years of PPP in the water sector of developing countries, analysing the performance of
over 65 PPP contracts. Though the number of signed contracts has diminished slightly
in the 2000s, the population served by private operators is continuously growing, with
almost 170 million people in 2008. The retreat of the major international operators

Water services and the private sector in developing countries
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from certain markets has been compensated by the entry of new regional operators
from transition countries. In terms of performance, about 24 million new connec-
tions were made as part of PPPs, and lease contracts in general worked better than
the concessions that often suffered from a lack of investment. Water rationing has
decreased thanks to PPPs and operational efficiency has increased. Tariffs as a whole
often increased, but the interpretation of this effect is complex, as the investments
made in this sector have to be considered as well. This mass of data hides a great
diversity of situations, among which one finds as many successes as failures. The
analysis reveals in particular that the contribution of private funding was not the
correct justification for using PPPs: the experiences were most homogeneous in
efficiency gains, which requires looking for other funding modes (equalization with
other services such as electricity or telephone, investors, etc.). In addition, to avoid
that the poor lose out in the reforms, PPPs must integrate the cost of social objectives
in their design. Even in the case of anticipated breach, PPPs have indirectly forced
authorities to formulate a coherent sectoral policy associated with the necessary
objectives and means.

Part 2 discusses in more depth the socio-political and cultural risks related to PPPs, as
well as the manner in which the models originating in developed countries were — or
were not — successfully adapted to developing countries, with their different settings
and institutional, socio-economic and political environments. We analyse how and
why the “transplant has taken”*!in some cases and why in others there was an “auto-
immune” reaction. We also discuss how a PPP can reveal local political dynamics, or be
the subject of political hijacking.

As we saw in Part 1, players in the water field consider the PPP established in Senegal
in the mid-1990s as a success. This contract was inspired by French experience as well
as, in a certain way, by the 1960s experience in Cote d’lvoire of the operator Saur.
The choice of the lease/affermage model seems to be pertinent in view of the eco-
nomics of the Senegalese water sector. Sophie Trémolet, however, shows us that, if
the graft has taken, it was also because this model was particularly suitable for the
local context, both during the period when the reform project was designed and
during the contract period. A stable reform steering committee allowed the contract
to evolve when problems arose, combining several key persons from the Senegalese
authorities, the operator and the donors, all having the same training and over time
having built up mutual trust. A form of negotiation based on consensus and conciliation
was established, when necessary calling upon outside experts, in the image of the

[4] To adopt Franceys’ (2008) metaphor.
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widespread West African tradition of open dialogue and the assistance from “wise
men”. Finally, a strong political will has carried the reform through the highest levels
of government, and the donors durably invested in its accompaniment.

However, those in the know often present the PPP started in Mali— at the same time
as in Senegal and again involving Saur— as a complete failure. In this case, the Ener-
gie du Mali (EDM) company was responsible for the distribution of both water and
energy ™ This particular situation in theory could create an economy of scale and
equalization between the two sectors, the electricity sector being considered more
profitable. Béatrice Hibou, Olivier Vallée and Aymeric Blanc discuss this experience
over a period of ten years that saw two successive contracts between EDM and private
operators, until public management was reinstalled in 2005.

Even though donor organizations thoroughly studied the deficiencies of the legal
framework (in particular any confusion in defining the role of the regulator), errors
in contract wording or the unsuitability of the chosen partnership models, an analysis
of the socio-political logic and dynamics of this experience opens the way to other
interpretations than that of failure. Despite friction, misunderstandings and conflicts
between the main partners, the observed evolution has allowed rephrasing the
questions concerning the supply of essential services, such as water and electricity.
This led to adding new preoccupations — in terms of access to public services — to
the initial, essentially financial, motivations of the reform. The sacking of the private
partner also revealed the diverse positions on the EDM question within Malian society
and helped change the viewpoints of the different players in terms of their position,
strategy, alliances and interests. Though the PPP has finally acted as a catalyst in the sense
of greater demands from public service, the misunderstandings and opposition, and
the strength of social networks (as opposed to maintaining a viable coalition between
the different actors) could not prevent the departure of Saur.

Pierre-Louis Mayaux compares two experiences of service delegation in Latin America
and goes deeper into this analysis of PPPs in terms of political coalitions. He underlines
the decisive importance of the capability of the actors to construct and maintain
alliances for overcoming periods of uncertainty and the implacably voluntary cha-
racter of the cooperation. Moreover, as with all coalitions, PPPs mobilize relatively
ambiguous action principles that cater to different interests, and a search for “the”
best contractual rule cannot replace a variable combination of cooperative strategies,
unilateral actions and confrontations. Cooperation favours the institutionalization of

[5] This is a common situation in West Africa, where other PPPs with mixed water and electricity companies gave
both positive (Cape Verde and Gabon) and negative (The Gambia and Chad) results.

Water services and the private sector in developing countries
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partnerships through the sharing of resources (serving as a signal of credible engage-
ment for the other partner), but also through taking a regular line that reaffirms the
principles of common action. Cognitive analysis thus stresses the importance of the
role of ideas in PPPs, which also illustrates the need for defusing the formation of
adverse coalitions through a communications line that legitimizes the partnership.
The consolidation of alliances then calls for an advanced hybridization of public
and private logic'®, even if this might increase the traditional dilemmas of PPPs
concerning operator margins, financial transparency and, ultimately, the quality of
local democracy.

Sarah Botton, Alexandre Brailowsky and Pierre-Louis Mayaux also describe this
ambiguity of partnerships and cooperation modes in their comparative analysis of
the Buenos Aires and La Paz-El Alto concessions. Though presented as two relatively
comparable illustrations of “PPP failures” (the same operator [Suez], almost identical
initial contract conditions, and the decision of re-nationalizing the services within
similar timescales), the Argentine and Bolivian cases are in fact quite different because
of the different political ambitions and levels of each context. This comparison thus
shows the absolute necessity of carrying out a socio-political analysis of the situations
so as not to confine the interpretation of PPP results to just the technical and com-
mercial performance of the operator, which in any case were positive and not fai-
lures. They also discuss the contradictions of PPP ambitions in both conurbations as
well as the progressive deconstruction of the “model” they were meant to represent,
i.e.a "showcase” for the Suez Group in Buenos Aires and a “pro-poor concession” in
the case of La Paz-El Alto. In addition, the chapter gives the floor to one of the key
players in the sector-based adventure, by inviting the Suez-Environment Group to
present its own analysis of the end of its Latin American concessions and of the
planned strategic repositioning for the next period.

The “immune rejections” of some PPPs in developing countries can thus be explained
by misunderstandings created by ambiguous institutional plans, by asymmetric
information and competences between the contractual partners, and especially by
power conflicts between the different actors, including among the authorities of
the country where the reform should take place. The encountered difficulties can also
be caused by a lack of considering cultural differences. The importance of cultural
aspects in the success of PPPs shows how culture and development are linked, the
subject of debates that are commonly marked by quarrels between “culturalists” and
“anti-culturalists”, whereby the word “culture” has, without doubt, been over-used,
over-interpreted, politically instrumentalized and associated with a fixed social rank.

[6] See the chapters on mixed public-private companies in Part 3, hereafter.
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Anthropological and sociological studies, however, provide much material on the
representations, codes and practices shared by social groups that seem to play a role in
the development process'”. We therefore should not oppose cultural traditions
against progress and modern universal values, as “tradition” in reality is an “invented
subject” (Warnier, 2008) that will be reformulated in terms of specific historical settings.

Culture, in the words of Philippe d’Iribarne (2003), is “what gives a sense” to human
life and which is incarnated in their manner of interaction with each other. His work
on successful enterprises shows that ideas like cooperation or confidence are rooted in
the “specific visions of society and mankind of each society” and that it is possible
to construct, within the operations of each company, specific forms of social order
that, though compatible with local culture, are favourable to performance. Hela Yousfi
suggests this approach in a chapter that, based on an analysis of the life of a delegated
management contract in Lebanon, illustrates the operational difficulties of a PPP
contract related to cultural specifics. Obviously, this interpretation cannot cover the
multiple dimensions of analysis exhaustively, and a complete understanding of the case
as presented requires the particular consideration of the form of statehood of Lebanon,
of the superposition of legal texts since the Ottoman Empire, or of the political
dimension of this type of contract. Such a cultural illumination contributes, however,
to widening the knowledge base of both donors and companies in order to adapt
their operational practices to the variety of possible cultural settings, so that the PPPs
set up in developing countries will be less shaped by the world view of developed
countries.

Finally, another way of integrating the local cultural dimension from the start is to
resort to PPPs with national operators, a solution that offers multiple advantages,
such as the absence of exchange risks. The development of the local private sector
is, however, too weak in many developing countries to satisfy the professional criteria of
PPP calls for tenders. The adaptation of the latter and the creation of consortia
combining experienced international operators and national enterprises might thus
encourage the progressive development of modern operators in developing countries.
In the transition countries, such local actors have already appeared in a spectacular
manner during the last decade; almost inexistent in 2000, in 2008 they represented
almost 40% of the PPP market in developing countries according to the number
of inhabitants served. They are particularly active in the Philippines, Colombia and
Brazil '8

[7] This role was illustrated during the conference organized in Paris in December 2007 by the AFD Research
Department and the European Development Network (EUDN): Culture et développement : la culture fait-elle la
différence (cf. Afrique Contemporaine 2008, N 226).

[8] See the chapters by Philippe Marin and Pierre-Louis Mayaux.
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The chapter by Carmen Arévalo, concluding Part 2, retraces the formation of one of
these operators in Colombia thanks to a government assistance programme for
small and medium enterprises in the water sector. It analyses the performances of
the operator in eight small towns of Antioquia Province and discusses the comparative
advantages compared to foreign private enterprises, but also compared to public
Colombian water companies.

Finally, we see a growing interest among development actors for configurations initially
judged as “unorthodox”, but which today are seen in a pragmatic light. Part 3 enlarges
the discussion to other types of private actor or other intervention methods of the
private sector than those envisaged in the classic PPPs discussed in the first two parts.
The private sector can effectively act in a much larger and more diversified manner
than through the mere role of a multinational service agent, and we ponder the ways
of constituting renewed partnerships that integrate this diversity and cultural mix. In
addition, private actors — whose role was seen as limited in the major urban centres —
are increasingly integrated in the planning process on how to provide access to water
in semi-urban settings.

We saw earlier that the political coalitions needed for setting up PPPs in order to
create true cooperation invite the reconsideration of the boundary between public
and private partners. The orthodox principles of regulating the delegation of service
recommend, however, a clear separation between the authority in charge of control
and the service agent, in order to avoid a conflict of interest. However, the exam-
ple of semi-public companies or of operating joint ventures, curiously enough
absent from the literature on PPPs, seems to run counter to these principles: in this
model, the service is delegated to a company whose capital is shared between the
operator and the delegating authority itself. The chapter by Vivian Castro and Jan
Jannssens analyses this hybrid form of partnership that has known a certain mea-
sure of success in Spain and Latin America, and tries to compare it with other types
of PPP especially in terms of risk sharing, the financing of investments and the stakes of
regulation.

This reflection on semi-public companies continues with a chapter on Ching, in
which Dominique Lorrain looks at the progressive opening of the country to the
participation by private operators. This opening has taken several forms and China’s
choice in the early 2000s was to opt for help from foreign firms to improve the
technical system of its water distribution, by opening to them half of the capital of
several municipal water companies. This essentially pragmatic approach, based on various
European models of urban governance, redefines the relations between partners,
the equilibrium of the contract, the access to information, and the weighing of the
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interests considered by the semi-public company. It is also meant to be an evolving
model through the transfer of competence to the water companies, the outcome
of which is still uncertain.

Finally, in a chapter on Colombia, Aymeric Blanc and Diego Zamuner describe cases
from the towns of Barranquilla and Carthagena. These tested the ability of the semi-
public company model to provide answers to several classic PPP problems — such as
asymmetric information or breach of contract before its expiration — thanks to an
alignment of interests of the parties by associating them in the same company. The
two semi-public companies studied, created as pragmatic responses to a deep crisis
among the public companies responsible for water and sanitation in the 1990s, seem
to show strong resilience to a difficult economic and political context, and the
service provided was greatly improved. Nevertheless, the remuneration of the private
operators in both cases seems to be too high in view of the risk level transferred to
them, in part because of a national regulation that does not yet play an effective
role. The semi-public companies, like the other PPPs, must depend upon a well-
functioning regulation that equitably considers interests of authorities, operators
and users.

Another relatively recent question concerning PPPs is that of the role of informal
and local small-scale water providers (SSWP). Often seen as illegal and considered as
too small and not professional enough for offering a competitive quality service,
these unconventional actors have long been perceived as incapable of finding their
place in a reasoned scheme of water supply. Jérémie Cavé and Aymeric Blanc review
the international literature on these SSWPs that, when the official public service is
deficient, can draw some legitimacy from their social usefulness. A particular SSWP
category of growing interest is that of the independent operators who invest in the
construction of mini networks for domestic water distribution. Their — still limited
— consideration by public policy makers raises questions concerning their recognition,
formalization and regulation, in order to organize a territorial complementarity of
networks.

In some cases, this complementarity took the shape of an institutionalized agreement,
as is illustrated by Sarah Botton in the chapter on the case of Ho-Chi-Minh City,
where public authorities and donors very rapidly accompanied the spontaneous
appearance of SSWPs exploiting mini water distribution networks. The result was an
original regulation setup via a contract between the main operator and the SSWPs,
framing the role of the latter that can take several shapes, such as assistance to water
production, distribution in areas not served by the main operator, rehabilitation of
the network, etc. Even though this experience was progressively abandoned and
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today only concerns a small number of SSWPs, it provides the researcher with a
wealth of information on the construction of public policy processes as, in this case,
political thinking wanted to anticipate the development of informal operators.

In most developing countries, however, public water policy follows the opposite path
and is based on a multi-actor public action. This is shown by Aymeric Blanc in the
chapter on the SSWPs of Maputo, long ignored by the public authorities. Having
appeared spontaneously in reaction to the deficiencies of the public service provided
by the main operator and proposing a “low cost” offer, they developed in a spectacular
manner. The alternative model they propose questions the optimal size of water
operators, the sustainability of pumping from the phreatic aquifer, and the quality of
the water provided. Still, the thinking on SSWP regulation by the Maputo authorities
grew only progressively, accompanied by the evolution of ideas championed by the
development community on this subject during international water conferences,
and thanks to windows of political opportunity. Assisted by donors, an ongoing
experimental project aimed at developing the access to water in outlying districts of the
capital by using SSWPs, invites more thinking on the ways of accompanying informal
actors and their inclusion in a multi-actor public action in a suburban setting.

Finally, the SSWPs seem to be able to play an important role in semi-urban settings,
or large towns of several thousand inhabitants that present certain rural characteristics,
but also see a start of urbanization. Such towns are often very much behind in terms
of access to water when compared to major cities, and classic PPPs do not seem suitable
in this setting. In the chapter on SSWPs in Cambodia, Frédéric Naulet stresses their
dynamism over the past three decades in a context of strong development of private
initiative and he analyses one of the first programmes for assisting such actors launched
in 2000 by a development NGO, the Gret. The project aims at setting up a framework
for negotiated action between the SSWPs and the public authorities, by defining
the technical-economic standards suitable for small water networks and by introducing
flexible contract-writing methods and financing mechanisms. The outcome of this
approach seems promising: a professionalization process was started in order to
progress from an informal trade service to a “public service” of general interest, and
this institutional compromise has withstood the test of time. Nevertheless, the means
for technical and financial assistance could be improved and a certain imbalance of
power exists to the profit of the entrepreneurs rather than to that the public autho-
rities or the poorly organized users. Finally, suitable regulation tools for this type of
actors remain elusive, in particular for ensuring efficient monitoring and control of
the services and thus accompanying the institutional transition of the SSWPs.
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Our review of the types of private intervention in the water sector of developing
countries over the past twenty years shows the increasing importance of medium-size
towns, suburban areas, and even more-or-less developed market towns in semi-urban
areas, where the intervention of private actors initially seemed unthinkable. In this
respect, the situation of small rural centres seems to be even less attractive for a private
operator; in such settings, water supply traditionally was autonomous (free use of wells)
or centralized through public investments (often through funding organizations) in
boreholes and networks of standpipes.

Nevertheless in rare cases operators from developed countries have sought to find
an economic model allowing them to share in the exploitation of water networks in
rural areas, though most of them considered this impossible. In the last chapter,
Christophe Leger and Janique Etienne describe the recent experience of a French
operator, Vergnet Hydro, in Burkina Faso, who through its local subsidiary holds leases
for seven drinking water supply systems in rural areas. The assessment of the first six
months of operation shows the advantage for the operator of mutualizing the
exploitation of several centres and of placing itself as both equipment constructor
and operator by seeking to minimize recurrent costs. Still, the continuity of this type
of setup remains to be demonstrated and the consumed water volumes are still too
small, in particular because of competition from traditional hand-pump systems.

This last chapter also evokes the appearance, in the 1990s, of a community-managed
model, training water-user associations in a context of decentralization and transfer
of competence in new communities of Sub-Saharan Africa. This model has shown
new needs for regulation: avoid misappropriation by the political and economic elites
and, especially, assist any structures encountering technical and financial problems
for maintaining their installations and equipment. Original mechanisms have thus
been set up in West Africa, such as the creation of local consulting cells that have led to
improving water exploitation and ensuring the durability of investments, at the same
time collecting data and exercising control for the central authorities. These consulting
cells, initially created by the ministries of water, were progressively privatized. A new
type of private actor has thus entered the rural scene, playing an intermediate role
between consultant and controlling agent. As consultant, he provides the associations
with expertise in bookkeeping and technical exploitation (he is paid from the water
rates in a geographic area combining several centres), and as controlling agent he moni-
tors the system for the various regulating authorities in the region'. We should
finally mention that in Mali and Benin, for instance, the municipalities must delegate

[91 This can be compared with regulation functions of major contracts that have been outsourced to private/independent
experts and consultants (cf. Trémolet and Binder, 2010).
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water management to user associations or to new SSWPs, whereby the latter can
also be assisted by private support/advice cells. In this case, we see the coexistence of
several types of local private actors playing complementary roles on the same scene.

From these various viewpoints, it has become clear that the field of intervention by
private actors in the public water services of developing countries has grown consi-
derably. In addition, the ideological positions generated by the first PPPs have given
way to a more open and pragmatic debate, and for experiments that are more
original, using private initiative for handling tasks as diverse as management, consulting,
auditing, maintenance, sub-contracting, joint investment with local authorities, etc.
The opposition between private actors and public authorities is not always as direct
as was feared, the boundaries between the roles of either side turn out to be less
clear and more complex, and we see a great variety of institutional “arrangements”
that fall more in a continuum than in a series of antagonistic “models”. New experiments
are being attempted at small territorial scales, such as rural towns and even villages,
even if they still remain limited because of their still uncertain profitability.

Our choice of entering the debate through the different roles of the private sector
and through the viewpoints of players in the field, aimed at illuminating several
questions that go beyond the debate between PPPs and public management, but
which obviously do not cover the entire field of research on public water services in
developing countries. Nevertheless, these issues have led us to the rephrasing of
inescapable questions concerning the research on urban services. It was seen that
the sudden appearance on the scene of private actors often served as a catalyst —
and even a pretext — for new queries into the definition of “public service” or “gene-
ral interest”. More questions arose on its territorial insertion (with in particular the
question of solidarity between users and that of socio-spatial justice), on measuring
its performance, on the transparency and participation of users, and on the types
of governance or the regulation of the service. Our work thus falls within the vast
field of research on the relationship between water services and society. It acts as an
invitation to continue research into the many questions that here were just touched
upon, such as a return to the municipalization of services after PPP breaches, the
modernization and professionalization of public water companies, public/public
partnerships, social movements and constituting a right to water, etc.

Even though several experiences presented here mention companies responsible for
both water and sanitation, especially in Latin America, most contributions concentrate
on water supply. This leaves open a more specific field of research into sanitation
now that most funding organizations have reoriented their strategy toward catching
up with the sanitation sub-sector in developing countries compared to that of water.
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The importance of the necessary investments for sanitation and the perception that
users have of this service (in particular their reticence to pay) inevitably modify the
relationship between public and private.

We also note the little work available on the linkage between resource management
and drinking water service. The last chapter dealing with rural water supply, however,
reminds us that the first associations of water users were created in irrigating com-
munities that first coordinated the use of their resource. Today, user conflicts around
water resources are multiplying — especially in cities because of urban growth —and
the growing environmental worries related to climate change make it even more neces-
sary to do research into the evolution of possible roles of private actors in terms of
the link between water supply and resource preservation. This is particularly true in
developing countries with limited water resources and for which these two strategic
stakes might be a source of regional conflict.

Finally, the highly political character of public water service was strongly reconfirmed by
all contributions, in particular in Part 2 of this work. This also reconfirmed the
need for including these reflections in an analysis of the social construction of
public service, of the understanding of how coalitions form, of the consensus or
conflicts around such services, and of comprehending the multiple conditions for
improving such services in developing countries.
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1.

Private water networks preceded
the public ones

B. DARDENNE

Introduction

The participation of the private sector in the management of public water and sani-
tation services has been a source of intense debate since the 1980s. Though in many
countries this question seems recent, brought about by the new liberal ideology
that asserted itself during the Reagan-Thatcher years, PPPs in the water sector have
existed since the start of constructing urban networks. The active participation of
private initiative has even been the common rule in many countries, both in the
“developed” world of today and in developing and transition countries.

Private initiative knew a first hour of glory before fading away. Public management
of water services gradually imposed itself as part of a long process that started in the
19" century in the most advanced countries and continued in the developing world
during the 20* century. This went so far that, at the dawn of the new liberal area of
the 1980s, the public status of water companies seemed a universal feature, with a
few exceptions such as in France™.

Especially after World War II, it had become established wisdom that a private
exploitation could not guarantee an essential public service to citizens. This meant
that, from the 1980s onward, the new trend toward “privatization” or increasing
delegation of service management to private enterprise in those days was seen as an
innovating or even revolutionary fact, even though it was nothing more than a return

[10] See the following chapter for this subject.
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of the pendulum, relaunching a debate that had been overshadowed during several
decades. In fact, the initiative, the capital and the management of such eminently
“public” services as water supply and sanitation initially were private rather than
public affairs.

History shows that the creation of the first urban networks in modern time historically
was preceded by several decades of crystallization of a “public service” concept in
the modern sense. In the most advanced countries, the first collective networks saw
the light in the late 18" century (London and Paris) and, more generally, in the early
19* century. In those countries where urban development took place later; the first
notable infrastructure elements date from the first half of the 20" century. In both cases,
the appearance of water services preceded the organization of modern public mana-
gement. In fact, the need for creating and managing collective infrastructures for
the most essential services, such as water and roads, followed by electricity, railroads,
etc, gave the impetus for developing the public administration of towns, cities and
the State.

111. The first European water networks

During the 18 century, London and Paris were by far the largest cities in Europe "
By 1700, both capitals had almost 600,000 inhabitants. During that century, the popu-
lation of London grew rapidly, whereas that of Paris stagnated. London had reached
a million inhabitants by 1800, whereas it is estimated that the Paris conurbation still
did not exceed 650,000 people at that time. Logically, the first drinking water networks
thus appeared in London, the more so as the city, partially destroyed in the Great
Fire of 1666, could be redesigned and modernized ™!

Since 1681, when the City administration awarded Peter Morris the use of the first
arch of London Bridge for the use of distributing water for a period of 500 years (1),
a succession of private initiatives have succeeded one another. As early as 1721, private
companies such as the Chelsea Water Company had the idea of distributing water
pumped from the Thames River through pipes. The advent of the steam engine, which
could lift water from the river level, as well as the ability to manufacture cast-iron
pipes — fruit of the development of the first blast furnaces — were the two funda-

[11] We will not mention older examples, such as Ancient Rome, that fell into disrepair for many centuries before
organized collective services were “reinvented”.

[12] What Parisians did not dare do until Haussmann, fire had done almost two centuries earlier in London. In the
space of 5 days, almost 13,000 houses were reduced to ashes. The medieval town having disappeared, new
urban development could be planned from the late 17* century onward (Dardenne, 2005)
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mental technological turning points in the nascent history of urban networks!™!

From 1746, the Chelsea Water Company, one of the London companies, introduced
cast-iron pipes that replaced the first wooden pipes.

By 1820, six private companies were managing the drinking water networks in London.
The participation in this activity of municipal services did not start until that date,
and by 1860 covered about 40% of all existing networks. The English debate about
whether the State should take over water services truly started in 1880s. After that,
the pre-eminence of the public administration became rapidly established and by
1900 the private services did not represent more than 10% of water supply.

In Paris, the brothers Périer founded the first water company in 1777 through purely
private initiative (Dardenne, 2005). As born mechanical engineers, they wanted to
install the first steam engine in Paris — the famous Chaillot “fire pump” — for lifting
Seine water into a network that slowly spread over the right riverbank. Having obtained
aroyal privilege for 15 years, the brothers created a joint stock company and inaugu-
rated the Chaillot works in 1781. Notwithstanding a certain technical success, the
Compagnie des Eaux de Paris suffered a crushing bankruptcy in 1788, following a
stock-market scandal that greatly occupied the Parisian mind just before the French
Revolution. At that point, the administration of Eaux de Paris (Paris Water) became
public. It remained so until 1984, when two affermage contracts attributed the
water distribution on the left and right Seine banks for 25 years to, respectively,
the Générale des eaux and the Lyonnaise des eaux. Neither contract was renewed
in 2010, as the municipal government opted to place the service under municipal
control again.

After London and Paris, the creation of water distribution networks gradually extended
over other European cities and the United States, where 15 of the 16 distribution
systems created in the early 19" century were private (Jacobsen and Tarr, 1995).

The private initiatives underlying the first networks generally were the fruit of local
capitalists. However, the companies already established in their city of origin started
to have eyes for the investment and operator needs of other towns, and then other
countries. This way, an international market progressively came into being.

Most of the major private operators that would play a role around 1990-2000 in the
expansion into the service sectors of developing countries were founded in the
19" century. The Compagnie générale des eaux (now Veolia) was set up in 1853 to

[13] The chapter on small operators in Maputo shows how the industrial manufacture of flexible pipes has fostered
the appearance of a new type of network.
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manage the system of Lyon. The Lyonnaise des eaux et de I"éclairage (now Suez)
dates from 1880. Aguas de Barcelona (Agbar) was created in in 1867 by Belgian and
French investors, with the aim of constructing and operating the water system of
Barcelona. From 1919 onwards, Catalan shareholders dominated the company and it
has kept its private status until today ™.

m The Aguas de Barcelona operator

\

Aguas de Barcelona (Agbar) today is the main private operator of Spain, with 26% of
the national market (or 62% of the 42% in the hands of private operators). In addition
to the 23 municipalities of greater Barcelona, Agbar also serves about 1000 of the 8000
Spanish municipalities, or over 17 million people.

Since the 1990s, an international expansion has led the Catalan group to take market
shares outside Spain and in particular in Latin America (Argentina, Brazil, Chile, Colombia,
Cuba, Mexico, Uruguay), where it has managed — or still manages — the services of
about 140 municipalities in seven countries, covering a total of 24 million people.

8

The different companies very quickly understood that demand was becoming
widespread. The Générale des eaux signed its first foreign concession in Venice, in
1879. After five years of financing and constructing the works, the private exploitation
of the service started in 1884. The Venetian concession was maintained until 1973,
when the services finally came under municipal control.

Générale des eaux signed similar contracts in Istanbul (1882) and Oporto (1883). In
Oporto, the services remained as concessions to the French company for 44 years,
until their municipal takeover in 1927. The private company that operated the Lisbon
water service, mostly owned by Portuguese shareholders, kept its private status until
the Carnation Revolution of 1974, when the former Companhia das Aguas de Lisboa
became the Empresa Portuguesa de Aguas Livres (EPAL).

Other private enterprises from various countries also participated in the develop-
ment of a concession market at the end of the 19" century. However, as their home
markets became progressively smaller over time, they have generally disappeared
from the international scene. The exceptions are the French and Spanish companies that
have been able to maintain and grow until today. For instance, the British company

[14] Except for a short interval during the Spanish Civil War.
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Easton Andersson in 1879 obtained a concession contract for water supply to Antwerp,
which was terminated in 1930.

In Finland, private industrialists signed concessions in 1865 at Tempere and in 1871 at
Helsinki. At Tempere, Abegg rapidly resold in 1872 its rights to a German company
(Juuti et al, 2007). Similar processes took place in Sweden, where private enterprise
developed water services through concessions (Linkdping from 1870 on for 30 years,
Sundvall after 1874).

In Valencia, Spain, the private AVSA company operates the city’s water service through
a concession established in 1902 for 99 years. Initially, its capital was mostly Spanish,
but later the French Saur Group bought the company. After the end of the contract
in 2000, a new concession was signed for 50 years, but since then AVSA has become
a joint venture between the private sector and the municipality.

At the same time as this multiplication of concessions, the public service concept of
water distribution was refined. At the end of the 18" century, the notion of “public
service” had a different meaning from that of today, meaning that it was opposed to
the idea of “private service”, i.e. the distribution of water to private dwellings. To be
able to sell the water to private consumers, the entrepreneurs had to pass via public
roads. For this, they needed a “privilege” or “concession” from the city government.
In return, they were also obliged to provide a “public service” according to more or less
well defined specifications. This “public service” included the installation of hydrants
for fire fighting and street cleaning, and the free or paid supply of water to standpipes
and public fountains, and to certain public buildings. Often it was the fear of fires — a
constant threat in towns with many wooden houses — that was the primary motivation
of municipal authorities for signing the concessions.

When the access to water via residential connections became more common, this
“private service” progressively became a public necessity, though the problems related
to the monopolistic nature of this service grew worse. Certain private companies
refused to invest in the connection of low-profit districts, preferring to maximize
their profits on existing assets. It became quite rapidly clear that the needs of cities,
especially for generalizing access to water and codifying the quality of this service,
did not coincide with the strategy of private investors. This made it obvious that many
concession contracts were poorly designed. Economic regulation remained in its infancy
and tariff adjustments were the subject of obscure negotiations between companies
and politicians.
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The private systems became synonymous with monopolistic abuse of power, at the
same time that water distribution through private connections was increasingly
considered as an essential requirement for public health. The end of the 19" and much
of the 20* centuries saw a progressive takeover in most countries — more or less
consensual or more or less conflicting — of private equipment by public authorities,
as was the case in most other fields of goods and services whose public interest
became explicit, such as electricity or rail transportation. The dates and type of inter-
vention vary from one country to the next, or even between cities, but the trend
was general.

The North American evolution in the late 19 century is a good example. The expansion
to the west led to the permanent creation of new towns, whose water services were
typically constructed by private entrepreneurs. However, this accelerated urban
growth rapidly overtook the financial capacity of the private sector. Once again and
even more than the questions de public health and citizen comfort, the fear of fires
was a major issue. Firefighting requires large-diameter pipes, larger than those needed
for metered water distribution to paying customers. Such over-dimensioning was of
no interest to private entrepreneurs, and the major American towns thus were rapidly
forced to take over the private waterworks. The water service of Seattle, for instance,
was taken over by the municipality after the great fire of 1889, which unfortunately
showed the dramatic inefficiency of existing private networks for supporting the
actions of the fire brigades.

According to Melosi (2000), the percentage of private waterworks™!in American

towns declined continuously from 94% in 1800 to 30% in 1924. New York drinking
water, for instance, was taken over by the City in 1843, and the same happened in
1848 for Boston. In 1900, only one of the eleven towns with more than 300,000
inhabitants still had a privately operated water distribution service.

[15] As the term “waterworks” indicates, the enterprises mainly focused on the construction of works and not on
supplying a service.
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A similar phenomenon occurred in Europe, where the State progressively took over
many private services, even though they maintained a significant presence. In England
and Wales they still served about a quarter of the population in 1979 when Margaret
Thatcher, the new Prime Minister, started a deep reform of the system.

France presents a particular history. After an initial ebb, the share of the water utilities
operated by the private sector was at its lowest point by the start of the 20™ century,
but then started growing again. In 1936, the private sector supplied about 17% of
the French population, but this rose to 32% in 1954 and to over 50% by 1975
(Guerin-Schneider and Lorrain, 2004). In the early 2000s it had reached 80%, but
this was probably a historic peak as the return of the city of Paris to municipal
operation in 2010 significantly reduced the weight of private management in terms
of population supplied.

The water sector thus presents a “French exception” in a double sense: exception
of the “French model” compared to water management operations in most other
countries, but also a “Water exception” compared to the other public services of the
French system.
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m The French exception

The birth of the French model of private management of water services is unrelated
to liberal ideology. Quite on the contrary, it happened notwithstanding the Jacobin
tradition of State intervention that has characterized the French public economy
since 1789 until recently.

The French system springs from a municipal responsibility for water supply since
the beginning, faced with repeated refusals from the State to help — especially
financially — the municipalities with this increasingly heavy task. The delegation of
this service “a la French” is fundamentally marked by pragmatism. For a long time
deprived of access to State funds and often too small to create efficient services,
French municipalities were forced to look for private initiative, with which they
slowly built up a sui generis operating mode, that could certainly be improved but
which, globally, gave relatively satisfying results.

Faced with the situation in other countries, the French exception is particularly caused
by the extravagant number of municipalities (36,763 today), which is well over the 433
counties of the United Kingdom or the 278 Portuguese municipios. Notwithstanding a
strong trend toward inter-municipal regrouping into Syndicats de commune, we still
count over 15,000 entities responsible for water services in France (Dardenne, 2007).

The “Water exception” (and that of municipal waste processing) compared the other
commercial French public services is related to the very Jacobin refusal by the national
government of meddling in services that are considered as essentially local, and thus
municipal. This refusal has often been repeated since 1789. The model of State capi-
talism that has almost constantly imprinted national government actions until
recently, has thus spared the water sector, contrary to electricity that was nationalized
and State operated. It is probable that the surprising fact of the Générale des eaux
company escaping the last great nationalization wave launched by President
Mitterrand in 1981 finds its explanation in the lack of aspiration by the State of taking
over a sector that was deliberately left to the municipalities.

Whereas elsewhere nationalization seemed to be the logical response to monopolistic
problems and diverging viewpoints between private interests and public needs, France
- and to a lesser extent Spain — developed original schemes combining public
investment and private exploitation, thanks to the use of sophisticated contractual
engineering. In France, the affermage model allows a private entity to operate the
service and collect the receipts from the final customers — something that a private
company does best — leaving the planning control and investment decisions to the
public authorities, in other words that which is essential for guaranteeing access to
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all a quality public service. This is the viewpoint of those that defend this model.
Spain, however, has tended toward the constitution of mixed companies, where a
private operator takes a minority share in the water company and operates it under
the control of the local public authorities, who remain the main shareholder. Though
private companies specialized in urban water services have progressively disappeared
in other countries, they have remained active in France — where they regained a
market share throughout the 20" century — and in Spain, where they have succeeded
in maintaining their position in a political climate that is rather the opposite of the
Franco regime.

The Montreal example

Barraqué (2005) mentioned the example of Montreal to justify the inevitable munici-
pal takeover after an initial phase of private development. He shows how a private
company obtained a concession for water distribution from the British Crown in
1798, before creation of the municipality. Once established, the latter started negotia-
tions with the company that found itself in financial difficulties and provided a very
limited service of poor quality. The objective of the municipality was to generalize water
supply and to ensure that the distribution network was of the correct dimensions for
protecting the town against fires. During a first phase (1843-1845), the municipal
corporation of Montreal bought back the company shares. During a second phase
(1850), an “obligation of use” was created through a legal measure forcing the citizens
to connect their residence to the water service. With the growing number of subscri-
bers that had to pay a water tax based on property tax, the local authorities could
mobilize sufficient funds to build a new aqueduct and a pipe distribution network
that extended to all roads of the city.

11.2. The first systems in developing countries

In developing countries, though a gradual transfer of water services from the first
private investors to public management took place as well, it was often associated
with questions of national sovereignty rather than with problems of monopolistic
abuse. In fact, the companies that were responsible for the first infrastructure deve-
lopments were not only private, but also in the hands of foreign capital.

In Latin America, a region that was politically independent since the early 19* century,
foreign capital dominated enormous parts of the national economies a century later.
The economic interests of the continent were not related to the former Spanish or

Water services and the private sector in developing countries

37



38

Portuguese colonizers, but rather to English, French and North American companies
and banks. During the 20" century, the Latin American nations retook their economies
into their own hands, first to the benefit of the local elites and then slowly toward a
more democratic society. The dominant theory of the CEPAL"™! advocates an inter-
ventionist State. Urban water, a symbolic service “par excellence”, was thus rapidly
nationalized.

Uruguay is a representative sample of the process that took place in many large Latin
American cities. In 1867 after a particularly dry summer, the Government decided to
award a concession to create a drinking water system in Montevideo. At that time,
this involved supplying water to about 9000 houses for a population of around
70,000 inhabitants. A consortium of three Uruguayan investors won the call for
tenders and started construction of the network. These national capitalists rapidly
resold their concession to a British company, The Montevideo Waterworks Co. Ltd.
The Uruguayan government could only buy this company in 1950, as part of the
debt the United Kingdom had accumulated in Uruguay during World War II. The
concession expired in 1952 and the privately owned company held by the State then
was transformed into a public enterprise, Obras Sanitarias del Estado (OSE), today
still in charge of the urban water services of the country. The new constitution of 2004
forbids the participation of the private sector in the management of water services.

In Buenos Aires, the provincial authorities also became aware of the need to develop
urban water supply and drainage following exceptional climatic conditions that cau-
sed serious epidemics in 1867 and 1871. To supply the population with clean water
based on new public-health techniques, an affermage-type contract was attributed
to a private company in 1887. This English company — Samuel Hale and Company and
then Buenos Aires Water Supply and Drainage Company Ltd — had to finish the timidly
started construction work by the public administration before managing the service.
However, the serious financial crisis that shook Argentina in 1890 led to cancelling the
contract in 1891. Contrary to its neighbour Montevideo, the Argentine capital did not
manage to create a “partnership” with private enterprise. A “Special Commission for
Salubrity Works” ensured the administration and implementation of the construction
work, and it was not until 1912 that the Obras Sanitarias de la Nacién (OSN) was
definitely set up as a true public company. Its name “Obras” (works) and not “Servicios”
(services) clearly shows its objectives, which were those of a builder rather than an

[16] CEPAL, Economic Commission for Latin America, created in 1948 as the regional arm of the United Nations
Economic and Social Council. With figureheads like Raul Prebisch or Celso Furtado, CEPAL in the 1950s
and 1960s had a strong influence on economic thinking in the continent, developing the theory of peripheral
economies.
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operator. OSN was disbanded in 1994, when the concession was attributed to a
group led by Lyonnaise des eaux. The Buenos Aires concession marked the start of
today’s PPP phase in the water sector of developing and transition countries (Botton,
2007; Marin, 2009).

In Brazil, the first negotiations involving private companies started in 1833, when a
company with Anglo-Brazilian capital bid for the water-distribution concession of
Rio de Janeiro. This first affair never came to fruition.

It seems that the Companhia do Beberibe, administering the water in Recife as of 1837,
was the first private enterprise that obtained the responsibility for drinking water
development in a Brazilian town. Another private company, the Recife Drainage
Company Limited, later obtained the responsibility for sanitation of the capital of
Pernambuco in 1873. However, the local government had to take over the responsibility
first for the sanitation service in 1908 and then water in 1912, faced with the pitiful per-
formance of the concessionaires and in response to the terrible epidemics that rava-
ged the city.

In Rio de Janeiro, City Company operated the water utility from 1863 to 1947, whereas
another private company, the Companhia Cantareira, developed the utilities of Sao
Paulo from 1877 to 1893.

The example of Porto Alegre

In Porto Alegre, the Companhia Hidraulica Porto-Alegrense was created in 1860.\
Holding the monopoly for private water sales from the river Arroio Dilavio, it supplied
1082 residences in 1869, in addition to the free public service standpipes. Faced with
the limitations of the first system, a second competitor, the Companhia Hidraulica
Guaibense, in 1885 obtained the authorization of pumping directly from the rio
Guaiba, the main stream traversing the city; in 1891it supplied 1065 residences. Soon,
popular protest arose against the insufficient quantity and poor quality of the water
and, faced with the obvious incapacity of the private initiative, the city government
had to assume water supply and distribution through buying Hidraulica Guaibense in

\1904, and then Hidraulica Porto-Alegrense in 1926.
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A similar process to that seen in Latin America took place as part of the decolonization
of Africa and a large part of Asia, after World War II. To a large extent, the public-private
debate on the management of water services was associated with the larger and more
complex problems of the various models of colonial economy, and after that with
the different decolonization processes.

In Egypt, for instance, the first initiatives took place after the visit to the Universal
Exhibition of 1867 in Paris by the Khedive Ismail Pasha, who was greatly impressed
by Hausmann’s work. The water services concession of Cairo dates from that period
and was attributed to a French engineer, Cordier, who was asked to create the
Générale des eaux du Caire, a private company under Egyptian law. This was in the
middle of the internationalization phase of the Egyptian economy. The Suez Canal
was under construction and would open in 1869. Ismail Pasha called in the best
European companies to modernize the country, constructing railroads, installing a
telegraph network and creating a new town on the left bank of the Nile that had
Paris as model and Baron Empain as main promoter. However, the bankruptcy of the
State led the English and French to take over the situation, and then to occupy the
country. The English became de facto masters of Egypt in 1882, which was formalized
by protectorate status in 1914.

Until the end of the 1920s, the government avoided intervening in the incessant
conflicts between the water distribution company and the Cairenes, who complained
about high tariffs and abuse of monopolistic position. The law courts could not change
the civil law clauses of the contract. However, the government had to abandon its
neutral position in 1935, when political pressure obliged it to take sides. At that point,
the Générale des eaux du Caire shares were considered most attractive on the
Egyptian financial market. The trial of strength between the government and the
capitalist interests involved was a noisy affair that ended in a new agreement, signed
in 1938, and included a substantial lowering of tariffs. The State finally had a say in
price fixing and the possibility of changing the operational specifications of the ser-
vice as soon as the general interest justified such actions. It was not until 1956 that
the Nasser government nationalized the company and placed the service under the
direct responsibility of the municipal council 1'%

In Alexandria, private — British — interests dominated the water distribution company
for long decades and, as in Cairo, Nasser put the company under State control during
the Suez Canal crisis.

[17]1 See Coville (1996).

©AFD /March 2012



The history of urban water services in Lebanon is rather similar to the Egyptian example.
The first developments of water distribution networks took place under the Ottoman
Empire, which attributed concessions in several towns — including Beirut — to private
entrepreneurs. The contracts were maintained during the French Protectorate, but the
Lebanese government started to buy the concessions back by the late 1940s and early
1950s. The Beirut Water Authority was created in 1957, transforming the former private
concessionaire into a public administration.

In Ching, too, the development of the first water utilities was marked by recourse to
private foreign capital. The first water-supply system of Shanghai dates from March
1875, when river tankers distributed water. In 1881, English traders bought this service,
adding a pumping station and a first pipe network, and resulting in a water supply
company with British capital for Shanghai. From 1902 to 1937, this company did not
have a monopoly. Chinese and French traders set up competing companies, while
the municipality developed the utility in other parts of town. Upon the liberation of
Shanghai in 1949, the city had five drinking water companies that were amalgamated by
the Mao government, creating the municipal water-supply company of Shanghai
that today has a production capacity of 503,000 m* water per day (Valiron, 1996).

m The Macao example

The Macao water service has been under continupus private management since\
1932, even though the contract signed with Suez dates from 1985. Initially, a 60-year
concession was signed between the Portuguese territorial administration and the
British company Macao Electricity Co., who created the Sociedade de Abastecimento
de Aguas de Macao (SAAM). This company had to make large investments in the
infrastructure and progressively accumulated an insupportable debt level. A local
private bank, which had become the main creditor; finally took over control of the
company in 1982, in exchange for the debt. Company structure then further changed
until the takeover of SAAM by the Sino French Holdings Limited consortium, a joint
venture associating in equal parts a financial group from Hong Kong and Lyonnaise des
eaux. At the same time, a new concession contract was prepared for a 25-year period,
whereby the physical assets were transferred from SAAM to the territorial government.

The Macao contract, which in a sense was the pioneer of the new era of PPP deve-
lopment in the water sector of developing countries, thus was never the subject of a
call for tenders, but was the result of direct negotiation. The concession contract is
extremely simple, the English version comprising only 16 pages, but it has had the
\merit of functioning very well until its planned termination in 2010.
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In many former French colonies and protectorates in Africa, private entities operated
the water services, often subsidiaries of the groups that are now Veolia and Suez. In
many places, such private structures remained in place after independence. In Morocco,
for instance, Suez (Lyonnaise des eaux et de I'éclairage) has been the concessionaire of
water services and electricity since 1914 in Casablanca, 1916 in Rabat and 1919 in
Tangiers. In 1949, a 50-year concession was renewed by the Société marocaine
de distribution d’eau, de gaz et d’électricité, a Moroccan subsidiary of Lyonnaise,
which also involved the construction of an 80-km aquaduct from the Oum er R’bia
(Lalhou, 1997).

Lyonnaise remained the Casablanca concessionaire for some time after independence.
At that time, the Moroccan authorities were giving much thought to the future of
water and electricity utilities. Two opposing political orientations existed: some wished
a State centralization with an Eau du Maroc entity; others recommended structures
that would be closer to the customers, with easier intervention by elected officials.
Decentralization won, but incorporating the concept of autonomous municipal control
over urban distribution — based on the Régie autonome des distributions (RAD)
model created in 1962 in Casablanca — as well as the creation of the Office national
de I'eau potable (ONEP) in 1972 for major water production and conveyance. In his
discourse announcing the takeover of Casablanca water by a municipal authority,
King Mohamed V explained that this did not mean a disavowal of the professional
capabilities of the French company, but rather was a question of establishing coherence
with the national management model implemented after independence. In fact, the
Lyonnaise and its subsidiaries maintained a role of almost continuous technical
assistance to the RAD during the State control period. This explains why, when King
Hassan Il decided in the early 1990s to return to a private concession scheme, the
Moroccan government called Lyonnaise des eaux to directly negotiate a new contract,
which has been under way since 1997.

In Sub-Saharan Africa, the development of water services in part of the French colonial
empire was left in the hands of private enterprise until 1952. The Compagnie des eaux
et électricité de I'Ouest africain was created in 1929, becoming one of most influential
private enterprises of the Empire.
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The Tananarivo example

The distribution of electricity and water in Tananarivo (Madagascar) was initially
confided to a French limited company, under the control of the Banque de Paris et
des Pays-Bas. The company started works in 1906 with a 50-year privilege. A 170-m-
long dam was built about 20 km from Tananarivo and a power plant was inaugurated
there in 1909. Water started to be distributed from the first standpipes in 1911
The Compagnie de |électricité et des eaux de Madagascar became the first company
of the country. It mobilized large amounts of French private capital, but made no profit
until 1939. The Société malgache des eaux that succeeded it was nationalized in 1972, to
\be incorporated in the present-day JJRAMA.

French public administration of water and electricity affairs in West Africa did not
really start until 1952, with the creation of Energie AOF, a semi-public company
whose capital was shared between the French State (represented by the Caisse centrale
de la France d’outre-mer) for 35%, local administrations and public establishments
(including EDF) for 40% and local private companies for 25%. In practice, Energie AOF
acted like a private company. It was in any case independent of the local administration
and managed the services through agreements or concessions.

On the eve of independence, in 1960, Energie AOF changed its name to become
the Société africaine d'électricité (SAFELEC), though keeping a similar status. As in
Morocco, the private structure often remained in place for many years after inde-
pendence. Only Mali decided to immediately nationalize most of the capital of the
structure corresponding to to its national territory after breakup of SAFELEC, thus
creating Electricité du Mali (EDM) as of 1961 (Hibou, 2007).

In Upper Volta, the former name of Burkina Faso, SAFELEC stayed in place as VOLTELEC
until 1970, when it was decided to separate the water and electricity activities. The new
Société nationale des eaux (SNE) in charge of water production and distribution in
the urban and semi-urban centres remained a semi-public company with a capital of
15 million FCFA, disposing of a management agreement with the State and operating
seven centres. However, the operating logic of the company posed a fundamental
problem. Through efficient management, it effectively proved that the exploitation
of a water network can be profitable, but at the price of a development strategy
that penalizes the most needy and distant parts of the population, favouring private

[181 In 1941, 175 standpipes and 2000 private connections existed.
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connections at the cost of standpipes, and densifying the network in town centres
to the detriment of extensions into outlying districts. The State thus decided to correct
the orientation of its policies by creating an Office national de I'eau (ONE, then ONEA)
in 1977 to replace the earlier SNE (Morel a I'Huissier, 1997).

SAFELEC was nationalized only in 1968 in Niger, and in 1975 in Mauritania. In Senegal,
the new government decided in 1960 to maintain an affermage (lease) contract.
Based on the contract, the Compagnie générale des eaux du Sénégal, a subsidiary of
the French Générale des eaux, ensured public water distribution in towns from 1960
to 1971. Only after this eleven-year interlude did the State nationalize the utility by
creating the Société nationale des eaux du Sénégal (SONEES).

Lyonnaise des eaux, equally interested in the management of utilities in Africa, had
created the Compagnie africaine des services publics in 1954. This company worked
more specifically in French Equatorial Africa, managing the water utilities of Congo
and Gabon until independence (and even afterward). In Congo (Brazzaville), it was
replaced by the Société nationale de distribution d’eau (SNDE) in 1967, after an expro-
priation process that gave rise to a long financial litigation between the French group
and the African nation.

Cote d'lvoire is a specific case, as a company with French capital, the Société de
distribution d’eau de Cote d’Ivoire (Sodeci), has managed the water services of
Abidjan continuously until today, signing a concession contract with the new natio-
nal government one year after independence, in 1961""% In fact, an international call
for tenders had been issued a few months before independence, and President
Houphouét-Boigny, a partisan of economic liberalism, confirmed the public service
delegation contract upon his accession to the presidency. The French company Saur,
which had won the contract, then created Sodeci, progressively opening its capital
to private Ivorian partners. Sodeci progressively extended its action to all urban
drinking water networks of the country, as well as to sanitation. Saur International
(Bouygues Group) still holds 46% of Sodeci capital, together with private Ivorian
shareholders who control about 37% of the shares. Sodeci has been listed on the
Abidjan stock market since 1978.

In the former British colonies, the first private initiatives were generally replaced by
public organizations before the end of the colonial era. The disappearance of a
powerful water services industry at home rendered it more difficult to create private

[19] Abidjan then totalled 180,000 inhabitants, the distribution network being 180 km long with almost 4,000
customers.

©AFD /March 2012



water companies overseas. For that reason, the colonial administration had to
operate the services, commonly because of a lack of alternatives. This was for instance
the case in Mombasa (Kenya), where in 1898 it was attempted to award a licence to
a private operator, but without success. However, in Nairobi, the other major city of
Kenya, the Muthaiga Water Supply Company, created in 1914 to construct and operate
a water supply system, maintained itself until 1923, before being taken over by the
Nairobi Municipal Corporation.

The history of the Belgian Congo is quite apart. From the beginning, the colony was
a private affair: the Belgian colonial adventure started under King Leopold, counter
to the wish of parliament. The independent state of the Congo initially was a personal
possession of the king, which officially became part of Belgium in 1908. The deve-
lopment of the colony remained characterized by the major role of private-law
structures, such as the Compagnie générale de Belgique, a private company that
was so strongly interwowen with national Belgian history 2! that the classic public-
private opposition becomes ill suited for understanding its true nature. For instance,
the Société de distribution d’eau de Léopoldville water service was created in 1929
as a Congolese limited company headquartered in Brussels. However, the public
authorities had to intervene rapidly, taking over the Léopoldville (today Kinshasa)
service and establishing a state-owned water distribution company (Régie) for the
colony. It thus seems that the management model for development of the Belgian
colony through concessions and private initiative rapidly foundered in the water
domain. The Régie, transformed into an autonomous public institution, after 1939
took the name Regideso which it still bears today.

[20] At least until the shareholders takeover by the Suez Group after the spectacular stock market battle of 1988.
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Conclusions

It would be wrong to think that in the northern countries, as in developing countries,
the debate on the participation of private actors in the management of water services
is a new phenomenon. Private initiative has often been involved in the creation and
exploitation of urban water networks before the public administration was able to
do so. Nevertheless, the first generation of water service PPPs has hardly survived,
barring a few well known exceptions. The hegemony of public management that
then came to dominate the sector can be explained by two main factors.

First, the role of private intervention has changed. Urban drinking water effectively has
two dimensions: It needs good equipment as well as good operations. The particu-
larity of the sector lies in the fact that these two dimensions are about the same
size: The cost of writing off infrastructure and the direct operation cost are roughly
on the same order of magnitude, even though locally enormous disparities may exist.
[t cannot be said that one dimension overshadows the other, which thus would
become only a sub-activity. The main problem of drinking water (and sanitation)
PPPs is to clarify the expectations of the private sector: Are we looking for a finan-
cial partner who can supply the missing equipment, or for a professional who can
manage the service? In the olden days, the main task was the construction of
(net)works, as none existed. The Lyonnaise des eaux et de I'éclairage was before
anything else what would now be called a “dedicated investment fund”. Its name
derived from the fact that this fund was managed by the Crédit Lyonnais bank, even
though the company never ran the water service of the city of Lyon. The aim was to
mobilize funds for the construction of networks. Once the first infrastructures were
created, the debate progressively shifted to service management. This was when the
concession model came into being.

Second, the techniques of contractual engineering have shown their limits. In many
cases, the State was unable to formulate contract models that would allow avoidance
of monopolistic excesses and would converge the action of private operators with
public interest. The whole question of the renewed public-private debate during the
past decades rests on the following point: Are we capable, today more than yesterday,
of drawing up contractual frameworks that cover complementary public and private
assets while controlling the contradictions of their respective interests? This is the
real stake hidden behind the concept of regulation.
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Finally, a historical review of the first concessions sheds light on another question,
that of operator nationality. In countries without an experienced private sector that
can guarantee the expected quality for an essential service, such as drinking water,
resorting to the private sector means resorting to foreign companies. The liberal
economists that advocated PPP development in the 1990s systematically ignored
this nationality question. As far as the World Bank is concerned, the nationality of
the operator is unimportant as long as they are efficient. However, this omits the
fact that water is not a commodity like others, as it has an exceptional symbolic
value in most social organizations. Antoine Frérot, director general of the otherwise
highly pragmatic Veolia, in 2009 said: “To work in this field one has to understand
the passions generated by the reflections on this service, and one has to grasp its
symbolic value”. Confiding this type of highly essential service to a private operator
is one thing, but confiding it to an operator from the other side of the world is quite
another, independent of their technical competence ",

[21] In this respect, we note that the French government, which was the first to push its multinational to go and
conquer concession contracts in the four corners of the world, suddenly became very reticent when there
was question of selling Saur, the third private operator in France, to a German group. Ultimately, it preferred
a discreet nationalization of Saur, which was bought by the Caisse des Dépots.
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1.2.

PPPs for drinking water services:
Some lessons from the French
experience for developing countries

C. PEZON and L. BREUIL

Introduction

We may remember the enthusiasm for delegated management of drinking water
services in developing countries. This was in the 1990s, in a macroeconomic context
marked by the return of liberal development theories, the programming of public
budget reductions and, more generally, the reduction of State intervention in economic
activities. Governments saw PPPs as being of immediate interest: the key to funding
access. PPPs were effectively promoted by two powerful international actors: the
World Bank that, in many cases, conditioned its loans to the opening of the sector
to private operators, and the operators themselves, who sought international
expansion. This coalition of interest thus formatted the first contracts, in Latin
America and Asia, by hybridizing the French and British models. The French model has
had a particular influence in developing countries. In fact, even though the market
share of French operators was not more than about 50% ?* in 2000, with a downward
trend, it had been over 90% until the mid-1990s.

Still, when taking a closer look, what was promoted as the “French model”, the
concession, was quite far from French market reality of the 1990s. A finer analysis of
the evolution of the French PPP model would have allowed avoiding certain erring

[23] Share of the inhabitants supplied by a private operator.
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ways, in particular in risk evaluation, considering the failure of the concession in its
place of origin. In the 2000s, the concession was abandoned for the affermage/
leasing model, especially in Sub-Saharan Africa. Such affermage contracts profited
from the latest changes made in the delegation of public service in France, and
represented therefore a modern and partly successful version of PPPs in the water
sector.

The purpose of this chapter is to analyse the French PPP model from 1850 onward,
through the changes in contracts and regulatory institutions, with the aim of identify-
ing useful lessons for regions and municipalities in developing countries that today
are tempted by the management concept. To start with, we show that the problems
encountered by the concession model in the 1990s, especially in Buenos Aires, were
predictable in view of the French concession experience a century before. This is follow-
ed by a review of how the urban affermage contracts signed in West Africa in the early
2000s profited from the most recent PPP improvements in France. Finally, we discuss
the perspectives of transposing the affermage model from towns to rural areas (very
widely programmed in West Africa), in light of the French affermage experience with
rural water services.

1.2.1. Failure of the concession model for generalizing
access to drinking water: comparison of the French
and Argentine experiences

e The impasse of private investment funding for generalizing drinking water
access in France during the 19" century

A tool designed for funding collective water points. The concession embodies the
original French PPP model. French towns and cities in the 19" century tried to develop
a “public service” of drinking water supply based on this model. At the time, this was
limited to the collective distribution of water through fountains, public buildings
and fire hydrants, and the concessions implied the financing mode of this service.
The concessionaire committed himself to financing development of the public service
and, in return for his investment, obtained the exclusive right of proposing a “private
service” for residential water distribution within the municipality. Technically, the
development of such private services implied either the extension of a primary
water network ensuring public service and domestic connections, or the simple
connection of dwellings to a primary network.

Obtaining the exclusive right for home delivery of water was thus conditioned by
satisfying the needs of all, represented by the public partner, the municipality. The
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latter also paid the concessionaire a subscription for collective water distribution.
The “public service” was free for the users. The municipal subscription was 5% of
the investments planned ex ante by the concessionaire for developing the public
service. After about twenty years, when the total of municipal subscriptions would
equal the investments made for developing the public service, the municipality
could cease its subscription payments. The concessionaire had to continue supplying
a free public service until expiration of his contract, for a total duration of between
60 and 99 years.

In this manner, the concession allowed a municipality to create a public water service
without incurring debts and at a fixed price. This price had no margin for the conces-
sionaire, who had to look on the “private service” side for remunerating his capital
outlay. In the spirit of both partners, the “private service” was effectively designed to
provide the concessionaire’s profit basis. In a certain way, the concession allowed
for the creation of a solidarity between those that could pay for a “private service”
subscription, the wealthy customers of the water carriers, and those that supplied
themselves from the “public service”, the market of the former being of interest to
entrepreneurs or private companies.

Complete contracts with little flexibility. Public and private partners very precisely
defined their respective responsibilities in the concession contracts. Although for a
long duration, such contracts were what economists call “complete contracts”, i.e.
contracts that, anticipating a series of probable events, contain sufficient elements for
avoiding possible conflicts of interpretation on the rights and duties of both parties. In
terms of tariff regulation, the parties thus opted for what economists call a “price-cap”
regulation. The prices were fixed for the contract duration, in a context marked by
the absence of inflation. In terms of risk allocation, this meant that all industrial and
commercial risks were borne by the private partner; if his effective investments
exceeded the investments planned ex ante when signing the contract, and/or if his
revenues from the “private utility” were less than the expected income, the conces-
sionaire solely assumed the consequences thereof. However, if he invested less than
the planned amount while obtaining the same result, and/or if the private-service
subscriptions exceeded his predictions, the excess profit from the contract would
be for him alone.

The first difficulties appeared after a few years. The municipalities and their conces-
sionaires could not find common ground to modify their contracts, which were
framed by rigid regulation mechanisms, and which the Council of State, the final
judge, made to uphold to the letter. For the public service, the concessionaire had
the right to a remuneration rate based on the investments planned in the contract,
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for delivering a given quantity of water at well-defined water points that the conces-
sionaire had to construct on municipal territory. The commitment of the concessionaire
thus covered financing investments that would ensure the distribution of a limited
quantity of water at contractually defined points. Therefore, when a municipality
called for an increase in the quantities of water delivered and/or the construction
of new water points for the public service, ie. investments not planned for in the
contract, the concessionaire could request an increase in the municipal subscription
proportional to the additional water quantity. This invariability of the rate of remunera-
tion ignored the existence of economies of scale: the regulator effectively considered
that the production and distribution of, say, 1000 m* of water per day presented the
same unit cost as the production and distribution of another quantity. The problem
was that the contractually defined quantities generally turned out to be insufficient,
and that the standards expresses in litres-per-inhabitant and per day progressively
increased from 20 to 200 between the 1850s and the end of the 19" century (Baudant,
1980). Even so, the Council of State remained inflexible in its interpretation of concession
contracts and supported the concessionaires in their contractual rights, notwithstanding
the increasing recourse of municipalities to administrative disputes.

Even worse, the municipalities failed to submit their concessionaires to an obligation
of result concerning the quality of the distributed water, for both public and private
services. Contractually, the concessionaire was either subject to an obligation of means
- he had to implement the treatment processes defined in the contract — or to an
obligation of results - the distributed water had to satisfy certain parameters, generally
of a hydrometric nature. However, no contract required of a concessionaire that he
commit himself to respecting changing water-quality standards. This would have
introduced an uncertainty concerning the investments to be made, contrary to the
“complete” character of the concession contracts. Therefore, when a municipality
asked for changes in the contractual treatment processes, because either raw
water quality had changed, or scientific progress had overtaken the validity of old
processes, the Council of State would invariably deny the claim, arguing that the
concessionaire did not have to finance investments not planned for in the contract.
In that case, it was thus perfectly legal for a concessionaire to distribute water unfit
for consumption.

On the private service side, the concessionaires had a total liberty of action. Contrac-
tually, a concessionaire was committed to proposing a service of domestic distribution
of water defined in daily quantity and in quality. He had to record a minimum number
of subscription demands (per street or district) before constructing the necessary
network extensions for connecting inhabitants that were bound to keep their subs-
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cription for at least three years. Technical progress caused the concessionaires to
expand their service package, in particular by proposing a continuous supply of
water in unlimited quantities. This type of subscription was not planned for in the
concession contracts, and the concessionaires freely determined their cost. Their policy
became to bill the “meter surplus”, ie. the additional quantity of water consumed
over that planned for in the basic subscriptions, at higher tariffs per cubic metre. To
these additional takings should be added those generated by installing and renting
water meters. Both subscribers and municipalities complained to the administrative
courts, but the position of the Council of State remained clear and inflexible: the
municipalities had no legal basis for intervening in the commercial contracts linking
private service subscribers and water companies. The subscribers were free to
refuse any additional services proposed by these companies; the companies could
develop their service offer under the condition that their basic subscription offer as
defined in their concession contract were conserved.

An unsuitable model for generalizing the domestic acces to drinking water. After a half
century of the concession system, the results in terms of domestic water distribution
were meagre. In 1892, the 290 private services in France had 127,318 subscribers, covering
cities with a total of 4.5 million inhabitants (Goubert, 1987). In Lyon, the second French
city, the Compagnie générale des eaux had 16,000 customers, 30 years after the
start of its concession.

In addition, the ideas of municipalities concerning their responsibilities in terms of
public health had strongly evolved. Whereas in the middle 19" century they satisfied
their task as “health police” by making standpipes available to the population, by the
end of that century they considered that their public health mission included the
generalized domestic distribution of water. This was influenced by hygienists, who were
marked by Pasteur’s discoveries, and by engineers that had mastered pressurized
water distribution and industrial treatment processes for rendering water potable.

As part of the concession contracts, this “private” utility was a luxury item that was
not easily generalized. The concessionaires had well understood this: rather than
increasing the number of private customers, which meant investments for network
extension, they concentrated their efforts on increasing their profit margin on each
subscriber through the promotion of additional services. The domestic water distri-
bution market was thus quite limited, as few inhabitants could afford a network
connection. In addition, as the concession was based on the integral recovery of
water access costs from the customers, it went against the objective of the munici-
palities, who wished to generalize domestic water distribution.
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The end of the concessions. As of the early 1890s, no more concession contracts
were signed. Towns that had not developed their services in a concession framework
massively turned to public management. They created public services proposing
domestic subscriptions, but which did not recoup the investment costs from tariffs.
These costs were financed from their own budget, paid for by the taxpayer.

From their side, the towns that were committed to concession contracts tried to
terminate them early. Only the most important ones managed to settle the exploi-
tation rights due to their concessionaires, as stipulated in the contractual redemption
clauses. The other towns sought a compromise with their concessionaires in the form
of an affermage contract, in which case the concessionaires progressively abandoned
their role of investors to the benefit of the public partner. The municipalities, by
assuming the financing of investments, then modified the risk allocation of the
concession contract. The water companies no longer had to bear the industrial and
commercial risks as the public partners now covered them, according to specific
rules for public authorities exercising fiscal power. Rather than recovering the cost
of domestic water connections via tariffs, they financed such general access to
water from taxes, without the constraint of remunerating the invested capital. The
concessionaires, though constantly protected by their regulator, the Council of
State, only accepted such renegotiations because the execution of their contracts
had reached an impasse.

The transition from concession to affermage was only completed after the macro-
economic disruptions caused by World War |. Inflation appeared: the price of coal,
the primary energy source, was multiplied by nine. Locked into fixed-price contracts,
the concessionaires could not contain such cost increases and found themselves de
facto bankrupt. At that point, it became in their interest to renegotiate their contracts
and, in the specific case of water, that the type of regulation be completely reformed.
From a legal perspective, this reworking is known as the “theory of unforeseeability”.
This administrative-law concept admits that certain events can upset the economic
basis of a contract and escape the control of the parties. They should therefore not
suffer the consequences, but rather integrate adaptation mechanisms for such unfore-
seeable events into their contract. In economic terms, this meant abandoning a price-
cap regulation in favour of a cost-of-service regulation.

This brief history of the first PPPs in France shows that the tandem of concession
contract and price-cap regulation is incompatible with generalized access to drinking
water, and that it is quite sensitive to outside shocks. Private investment financing
presupposes the complete recovery of costs from the beneficiaries (including capital
remuneration), which is difficult for a large part of the population within the limit
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fixed by investment amortization. In addition, it is impossible to foresee all measures
necessary for ensuring continuous service, and for adapting the contract to the technical,
economic and social changes of its environment. The actions of the concessionaire
cannot be covered by a complete contract, except through reducing its duration,
which makes long-term equipment financing very difficult. The uncertainty concerning
service cost evolution makes it necessary to reconsider the risk sharing between the
partners. Schematically, the risks can then be borne by the public partner or by subs-
cribers, depending upon whether the tax or tariff serves to adjust the receipts to
the service costs. De facto, in France, as in most other developed countries, the public
authorities take this risk for their account.

o The failure of water service concessions in Latin America in the 1990s

A different context: PPPs to face a crisis. The context of adopting PPPs in Latin America
during the 1990s was very different from that in France. Faced with explosive and
uncontrolled urban growth, shantytowns grew in many cities of developing countries
that, according to the first UN-Habitat survey in 2003, contained 30 to 40% of the
Latin American population and over 50% of that of Africa. Essential urban services,
such as water and electricity supply and transportation, often were absent from
such districts. The reasons for this absence were financial (high cost of extending
networks), legal and political (what status should be accorded to such — often illegal —
dwellings?), and organizational (how to durably manage services adapted to poor
households?). According to Ménard and Shirley (2002), the context for resorting to
PPPs resulted from a combination of three factors:

1. An urban sector in crisis with an intermittent offer of mediocre quality, an unfulfilled
request for service and a defiance towards public management;

2. Macro-economic financial constraints (inflation, public deficits);

3. A political desire to change the equilibrium of established power.

A hybrid model putting a heavy financial burden on the operator. Under the aegis of
the World Bank, the formalization of PPPs was based on a partnership model that
combined the French and British experiences as perceived (or promoted) at the
time. From the French delegated management model, the public service delegation
contract was borrowed. This consisted in privatizing for a 30-year period the deve-
lopment and management of a service, whose infrastructure would return by rights to
the community upon termination of the contract. From the British model of complete
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service privatization, the regulation mode was borrowed; a price-cap regulation
should incite the operator to be efficient. The regulatory mission was confided to a
specialized national regulation agency, inspired by the OFWAT (regulatory body for
England and Wales). Thus set up, a PPP avoids total privatization of the water services
and is set in a contractual framework that was supposed to have proven its success
in France.

The proposed concessionary model was based on private funding of the infrastructures
that, together with a tariff increase (until then kept at a very low level) and increased
efficiency in the service operation, should allow financing the network extension
and provide access to water for all. The motivation for the transition countries for
taking the "PPP route” was precisely this extension of water services and the resulting
domestic connections, and not, as in French towns 150 years earlier, the creation of
a collective service with free water. The aim was to extend domestic water supplies
into the poorest districts, hence to do exactly what the concession models had not
managed to do in 19" century France. Based on this model and with these ambitions,
several concessions were signed in Latin America in the 1990s. These included Buenos
Aires, the most symbolic (see Box 7), but also Santa Fe and Cordoba in Argentina,
Manaus in Brazil, and La Paz - El Alto in Bolivia.
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m The Buenos Aires concession

Very ambitious high-risk objectives related to assessment of the demand. In 1993,
the Buenos Aires contract included ambitious supply objectives. They were restricted
to underprivileged districts as formally recognized by the municipal authorities, repre-
senting a quarter of the population of such districts in the Argentine metropolis"*. In
practice no specific means were planned for connecting poor households; they had
to pay the same charges as everybody else. Like the others, they had to subscribe to
the service if the pipes passed at less than 12 m from their dwelling. The subscription
not being voluntary, the subscription revenues became foreseeable, allowing the
concessionaire to commit himself to the service objectives. This ignored the fact that
such compulsory connections were dimly viewed in the shantytowns. This obligation
came to a sudden end: the households that had an alternative water supply source (a
well directly tapping groundwater) refused the subscription and many households
refused to pay their bills. The concessionaire had to stop an extension programme, as he
had to conserve a certain ratio between his investments and the expected revenues.

The renegotiation, or cancellation, of the concession contracts. After four years,
the Buenos Aires contract was renegotiated in 1997. The renegotiation process was
directly managed by the State, outside the institutional regulatory framework planned
for in the contract. It resulted in substantial modifications of the conditions for
extending and financing the service. The timetable of service objectives was length-
ened, and the service would be extended by means of a “universal” tax, which was
added to the fixed part of the bills of the population already served, and relieved the
future subscribers of paying for their connection. Finally, the State and the company
agreed on the principle of a tariff revision every five years, so as to limit the risk of
excessive replaced by a cost-of-service regulation. At the end of the negotiation,
the risk allocation between partners had changed. All users now assumed the risks
related to extending the network. Furthermore, the negotiation had stigmatized
the regulator’s incapacity of proposing an institutional framework for renegotiating
the contract terms. Finally, the operator could now consider the users in precarious
districts apart, and try to associate them progressively in the process of deciding upon
and implementing new connections.

It was at this point that the Argentine peso crisis happened. The company, with its
foreign-currency debt, found itself in difficulties as its revenues were in local currency
that suddenly was worth less. The tariff adjustment mechanisms planned for in the
contract were not applicable to this type of crisis and the company incurred heavy
losses. The failure of further negotiations between the operator and the State, in a
climate of general political defiance towards foreign private operators, finally led to a
Kbreach of contract.

[24] According to the contract, the tariff should allow a rapid extension of the network, reaching within the
concession area a drinking water service rate of 90% after 10 years and 100% after 30 years. The rate of
connections to the sanitation network had to be 90% after 30 years.
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The widely documented case of Buenos Aires'*is typical of the concession failures
in Latin America. Most of the major concession contracts of the 1990s stumbled
over the same type of difficulty. Three water service concessions out of four were
renegotiated in the first years after signing the contract (Estache et al, 2003). An
analysis of the factors at the origin of such renegotiations shows that almost 90%
of the cases had a price-cap regulation. The progressive and unavoidable phase dif-
ference between the risk level and its counterpart — the expected remuneration
on the invested capital — sparked most of these concession renegotiations.
Moreover, as was outlined by the World Bank (2003), institutional regulatory
mechanisms were shown to be ineffective, leading to an ascendency of political desire
over contractual rationality.

Notwithstanding different economic, social and political conditions, an analysis of
why the concession system in France declined at the end of the 19" century might
have shown the probable unsuitability of this model for generalizing the access to
water in Buenos Aires a century later. By disappearing, the concession invalidated
the payment of costs by the beneficiaries as a financing mechanism for creating access
to water. A mercantile character of a water service and its public service dimension are
thus mutually exclusive items when creating or extending the service.

As of the year 2000, it was progressively admitted that tariffs do not permit financing
infrastructure extensions, and that it is legitimate to use national or international
public subsidies (OCDE, 2009). The idea of “total cost recovery” was thus replaced
by the more pragmatic notion of “sustainable cost recovery”, including among the
donors.

[25] Alcazar et al, 2002; Botton, 2004; Botton et al, 2005; Breuil, 2004; Estache, 2002; Estache et al, 2003 and
Schneier-Madanes, 2001.
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1.2.2. The affermage success in France: Lessons for today’s
Sub-Saharan Africa

e The factors for the success of the affermage model in France

As said before, PPPs are not implemented through a concession in France. After
World War Il, PPPs spread through affermage schemes, first in rural and semi-urban
areas, and then in the main towns after application of the decentralization laws of
1982. For 15 years, PPPs have covered about 75% of the population expressed in
number of inhabitants, but only a third of the drinking water services.

Development of affermage service after 1945. Before World War Il, France had about
6000 publicly-owned (Régie) urban water utilities and fewer than 1000 delegated
services (concessions converted into affermage), and a further 29,000 municipalities
had no water utility. The latter were a disparate lot, ranging from isolated rural villages
to semi-urban municipalities, which bordered towns and gradually changed into
suburbs that absorbed much of the demographic growth created by the rural exodus.

In 1949, 14 million inhabitants — a third of the French population - still did not have
access to tap water, mainly in rural areas. Forty years were needed before the domestic
drinking water supply to the rural population rose from 30 to 97% (Table 1.21).

Evolving domestic water supply of the rural population

in France
Year 1930 |1940 1949 | 1954 1960 | 1966 |1970 |1976 |1981 |1985 |1990
Rate
of service 5 25 30 376 474 65 752 88 94 97 98
(%)

Source: Pezon (2000).

The objective of generalized services was based on the development of affermage,
first in rural areas, through the delegation of intercommunal rural services. In less than
20 years (1950-1970), the number of people served by an affermage utility doubled
(Figure 1.2.2). Then, in the 1980s, when the French market was saturated, the delegation
principle suddenly developed in the larger towns and cities. Still a minority in 1980
with less than 20% in towns of over 50,000 inhabitants, water utility delegation
became the rule in most major towns, and gained access to 8 million inhabitants in
less than 10 years.
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Key factors in the affermage success for water services in France. In France, the
delegation by means of affermage spread in the shadow of an administrative regulation
on a national, rather than local bilateral, scale. This regulation was implemented on a
provincial (département) level by decentralized services of the Ministry for Agriculture,
in charge of the coordination of investments, and of advice to municipalities and the
allocation of water resources. In addition, the Prefect of a département, as State
representative and executive officer at this administrative level, ensured the control
over water tariffs — replacing the municipalities in their theoretical regulatory role —
and over the contract as primary regulation instrument.

1. The first key factor of the PPP success was based on the public, coordinated and
harmonized financing of investments. The inherent uncertainty regarding costs
caused by the public service status of domestic water distribution was assumed by
the community. Most of the public financing came from a solidarity tax levied from
the water service subscribers, in proportion to their drinking water consumption.
This tax contributed to the National fund for water supply in rural areas (FNDAE),
created in 1954 and managed by the Ministry for Agriculture; the latter transferred
the necessary funds for equipment, as defined by its engineers, to its departmental
services. Only municipalities whose investment plans complied with those of the
government engineers were eligible for FNDAE financing. It was thus necessary
to optimize the investments per inhabitant, and to distribute the available water
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resources as well as possible, even if this meant that municipal boundaries had to
be ignored through the creation of intercommunity services.

. The second key factor for success lay in the administered price regulation through
adjustment to the exploitation costs. As the risks assumed by the lessee were
limited to the exploitation of installations and management of the service, the cost-
of-service type regulation was applied to this range of activities. Contractually,
adjusting the prices to the costs was based on a multi-criteria tariff formula
indexed on the evolution of the various components of exploitation cost, i.e.
energy, personnel and water-treatment products. With a price scale proportional
to the distributed volume, increasing the turnover of the lessee means increasing
the supplied water volume. Domestic water distribution became a bulk activity:
As he was paid for the distributed water volume, it was in the lessee’s interest to
increase the number of subscribers, rather than seeking to increase the profits
from a few. This was all the easier as they did not have to increase their capital.
The Prefect, as State representative, administered this regulation on a provincial level.
In fact, the price level resulting from the indexation clause had to be submitted
each year for his approval. If application of the contract clause led to an unreasonable
price increase, in particular in view of the current prices in the department, the
Prefect could fix a lower price than the contract tariff. In this configuration, the
communities very imperfectly assumed the usual responsibilities of public partners,
regulating their services through adjusting prices to costs. Until the 1980s, the
State and its decentralized services effectively exercised this control, guaranteeing
a controlled evolution of water prices to the leasing communities.

. The third key factor for success lay in a standardization of the affermage contract
and in a reduced number of lessees. In 1957, a standard affermage contract was drawn
up on a national level. This contract was mandatory for all communities that wished
to create or develop their water service within this contractual framework.
Contract follow-up and control was ensured by the Prefect’s services, facilitated
by a standard contract. This standardization took place in a context where only
few operators had survived both the movement of municipal socialism in the
early years of the century, favouring publicly owned (Régie) companies, and the
economic slump of World War L.

. The final key factor for success lay in the capacity of affermage to polarize the
otherwise different interests of municipalities, operators and the State (Lorrain,
2008). The latter saw in the affermage contract a means for reaching two objectives:
Achieve a rationalized development of hydraulic equipment in France and recover
at least part of the service costs. The huge number of municipalities was an obstacle
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to such rationalization, but delegation allowed getting around this problem as an
oligopoly of operators could manage the services of several neighbouring muni-
cipalities without the need of them being formally grouped into a public establish-
ment of inter-communal cooperation, thus creating a de facto geographic equa-
lization. A cost-of-service regulated affermage also guaranteed the recovery of
exploitation costs and the renewal of electromechanical equipment. From their side,
the municipalities found that leasing their utilities to professionals was a simple
means of avoiding the contingencies caused by the narrow base of their territory
and their restricted human and technical resources. Finally, the interest for the
operators lay in enlarging their market share.

Decentralization and the affermage crisis in France. In France, water utilities have
always been the responsibility of municipalities. The decentralization of 1982 thus had
little effect. However, it upset the way this competence was exercised. The standard
affermage contract was invalidated and the administrative price regulation of water
by the prefects was abolished. Moreover, the prices now had to allow a complete
recovery of the costs for a balanced management of the utilities, regardless of their
size and their management type. Still, this deregulation of the drinking water market
did not last very long: as of 1988, the smaller services could again make losses. When
a service served fewer than 3500 inhabitants, it was not expected that the revenues
would cover exploitation and replacement costs.

Between 1992 and 1997, several laws and provisions, in particular the Sapin law of
1993, put an end to the excesses by towns and their service partners in concluding
delegation contracts. Automatic rollover of contracts was forbidden, as were non-
public delegation tenders. Paying an entrance fee when the delegation contract was
awarded was forbidden: a municipality could no longer select an operator because
of the entrance fee he was willing to pay, as if he was bidding at auction.

By formalizing the awarding of delegation contracts, the legislator created spaces for
carrying out diagnoses, evaluations and planning. Tools, such as contracts with set
objectives and performance indicators (Guérin-Schneider and Nakhla, 2003), were
developed at a national level and then progressively integrated into the local contracts
for rendering the expectations of the public partner more objective and for measuring
the performance of the private partner. Organizations such as the National observatory
for public water and sanitation services, created by the last law on water under the aegis
of the Onema, also contributed to improving transparency in the sector.
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e What are the lessons for West Africa today?

A new generation of PPPs for improving urban water supplies was experimented in
West Africa during the 2000s. However, the main stakes for PPP development today
lie in rural areas. Here, the new local authorities are invited to delegate the management
of sophisticated water installations — such as mini networks — to specialized operators,
in order to overcome their lack of competence.

Affermage of urban water services in West Africa. In Senegal (1996), Niger (2001), and
more recently Cameroon (2007), affermage/lease experiments for urban water services
were tried. In all three cases, the affermage took place between a public assets com-
pany and a private operator. The concessionary model of Cote d'Ivoire was also pro-
gressively transformed into affermage. The assets company owns all urban service
assets and is in charge of investments. The lessee has the monopoly of exploiting the
urban services for 10 years. He maintains and replaces some of the civil engineering
and electromechanical assets according to a contractually defined programme of
replacement. The operator invoices the service and collects the revenues. Tariffs are
the same in all urban centres, allowing redistribution between profitable and unpro-
fitable urban centres. It includes “pro-poor” mechanisms (Trémolet, 2006): a tariff
range for guaranteeing the sustainability of connections to the poorest and a system
for subsidizing connections to facilitate access to water. This contributes to the
objectives of both social equity and economic equilibrium (increasing exploitation
revenue). The lessee receives a fixed remuneration per cubic metre, regardless of its
real tariff level, which is an incentive for supplying water to both rich and poor cus-
tomers. The public assets company uses the balance of the revenues to finance new
infrastructure, either from own funds or through loans. The price-fixing mechanism
is of the cost-plus type!*® and the lease price is regularly revised in terms of the
input prices; it also comprises an incentives element by introducing performance indi-
cators on leakage and bill-recovery rates. Contract regulation is not confided to an
agency, the regulation function being ensured by different institutions. As this concerns
price and performance regulation, a monitoring committee is created, if necessary
assisted — an independent auditor monitors the contract in Cameroon —, and the
financial model of the sector is supposed to act as a regulation mechanism.

Today, the affermage model in Senegal is considered a success. Without going into
detail, this success is due to three major points of progress:

[26] Normally, two main types of regulation and risk sharing are distinguished: In the first, the cost-plus type, the
private operator does not bear the risk of unit cost variations and his remuneration is indexed on the cost of
several production factors. In the second, the price cap type, the private operator is remunerated by a ceiling
price that, in principle, is valid for 3 to 5 years; he supports the cost risk but also derives profits from them in
case he improves productivity.
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1. Improving operational performance: The leakage rate fell 31% to 19% between 1996
and 2006, and staff productivity increased;

2. Increasing the coverage rate: Over 1.7 million people now are connected, with
almost complete coverage in 2006 in urban areas, marked by a high access rate of
76% through individual connections;

3. Financial autonomy of the sector: After a transition period during which the State
subsidized the public asset company, the latter was able to contract loans without a
State guarantee based on the revenues generated by tariffs, thanks to the equalization
between urban centres.

This success should be confirmed, though now in a context of greater uncertainty
(continuity at the end of the contract to be ensured, major investments to be
scheduled, etc.).

After a few years of operation, it is thus possible to draw the first lessons from the
success of several urban PPP operations in West Africa. This success is based on:

e Strong support from donors, which is indispensable for supporting the reform, as
the success of the private operator depends upon the capacity of the public-asset
company to launch investments at the right time to increase its revenue base;

e Regulation of the cost-plus type, which minimizes the risk incurred by the private
operator;

o Competition through calls for tenders, which allows selecting the operator who
proposes the lowest water sales price;

e Astrong coalition of interest between the State (guarantor of sector policy and main
shareholder of the public asset company), the public asset company and the private
operator, so that the sector will overall be more efficient;

e A mechanism of solidarity financing between urban service subscribers.

These factors for success profited from experiences and reflections on the French
model, which led to greater transparency of the performance objectives and the
economic equilibrium conditions of the contract.

Decentralization and affermage of rural water services. West African countries,
except Senegal, decentralized their drinking water and sanitation areas of competence.
Though urban municipalities turned naturally toward the historic urban operator,
private or public, rural municipalities inherited a multitude of hydraulic installations
for which they had neither the management skills, nor the ability of developing the
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network. Village communities managed some, others were hardly or not at all
maintained, and many became unserviceable. Increasingly, the equipment destined for
answering water demand in rural areas consisted in simplified mini-distribution
network systems, which are outside the reach of community management and young
rural municipalities. In Burkina Faso and Benin, the reform programmes planned for
differentiated management systems according to the level of sophistication of the
service. Though handpumps could be maintained under a community regime, whether
reformed or not, the management of a simplified drinking water supply system —
including a reservoir and a mini-distribution network — should be delegated to
professionals through an affermage or exploitation contract.

Can the lessons learned from the French experience of post-War affermage deve-
lopment in rural areas and, more recently, from urban experience in some countries,
contribute (partial) answers to the questions posed in this context? The first question
to be answered is: Should delegation be a palliative for strengthening the capacities
of communal stakeholders, or should one, in parallel and at a municipal scale,
develop the competence for negotiating and executing a contract?

Another question is: Which is the pertinent scale for developing the support functions
for managing and delegating the service (technical, legal and administrative assistance,
and social accompaniment)? And how should the intermediate levels — departments,
provinces or regions — be consolidated to accompany the effective decentralization of
competence in water and sanitation?

Finally, how should the access to water in rural areas be financed? What should be
the billing base and thus that of solidarity? Today, the average real cost of water in
rural areas is 500 FCFA/m3 and 180 FCFA/m? in urban areas (social tariff ?”?, ONEA,
2008), but cross subsidies between urban and rural users are difficult in a context
where the coverage of urban water supply is not yet complete.

[27] In the “stepped rate” billing system, the “social tariff’ generally corresponds to the cost of water per cubic
metre for small consumption rates (typically between 6 and 10 m*/month). This cost is commonly less than
the cost price, to subsidize the small consumers (through a surcharged bracket above 30 to 40 m*/month).
This, however, can generate a negative skew, especially for connections shared between several families.
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Conclusions

When studying PPPs in developing countries, the detour of analysing the PPP evolution
of water services in France is pertinent in view of the strongly dominant position of
French operators on the world market at the time such partnerships were promoted.
The model was cross-bred at the contact with different local urban, social and insti-
tutional contexts, but without having considered the lessons learned from the long
French experience in the PPP field.

Nevertheless, the pertinence of this experience seems verified for the first two
PPP “generations” for which we have sufficient hindsight: The failure of the Latin
American concessions (1993-2000) and the relative success of the urban affermage
system in West Africa (1995-2010). The decentralization that has started in West
Africa, accompanied by a movement for delegating water services in rural areas,
seems to raise problems that remain unresolved. A better analysis of the French
experience of generalizing access to water in rural municipalities might provide
some initial teachings in this domain.
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13.

The affermage contract:
A case study from Niger

V. DUPONT [28]

Introduction

Niger is a huge, land-locked Sahel country, with about 14.7 million inhabitants
(National Statistical Institute estimate; INS, 2009). With an average annual per capita
income of 262 EUR (INS, 2009), Niger is one of the poorest countries in the world;
in 2009, it occupied the last place (182™) of the UNDP IDH ranking (UNDP, 2009).
With seven children per woman, two of whom do not reach the age of five, popu-
lation growth — 80% rural — is high at 3.3% (INS, 2009). Notwithstanding low rainfall,
from O mm in the Sahara to 600 mm in the Sahel, surface water and groundwater
are abundant, but little used because of technical and financial constraints, especially
in view of the depth to groundwater.

The coverage rate of water services is modest, though difficult to estimate. According
to the adopted calculation hypotheses') it varies from 65 to 85% in urban areas,
about half of which is from standpipes. It is difficult to estimate the use of wells,
boreholes, or the river or backwaters, the last very common in the poorer areas, at

least for non-food use or for watering cattle.

[28] This chapter is based on an assignment of the author to Niger from June to September 2009, part of an IRD
research project, financed by the French Institute for Sustainable Development and International Relations
(Iddri), which analysed the financing of urban drinking water and sanitation services in developing countries
as well as the means for sharing the long-term general costs between actors.

[29] The first method consists in following the official criteria: 10 people per private connection and 250 per
standpipe. This gives an average water consumption of 70 litres/day/person with a domestic connection,
and 35 litres/day/person when using a standpipe. The second method consists in supposing that it is not
the number of people using a standpipe that caps water use, but the water volume that one person can
carry per day, or 20 litres/day/person.
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Initially having a State-owned company (Régie) that managed drinking water supply
in the main population centres, Niger started a profound reform of the urban water
supply sub-sector (today 52 centres serving a population of 2.4 million inhabitants,
or 16% the country’s population), which in 2001 led to the creation of a tripartite
affermage.

Hereafter, we discuss the reform of urban water services management in Niger and,
in particular, the reasons that led the Nigerian authorities to decide upon this reform
and to opt for affermage as the new institutional mode for managing their urban water
services. It also presents a few key points of the contracts and their consequences on
remuneration and risks for the partners. Finally, it describes the economic and financial
conditions of water supply in the towns of Niger since 2001.

1.31. A reform to fill an investment need

Niger, a poor country, has always called upon donors for financing its investments in
the water services sector, because of the incapacity of users to pay the complete
cost of this service and of that of the State to subsidize or invest. At the end of the
colonial period, the management of water supply in Niger was in the hands of a public
company, coupled to that for electricity supply ™} At that time, the investment need
of the sector led to a first institutional reform according to the recommendations of
the World Bank. In 1987, this reform had three consequences:

e Separation of the electricity and water activities of Nigelec;

e Creation of another national public company, the Société nationale des eaux (SNE),
specifically in charge of drinking water supply in the main towns of the country;

e The start of an investment programme of around 23 billion FCFA, mostly financed
by donors (Lettre de politique sectorielle, 2007).

However, the political instability in Niger during the 1990s (see below) and the
management problems of SNE (a seven-year delay in signing the contract governing
its exploitation with the State, arrears of the State, etc), put a brake on the invest-
ments by donors. The constant investments (in FCFA) of SNE decreased on average
by 33% each year between 1989 and 1995 (Aquanet, 1996).

Water production suffered through lack of investment and increased on average by only
2% per year. Notwithstanding the emphasis put on urban growth, which allowed

[30] Compagnie des eaux et électricité de I'Ouest africain before independence in the 1950s, and then Société
africaine d'électricité in 1961, a limited company for supplying electricity (Safelec) and, from 1968, the Société
nigérienne d’électricité, Nigelec (Tidjani, 1999).
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the number of SNE subscribers to rise by 6% per year on average, the coverage
rate remained mostly stable and modest. At the end of the 1990s, the State thus
tried to increase the investments and re-establish contact with the donors, with
whom relations had been interrupted.

The donors, however, led by the World Bank, conditioned their loans and grants to
the implementation of an institutional reform and recommended a certain amount
of private participation for improving the efficiency of the service, even though SNE
performance was far from catastrophic (Carcas, 2005), as demonstrated by a physical
yield of the networks of about 80%. The State answered these recommendations by
starting a reform of the sector in the late 1990s, with double objective of extending and
improving the drinking water supply service, and of reaching financial autonomy without
recourse to State subsidies (MH et al, 2007, contract plan, article 2).

This reform also agreed with the “strengthened facility for structural adjustment”,
as approved in 1996 by the IMF. This aimed at liberalizing the Niger economy in
particular through a progressive disengagement of the State from a dozen public
and semi-public companies (of which only a few became really autonomous) and
the creation of a ministerial unit®"in 1996 (Rohrbach and Gaoh, 2002; and Decree
No. 96-062).

To this end, several consultations assessed the situation of SNE. This served to evaluate
the capacity of users to pay, to determine and quantify the necessary investments,
and finally, to set up a financial model of the sector. Opening of the sector to private
participation now had been recommended by the donors and accepted by the
State (Aquanet, 1996), but the option of the new institutional mode of water service
management still had to be determined.

1.3.2. Adopting the affermage option for minimizing risk
to the private sector

As in Senegal a year earlier, in 1996, the preference went to affermage rather than
the concession model. The reasons were political (instability), demographic (strong
urban growth), economic (endemic poverty), historical (no experience of public
service delegation) and international (difficulties of the first PPP “wave”).

[31] In Niger, it was not a real privatization of water services, but rather a delegation of public service. However; this
is the term used in Niger, hence its use here.
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Niger effectively had experienced major political instability since the National
Conference of 1997, which had tried to set up a democratic government in the country,
after the successive reigns of presidents Diori (1960-1974) and Kountché (1974-1987).
During the 1990s, the country was virtually bankrupt, due to a drop in the uranium
price whose revenues covered up to two-thirds of the State budget. Other problems
included: civil servants had not been paid, some for a year and a half; the administration
was bloated (40,000 civil servants in 1997); certain politicians were under grave
suspicions of corruption; the army was omnipresent with two coups d’Etat in the
period; a latent Touareg rebellion smoldered in the north; and a succession of elections
was often rigged. After the assassination of President Mainassara in 1999 and the
election of colonel Tandja, the country knew greater stability, but the privatization
of SNE was prepared in this murky political context. The water companies that
were consulted advised the donors against proposing a concession in Niger. This type
of organization, even more than that of affermage, effectively required complete
confidence between authorities and concessionaire over a long period — in view of
the length of return on investments — for adapting the tariffs and service and cove-
rage objectives to the local conditions (Lorrain, 2008).

The investment delays during the 1990s were aggravated by a demographic context
of urban growth of over 4%/year because of a high birth rate and a strong rural
exodus. This, too, pushed the authorities, advised by the donors, to choose the
affermage option, in which the heavy investments are for the account of the public
authorities, which normally are better able to finance such amounts.

In addition, the low revenues of most of Niger’s population, especially of the new
arrivals in town, risked preventing a complete recovery of the service costs by tariffs,
through applying the strict principle of “water pays water”. The reticence of donors to
loan money at concessional rates to the private sector (responsible for investments in
case of a concession), dissuaded the government from setting up a concessional regime
in the country. The financial conditions of the International Finance Corporation or the
European Investment Bank — commonly implicated donors in financing private-
sector investments as part of a concession — were effectively less advantageous
than those proposed by the International Development Association (IDA) or the
French Development Association (AFD), in terms of reduced-interest loans, and
repayment and grace periods. In addition, the IDA and AFD could also propose
grants, unavailable from private sector investment banks. Niger, as a poor country
receiving substantial aid®?} also obtained a very favourable loan from IDA and a

[32] Even though public development aid has decreased since 2004, in 2006 it was 401 million USD, or 11% of the
Gross National Income and 27 USD/inhabitant (OCDE, 2008).
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grant from AFD. The conditions obtained by Niger were thus much more favourable
than those that a private — even very solvent — operator could have obtained for
investments for a concession in Niger. It was thus cheaper to finance the water service
investments by donors via the State, than by users via a private operator.

Finally, the difficulties of large concessions in some countries during the late 1990s
increased the aversion of operating companies to risks, especially financial and
political ®*, and donors certainly also became more prudent during the reforms and
the application of the principle of complete cost recovery by the users (Marin, 2009).

As of 1996, the State retained the option of a “hybrid” affermage, requiring the lessee
to participate in the investments of the sector in addition to the exploitation (Akine
and Ibrahim, 2000). Law 2000-12 of 14 August 2000 materialized this institutional
reform by announcing the liquidation of SNE and the creation of an affermage
around four main stakeholders with the following attributions:

e The State defines sector policy and water resource management, and draws up
the legislative and regulatory framework. It also establishes tariff policy.

e The Société patrimoine des eaux du Niger (SPEN), a public asset company holding
the water infrastructures, draws up and monitors the investment programmes
(rehabilitation, renewal and extension) and finances the heavy structural investments
(fund-raising from the donors, capital writing off, debt servicing, management of
fixed assets, supervision of works). A concession contract links it with the State;

o The Société d’exploitation des eaux du Niger (SEEN), a private company, handles
exploitation of the public services of producing, transporting and distribution
water, infrastructure maintenance, and customer billing. Affermage contracts link
it to SPEN and the State;

e The Autorité de régulation multisectorielle **' (ARM) oversees the application of
legislative texts and regulations, protects the interests of users and operators,
promotes the efficient development of the sector (in particular watching its financial
equilibrium), and arbitrates any conflicts.

[33] The FCFA, even though pegged to the French Franc (and thus the euro since 2007), was devalued by half in
1994, or two years before starting the SNE privatization process. The risk of devaluation, though small, can thus
not be excluded.

[34] Earlier created by Decree No. 99-044 of 26 October 1999, the ARM was not set up until March 2003 because
of a certain administrative slowness and an unfavourable ranking of priorities.
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Institutional configuration of urban water supply

in Niger since 2001
( State )
/Consuting, advice \
Concession contract Multi-sector Affermage contract
Planning contract regulation Performance contract
authority
(ARMY),
7 independent ~
Control authority Control
Société patrimoine ¢ 3 Société d’exploitation
des eaux du Niger (SPEN) des eaux du Niger (SEEN)
Semi-public Affermage contract Private

Performance contract

Source: Author.

The exploitation company, SEEN, is a private-law company 51% owned by an operator
selected through an international call for tenders, 34% by Nigerian private capital,
10% by its employees, and 5% by the State. This capital structure, similar to that of
Senegal **) allows:

e Predominance of the private operator, who supplies his expert knowledge, his
competence and part of the personnel;

e Involvement of the employees, who did much to make the reform a success, to
the profit of their company;

e Minority presence of the State, which controls the regularity of management;

e Participation of the country’s private sector, which thus becomes responsible for
the well-being of the service.

Contrary to Cote d’lvoire, where the investments are directly managed by the
Ministry for Water, Niger has a unit exclusively responsible for investments (SPEN)
that was created along the Senegal model for the sake of transparency, and for
monitoring investments and donors’ commitments.

[35] With the difference that in Senegal private persons and employees hold, respectively, 39% and 5% of the
lessee’s capital (Tremolet et al, 2002).
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SEEN and SPEN today manage the drinking water supply of 52 centres, 51 of which were
under SNE’s management. The 51 SNE centres were selected according to geopolitical
— regional and provincial capitals even if decentralization was an unfinished process
at the time — rather than demographic criteria. Some villages in rural water supply
areas have more inhabitants than certain towns with urban water supply. Since the
creation of the SNE, the perimeter of urban water supply has not been territorialized,
but corresponds to a list of centres whose — undefined — boundaries increase with
the urban growth.

1.3.3. Remuneration of the lessee depends upon
his performance

Affermage and concession contracts govern the activities of SEEN and SPEN,
respectively. In addition, they calculate (1) the remuneration of the lessee and that
of the State and (2) the shares of the investments to be made by both operators,
and (3) assign the cost risks the operators have to assume.

Remuneration of the State depends as follows upon the volume of water produced
and the difference between the average weighted tariff and the operator’s price:

@emuner ation public = (Tar lﬂavemge_ Cost operamr) - Volume produced* m target network yield * n target coverage mta

Remuneration of the lessee includes a bonus/malus system for inciting him to
improve his performance in two key fields, the rate of water loss in the network and
the billing recovery rate (including administration), and is calculated as follows:

Remuneration j,50, = Tariff average * Volume produced * m target network yield * n target coverage rate —

(Tariff average ~ Cost operator) - Volume produced - T target network yield - "l target coverage rate
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Evolution of the average weighted tariff and the operator price between 2001
and 2008
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Source: data SEEN.

The operator’s price was determined by the call for tenders. Veolia, proposing an
operator’s price of 190 FCFA/m? (the lowest cost), won the call for tenders in 2001.
Since then, the operator’s price has been re-evaluated each year based on the
costs of labour, electricity, various products and services, and civil engineering. This
guarantees the lessee an exploitation under the same conditions as at the start of
the contract.

The State receives the difference between the exploitation revenues (only from water
sales®®) and the lessee’s remuneration. This State remuneration is not a real rental
fee: it does not depend directly upon the use of SPEN infrastructure by SEEN, and
is not a fixed part of each cubic metre of water sold.

The financial incentives of SEEN for reducing the quantity of water not accounted
for (leaks and insufficient bill collection) are seen by the actors as solid and as a
strength of the affermage contract.

[36] Ancillary exploitation revenues (meter rental, connection construction) go 100% to SEEN and are not taken
into account.

©AFD /March 2012



I Consequences on SPEN and SEEN remuneration
in the various type cases

Typical case

Consequences for SPEN

Fonsequences for SEEN

The volume produced increases
by 10%.

Remuneration increases by 10%.

Remuneration increases by 10%.

The objective of technical efficiency
(reduction of water losses) is not
reached with a margin of 5%.

Remuneration does not change.

Remuneration is decreased
by 5% of the volume produced
x average tariff.

The objective of commercial
efficiency (bill collection)
is exceeded by 1%.

Remuneration does not change.

Remuneration is increased
by 1% of the volume produced
x average tariff.

The operator’s price is
re-evaluated at 1% and the average
tariff remains stable.

Remuneration is decreased by 1%
of the volume produced x
operator’s price.

Remuneration increases by 1%.

The operator’s price remains
stable and the average tariff
increases by 3%.

The entire additional profit
is paid to SPEN.

Remuneration remains stable.

The State does not pay the bills

Remuneration does not change.

SEEN treasury is decreased by

of its administrations. the amount of the outstanding bily

Source: based on Blanc and Ghesquiéres, 2006.

1.3.4. Balanced risk sharing

The institutional mode of managing water services being that of affermage, the risks
are shared between the private lessee and the public company. More precisely, the
contracts are worded so as to divide the risks among the players that are reputed to
assume them most efficiently. The adopted system gives priority to remunerating
the exploitation over the State: the operator takes his share from water sales, the
remainder going to the State. The contracts thus have put the risk of a tariff freeze
on the accounts of the public company alone, and this public company alone should
ask the State for tariff adjustments in terms of its financial equilibrium, the private
lessee not being involved. Moreover, as the public company has taken out loans
from donors, the adopted system allows the latter to put pressure on the State for
readjusting the tariffs and enabling the public company to honour its debts.
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On the contrary, the risk that the State will not pay its bills is entirely borne by the
lessee, who should be able to put more pressure on the State to recover his invoices.
However, there is a legitimate doubt as to whether the lessee can really force the
State to pay its bills. In fact, even if the situation has much improved since the reform
was adopted, the State might be even more vigilant to pay its own water bills: in
2008, the arrears in water payments by the State amounted to almost 1.4 billion
FCFA, or 13% of total water sales.

In other cases, the risks are shared: SEEN is protected against certain price rises, such
as for energy, chemical products, civil engineering, labour, etc, by the indexing formula
of its operator’s price. It thus bears this short-term risk, as the operator’s price is
re-calculated annually. Ultimately, with the indexing of the operator’s price, this risk
is thus borne by SPEN, which should ask the State for a commensurate tariff increase.

SEEN alone bears the risk of price increases on products not mentioned in the
indexing formula of the operator’s price.

The risk of water leaks is borne by SEEN alone. In order to provide it with the means
for improving its technical performance, the lessee was asked to rehabilitate the
old parts of the network at his own expense, according to a five-year rehabilitation
programme of 63.9 linear kilometres of pipe *’!. In addition, he has to renew — at his
expense — the material for exploitation, valves and connections, electromechanical
equipment, and all other material whose nominal cost is below 19 million FCFA. At
the start of the contract, in 2001, this hinge value was 15 million FCFA, but this was
re-evaluated in 2006 at the request of SPEN to compensate for inflation. Notwith-
standing these prerogatives confided to the lessee and his technical participation in
the design of certain investments (SEEN has a better knowledge of the networks
than SPEN), the technical performance still depends in part on work carried out by
SPEN in this domain. According to SEEN, however, this work still is insufficient and
prevents reaching the target performance of 85% (see below).

[37] Length expressed in linear metres equivalent. For instance, the affermage contract mentions the equivalence
between 1 metre of PVC pipe of diameter 200, 3.33 metres of PVC pipe diameter 63, and 0.33 metre of cast-
iron pipe diameter 400.00.
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AELICRED) Sharing of other risks

Risks related to the construction phase Borne, depending on the case, by the client

(cost overruns, delays, inadequate infrastructure (SPEN) or the contractor (builders or SEEN)

design, etc.)

Risks concerning exploitation and maintenance Borne exclusively by the lessee

(higher maintenance costs, increased operation

frequency, etc.)

Risks concerning water quality Shared, depending upon the case, between the State

(responsible for the quality of water resources),
SPEN (responsible for installing water treatment
equipment) and SEEN (responsible for the quality

of the distributed water) (MH et al, 2009)

/

Source: Author.

The 2001 reform in Niger was the latest of those concerning public services in West
Africa (Carcas, 2005). Because of this, it planned for the creation of an autonomous,
independent and multi-sector (water, energy, transportation and telecommunications)
regulation authority, in accordance with World Bank expectations. This authority is
often assisted by experts and consultants financed by donors. The multi-sector aspect
of the authority reduces regulation costs for each sector through an economy of scale
and allows cross-financing of the regulation of a sector with a social character (water)
by that of other, more lucrative, sectors such as telecommunications.

ARM was created rather late, in 2003, almost two years after SEEN started operations,
because of a certain administrative slowness and an unfavourable ranking of priorities.
However, ARM plays an important role and is increasingly solicited by contract partners.
By facilitating decision making between SEEN and SPEN and by improving the relations
— sometimes difficult — between the two companies, ARM has played a beneficial
and efficient role in the resolution of major conflicts.
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1.3.5. Satisfactory technical results

The investments accompanying the reform-59.5 billion FCFA (90 million EUR) over
the period 2001-2009 (or 3400 FCFA/year/inhabitant of the leased perimeter)®® —
allowed unprecedented growth of the water volume produced in the urban hydraulics
sub-sector. Whereas the 1990s saw an almost stable water production (average annual
increase of 2.3%), it increased notably after the reform, from 35.6 million m*in 2001
to 48.6 million m*in 2008, or an average yearly increase of 4.6%.

The coverage also increased in absolute numbers: private connections went from
54,868 in 2001 to 89,424 in 2008 (an average annual increase of 8%) and the number
of standpipes went from 2300 to 2672 (or an average annual increase of 2%). “Social”
connections were 46% of all new connections between 2001 and 2008 and stand-
pipes financed by donors represented 88% of those constructed during that period
(SEEN, 2009).

Nevertheless, the investments only kept up with urban growth ™ without really
getting ahead of it: the national coverage calculated with official criteria (10 people per
private connection and 250 per standpipe!'*®) went from 60% in 2001 to 64.6% in
2008, or an increase of less than five points in 8 years. Notwithstanding the emphasis
on creating private connections through densifying the networks and social-connection
campaigns, the coverage through standpipes remains very important and, depending
upon the calculation hypotheses retained, varies from 28% to 49% (see above).

[38] 24.5 billion FCFA from the IDA as loan and grant; 12.6 billion FCFA loan from the West African Development
Bank; 4.8 billion FCFA grant from AFD; 6.5 billion FCFA grant from the Chinese government; 14 billion FCFA
grant from Belgian cooperation; 7.5 and 2.3 billion FCFA as self financed capital from SEEN and SPEN.

[39] For estimating the urban population, the hypothesis of Péyry Consultants (combined scenario) was adopted
(Poyry, 2007).

[40] Notwithstanding the absence of reliable statistics for this subject, all observers agree that these figures are
underestimated. However, their inexactitude (presumably constant) does not modify the analysis of growth
of the coverage rate.
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Evolution in urban water supply coverage between 2001 and 2008
(Calculated with official criteria: 10 people /private connection, BP,
and 250 people per standpipe, BF).
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Source: SEEN data and urban population from the combined scenario of Péyry (2007).

In addition, though some towns experienced water shortages in 1999 (intermittent
supply; chronic production deficit; ill suited, old or round-the-clock operating
pumps ™, cf. Mazars et al, 1999), water is now constantly available at a correct pres-
sure in most centres. For that reason and contrary to other Sahel cities such as Dakar
or Nouakchott, no private water storage or pumping systems are found in Niger#2.
However, 19 of the 52 centres are supplied from only one well, which means that
their situation becomes critical in case of breakdown.

Before the reform, distributed water was potable in 90% of the centres**' but water-
quality analyses were irregular or inexistent in secondary and tertiary centres (Vivendi
Water, 2000). Today, water quality is regularly checked by SEEN: daily in the Niamey
station (3 times a week in the network) and up to twice a year in the centres supplied
by groundwater (SEEN, 2009).

[41] A well pumping round the clock often indicates an excessive infrastructure use: it cannot respond to an
increase in demand and, in case of a shallow aquifer, may harm surface vegetation.

[42] With the very specific exception of the rare high-rises in Niamey that have their own pumps for supplying their
floors, water at 1bar on surface (the contractual pressure) cannot rise higher than ten metres.

[43] Well-known exceptions are Tibiri (fluor presence has caused bone malformations in children since pumping
started in 1983), Téra (nitrates), Loga, Keita and Magaria (high iron content) and Niamey and Tillabéri
(high turbidity about 2 months/year) (Vivendi Water, 2000).
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The performance contract of SEEN requires that the physico-chemical and bacte-
riological quality of at least 96% of the samples taken satisfy WHO standards (MH
et al, 2001, annex 1, article 17). SEEN reached its bacteriological quality targets from
the start of the contract. For the physico-chemical quality, however, SEEN has difficulty
in reaching its target values because of high metal, fluoride or nitrite contents of the
groundwater in some centres, and the absence of adequate treatment installations.
SEEN thus begs SPEN to invest in such installations and, temporarily, obtains water-
supply exemptions from the Niger government (MH et al, 2009).

As already done by the SNE, SEEN has improved the efficiency of its personnel. Even
though the staff has remained mostly unchanged in numbers (between 490 and
520 permanent staff “4), personnel productivity has increased with the extension
of the water distribution systems and the increased accounting communication and
management requirements. SPEN has 24 employees. The staff ratio of the sector
for 1000 subscribers thus regularly increased since the creation of SNE and, in 2008,
was 5.7, against 17 in 1989 and 9 in 2001. This number is still notably higher than that
of the “good performers” of the region, Senegal and Cote d'lvoire, with 41and 2.4
employees for 1000 subscribers, respectively (Trémolet et al, 2002).

1.3.6. Improving, but still insufficient, performance
and coverage rates

Before the reform, network performance was around 80%, which was appropriate.
The reasons for such a good result were three-fold: low pressure in the pipes (few
buildings had more than two floors); soil type (network leaks are easily detected
because most roads are not asphalted); and cultural considerations (leaks are quickly
reported by the population that considers water as a precious good that should not
be wasted) (Mazars et al, 1999; Urbaplan, 2007). Since 2007, this performance has
increased by about four percent, because of network rehabilitation and leak limitation
campaigns by SEEN. In 2008, it was 84.6%, an “exceptionally high” value, much
higher than the performance of water services in most other countries in the region:
Benin (78%), Cote d'Ivoire (79%), Mali (75%), Senegal (80%), Togo (77%) (PSyry, 2007;
Marin, 2009). However, it remains below the target objectives fixed by the affermage

[44] SNE staff had remained almost unchanged in the 1990s: in 1989, the company had 537 employees. When
preparing the company’s privatization, SNE overstaffing — evaluated at 25% in 2000 — had to be reduced. The
call for tenders obliged the candidates to prepare a social plan at a cost of 1.5 billion FCFA. However, Vivendi
and Lyonnaise des eaux, answering the call for tenders, preferred not to follow the call for tenders requirements
in this matter, proposing to keep the entire SNE staff. For this reason, and according to an agreement between
the two parties at the start of the reform, no staff was laid off for economic reasons.
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contract. SEEN estimates it to be impossible to reach the objective of 85%, arguing
that SPEN does not honour its network rehabilitation commitments planned for in
the contractual investment plan.

—CEDO \

Network performance (objectives and actual) since 2001

—8— Target performance
—8— SEEN performance
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Source: SEEN data.

In addition, SEEN has the obligation of recovering at least 98% of the amounts billed
to non-administrative customers for supplying drinking water, from the third year of
the contract. Though the recovery rate does not reach the contract objectives, it
was still good at 95% in 2008. This breaks down into: excellent for standpipes (98%
in 2008) and good for private customers and shops (95% in 2008). That of adminis-
trative customers, however, is erratic and rather mediocre (54% in 2008). SEEN thus
seems unable to impose the payment of bills by the State on their due date.
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Bill recovery (objectives and actual) since 2001
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Source: SEEN data
1.3.7. A sector in financial equilibrium for the moment

LECICPEY Tariff evolution before taxes as applied to customers since
the creation of SNE, in FCFA/n? or FCFA/current month

Customer categories 1987/ | 1991/ | 1994/ | 2000/ | 2002/| 2004 | 2005 | 2006/
Tariff (FCFA/m?) 1990 | 1993 1999 2001 2003 2009
Standpipe (45 85 85 115 s 121 127 | 127 127
Private customers 0 to 15 m*/ month 105 105 115 15 121 127 | 127
Private customers 0 to 10 m*/month 127
Private customers 16 to 40 m*/month | 173 173 196 207 234 | 246 | 246
Private customers 11to 40 m*/month 279
Private customers 41to 75 m*/month | 263 263 295 312 353 371 | 415
Private customers over 40 m*/month 448
Private customers over 75 m*/month | 300 | 300 330 349 395 415 | 415
Administrations 260 | 260 268 283 314 | 330 | 403 425
Shops and industries 260 | 260 273 | 289 | 320 | 336 | 403 425
Meter rental 15 mm diameter
(FCFA/month) nc. nc. nc. 500 500 | 500 | 500 500
Creation | Abolition of | Devaluation | Start State commitments New
Explanation of SNE | theFonds | of the of the as part of the reform tariff
national FCFA | privatization and the PSE schedule
del'eau process /

Source: Author.

[45] This tariff corresponds to the price per cubic metre of water that the hydrant man pays SEEN. The tariffs
applied to the final customers are much higher, commonly reaching 10-15 FCFA for a 20-litre jerry can (or
500-750 FCFA/m?).

88 ©AFD /March 2012



Niger uses a tariff system of progressive brackets that allows crossed subsidies between
customers: by considering that the sector globally is in financial equilibrium, it was
estimated that in 2008, the low-income bracket was subsidized by about 50% whereas
water in the high bracket was about 60% over its cost price'*®!. The tariffs, decided
by the government in the Council of Ministers at the request of SPEN and appraised
by ARM, have changed more often since the reform. Price increases have affected
the high brackets (+3.2%/year on average since 2001) rather than the low bracket
(+1.2%/year on average since 2007).

Nevertheless, the tariffs have remained considerably lower than those in neighbouring
countries, and those of the low bracket have increased less than inflation: the low-
income tariff, calculated in constant FCFA™ is slightly lower than in 1994.
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Tariff evolution between 1987 and 2009 in constant FCFA
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Source: Author, from INS data.

[46] Supposed to be equal to the average weighted tariff.
[47] FFCFA corrected for inflation.

Water services and the private sector in developing countries

39



90

By consuming less than 10 m?/month, one-third of SEEN customers with their own
connections are billed no more than 2000 FCFA/month for water. This sum is
modest for even the poorest*®. Nevertheless, many Nigerians are not directly
connected to the water network and buy their water from intermediaries at a
higher cost for less service. The cost of connection to the network, close to 100,000
FCFA and thus prohibitive for many Nigerians, is thus an exclusion factor for access
to the network.

Furthermore, the turnover of the sector (water sales and meter rental) has increased
without interruption, from 6.499 billion FCFA in 2002 to 11.415 billion in 2008, or an
increase of 76%, whereas the average water tariff over the same period increased by
27%. Even though SEEN experienced two financially difficult start-up years™® (ARM,
2004; SEEN, 2009), its net result per year has progressed and, from 2005 onward, it
has paid dividends to its shareholders (SEEN, 2009).

The objective of financial equilibrium of the sector was reached in 2006. Since then,
the SPEN treasury — indicator of the financial health of the sector — has remained
positive. However, with the stabilization of tariffs (and thus the average price) and
the end of the grace periods for the loans from donors, the financial simulations of
SPEN and ARM foresee that financial equilibrium could be compromised if no tariff
adjustment is made soon.

~

SEEN and SPEN turnover, average price and operator’s price
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Source: SEEN and SPEN data.

[48] In comparison, a kilo of rice costs 350 FCFA, 150 km by bush taxi is 2000 FCFA and 10 minutes telephone
communication 1250 FCFA.

[49] It had an overstretched cash-flow situation under the quadruple effect of payment arrears by the State, of the
need for paying Nigelec [national electricity company] advances on initially planned consumption as bank
securities, of the start of rehabilitation work at the expense of the lessee, and of delays in defining the revision
of the operator’s price. (ARM, 2004).
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Conclusions

In view of the results since the reform in 2007, it seems that affermage is suitable for
supplying water to the towns of Niger, where the population cannot bear the full cost
of this service and where the State does not have the capacity to contribute financially to
the development of this service. Affermage allows deferring the infrastructure costs
for the users and liberates from a tariff structure covering the complete costs. The
objective of privatization was not to apply the principle of “water pays for water”,
but to dissociate the service from the State. This means that investments are borne
only 40% by the users, the rest being distributed between donors (33%) and the
State (26%).

Niger’s strong dependence upon its financial partners should be added to the
various elements of the context described above. In view of the strong population
growth of towns, the present and future water supply coverage rates depend to a
large extent upon the past and present commitments by donors, but especially upon
the ability of Niger and its donors to maintain stable relations (political stability), and
upon the ability of Niger authorities to legitimize its tariff-increase and privatization
choices vis-a-vis users and voters.

The case of Niger illustrates how affermage can make use of public forces through
combining them, for investing as well as minimizing private user costs, and for improv-
ing the technical performance of the service.

This arrangement should, however, keep some flexibility, for adapting to changes in
service conditions, in users’ capacity to pay, in investment requirements, and in
coverage and service objectives.
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14.

PPPs for urban water utilities
in developing countries:
Review of their performance
over the past 15 years

P MARIN 15°]

Introduction

Water utility PPPs in developing countries: few objective data on performance. Back
in the 1990s, many governments in developing countries embarked on ambitious
reforms of their urban water supply and sanitation (WSS) services. This often included
delegating the management of utilities to private operators under various public-
private partnership (PPP) arrangements, with the active support of donors. This
movement took place against a background of major liberalization reforms in many
sectors, widely promoted by international financial institutions. Promoters of sector
participation in water were driven by two major factors. One was the widespread
disappointment of donors with reforms attempted under public management and the
ensuing distrust of public utilities. The other was the hope that private operators would
be able to turn around poorly performing public utilities by bringing new expertise,
financial resources, and a more commercial orientation to service provision — for
the benefits of governments and populations alike.

[50] This chapter is a personal contribution of the author, based on a summary of the conclusions of his recent
work presenting the results of a World Bank study. The study examined PPPs in the water sector of the
developing world, based on objective indicators collected from 65 projects (Public-private partnerships for
urban water utilities: A review of experiences in developing countries/ \World Bank/PPIAF, Trends and Policy
Options, No 8, Washington DC).
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After almost two decades of experiences, water utility PPPs have proven a controversial
topic in many countries. In recent years, several highly publicized contract terminations
have raised doubts about the suitability of this approach for developing countries,
and fostered the perception that water utility PPPs are in retreat. Yet, the lack of
data on the yearly evolution of the size of the market served by private operators,
as well as their actual performance in improving services, has made it difficult to assess
the true value of this approach. Although a large body of literature exists on water
utility PPPs, it has its shortcomings. Most papers provide little, if any, quantitative
indicators for passing a fair judgment on the actual performance of PPP projects.
Published case studies tend to focus on a few projects, ignoring the performance of
many other important ones. As for econometric studies, they commonly rely on
small datasets and fail to give details about the actual data they relied upon (the
“black box” syndrome). As a result, the debate has unfortunately tended to be driven
more by ideology than objective analysis.

Looking at the facts: a comprehensive review of performance. Between 1990 and
2008, more than 270 PPP contracts were awarded to private operators in developing
countries to manage urban water utilities through management contracts, leases/
affermages or concessions. After almost two decades of experience, the time has
come to carry out a comprehensive assessment of the performance of PPPs as a tool
for improving urban water services in the developing world. From 2005 to 2007, the
Water Anchor department of the World Bank carried out a comprehensive review,
with financial support from the Public Private Infrastructure Advisory Facility
(PPIAF). The goal was to construct the water PPP debate on more objective ground,
by gathering data and analysing the actual performance of a large number of water
PPP projects in developing countries.

The study focused on projects introducing a private operator to run, through a
delegated management contract, a utility that served a population of at least 25,000
people connected to the water distribution network. This thus excluded other forms
of private sector participation, such as build, operate, and transfer (BOT) projects
and similar arrangements limited to treatment facilities, as well as service contracts
or small-scale private providers. Four dimensions of performance were analysed — access
(coverage expansion), service quality, operational efficiency, and tariff levels — with
the analysis focusing on the actual impact of each PPP (“before and after” comparison),
rather than whether contractual targets were met.

Although the study could not delve into all the water PPP projects that took place
in the developing world since 1990, it covered a very large sample. Performance data
were gathered for more than 65 large water PPP projects, representing a combined
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population of about 100 million people. This is a highly representative sample since
it encompasses half of the urban population that has been served by private water
operators at some point in time between 1990 and 2007, as well as 80% of the water
PPP projects awarded in developing countries before 2004 and which had been
active for at least 3 years.

1.41. Water utility PPPs in developing countries

The controversy over PPPs in developing countries has deep historical roots'". Back
in the 19" century, foreign private investors financed, built, owned and operated
many urban water distribution systems in the large cities of Latin America, Africa
and Asia. In the absence of proper contractual regulation, these private waterworks often
ended up abusing their monopoly position, leading to widespread nationalization
on all continents. By the late 1980s, they had virtually vanished from the developing
world, the most notable exception being SODECI in Cote d'lvoire, which had been
providing water services nationwide under an affermage (service concession through
leasing) contract since 1960.

Rapid development of water utility PPPs during the 1990s. The first “new generation”
water PPP was an affermage contract awarded in 1988 for the national water utility
of Guinea, with support from the World Bank, as an attempt to replicate the successful
experience in Cote d'lvoire. Yet the real impetus came from Latin America, starting
with the groundbreaking award of the Buenos Aires concession in 1993. The impro-
vements achieved by the concessionaire in its early years created much momentum,
resulting in awarding many new contracts on all continents. Between 1991and 2000,
the population served by private operators in developing and transition countries
grew steadily from 6 million to 96 million, and the number of countries with active
water PPP projects rose from 4 to 38.

Since 2001: reduced number of new awards, but population served still growing.
Although there is a general perception that water utility PPPs in developing coun-
tries are on the decline, the situation is more nuanced. In recent years, large coun-
tries such as Algeria, China, Malaysia, Morocco and Russia have started to rely on a
large scale on private water operators. The total population served by private water
operators in developing and transition countries has continued to increase steadily
in recent years, from 96 million in 2000 to almost 170 million by late 2008. Out of
the more than 270 contracts awarded since 1990, about 85 percent were still active

[51] See the chapter by Dardenne in this book.
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by the end of 2008, with less than 9 percent suffering from early termination. Most
cancellations were for projects in Sub-Saharan Africa, a challenging region for
reform, and in Latin America (especially Argentina) among concession schemes.

P Graph 9 ~

Water utility PPPs in developing countries: Urban population served by private
water operators and new PPP awards
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The recent surge of private water operators from developing countries. Recent
years have seen a major change in the “supply side” of the market, with a gradual
surge of private water operators from developing countries, a phenomenon that
went unnoticed by many observers. A few international water companies largely
dominated the market during the 1990s, with five of them accounting for about
80 percent of the total population served by water utility PPPs in developing countries
by the end of the decade. Since then, the situation has changed radically. While the
total population served by these multinational companies has remaining broadly stagnant
over the last 8 years, new investors from developing countries have entered the market,
gaining significant ground.
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Most new water PPP contracts awarded since 2001 have gone to private operators
from developing countries, and this movement was amplified by the exit of several
international operators who transferred ongoing contracts to local investors. Private
operators from developing countries account for 90 percent of the growth in the
number of people served by PPP projects over the last 7 years, and by the end of
2008 served about 70 million people, or more than 40 percent of the developing-
countries market. Many of these new private operators from developing countries
have won several contracts and now are significant players. Several have also shown
good performance in improving access and service quality for the population (such
as Manila Water in the Philippines, Conhydra in Colombia and Aguas do Brasil in
Brazil). More than 30 of these new private operators from developing countries
were identified as part of the study, each serving a combined urban population of at
least 200,000 people (see Table 5).
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IECIER@EY) Operators from developing countries operating PPP
contracts serving over 250,000 people (early 2009)

Country Operator Start year Main PPP contracts Population
(cities, states/provinces) served
(2009)
Malaysia Puncak Niaga™** 2004 Kuala Lumpur
and Selangor State 6,500,000
Ranhill 2001 Johor State 3,000,000
Salcon 2004 Linyi (China) 1,000,000
Philippines | Manila Water (Ayala) 1996 Manila Eastern zone 5,000,000
DMCI - Metro Pacific 2006 Manila Western zone 6,000,000
Indonesia PT Aetra Air 2006 Jakarta Eastern zone,
(Acuatico) Tangerang area 3,200,000
China Hong Kong & China Gas 2005 Wujiang, Wuhu, Suzhou 2,800,000
China Water Affairs 2006 Xinyy, Jinzhou, Gaoan 2,300,000
Inter-China Holdings 2007 Hanzhong 300,000
China Water Industries 2007 Danzhou 250,000
Singapore | Asia Water Technology 2008 Huangpi and Wuhan
(sewage) in China 1,200,000
India Tata Group 2008 Jamshedpur (since the 19*
century), Mysore 1,400,000
Russian Rosvodokanal Orenburg, Krasnodar,
Federation | (Alfa Group) 2003 Tyumen, Kaluga, Barnaul,
Omsk, Tver Lugansk (Ukraine) | 5000,000
RCS (Russian Kirov, Perm, Tamboy,
Communal Systems) 2003 Blagoveshtensk, Petrozavodszk | 2,200,000
EWP (Evraziyskiy) 2005 | (Omsk)
Rostoy, Sochi, Krasnodark 1,900,000
Morocco | ONEP (public)** Cameroun
and Delta Holding 2007 (national utility) 3,000,00
South
Africa WSSA 1992 Queenstown, Maluti 600,000
Rand Water**
Vitens (NL) (public) 2005 Ghana (national utility) 5,000,0@
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Country Operator Start year Main PPP contracts Population
(cities, states/provinces) served
(2009)
Brazil Aguas do Brasil Campos, Niteroi, Petropolis,
(Queiroz Galvao) 1999 Nova Friburgo, Resende, 1,600,000
and five other towns (R))
Vega 2006 Manaus 1,400,000
Bertin — Equipav 2005 Campo Grande, ttu, Cabo Frio,
Buzios and three towns
(Prolagos) 1,200,000
Odebrecht 2003 Maua (sewerage), Limeira,
Rio Claro, Rio das Ostras
(sewerage), Itapemirim 1,000,000
Saneatins 1999 Tocantins State 900,000
Argentina | Roggio 2006 Cordoba 1,300,000
Latinaguas 1996-1998 | Corrientes & LaRioja
provinces, Tumbes (Peru)
(lost Salta in 2008) 1,200,000
Sagua (Southwater) 19951997 | Formosa & Santiago
del Estero provinces 600,000
Colombia | Triple A* 1997 Barranquilla, Santa Marta,
and eleven other towns
(Atlantico Dept.) 2,700,000
Aguaskpital 2006 Cucuta 700,000
Conhydra 1998 Buenaventura, Turbo,
Marinilla and seven other
towns in Antoquia Dept. 500,000
Sala 2003 Sincelejo, Corozal 250000
Aguas de la Guajira 2002 Calarca, El Banco,
Riohacha, Ponedera 250,000
Servaf 1997 Florencia and 6 other towns 250,000
Uniaguas 2004 Sahagun, Cerete and two
towns in Cordoba Dept. 250,000
Chile**** | Fernandez Hurtado 2003 ESSCO (Coquimbo) 500,000
Luksic 2003 ESSAN (Antofagasta) 500,000
Hidrosan 2003 EMSSAT (Atacama), 300,000
EMSSA (Aycen) /

Source : Marin (2009).

* Triple A has a strategic partnership with public utility Canal Isabel Il from Madrid, but is operated as a
Colombian private company.
** ONEP and Rand Water are publicly owned utilities, operating in Cameroon and Ghana as private companies
under PPPs.
*** The concession held by Puncak Niaga in Malaysia has been in difficulties since 2008.
***% Grupo Solari, which served 12 million people in Chile since 2004 through 3 regional utilities, sold its controlling
share in 2008 to a Spanish fund.
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A new, more mature market for water utility PPPs. The obvious consequence is that
the 2009 water PPP market in developing countries is significantly different from what
it was back in the late 1990s. It is no longer a business dominated by a few multina-
tionals. The perception that water utility PPPs were on the decline can be largely
attributed to the difficulties encountered by large international operators, focusing
the attention of many stakeholders, while the gradual but steady expansion of local
private operators went largely unnoticed. With both private investors and governments
more aware of the difficulties and risks inherent to the PPP approach, and donors taking
amore pragmatic approach to reforms, we now have a more mature environment. Even
though water utility PPPs have not seen a comparable development to that of other
infrastructure sectors, a slow but steady progress is seen that is a much healthier
situation than when water utility PPPs were the “flavour of the day” for attracting
private capital back in the 1990s.

1.4.2. What has been the actual performance of water
PPP projects?

These findings about the gradual growth of water utility PPPs in the developing
world since 1990 call for one essential question: is this slow but steady growth of private
operators backed by a good performance of PPP projects? This issue obviously lies
at the core of the debate.

In order to assess the performance of water utility PPPs, the study adopted a pragmatic
approach, which covers a middle ground between econometric and case studies.
Performance indicators were collected for a large number of PPPs, including through
the preparation of specific case studies when no data were readily available. Instead
of following the “black box” approach typical of econometric studies, the data sample
was analysed while allowing a clear identification of the performance of each project.
The advantages of this approach are twofold. First, connecting the data with well-
identified projects is important for the reliability and objectivity of the findings. Second,
it made it easier to draw conclusions about what worked and what did not, thereby
providing valuable insight about how to make water utility PPPs more successful and
sustainable as a tool for reform.

More than 24 million people have been provided access to piped water through PPPs.
Overall, it is estimated that water PPP projects have provided access to piped water
for more than 24 million people in developing countries since 1990. This figure is
actually an under-estimate of the real contribution of water utility PPPs, since it
covers the actual expansion in access achieved by only 36 large projects for which
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data were available. While this figure may appear small when compared to the
actual needs, it is significant when considering that private water operators served
only about 1% of the urban population back in 1996, up to 4% in 2003 and close to
7% by 2008. On the other hand, this is negligible when compared to the needs of
developing countries for meeting the Millennium Development Goals (MDGs).

The review identified some notable differences between concessions (where the private
partner finances most of the investment) and leases/affermages (where the public
partner mostly funds it) for expanding access. The performance of concessions for
expanding access to service has been mixed and often uneven. The 30 large concessions
under review provided access to piped water for about 17 million people, but many
of them failed to invest the amount of private funding they were originally committed
to (even though this was the main reason why the government had brought them
in) and did not meet their original contractual coverage targets. The capacity of
concessionaires to invest in coverage expansion proved also very changeable over
time, with economic slowdown or crises usually leading to a halt in investment (as in
the case of Manila). Remarkably, many of the best performers were concessions in which
private financing had been complemented by public funding (as for many projects in
Colombia, Guayaquil in Ecuador, see box below, and Cordoba and Salta in Argentina).

Spectacular increase in water coverage in Guayaquil,
Ecuador, under a hybrid financing scheme

~

The water and sanitation concession in Guayaquil, Ecuador, which began operation in
2001, has increased access to water in a spectacular way over the past five years. The
concession’s success has received very little attention, even though it is, after Buenos
Aires, the second-largest water and sewer concession in Latin America by population
served. Guayaquil is the largest city and economic capital of Ecuador, home to around
2.4 million people, representing one-third of the national urban population.

When the private international concessionaire took over in 2001, the Guayaquil utility
covered only 60% of water supply through domestic connections, while the national
urban average for 1998 was 81%. Starting with 270,000 water connections in 2001,
the concessionaire installed 160,000 new connections in the first five years of private
operation, equivalent to an average annual increase of 10% and three times the
contractual target of 55,000 new connections. Those gains allowed city water access
to rapidly catch up with the national urban average, which stagnated during this
period. Overall, it is estimated that over 600,000 people in Guayaquil have gained
access to piped water through a household connection during the first five years of
the concession.
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This achievement is largely due to a special government subsidy scheme, the so-called
“telephone tax”. This system, put in place by the central government in the 1980s,
levies a 10% tax on telephone bills for transfer to water utilities as grants for expanding
the water network in uncovered urban areas. New water connections are provided
free of charge to new customers in areas not previously covered by the water-distri-
bution network. The telephone tax financed most of the cost of expanding access to
water in Guayaquil: of the total amount of US$ 85 million invested by the concessionaire
during the first five years, about US$ 39 million came from tax receipts. This corresponds
to a grant of around US$ 240 per new water connection, compared with an average
cost of US$ 150 for installing a residential connection, meaning that, in addition to
subsidizing the connection costs, some of the grant funding was used for financing
part of the distribution network expansion.

In practice, the concessionaire in Guayaquil has been operating under a financial
arrangement that is somewhat of a hybrid between an affermage scheme and a
concession, rather than a true concession, but this distinction does not diminish the
value of its contribution. It acted efficiently to use the grants it received for rapidly
expanding its customer base, motivated by strong financial incentives as it increased
its revenues. Resources from the telephone tax scheme are available to all water utilities
in the country, and the fact that the national urban average remained stable at just
over 80% during the same period suggests that the public utilities were less efficient
in taking advantage of this scheme. Despite these good results, the new government
elected in 2006 eliminated the telephone tax in 2007, and has been applying pressure to
end the concession.

Source: Marin (2009).

The performance of leases/affermages has usually been more consistent and satis-
factory. In Sub-Saharan Africa, the affermage approach, with investments carried out
by a public asset-holding company, has been very successful in expanding access in
Senegal, a country now enjoying the highest urban coverage rate through house-
hold connections of all Sub-Saharan Africa. In Cote d'Ivoire, almost 3 million people
have gained access to piped water via household connections since 1990 — entirely
financed through cash-flow generation from tariff revenues, without any government
money. In Cartagena (Colombia), where the PPP is structured through a mixed owner-
ship company under a lease contract with the municipality, water-supply coverage
went up over a decade from 73% to almost universal service. This was achieved despite
a massive inflow in Cartagena of poor rural migrants fleeing the guerrilla war in other
parts of the country, resulting in a near doubling of the city population. Since the
private operator took over in 1996, more than half a million people have gained access
to piped water, and 85% of new household connections have benefited poor families.
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It is important to note that, despite the positive contribution of many projects, there
is no evidence that PPPs are more efficient (or less efficient for that matter) than
public utilities at expanding access to piped water to unconnected households. The
ability to increase service coverage is largely driven by the availability of funding for
investment in infrastructure expansion. This is directly dependent upon the financial
design of each project (especially tariff policy and tax transfers, which are govern-
ment decisions), as well as the evolution of economic conditions over time. It is also
heavily dependent upon issues that are outside of the control of a utility, such as
how to deal with slums and illegal settlements. In short, the issue of access expansion is
independent of the public or private nature of the operator.

Significant improvements achieved in reducing water rationing. The study focused
on the performance of water utility PPPs in reducing water rationing, which is the
“number one” quality challenge for many water utilities in the developing world.
When service is intermittent, it is impossible to guarantee compliance with drinking
water standards because of the risk of infiltration in pipes. The poor, who often live at
the low-pressure ends of distribution networks and cannot afford palliative equip-
ment (such as private wells, roof tanks, and filters), are disproportionately affected
by intermittent service. Furthermore, once water rationing becomes established, it is
very hard to reverse; frequent pressure surges speed up the deterioration of the net-
work, and any attempt to increase the average service pressure causes more burst
pipes and lost water. In this context, it is remarkable that many of the PPPs that star-
ted from a situation of water rationing succeeded in improving service continuity,
and that some even managed to re-establish continuous service.

A good illustration is provided by the case of Colombia, where rationing is common-
place in many cities, but reliable data are available from the national regulator about
the evolution of the average number of hours of service per day for many utilities.
The evidence shows that private operators in Colombia have consistently succeeded
in improving service continuity in many cities and towns, often starting from highly
deteriorated systems.
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Colombia: Evolution of number of hours of service in five early
water utility PPPs awarded in 1997-98
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Colombia: Evolution of number of hours of service in five water utility PPPs
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Private operators also have a good record of accomplishment for improving service
continuity in Western Africa (Guinea, when the PPP was operational, Gabon, Niger,
and Senegal). Many management contracts (12 out of 15 in the sample for which data
are available) also achieved notable progress despite their short duration. However,
not all PPPs were successful in improving service continuity. In Manila (Philippines)
for instance, the concessionaire in the Western zone failed while the one in the Eastern
zone succeeded, but little if any progress was achieved in Maputo (Mozambique),
Guayaquil (Ecuador) and Jakarta (Indonesia).

A clear edge in boosting operational efficiency. A key objective of involving private
operators is to improve operating efficiency, based on the expectation that private
operators have more incentives for cost cutting than public utilities. Though utility
operation has multiple facets and efficiency can be hard to analyse, the overall effi-
ciency of an operator can in practice be broadly captured by focusing on three main
indicators: water losses, bill collection, and labour productivity.

o Water Losses

Controlling water losses — both technical (pipe leaks) and commercial (under-metering,
illegal consumption) losses — is a priority for any well-run water utility. Recent multi-
country studies by Andres and Guasch (2008) and Gassner, Popoy, and Pushak
(2008) found that private operators usually are effective in reducing water losses.
Confirming their findings, this study found that many private operators succeeded in
significantly reducing the level of water losses, notably in West Africa, Brazil, Colombia,
Morocco, and East Manila.
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Morocco: Comparison of NRW percentage for four concessions
and six large public utilities
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Source: Marin (2009).

Morocco is a good illustration of the efficiency of private operators in reducing water
losses (NRW). The figures below show the evolution of water losses comparing four
concessions (Casablanca, Rabat, Tangiers and Tetouan) with the six largest municipal
utilities. As shown in Figure 1.4.5, all four concessionaires significantly reduced the
percentage of NRW, while only one out of the six public utilities achieved a (minor)
reduction (Fez, which was also the worst performer to start with). The positive per-
formance of the private concessionaire is even clearer when looking at the evolution of
water losses measured in cubic metres lost per day per connection (Figures 1.4.6 and
1.4.7): they were able to reduce water losses to a level similar or close to the best
public performer (Agadir).

108 ©AFD /March 2012



- DD

Evolution of water losses per connection (n?’ per day)
under private concessionaires
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It would be wrong to conclude from this that private operators are more “capable” than
public utilities of keeping water losses low. The public utility in Agadir is, for instance, an
excellent performer. What these results show is that, when a public utility is plagued
with a high level of water losses, contracting a private operator can be an efficient
way to reduce them to acceptable levels. Also, not all the PPP projects reviewed
achieved a significant reduction in water losses — as in some large projects such as
Guayaquil, Maputo (Mozambique), and Western Manila — reflecting the fact that
dealing with water losses is a complex and challenging topic.

Two important points concern the complexity of analysing and dealing with water
losses. First, in several countries, including Argentina, tracking changes in water losses is
difficult because a large proportion of residential customers are billed on estimated
consumption, making it difficult to assess the true performance of PPPs. Second,
the performance of management contracts for reducing water loss has often been
disappointing, as less than half of the management contracts under review showed
sizeable progress. This again reflects the complexity of dealing with high levels of water
loss, which has many causes. Short-term contracts appear more suited to dealing
with commercial losses (such as under-metering and illegal consumption), than with
leaks, as time and investment are needed to rehabilitate a dilapidated network.

e Bill Collection

It is common for poorly performing public utilities to have low bill-collection rates
because of lax enforcement and the fact that people often resent paying for poor
service. Bill collection is an area in which it is widely assumed that private operators
are efficient, because they have obvious financial incentives for collecting money
from customers. Indeed, the study found that in most cases the introduction of a
private operator resulted in a marked increase in bill collection rates. This was even
the case for management contracts, with all the projects in the sample showing a
significant improvement in bill collection under a private operator.

e Labour Productivity

Water utility PPPs have commonly been associated with massive employee layoffs.
This was especially the case in Latin America, where staff reduction ranged from 20
percent to as much as 65 percent of the initial labour force as utilities were often
over-staffed. Not surprisingly, these layoffs resulted in productivity gains, yet in many
PPPs the improvement in productivity (measured as the number of staff per thousand
customers) was as much due to staff reduction as to significant growth of the customer
base. In fact, not all water utility PPPs resulted in major layoffs, as there are also many
projects — especially in Africa — where productivity gains were achieved through a
combination of coverage expansion and natural staff retirement.
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It is important to remember that the question of the relationship between labour
and private management goes well beyond the issue of staffing levels. The arrival of
a private operator represents a radical change for workers. They usually lose their status
as civil servants, and become paid and promoted based on performance. Employee
profiles also tend to change, with an increase in more qualified staff. Many PPPs
also turn to subcontracting to increase flexibility, so that the net impact on labour
becomes very hard to gauge and is not necessarily negative. Water is a service business,
and labour is both the largest fixed cost and the greatest asset of a water utility, the more
so for private operators whose fortune ultimately depends on customer satisfaction.
This is an issue that deserves more detailed analysis in future studies.

Overall efficiency. When analysing these three performance indicators in combination,
operational efficiency appears to be the area where a positive contribution of private
operators has been the most consistent. Almost all PPP projects showed overall impro-
vements in efficiency, with many covering all three indicators considered. Some general
conclusions by contract type (concession, lease/affermage or management contract)
can be drawn.

e The overall efficiency of concessionaires is hard to judge: they are responsible for
both operations and investment, and their investment efficiency was not addressed
in this study. Limited evidence is available from Manila, where a detailed analysis
by the regulator showed that the concessionaire in the Eastern zone had significantly
improved operational efficiency, while the one in the Western zone had not.

e In the case of leases/affermages, the efficiency of private operators was easier to
assess since their responsibility is concentrated on operational management. Detailed
information on PPPs in Senegal and Cartagena (Colombia) showed that clear gains
in operational efficiency were achieved, which were passed on to consumers over
time through tariff reductions.

e Management contracts entail only a limited transfer of responsibility to private
operators, giving them limited control over a utility’s labour force. The study found
that efficiency improvements under management contracts — measured using the
global efficiency index (the ratio of water billed and paid for to water produced, a
measure that combines water-loss reduction and improved bill collection) — was
significant in most cases under review.

Impact of water utility PPPs on tariff levels: a complex matter. Analysing the impact
of PPPs on tariffs is by far the most challenging of our four performance dimensions.
Local factors such as raw water availability or topography greatly affect costs, and
government policies heavily condition tariff levels. Water utilities do not use a single,
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uniform, tariff for all customers, but instead use tariff structures that differentiate
according to customer categories and consumption brackets, and can be extremely
complex. Billing may be based on actual consumption or estimates, and the two
approaches often co-exist in the same utility. Inefficient tariff structures of public
water utilities are often revamped as part of the PPP reform, making before-and-after
comparisons very difficult. What is more, public and private utilities rarely operate
under the same legal and regulatory framework, and such different tax regimes and
accounting rules make simple comparisons misleading.

Most poorly performing public utilities in developing countries have water tariffs
that are well below cost-recovery levels. Therefore, raising them is often a necessary
component of reform for ensuring the financial sustainability of the sector, whether
the reform option chosen involves public or private management. In practice, the
potential impact of a PPP on the tariff level depends upon two main factors: first,
how far is the initial tariff level from the cost-recovery level and, second, what is the
extent of efficiency gains that can be made by the private operator. The difficulty is
that these two factors commonly go hand-in-hand, and can be of very large magnitude
in developing countries.

The review of changing tariff levels of the PPP projects in this study showed that, in
most cases, tariffs had gone up over time. However, it was impossible to assess the
underlying reasons, as well as whether those increases were justified. Most utilities
had tariff levels well below cost recovery before the private operator was introduced,
and tariff increases are not necessarily a bad thing for customers when they also
translate into wider access to better services (as did happen under many PPP projects).
It is well known that in many developing countries, low water tariffs mostly benefited
middle-class households — those with access to piped water — which left the utility
with insufficient revenues to expand the system and provide access to poor families
living on the city outskirts and in marginal areas. As a result, the unconnected urban
poor ended up obtaining water from often unsafe and/or more expensive sources.
Many of the poor households that gained access to piped water under PPP projects
probably ended up paying a lower price for water than before they were connected
to the network. It is also notable that in a few recorded cases, private operators did
make efficiency gains that were large enough to allow for significant tariff reductions in
real terms after a few years, as was the case with the PPPs in Cote d'lvoire, Senegal,
Gabon and Cartagena (Colombia).

The evidence from the literature on the impact of PPPs on tariffs is also largely
inconclusive. The true impact of PPPs on tariffs cannot be gauged without controlling
for a great many factors and variables, and a very large sample is needed to do so.
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The only econometric study that approaches the mark is the recent one by Gassner,
Popov and Pushak (2008), which uses a sample of more than one thousand utilities.
In order to compare what is comparable, the average tariff levels of private water
utilities are compared only with those of public utilities operating under a similar
framework of financial sustainability, in other words fostering cost-recovery through
tariff. It found no statistically significant difference in water tariffs between compa-
rable public and private utilities.

1.4.3. Key Findings

e PPPs are a viable option for reforming water utilities in developing
countries

Despite limitations related to data accessibility and reliability, and the ambiguity of
indicators, the analysis across the four dimensions of performance (coverage, service
quality, operational efficiency and tariffs) suggests that the overall performance of
water PPP projects has been generally satisfactory. Several PPP projects performed
well on coverage (access), service quality and efficiency combined. More performed
well in one or two key aspects. Some brought sizable improvements to the populations
they served, even though they proved unsustainable and were terminated early (as
in Metropolitan Buenos Aires or La Paz — El Alto). A few others failed to achieve any
meaningful results by most accounts.

It is important to realize that the developing world is a very diverse place, with very
different social, economic, cultural and political environments. It is therefore not
surprising that the development of water utility PPPs has not been uniform, being
driven in particular by the pace of reform in the urban water sector in each country.
While private operators have stopped gaining market share or have even suffered set-
backs in some countries (especially in Latin America), other developing countries
have gradually adopted the PPP approach. Out of 65 developing countries that
embarked on water utility PPPs during the past two decades, 40 still had private water
operators in place by the end of 2008. Private operators now serve most of the urban
population in countries as diverse as Algeria, Armenia, Cameroon, Chile, Cote d'Ivoire,
Czech Republic, Gabon, Ghana, Malaysia, Niger, Senegal and Cameroon. In Colombia,
Cuba, Ecuador, Hungary, Morocco, Mozambique and the Philippines, private operators
serve a third of the urban population. In recent years, water utility PPPs have made
significant inroads in large countries such as China, Russia and Brazil. With about 85
percent of all water PPP contracts awarded between 1990 and 2008 still active, and the
rate of early contract termination at less than 9 percent, the PPP approach has passed
the test of time. However, 25 countries have experimented with one or more PPP
projects at one point in time, and then decided to revert to public management only.
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While these numbers do reflect that PPP is not a panacea for every possible situation
encountered in the developing world, they also contradict the idea that the water
PPP is a “failed approach” for developing countries. A wide variety of contractual
designs have been experimented since 1990, covering many different — and often
challenging — environments, and giving rise to a wide variety of results. A clear lesson
is that a PPP is not a magical formula: as with any reform options, success is never
guaranteed, and details do matter much. Designing a PPP scheme well adapted to the
specific conditions of each utility, together with the willingness of the public and
private partners to make it work, proved to be key determinants for the final result.

e Overall, water utility PPPs results are very heterogeneous

The performance analysis presented in previous paragraphs was organized around
specific indicators. Figure 1.4.8 provides a broad classification of the outcome of
water PPP projects in the developing world, providing an overall picture. In all, about
205 million people in developing and transition countries have been served by water
PPP projects at some point since 1990.

—CEDO ~

Water utility PPPs during the last 15 years: Project outcome
by population served

B Recent projects (since 2003)
B Early termination

[ Expired, not renewed
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Source: Marin (2009).
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The first “line of demarcation” is between projects that are still active and those that
are not. By late 2007, about 160 million people were still being served, while another
45 million people had reverted to public management, following a PPP experience
that ended with either early termination or non-renewal of the contract. Many of the
latter, corresponding to about 30 million people, had their performance reviewed
for this study, but not all these cancelled PPP projects can be considered as failures.
Several short-term management contracts, though not renewed, were successful in
significantly improving the performance of the utility, as was the case for instance in
Johannesburg (South Africa), Kosovo, Durres (Albania) and Gaza. In some terminated
concessions, the private operator left after having markedly improved the level of
service (as in Metropolitan Buenos Aires and La Paz — El Alto), even though the PPP
arrangement did not prove politically sustainable.

Of the 160 million people that were served by still active private operators by the
end of 2007, the projects for which performance data were collected as part of this
study represent about 70 million. Those that can be seen as broadly successful served
about 50 million people. None of these are “perfect projects”, a concept that does not
exist in the real world, but they are PPPs that provided clear and significant benefits
to the population, and where a good working relationship has usually developed over
time between the partners. Successful PPP projects exist in all regions of the deve-
loping world, including Latin America (Colombia, Chile, Guayaquil in Ecuador, and
Brazil), Africa (Morocco, Cote d'lvoire, Gabon, Niger and Senegal) and Asia (Yerevan
in Armenia, Macao in Chinga, Eastern Manila). In comparison, active PPPs for which
data were collected as part of this study but whose performance proved mixed or
disappointing, so far represent about 20 million people, including projects in Maputo
(Mozambique), Western Manila (Philippines) and Jakarta (Indonesia).

Finally, water PPP projects whose performance was not reviewed for the study
represent about 90 million people. This includes several large projects with many
years of operation for which no reliable data are available, such as the PPPs in
Mexico and Havana, Cuba, as well as many new PPPs awarded during the last 5 years.
The performance of water PPPs in several large countries that have recently introduced
private operators, such as China, Russia, Malaysia and Algeria, remains to be assessed.
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o Direct private investment is the wrong focus for water utility PPPs
in developing countries, as the most consistent contribution of private
operators has been improved efficiency

In the 1990s, the main attraction of PPPs in the water sector was their supposed ability
to attract private finance. Experience has shown that this was a largely wrong focus.
The hope that the private sector would fund the large investment gap in water infra-
structure of developing countries has clearly not materialized. Many concessionaires
have failed to meet their contractual commitments, and the bulk of private investment
in water has been concentrated in Chile, plus a few large projects. In practice, water
concessions have proved to be much more vulnerable than other PPP schemes in
the volatile and challenging environment of developing countries. As local financial
markets, even in the most advanced developing countries, were not sufficiently deve-
loped to provide long-term debt in local currency, the concessionaires had to arrange
financing in foreign currency, thereby introducing a significant foreign-exchange risk
that made the PPPs even more vulnerable to economic shocks.

Not all this means that private investment should be discarded altogether. It is certainly
desirable whenever possible, as it reduces reliance on scarce government budgets,
and can be made to work in the more advanced transition countries, such as China,
Brazil, Malaysia or Morocco, where financial markets are now sufficiently mature for
providing long-term debt in local currency at acceptable rates. However, private invest-
ment is not yet the solution for most developing countries, where the magnitude of
project risks and the lack of effective regulations make private funds very expensive.
Governments and donors must accept that the water sector will still need public
financial support for a long time to come.

These findings do not invalidate PPPs as a powerful tool for improving the financial
sustainability of water utilities; quite the contrary in fact. The review of successful cases
shows that the biggest contributions of private operators lie in improving operational
efficiency and service quality. These improvements have a major impact on access to
financing, but in an indirect manner. When service quality improves, customers become
more willing to pay their bills, resulting in increased revenues. Similarly, operations
that are more efficient result in cost savings, which generates more cash flow from
operations. As creditworthiness improves, a utility can more easily access funding
and invest in service expansion and rehabilitation. Whether the money for invest-
ment comes from public or private sources, or a mix of both, then becomes a rather
secondary issue, depending on the conditions of financial markets, the funding avai-
lability of donors, and the government’s budgetary situation at a given point in time.
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The experiences in Cote d'lvoire and Senegal show how an efficient private operator
can play an essential role in ensuring that the water sector gradually becomes financially
self-sufficient.

o Water utility PPPs can be effectively regulated,
even in developing countries

PPPs are complex arrangements, and it is fair to ask whether they may be just too
complex for weak governments in developing countries, especially when the contract
involves a powerful multinational. This concern is certainly justified, but private utilities
are not necessarily harder to regulate than public ones. The asymmetry in information
between the delegating authority/regulator and the service provider remains, whether
the operator is public or private. Sadly enough, many public water utilities in the deve-
loping world have been captured by special interests, resulting in overstaffing, perks
for political appointees, and sloppy work practices, increasing costs unnecessarily
and viewing customers as annoying outsiders.

Is the problem any worse when a government must deal with a private operator?
The answer is not obvious, but one might observe that private operators at least
operate under a framework that fosters accountability. There is a detailed contract
that spells out performance targets and mandates regular reporting. Private opera-
tors can be fined for noncompliance and can even have their contracts cancelled.
The intense scrutiny they receive from civil society means that it is certainly no
easier for them to extract excessive profits, than it has been for special interests
groups to “milk” public utilities for many decades.

The regulatory framework under which water utility PPPs have been operating in
the developing world, falls broadly into two categories:

e "Regulation by contract” derives from the French and Spanish PPP tradition, and
relies essentially on a detailed contract for spelling out conditions, with future
adjustments resulting from direct renegotiations between the two parties.

e "Regulation by agency’ rests upon the establishment of an independent regulatory
agency (following the UK and Chile model) and was widely implemented in countries
that adopted the concession approach, as in Argentina.

In practice, PPP organization commonly follows a hybrid approach, combining a
specialized regulatory agency with a usually very detailed contract. How can we tell
whether a given regulatory framework is working? The answer again is not obvious,
but if one accepts that the ultimate goal of regulation is to ensure the delivery of
clear benefits to the population and the contracting government in a sustainable
manner, then some conclusions can be drawn.
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Regulation by contract has worked well overall-and in places as diverse as Morocco,
West Africa, Colombia, the Czech Republic, and Macao. In contrast, the “hybrid
approach” that was adopted in many other places (especially in Latin America) has
proved far less satisfactory. There has often been much confusion about the role of
the regulatory agency and the extent of its discretion to interpret the terms of a
contract. A decade ago, international financial institutions favoured the creation of
“"independent regulators” resembling those set up for supervising new private water
operators in Britain and Chile, but establishing truly independent regulating agencies
has proved extremely difficult in most developing countries.

Two main lessons can be drawn from this experience. First, the fear that governments
in developing countries may not be able to properly regulate water-utility PPPs is
rather overblown, as shown by the relatively good performance of regulation by
contract, even in poor Sub-Saharan African countries such as Senegal and Cote
d’Ivoire. Second, pragmatism is essential: regulating a private operator is difficult,
and even though having a competent and credible regulator is of much value and a
worthy long-term goal in terms of public policy, it takes a lot of time and effort to
establish one. In the meantime, regulation by contract provides a simple and yet rather
efficient approach: details are spelled out in a contract that, by its very existence, is
a significant improvement in accountability compared with the absence of regulation
that characterizes most public utilities. Renegotiations are unavoidable, but giving
discretionary power to a weak and inexperienced regulatory entity does not necessa-
rily help. What the contracting government must do is to set up a competent team
to act as counterpart to the private operator, and ensure that all decisions are made
in a transparent manner.

1.4.4. Lessons for designing water utility PPPs better
adapted to the developing world

The findings of this study suggest that a new approach is emerging for maximizing
the potential contribution of private water operators in the developing world. The
focus should be on using private operators for improving operational efficiency and
service quality, instead of primarily trying to attract private financing. The provision
of public funding will in most cases be necessary to ensure affordability and access
for the poor. A new generation of water PPP projects has already been gradually
emerging, as these elements has been progressively integrated by the market.

To benefit the poor, PPP design must incorporate the cost of social goals. While
the study found that many water PPP projects brought significant benefits to the
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population as a whole, the lack of household-specific data at utility level did not allow
assessing how many of these benefits accrued to the poor. There is much evidence
that poor households did benefit significantly from coverage expansion in places as
diverse as Ecuador, Senegal, Colombia, Cote d'lvoire, Argentina, Bolivia and the
Philippines. For instance in Cartagena (Colombia), the private operator now offers
universal coverage in a city where 85% of the people are poor and 27% lacked
access to piped water a decade ago. However, many other projects do not show
much evidence of tangible benefits for the poor. Admittedly, there is a huge data
gap, and many of the problems that prevent access to piped water for the urban
poor (such as how to deal with illegal settlements and slums) cannot be solved at the
level of a utility, whether it is public or private. However; it is also fair to say that PPPs as
a whole fell short of expectations for solving the difficult issue of ensuring affordable
access to piped water for all. This does not mean that PPPs cannot be a helpful tool,
but to be effective they need to be designed with a clear pro-poor focus and as part
of a wider government policy to support social goals.

Much has been written about the design of pro-poor PPPs. Private operators are
merely agents acting under a set of incentives and obligations outlined in a contract,
and on behalf of the contracting government. The most common recommendations —
such as making connections and tariffs affordable through targeted subsidies, and
including slums in the contract service area—are sound. Nevertheless, they can be
implemented only if the contracting government realizes that good intentions must
be paid for. How to finance the cost of coverage expansion might be where those
who designed the first generation of PPPs made the biggest mistake. The capacity
of unconnected users for financing part of the cost of expansion was often overes-
timated. The well-publicized problems in Buenos Aires and La Paz have shown that
high connection fees are unworkable and unfair for the poor. At the same time,
widespread resistance to tariff increases has shown that getting connected customers
to subsidize connections for the unconnected through higher tariffs — so-called
cross-subsidies — has its limits.

The improvement in operational efficiency often brought about by private management
can generate more cash for investing in expansion, but the amount of investment
that can be financed by tariff revenues alone is limited by the size of the customer
base and how much can be charged for the water. It will rarely prove sufficient to
fund a serious pro-poor programme, given the enormous needs of fast growing cities
in developing countries. In this context, it is not surprising that the most successful
PPPs in expanding access for the poor are those where the government was ready
to provide public money for achieving social goals. This allowed the achievement of
ambitious expansion plans in a much shorter time than if the utility had to rely on
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the sector’s cash flow alone. A competent private operator can thus be an ideal
partner for the efficient execution of a programme, as in Guayaquil where connections
and network expansion were subsidized by the central government, and in Cartagena
and Senegal.

Wanted: Realism, collaboration and respect for local conditions. In a sense, the first
decade of water utility PPPs was a testing ground for a new approach to reform, which
represented a radical change over the traditional public model. Not surprisingly,
mistakes were made on all sides. Private operators were often too ready to sign
poorly worded contracts, in the hope of gaining market share. Donors were naive in
the belief that PPPs were some kind of “silver bullet” that could solve by itself the
many problems confronting water utilities, and did not always put sufficient effort in
adapting contractual approaches to specific local conditions. Finally, many governments
did not clearly understand what PPPs meant and entailed, especially that this is no
privatization but a partnership, and that they need to remain involved and work with
their private partner. In addition to the earlier mentioned points, three elements for
the proper design and implementation of water-utility PPPs deserve to be highlighted:

1. Respect for realism. Early PPPs were rife with unrealistic expectations and targets.
Governments and donors must accept that improving water utilities in the
developing world will be difficult, whatever the chosen reform option. We need
to be realistic first about the cost of meeting social goals and the unavoidable
trade-offs involved in deciding how to finance them. Then we must accept that
progress takes time: Time for a new operator to understand the systems he will
manage; time for utility employees to adjust to a new corporate culture; time for
service-improving investments to be identified and made; and time for partners
to get to know each other and make their partnership work.

2. Adeeper understanding of what partnership means. Governments must internalize
the notion that PPPs are about partnership, not privatization. They cannot act as
if “passing the buck”, signing a PPP contract in the hope of transferring all their
problems to the private partner, and then blaming the operator when obstacles
appear. After all, the operator faces the same conditions that had frustrated the
government for years. These difficult problems can be addressed only if the parties
are ready to cooperate.

3. Custom-made contracts to suit local conditions. The move from traditional
management of public water utilities to introducing a private operator under a PPP
is a radical one. Local actors need to adjust, and replicating an off-the-shelf approach
from elsewhere (where it might have worked, but the government culture was
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different) is bound to compound the problem. The right approach is to take local
conditions as a given and to design the PPP around them, not the other way
around. The PPPs in Colombia and West Africa ended up delivering good results
because special efforts were made for developing innovative approaches that
took the best elements from outside experiences, but adjusted them to local
conditions.

The promise of long-term PPPs is built on mixed financing schemes. In retrospect,
most water concessions in the 1990s appear to have been built on a misunderstanding
of the financial fundamentals of the water sector. In the industrialized world, water
utilities can easily access private funding from banks and financial markets because
they have a very low credit risk, enjoy stable cash-flow and evolve in a stable regulatory
environment, but the same cannot be said for developing countries. Deteriorated
infrastructure and fast-growing demand for services introduce huge uncertainties
about future investment needs. Tariffs are usually below cost, and, even in the
richest developing countries, great social inequalities mean that the ability of poor
households to pay the full cost of service cannot be taken for granted. For conces-
sionaires in the 1990s, the risks inherent in borrowing investment capital in foreign
currency amplified these uncertainties. In the face of all these risks, it was no surprise
that private financing proved costly and hard to find.

The maturation of financial markets in countries like Brazil, Chile, China, Malaysia,
Morocco and China, by eliminating foreign-currency risk, may have breathed new
life into the concession model, but this is only valid for the most advanced countries.
Elsewhere, there is no escaping the fact that most of the huge investments needed
for improving service and expanding access must come from public sources.

More and more countries are adopting a PPP model in which investment is largely
funded by public money, with the private operator focusing on improving service
and operational efficiency. In practice, funding for investment under mixed-financing
PPP projects comes from a combination of direct cash flow from revenues, with a
variable mix of government and private sources that makes the traditional dichotomy
between leases/affermages and concessions increasingly obsolete. Several successful
approaches have been developed over the past decade:

e Concessions rely largely on revenue cash flow for investment, with cross-subsidies
from electricity sales (Gabon), tariff surcharges (Cote d’lvoire), or both (Morocco).

o Affermages, according to the model developed in West Africa, combine strong
incentives for operational efficiency, subsidized connections for the poor, and a
gradual move to full cost recovery through tariffs (Senegal and Niger).
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o Mixed-ownership companies share decision making and profits between the public
and private partners, as in Latin America (Colombia, La Havana in Cuba, and Saltillo in
Mexico) and Eastern Europe (the Czech Republic and Hungary).

e Concessions incorporating public grants for investments spearhead the expansion of
access to water and/or network rehabilitation, while minimizing the impact on tariffs.
This is typified by the PPPs in Colombia designed under that country’s Programa de
Modernizacion de Empresas (PME). Similar approaches were adopted in Guayaquil,
Ecuador, and in a few concessions in Argentina (Cordoba and Salta).

Two important elements are common to all these variants. First, the operator itself
identifies investment priorities, and has much say in the supervision of ensuing civil
works, even where public investments are managed by a public agency. Second,
where the private operator is responsible for managing the investment of public
funds, specific mechanisms (such as a dedicated trust fund) are set up for ensuring
that the funds are properly used. Obviously, schemes for channelling these public
funds in an efficient and transparent manner offer the greatest promise.

Management contracts as tools for supporting public reforms. Like the distinction
between concessions and leases/affermages, some old ideas about management
contracts need changing. The potential of management contracts to help reforms
has been limited by some persistent misunderstandings and oversights.

In reality, management contracts do not transfer a public water utility into private
hands. A water utility under a management contract remains the same public entity.
The utility’s employees remain civil servants, and the idea that the utility becomes
“privately managed” must be considered in context. Without the power to hire, fire and
promote staff, the scope for the private operator to exercise traditional management
functions is very limited. In fact, he is often more of a coach than a hard-nosed private
manager, and his performance is heavily dependent upon the good faith and active
cooperation of the contracting government, as well of the utility’s staff. In practice,
management contracts may be closer to service contracts — which were not considered
as PPPs in this study — than to long-term PPPs such as affermages and concessions.

The confusion may stem from the fact that management contracts were implemented
in situations where the creation of a PPP had been decided upon, but where the
affermage or concession solution was deemed too risky. Such contracts thus were
proposed as a first step before another PPP contract could be put in place. The
paradox, though, is that, in most cases, they have not led to a deeper form of PPP,
but rather to a return to public management. The perception of the management
contract as some kind of “Trojan horse” preparing for a second, wider-scope PPP

122 ©AFD /March 2012



often prevented full collaboration, which in turn affected performance. In a sense, many
management contracts were doomed by the context in which they were introduced.

Another paradigm for management contracts, however, recognizes them for what
they are: Unthreatening, low-powered instruments designed for efficient practice -
essentially vehicles for the transfer of knowledge. Under this alternative approach, a
private operator is brought in for a limited number of years, to manage and reorganize
a public water utility until sufficient operational, commercial and financial improvements
are achieved for allowing the public utility to continue on its own. As such, and for
all their remaining limitations, management contracts could become valuable tools
for the reform of public utilities, especially given the number of countries where
governments are sceptical about transferring water services to private utilities, but
are not against outside professional expertise to help to turn around their public uti-
lities. This approach was successfully implemented between 2000 and 2006 for the
turnaround of the water utility of Johannesburg in South Africa (Marin et al, 2009b),
and is being considered by several donors in various countries.
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Conclusions

The public/private debate should be transcended. It is clear from the many experiences
of the past 15 years that a public-private partnership is not a magic formula for
addressing all the multiple issues of failing public water utilities in the developing
world. For many governments in developing and transition countries, PPP projects
have proved to be complex undertakings that carry strong political risks and great
uncertainties as to the magnitude and timing of the expected benefits. Contractual
targets are difficult to set and baseline data are seldom reliable, generating many
opportunities for conflict. Private operators do not always deliver and can tend to
seek renegotiations to their advantage. Reforms can become easily subverted by
vested interests, and private (and especially foreign) operators make easy targets for
demagogical campaigns. Overall, many obstacles can lead to conflicts, disappointment,
frustration and ultimately costly contract termination. Still, the study clearly shows
that the overall performance of water utility PPPs is more positive than is commonly
believed. PPP projects for urban water utilities have brought significant benefits to
millions of people in the developing world. Not surprisingly, countries with successful
PPPs are those where an effort was made to find a specific scheme adapted to local
situation.

In the current context, transferring a majority of urban water services to private
operators is unlikely to be the chosen option for most developing countries. Yet,
paradoxically, this does not reduce the value of the PPP approach for promoting
better water and sanitation services in the developing world. Having just a few water
utilities managed by private operators in a given country can generate much-needed
pressure on the existing public providers, and thereby play a major role in improving
the performance of the sector as a whole. Complacency is the worst enemy of public
utilities, it being rooted in the false assumption that poor service has no consequences
and that there is no alternative management model. That attitude makes it difficult
for even the most skilled and best-intentioned managers in public utilities to introduce
and sustain improvements, faced with the many groups that have stakes in the status
quo. The public water utilities that have succeeded in improving performance are
those that have applied sound commercial management principles, emphasizing
financial viability, accountability, and customer service. In countries such as Colombia
and Brazil, the introduction of private operators has done much to create a general
reform momentum, encouraging public water utilities to improve their performance
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and become more accountable. In that sense, the actual contribution of water utility
PPPs may be greater than that achieved for specific projects — through the introduction
of a much-needed sense of competition and accountability in an erstwhile monopolistic
sector. This also means that the recent move, in a few developing countries, of outla-
wing private management of water utilities on ideological grounds may end up working
against establishing efficient and sustainable public water utilities.

Recent developments increasingly show that the traditional opposition between
public and private utilities is becoming obsolete. Dividing lines are increasingly blurred
with a growing number of public utilities opening their capital to private investors,
such as SABESP in Sao Paulo, Brazil. Others are being awarded PPP contracts for
operating water utilities outside of their jurisdiction, or even outside of their own
country, such as ONEP from Morocco in Cameroon, or Rand Water from South
Africa in Ghana, where they operate as private entities. Many public water supply
utilities in the developing world are also opening their doors to the private sector
through practices that fall short of delegated management, but offer other forms of
providing operational expertise, including:

e (i) Subcontracting large portions of their operations to the private sector (as in
Bogota and Mexico City) following a well-developed practice in Northern Europe;

o (i) Recourse to build-operate-transfer (BOT) and similar arrangements for the
financing, construction and operation of treatment plants; and

e (iii) The increasing use of performance-based contracts whereby a private operator
provides specific services (such as activities for reducing water losses) and whose
remuneration is at least partly based on results (Kingdom et al, 2006; Marin et al,
2010b).

Stakeholders are also exploring new ways of providing technical assistance in developing
countries, through initiatives like the Water Operators Partnership (WOP), which are
supported by both public and private operators. Finally, most PPPs involving private
operators also leave a large role to the partner government, as under affermage
contracts where a public agency is often in charge of investment, as in Senegal. All
this increasingly blurs the traditional boundaries between public and private water
utilities, fostering a more buoyant and competitive market.

The complex problems affecting water utilities in the developing world, as well as
the urgency of alleviating the suffering of the millions of urban poor who do not
receive adequate water supplies and sanitation services, are considerable. So are the
needs for outside help. To tackle the immense challenges facing the urban water
sector in developing countries, policy makers need all the help they can get, and
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there is no reason to be ideological and disqualify some players a priori. A variety of
options are available to policy makers — involving private sector involvement, public
management or a mixture of both — which can all either succeed or fail, depending
on the conditions of a given utility at one point in time. The private sector has much to
offer in many forms, and the moment may have just come for a new, wider, definition
of partnership: one that includes all and excludes none.
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Part 2

“Grafting” models
from developed countries
on to local contexts






2.

Private sector participation
in Senegal: a successful
“home-grown” strategy?

S. TREMOLET [#2]

Introduction

In 1995, the Government of Senegal initiated in-depth reforms of the water and
sanitation sectors, leading to a Public Private Partnership with a private operator. A
10-year affermage contract was signed in 1996 and extended in 2006 for another 5
years, as allowed by the initial contract. This PPP experience is generally considered a
success, especially compared to other contracts in Sub-Saharan Africa. The Government
of Senegal is currently reviewing options for greater private sector participation after
the contract expires in 2011.

Hereafter, we review the Senegalese experience through a particular lens™® It analyses
how the affermage model, taken from the French context, was tailored to the country’s
specific circumstances by considering local economic, social, political and cultural
factors. Such “adaptation” took place both during the project design stage and
during the life of the contract. Success factors included a strong willingness on all sides
to see the contractual arrangements work, as well as the fact that the contractual
and regulatory arrangements were well tailored to the circumstances.

[52] This article is based on a study entitled “Case Study on Senegal’s Water and Sanitation Sector Economic
Regulation” by the author. It was commissioned by the World Bank (with PPIAF-financing) and completed in
May 2006 (full text available on demand at sophie@tremolet.com ). This case study is part of a series of case
studies on regulatory regimes examining causes of regulatory success and failure, and studying the influence of
social, institutional and sector-specific contexts on regulatory effectiveness.

[53] The Senegalese PPP experience in the water sector has been abundantly studied (see References).
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After setting out the facts of the reforms and what happened during the life of the
first stage of the contract (up to 2005), we evaluate the main factors for success.
Additional references are included at the end.

211. The facts: The contractual arrangements worked
and delivered

e The process leading up to reforms

The context. Senegal gained its independence from France in 1960. Since then, it has
benefited from one of the most stable political regimes in the region, being the first
West African country to experience a smooth democratic transition with the orga-
nization of presidential elections in 2000, won by the opposition leader, Abdoulaye
Wade. It is unified culturally by a common language and religion, despite a very
mixed ethnic background, and benefits from a strong administrative tradition. However,
Senegal is predominantly rural, with limited natural resources. Poverty remains a serious
issue, with 54 percent of the population living below the poverty line in 2003.

Reform needs. The urban water sector in independent Senegal started under private
sector management. From 1960 to 1971, the Compagnie Générale des Eaux (the
predecessor of Veolia Environment) was responsible for water services in the main
urban centres under a lease contract arrangement. Water and sanitation services
were nationalized in 1971 as part of a wave of nationalizations in the country. At that
time, the public company SONEES (Société Nationale d’Exploitation des Eaux du
Sénégal) became initially responsible for operating water and sanitation services in
urban centres, and for both operations and investments following a reform in 1983.

Water services were relatively well managed by SONEES, but the physical successes
masked some underlying problems. The planning contract agreed in 1990 between
SONEES and the State actually weakened SONEES'’s financial position, leaving little
funds for new investments. In addition, there was increasing concern for the sustai-
nability of water supply in Dakar, the country’s capital and its main economic centre.

In 1993, the Senegalese government and donor agencies recognized that significant
investment and institutional reforms would be required for overcoming these diffi-
culties. International donors were only prepared to provide long-term financing on
the condition that a private sector operator be recruited, with the objective of impro-
ving both management and operational efficiency. Another key objective of the
reforms was to introduce better discipline in managing investment and to reach
financial equilibrium for the sector by 2003. Following the FCFA devaluation in 1994
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and the initiation of sweeping macro-economic reforms, donor pressure on the
Government of Senegal to end government investment in state-owned enterprises,
improve their efficiency and prepare them for privatization, was even stronger.

Reform objectives. The water sector reform process started in earnest in 1995, with
support from a number of donors including the World Bank and AFD. With reduced
volumes of water reaching the capital city, intermittent supply and relatively low cove-
rage levels, the main objective of the reforms was to increase water supplies for Dakar.
Providing sustainable water supply over the long term required substantial investments
to convey water from Guiers Lake over a distance of 240 km. As part of the reform
package introduced in 1996, the pipeline capacity was to be doubled. Such large invest-
ments could only be funded by the public sector, calling for substantial donor support.
External donors adopted a coordinated approach through two main assistance pro-
grams: the Water Sector Project (Projet Sectoriel Eau), which was supposed to cover
the period 1995 to 2001 (although it officially ended in June 2004) and the Long-Term
Water Sector Project (Projet Sectoriel Eau a Long Terme) that ran from 2002 to 2007.
Donors requested the introduction of a private sector operator in order to guarantee
the efficient use of such large investments. Besides, they estimated that investing in
increasing water resources for Dakar could only be justified if losses on Dakar’s water
network were simultaneously reduced. This was a key factor for setting ambitious per-
formance targets (and associated financial incentives) to the private operator for redu-
cing network losses. Additional reform objectives included the definition of a revised
legislative framework and the introduction of private sector participation in SONEES’s
management to ensure better management of the additional water supplies.

Reform process. In 1994, a steering committee comprising the Ministers of each
government agency concerned with water supply and sanitation was formed and
started analysing reform options. To prepare the reforms, the World Bank contracted a
Dutch consultancy (Aquanet) to review private sector participation experiences in
other countries, including Cote d'lvoire, Guinea and the Gambia. Members of the
government and donors accompanied the consultants on these fact-finding missions.
Other consultants included Ernst & Young, who worked on the financial and legal
design of the contracts, and an adviser who remained involved as the independent
conciliator throughout the initial years of the contract.

Learning from regional experiences. Analysing the strengths and weaknesses of PPP
arrangements in the region helped focus the discussions on very concrete points as
well as design arrangements that were specifically tailored to Senegal rather than
copied from French model contracts or other West African experiences. For example,
it was found that in Guinea, a lease-type contract form had been adopted with mixed
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results**. Even though the private operator had delivered positive results, the private
operator’s contract did not provide incentives to decrease non-revenue water.
According to the results of the evaluation, given that the operator’s remuneration
was calculated as a percentage of the tariff, the operator had applied pressure on
the Government to increase tariffs without being encouraged to increase its own
operational efficiency. The indexation formula, which had been copied straight from
a French affermage model, had led to substantial cash flow for the operator, as the
factors included in the tariff indexation formula did not adequately reflect changes
in local prices.

Design of the arrangements. The contract form that was finally retained in Senegal
was that of affermage, whereby the private operator is responsible for operations
and maintenance, with some limited investment obligations. The public sector, via
an asset-holding company, is responsible for major renewals and new investments,
as well as managing the sector’s debt, thereby significantly limiting risks for the private
operator. This reflected two choices that were going to prove critical for the success
of the reforms further down the line.

1. Creation of an asset-holding company. After examining the pros and cons of setting
up an asset-holding company based on a review of experiences in West Africa
(including in Gambia, Guinea and Cote d'lvoire), the solution retained was to create
an asset-holding company. In part, this was because it offered better security for
donors in that the funds allocated to the sector would be spent in the sector
rather than allocated to the general budget. However, this was a clear departure
from the arrangements that had prevailed in France for water contracts (whereby
the municipality lets a contract directly to the private operator) or in Cote d'lvoire,
the West African country with the longest history of uninterrupted private sector
participation in the water sector.

2. Choice of contract form. The type of affermage contract retained in Senegal was
not the classic “French affermage contract”, through which a municipality, for
example, delegates management in return for a specified fee (also referred to as a
“lease fee”). By contrast, in Senegal the private operator receives a fixed amount per
cubic metre of water sold. This proved critical in shielding the operator from part of
the commercial risk whilst maintaining strong incentives to serve all customers,
including poor customers who purchase water at the social tariff.

[54] See Box 9 for the difference between lease and affermage.
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Contractual forms: leases and affermages

The distinction between “affermage” and “lease” contracts sometimes generates
confusion, partly because the words have often been used interchangeably in English.
Although they relate to a similar allocation of responsibilities between the public and
the private sector, they differ in terms of risk allocation. In 2006, the World Bank
published a toolkit on private sector participation in the water sector in which it defined
“lease” and “affermage” as follows:

o Affermage: A contract in which the operator receives a fee per volume of water
sold and returns the difference between tariff revenues and its remuneration to the
owner of the asset, which can be the contracting authority or an asset-holding
company. This amount can be adjusted over the years for inflation.

o Lease: A contract in which the operator retains revenue from the customer tariff and
pays the contracting authority a specified lease payment (usually fixed). The leaseholder
thus bears the full commercial risk.

This distinction is useful because it relates to the amount of revenue risk taken on by
the private operator and to the incentives to serve poor customers. In an “affermage”
defined in this way, the private operator is partly shielded from revenue risk (although
not completely) and earns the same remuneration per cubic metre sold, irrespective of
whether water was sold at the social tariff or the industrial tariff.

However; it is important to note that common “affermage” contracts in France actually
function as “leases” if such definition is used, as the operator would pay the asset owner
a pre-specified fee to cover depreciation of the assets. When all assets have been
depreciated, this fixed fee may only be for use of the public domain rather than for
covering depreciation costs.

The bidding process. Almost two years elapsed between taking key decisions on
the reform framework in July 1994 and the private operator taking office in April
1996. At first, the managers of SONEES were strongly opposed to the reforms and
organized strikes and sit-ins in front of the National Assembly when Law 95-10 was
debated in Parliament. In the end, the employees negotiated an agreement and
requested that the number of employees remain constant and that the private operator
be submitted to performance targets.

Following an international call for tenders in July 1995, the affermage contract was
let on the basis of the lowest operator bid price, which is the basis for calculating the
private operator’s remuneration. Although several countries had been contacted, all
the bidders who responded were French: Générale des Eaux (now Veolia), Lyonnaise
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des Eaux (now Ondeo), Saur and CISE (which subsequently merged with Saur). In
November 1995, Saur International won the tender with a proposed operator or bid
price of FCFA 236 per cubic metre (USD 0.42 at 2005 exchange rate), which at the
time was equivalent to 62% of the average tariff. Saur was not new to Senegal, as it
had been providing technical assistance to SONEES for many years before the bid.

e Translating the reforms into legal and contractual arrangements

The reforms were implemented through the adoption of a law in 19955 which dis-
mantled SONEES and created two national operators for urban water services.
These were SONES (Société Nationale des Eaux du Sénégal), a public asset-holding
company managing all water-related assets owned by the State in urban and suburban
areas of Senegal and monitoring the supply of water services; and SDE (Sénégalaise
des Eaux), a private operator in charge of producing and delivering water in urban
and peri-urban areas, maintaining the network and collecting revenues from customers.
ONAS (Office National d’Assainissement Urbain) was also set up at the time, to oversee
the development of sanitation services in six major urban centres.

The law organized the transfer of assets, rights and obligations and staff from
SONEES to SONES, and established that urban water services are the responsibility
of the State and not of local governments. SDE was set up in 1995 as a private
Senegalese company, which was majority owned by the French water company Saur
together with national private investors. At the Ministerial level, the Water and
Energy Ministry (Ministére de I'Energie et de I'Hydraulique — MEH) is responsible
for overall policy setting, including approving tariffs based on proposals by SONES
and ONAS.

Two inter-related contracts set out the arrangements in more detail:

o A 30-year concession contract between the Senegalese Republic and SONES,
with an annexed planning contract between SONES and the State of Senegal
(represented jointly by the Ministry of Water and the Ministry of Finance), outlines
SONES'’s and the State’s obligations. The concession contract (and its associated
planning contract) define the service area of the concession (the entire national
territory, but in practice, SONES has responsibilities only over the 56 urban centres
as well as 272 villages that are connected due to their proximity to the network)
and include a list of assets transferred to SONES. The contract specifies the rights

[55] The legal framework did not evolve during the first contract but a new sector law was adopted in September
2008. Its main purpose was to clarify the responsibilities of each party and to establish stronger mechanisms for
regulating not only the private operator, but also the two remaining public entities in the sector, SONES and ONAS.
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and obligations of the State and of SONES, and organizes their relations. The
con-cession contract also stipulates SONES’s remuneration and the monitoring
regime. Under the concession contract, SONES is responsible for preparing 10-year
investment plans, taking account of basic planning factors and SDE’s views on
investment requirements, and for financing of investments out of amounts set
aside as a provision in a so-called “investment fund” required by the concession
contract.

o A 10-year affermage contract between the Senegalese Republic, SONES and SdE
outlines the obligations of the private operator (SDE). In addition, a performance
contract between SONES and SDE only, is included as an annex to the affermage
contract, which can be revised periodically. The Senegalese Republic is party to
the affermage contract as it was deemed necessary to reassure the private operator
since SONES had just been set up and some of its staff was hostile to private sector
participation, at least initially. Involvement of the Senegalese Republic in the affermage
contract also made the reforms more “irreversible”. The affermage contract defines
the asset regime, service standards and conditions, regime governing the works,
remuneration regime for the operator, monitoring mechanisms, and sanctions.
SDE has a monopoly over the supply of water services within SONES's perimeter.
The population in this service area was estimated at 4.35 million in 2004, equivalent
to 42% of the total population of the country. The main responsibilities of SDE as
outlined in the affermage contract, are extraction, production and distribution of
water; maintenance of all the materials used in production and distribution including
the network; certain renewals and some limited investment responsibilities.
SONES is responsible for technical, administrative, commercial and financial moni-
toring of SDE, ensuring the good execution of service and that it conforms to
wider Senegalese, e,g. environment and public health, regulations. The performance
contract signed between SONES and SDE specifies a number of performance targets,
particularly with respect to loss reduction, bill collection, water quality and customer
service, some of which impact the private operator’s remuneration directly.

Such arrangements are shown in Figure 2, which also shows the additional arrangements
that were put in place in order to settle conflicts, if any. Two Contract-Monitoring
Committees were created, one under the Performance contract linked to the affermage
contract and one under the Planning contract attached to the concession contract.
The objectives of both Committees as set out in the contracts are similar, i.e. supervise
the implementation of each contract, and revise and update the specific objectives
contained in each. In addition, the affermage and concession contracts contain
explicit two-step dispute resolution mechanisms, with conciliation followed by arbi-
tration. Although the procedures for the first step (“conciliation”) are rather loosely
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defined in the contract, this mechanism has worked well to resolve and prevent
potential disputes. If conciliation fails, the contracts require that the parties go to
arbitration, but this mechanism has thankfully never been put to the test to date. An
independent conciliator, Mr Jan Dirickx, has played a significant role in bringing the
parties to agree on several differences in views, especially at the start of the contract
(up to 2000).

Senegal’s institutional framework

for water supply services

Water Ministry Direction
« Sets tariffs

Ministry of Finance
« Sets tariffs
« Defines sector policy
« Plans and supervises investments
« Technical supervision of SONES

Planning Ministry

o Takes part in
preparing
investment plans

Independent Conciliator
« Independent experts
called in to settle disputes

Planning Contract
Monitoring Committee

Concession & Planning
Contracts

‘ Planning Ministry \ Sénégalaise des Eaux (SDE)

« Holder of water assets « Operation of water services
: . « Limited investment responsibilities
« Responsible for investments

» Monitors SDE’s technical performance Performance Cavariait SAUR & other
“alculates tau Contract of Senegal local investors
Customers
(56 urban centres)

< Performance Contract
Monitoring Committee
21.2. What happened during the life of the contract?

Affermage
Contract

Source: Author.

Significant performance improvements were observed in many fields from the start
of the reforms. Overall, the sector performed well between 1996 and 2005 (the
study period for the case study on which this article is based):

e Water production and distribution have increased consistently throughout the period
(+16% and + 26% respectively), reflecting improved water availability and network
loss reduction.
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e The number of staff went down significantly (-12%) and the number of staff for
the water sector (including SONES) per 1,000 connections went down from 5.5 to
3.2, which is a very good ratio compared to regional averages.

e The bill collection rate remained very high and above contractual targets (97%).

e non-revenue water went down considerably to levels comparable with developed
countries (20.2% in 2003), although this fell short of contractual targets.

e The number of connections increased by 53%: whilst population in the service
area went up by 19% during the study period, the population served by domestic
connections increased by 33% over the same period and the population served
by public standpipes rose by 49%.

However, the percentage of available water resource utilization (taking account of
available surface and groundwater resources) was high at around 90%, indicating that
water resource availability will continue to impose constraints to further growth, and
that available water resources and demand will require conservative management.

e How was the contract adapted to changing circumstances?

The contracts have been renegotiated throughout their life in order to incorporate
changing circumstances. In some cases, the contractual arrangements were sufficiently
clear (for example, with respect to required tariff increases), whilst conciliation was
required in other cases. In this section, we review three regulatory events and seek to
analyse for each the balance of power and the relationships that led to the particular
outcomes.

1. Overall tariffs increased in line with agreed principles. Tariff levels evolved in line
with the original agreements, although there were some delays with modifying the
tariff structure and reducing cross-subsidies to market gardeners, which had been an
objective of the reforms.

2. SDE’s remuneration evolved according to the contract. The principles for estimating
SDE’s remuneration were clearly set out in a formula in the contract. According
to the contract, SDE collects all customer tariffs and pays back a portion of those
tariffs to SONES. The operator’s remuneration is made up of two parts: the ope-
rator’s bid price expressed in FCFA/m? multiplied by the volume of water that
would be billed if SDE attained its technical efficiency and collection targets,
and the average tariff applied to the difference between the actual amount of
water billed and collected by 31 May of the following year. The operator’s bid price,
set by the his tender and modified via an indexation mechanism and its actual
performance, was not modified even though the contract specifically allowed for
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renegotiation 5 years into the contract. In exchange, the operator obtained changes
in the indexation formula and in depreciation rules, which significantly contributed to
improving its financial position.

3. SDE’s performance targets were renegotiated. SDE's difficulties in meeting certain
performance targets led to the renegotiation of those targets in 1996 and 1998.
Given the brevity of the Water Sector Law, there was no overall text setting out
service standards for the sector or even general principles of public service, as this is
traditionally done in the French legal tradition, based on continuity, universality
and equality of consumers before the public service. Service standards were defined
in the Concession and Affermage contracts (and their annexes) for services
within SONES'’s perimeter.

The Performance contract specified several performance targets and indicators for
SDE, aimed at improving operating performance. The contract designers sought to
focus SDE's attention on meeting two critical targets: reducing technical losses
(including losses related to leaks, misread meters, theft of water from the network,
etc) and improving bill collection. To do so, they attached financial incentives to
those two targets, which directly drive SDE’s remuneration. Such added incentives
are usually not incorporated in traditional affermage contracts, as the fact that the
operator is remunerated based on each cubic metre of water sold is generally consi-
dered to be sufficient. In Senegal, the “extra” incentive could be justified by the fact
that improvements in leakage reduction and bill collection were specific objectives
of the reforms'*!

Following the start of SDE’s operations, it quickly became apparent that the base-
year value for the technical efficiency target had been over-valued. The contract had
explicitly allowed for renegotiation of the starting level within two months following
the start of service by the private operator. This issue took 2 years to be settled, and
it was only by November 1998 that a final agreement was reached. The parties failed to
resolve those issues by themselves and they had to call on the independent conciliator,
Mr Jan Dirickx, for reaching consensus.

After lengthy negotiations, the parties agreed that the objective of reaching 85%
would be postponed by 2 years (from 2000 to 2002) and the path to meeting the 85%
target was renegotiated. Besides, SONES agreed to compensate SDE for the impact of
the difference between the contractual and the revised technical efficiency targets,
expressed in terms of water volumes.

[56] Although performance targets were not commonly included in affermage contracts in France in those days,
they have now become much more common, with leakage reduction targets being commonly included.
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Nevertheless, a combination of factors, including the payment of penalties for failing to
meet the loss-reduction targets, delays in SONES's investments — which had a negative
impact on demand and therefore sales — and delays in payments from the adminis-
trations meant that SDE was in a precarious financial position even a few years into
the contract. Conscious of the need to maintain SDE’s financial viability to ensure
the overall success of the reforms, the Government agreed to enter into further
negotiations. As before, they were inflexible on both the loss reduction target and
modifying SDE’s remuneration. In the end, it was agreed to modify SDE’s depreciation
rules so as to avoid generating losses for SDE and to maintain SDE's financial standing
with its bankers and creditors. This change in depreciation rules was the object of
the first explicit and official amendment of the contract in January 2002.

Overall, although the negotiation process over performance targets and payment of
compensation took a long time, it was a good example of cooperation between the
parties, facilitated by the independent conciliators who helped establish a more
serene discussion climate, and by donors applying pressure in the background. At no
point did SDE threaten arbitration or withdrawal. It was willing to make the contract
work, even though its financial position had suffered badly in the first two years of the
contract.

21.3. What were the main factors for success?

It is impossible to point to a single factor that ensured success of the arrangements.
Rather, a combination of factors created a virtuous circle of mutual understanding
to deal with unforeseen events and circumstances and contributed to the stability
of the arrangements.

The system of “regulation by contract” was probably a key determinant in the success
of the reforms, as it allowed for negotiation between equals with conciliation. The
contracts served as a strong basis to hold the various parties to their word and
honour their engagements towards each other. More powerful than the contracts
themselves, however, the good relations between the parties enabled them to reach
mutually acceptable solutions to unforeseen events, based on the spirit rather than
the letter of the original contracts. Political will and the participation of external
parties, such as the independent conciliator or donors, also greatly helped in resolving
differences in views.
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o The right types of contract given the circumstances

The choice of an affermage contract, with high levels of public sector financing and
sharing of commerecial risks between the public and private sectors, was appropriate
given the prevailing circumstances in Senegal where high levels of infrastructure
investments were required, data availability was limited and problems with getting
public entities to pay their bills were recurrent. In such a context, a concession contract
would probably have been too ambitious, whereas a management contract may
not have provided the operator with sufficient control to deliver substantial impro-
vements. The decision to keep the contract relatively short (10 years) also appears
to have been eminently sensible. The allocation of risks between the parties was
optimal as well, given the circumstances.

The contracts were tailor-made and not imported without adjustment. Rather than
recycling existing contract forms from France or other African countries, which had
already experimented with private sector participation, the committee in charge of
managing the reforms developed tailored-made contractual arrangements to meet
all of their objectives. They wanted the contracts to focus on what really mattered
for the sector: to get the asset-holding company to invest massively with public
funds in order to address Dakar’s long-term supply problems, and to focus the private
operator’s mind and energies on improving technical and commercial efficiency, so
that none of this precious additional water would be wasted. The contracts were not
developed by foreign experts in isolation, but together with the Senegalese members
of the reform managing committee, and involved repeated consultation with local
stakeholders. Such a process was probably critical to ensuring that the contracts were
appropriated and well understood by all parties on an equal footing.

The creation of an asset-holding company contributed to clarifying the public sector’s
responsibilities, although its accountability still needs strengthening. The main
objective of creating an asset-holding company was to create a financially sound and
competent organization, with technical staff that would be focused on its responsi-
bilities and able to mobilize other types of financing. SONES has largely met those
objectives, though its lack of autonomy resulted in a fairly high turnover rate at the
head of the organization. This rapid turnover was partially compensated by remarkable
staff stability. As SONES was a real institution with a substantial budget, it has been
able to retain highly-trained staff in attractive positions.

The financial model contributed to de-politicizing discussions around tariffs. The
indexation mechanism was applied without discussion and the financial model —
which can almost be considered as part of the contract since it was agreed during
the transaction phase — was a critical regulatory tool for increasing tariffs in line with
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pre-agreed principles and with minor political interference. One should put to the
credit of the model designers — Ernst & Young, with AFD financing — that the model
actually worked and accurately predicted the time at which SONES would find its
financial equilibrium. Although the model was by no means perfect and updating
became a little slack following personnel changes, the fact that it was fully appro-
priated by local policy-makers as a shared platform for taking decisions represented
a significant advance compared to reform processes in other countries in the region.

Finally, all parties had strong incentives to make it work. As SONES and SDE share
tariff revenues, they have a shared incentive in making the system work and in
increasing revenue. The Government of Senegal was keen to see the reforms work
to get rid of the ongoing embarrassment of inadequate water services in Dakar and
to preserve its relations with donors, who supported ambitious economic reform.
Donors had much at stake as well: they had invested much money over the long
term, and Senegal rapidly turned into a flagship operation, as others in the region or
elsewhere were destabilized.

e The people behind the contracts made it work

Although the contracts were quite precise, they did contain some areas that were
imperfect or relatively vague, and which could have created problems under different
circumstances. Therefore, observers concluded that the success of the arrangements
was because “sound relationships” between the parties allowed adapting the contracts
based on new information or problems identified in the original arrangements.
Relationships usually formed between people, rather than organizations.

A small group of people was behind the reforms in Senegal and can collectively be
credited for their success. This group was remarkably stable in its composition, particu-
larly up to the Presidential elections of 2000. Several of them, such as Madio Fall at
the Water Directorate, Mamadou Dia in SDE, Alain Rotbardt at AFD, or Jan Janssens
at the World Bank, had been involved since the start of the reforms. They knew the
full history of the reforms and understood the mechanics of the contracts well. This
small group of people, almost all of them with an engineering background, were like-
minded and got to know each other well. They personally had an incentive to see the
reforms through for a variety of reasons, including reputation and the willingness
to deliver results and improve the quality of public services. Both sides had the intel-
ligence to change the heads of the organizations when it became clear that the
relationships were not working. As we are now nearly 15 years after the start of the
reforms, however, few people remain that were involved from the start. This, com-
bined with the frequent changes of heads at SONES or at the Ministry, shows that
the success of the reforms was not purely dependent on the people in place.
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e An idiosyncratic form of regulation, “under the palaver tree”

Conflicts were resolved by negotiation and conciliation rather than through a
legal due process. Perhaps a strongest factor of success was the development of an
idiosyncratic form of regulation, which could almost be described as “regulation
beneath the palaver tree” if one were to make the link with West Africans traditions.
This was well-suited to the dominant culture in the country as detailed in Box 10 below.

A culture based on consensus

Senegal’s population comprises many ethnic groups, the dominant being the Wolof
that make up about 50% of the population. Yet, ethnic diversity has never been an
issue in Senegal, which has managed to maintain its national identity intact since inde-
pendence, despite some rebel activity in the southwestern region of Casamance.

Several factors have allowed maintaining national unity, including the widespread use
of Senegal’s two official languages (Wolof, spoken by everybody and French, used
mostly in government, business and official circles). Religion is also a powerful unifying
force: 95% of Senegalese are Muslims and practice their religion in a way that is very
specific to Senegal, similar to the mystical Sufi tradition. Islamic practice in Senegal
takes the form of membership in religious brotherhoods that are dedicated to their
marabouts, the founders or current spiritual leaders of these brotherhoods. The
marabouts are believed to have the power to heal and grant spiritual salvation to
their followers. Most of them inherit their position and their disciples from their
fathers, and have considerable influence as religious and business leaders. Although
not pervasive, their influence can be felt in the water sector and major stakeholders
have respected their influence in their actions in order to avoid trouble.

Another type of powerful figure in Senegal are the griots (pronounced “gree-oh”),
who are poets, praise singers and musicians rolled into one. They are considered to be
the repositories of oral tradition and command considerable respect within Senegal
and neighbouring West African societies (such as Mali, the Gambia or Guinea). Griots
form an endogamous caste, meaning that most of them only marry another within
their caste.

These cultural traditions, combined with the French influence during colonial times
and the legacy of Senegal’s first President, himself a poet, have contributed to forging
a culture where wise men’s decisions command respect, but where respect largely
stems from their intellectual abilities and eloquence rather than being purely a factor
of money or power. Even if they are respected, this does not preclude debate leading
to decisions by consensus from the community as a whole.

9
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This tradition of eloquent and sometimes virulent dialogue, referred to as “palabre”
is deeply rooted in the Senegalese psyche. In traditional West African societies, this
palaver culture took the form of village discussions to resolve local disputes under a
majestic tree, the baobab. Although the discussion would be led by wise old men or
the village chief, discussion would be open to all and anybody could express one’s
views, regardless of rank or privileges. Conclusions are usually reached by consensus,
which may be a lengthy process, but often a powerful way of maintaining social order.
If somebody is found to be at fault, public acknowledgement of his fault and payment
of compensation to the affected individuals would generally suffice rather than any
sanction or prison sentence.

Such cultural traditions can partly explain why a regulatory system based on open

forums for dialogue and consensual decision may be better suited to Senegal’s (and

West African) culture rather than one of “adversarial regulation”. In the latter, a third

party reaches a decision somewhat in isolation from other stakeholders or after simple

consultation rather than engagement, the way regulation by agency is often practiced
\in West Africa when it is introduced, as it was in Mali.

As conflicts emerged, either due to contract imprecision or to one of the parties fai-
ling in its commitments, they were resolved by negotiation and conciliation between
SONES and SDE rather than through a legal due process. Several mechanisms of
conciliation were used. What is important to realize here is that none of those
mechanisms functioned exactly as planned in the contracts. For example, the Contract
Monitoring committees have only played a limited role in resolving conflicts, because
they did not have sufficient powers to impose their views and informal conciliation
mechanisms were often preferred. The Planning Contract Conciliation committee
hardly ever met, for example.

Rather, a specific type of ongoing conciliation developed so that solutions by consensus
could be found for conflicts as they emerged, after appropriate time had been left
to each party to express their views and present their arguments to the conciliators.
As in the West African tradition of the palaver, a few “wise men” were called in to
give their expert opinion and settle those disputes, not through firm judgments
without possibility of appeal, but rather through the force of their arguments and
the respect they commanded with both parties.

This type of regulation by consensus seems to fit well with the cultural context, but it
clearly required a lot of patience on SDE’s part. Not all international private operators
would be prepared to play along, but Saur had a long experience in Senegal where
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it had been providing technical assistance and training to SONEES. Although all suc-
cessive Directors General were French, the Senegalese Associate Director General,
Mr Mamadou Dia, who had been involved in the reforms from the start, remained
in place throughout the period and contributed to adapting the company to the
Senegalese practices.

Several “wise men” acting as conciliators were called upon, depending on the type
and length of the dispute. For routine matters, the parties sought the conciliating
views of Mr Madio Fall, who was Water Director at the Ministry of Water from April
1992 to May 2003; even though he represented the Government, both parties saw
him as an impartial figure and respected his judgment. For matters that required
more in-depth technical analysis, Madio Fall could call on the services of Mr Jan
Dirickx, who served as independent conciliator from 1996 to 2000 on an ad-hoc
basis. His appointment was in the spirit of the contracts, but the contracts were
quite vague about how such a conciliator could be appointed and what his mandate
should be. With a long experience as a water sector operator and having been involved
in the reforms from the start, Mr Dirickx commanded considerable respect on both
sides. His role was particularly instrumental in setting new technical efficiency targets
and in estimating the compensation due to SDE, because of the difference between
the contracted and the revised efficiency targets.

Donors also played a mediating role on an ongoing basis. On many occasions, a conflict
would only be resolved during the six-monthly World Bank mission, with the World
Bank task manager insisting that the parties comply with their commitments. In that
respect, they held the Government not only to their commitments in the contracts
but also in the Sector Policy Letter and its annexes.

o Strong political will as a key factor for success

The reforms of the water sector in Senegal did not develop in a vacuum. They benefited
from strong political will at the highest level of the Government. The same Water
Minister, Mr Mamadou Faye, remained in place from 1992 to 2000 and provided full
backing to the reforms in general, and to Mr Madio Fall in the Water Directorate in
particular. He and his successors accepted the tariff recommendations estimated
each year by SONES (and scrutinized by the Water Ministry and donors), largely
because tariff increases were kept at reasonable levels (3% per year) and were there-
fore relatively safe politically.

Maintaining such political will after the Presidential elections required some work on
the part of the World Bank and other donors, explaining the benefits of the reforms
and the importance of maintaining a steady course. However, that task was made
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easier by the fact that, by 2000, the contractual arrangements were already seen as
a success and the water supply situation in Dakar had substantially improved.
Therefore, the new President had no interest in upsetting the arrangements. On the
contrary, he took advantage of the fact that the immediate water supply constraint
had been solved in order to get SONES to increase the number of social connections
more rapidly than had been done previously, gaining political support as a result as
he was seen to be delivering in the area of public services.

e Donors were involved in the long term in sector reform and financing

Donors provided most of sector financing. Given the needs for system expansion
and renewals, an affermage contract was only possible if a reliable source of public
money could be secured. From the start, donors were ready to contribute a very
substantial portion of those investments. The World Bank provided IDA financing to the
Government of Senegal and led the preparation of the two main assistance programs
to the sector (PSE and PLT). Other major donors, such as the Agence Francaise de
Développement that was mostly involved in the PSE, provided much of those funds
“at risk” via non-sovereign loans directly to SONES, and had a strong interest in
maintaining the financial viability of the sector. The exchange rate risk was limited by
the fact that the FCFA was first pegged to the French Franc and then to the Euro
throughout the life of the contract. As a result, no major foreign exchange shock has
affected the life of the contract (by opposition to other contracts previously held as
“successes”, such as the Buenos Aires or the Manila concessions).

The use of public money for investments allowed implementing only moderate
tariff increases, which remained socially and politically acceptable. That was to prove a
critical factor, as the reforms and their aftermath were free of public protests. Even
though the average tariff is relatively high when compared to other countries in the
region, public money was used for subsidizing social connections, which were awarded
based on a well-established process of self-selection and community selection, through
local NGOs or community organizations. Between 1997 and 2002, the number of
public connections (standpipes) doubled. As a result, the benefits of the reforms
could be felt by all, including the poor, and the social risk was limited *”!

As the Senegalese experience started to be universally described as a “success”,
donors such as the World Bank or AFD invested time and resources in promoting
this experience as a model for other countries in the region.

[57] See Brocklehurst, C and J. Janssens (2004) and Blanc, A. and C. Ghesquiéres (2006) for more information on
the impact of the reforms on poor consumers, via social connection or standpipe connection programmes
in particular.
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Conclusions

Success was certainly not guaranteed from the start: attempts at introducing private
sector participation in other sectors of the country — such as the electricity sector -
did not work, whilst other contracts in neighbouring countries, such as a concession
for water and electricity in Malj, also failed. However, Senegal has now built a strong
tradition of private sector participation in the water sector.

The initial contract was extended for 5 years in 2006 (with some modifications) and at
the time of writing the Government was considering what to do next when the existing
contract comes to an end in 2011. Although key choices have not been formulated
as yet, early discussions seem to indicate that the Government is looking to maintain
private sector participation in the water services field, and is even considering “deeper”
forms of private sector participation, such as a concession. This would be in line with
the original intentions of the reforms, which were to adopt a gradual approach and to
rely on an affermage before considering a concession. However, given the current
lack of appetite from international investors for concession contracts and investment
obligations, particularly in Sub-Saharan Africa, it appears that some mechanism for
maintaining public financing of major investments will be needed so as to ensure the
long term success of the arrangements.
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2.2.

Energie du Mali or the paradox
of a“resounding failure”

B. HIBOU, O. VALLEE and A. BLANC.

Introduction

Mali, through the Energie du Mali (EDM) company, has experimented with two
successive initiatives of private sector participation in water and electricity services,
which covered a period of ten years and ended with the retreat of the main shareholder
in 2005. The donors have tried to learn from this experience, which is potentially
valid for all West African countries involved in PPPs, by using an economic, legal or
financial approach. The AFD Research Department wanted to complete these analyses
by incorporating political sociology, and asked Hibou and Vallée (2007) to carry
out a study that would try to determine the social and political significance of the
management procedures implemented at EDM. The aim of this study was to illustrate
that PPPs are part and parcel of socio-political processes, balance of power games,
and political domination and economic accumulation practices.

The first part of this chapter presents the history of the EDM PPP until its end, as
well as the corresponding analyses by various experts commissioned by the donors.
These are then put into perspective in the second part, with a socio-political approach.
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2.21. The EDM experience: 10 years of PPP
by A. Blanc

Up to 2010, EDM was the company in charge of water distribution in 16 major urban
centres — covering about 2 million inhabitants — as well electricity distribution in
about thirty medium-sized towns* Electricity revenues (160,000 customers of whom
over 80% are at Bamako) represent about 80% of turnover (76 billion FCFA or 114
million EUR in 2006). The national coverage rates are about 30% for electricity in
urban areas (2% in rural areas) and 60% for water (40% by standpipes and about
100,000 private connections).

History of EDM’s evolution

e 1940: Eaux et électricité de I'Ouest africain (EEOA), regional private concessionaire\
under French law

e 1960: Independence of Mali and nationalization: creation of EDM as a public company
with assistance from Electricité de France

e 1993: Introduction of private participation in EDM as a condition for financing the
Manantali dam

e 1994: Signing of a general management-delegation contract with Saur, Hydro-Québec,
EDF, CRC-Cogéma

e 1997: Termination of the general management-delegation contract, one year before
its expiration

e 1998: Paris meeting: the donors request concession management for EDM

e 1999: Energy crisis

e 2000: Two water and electricity concessions to Saur and IPS (Aga Khan) for 20 years

e 2001: Creation of the Commission for electricity and water regulation (CREE)

e 2002: Elections and political tension concerning prices

e 2004: Bouygues sells Saur (except for Africa and Italy)

e 2005: Termination of the concession contract

\o 2006: Organization of the Bamako Workshop on the future of EDM

* The failure of the privatization of Energie du Mali and the resulting withdrawal of Bouygues in 2005 led to a deadlock
situation which lasted several years. The context was unfavourable due to the deficit in its energy activity and Energie
du Mali was unable to fulfil its investor role in the water sector: In 2008, the Malian Government took action by defining
an institutional sector reform based on the examples of Cameroon, Niger and Senegal and in which: (1) Energie du Mali
withdrew from the water sector to focus on electricity, (2) an asset management company, SOMAPEP was set up for
the drinking water sector; (3) an operating company, SOMAGEP, was also set up for drinking water infrastructure. These
two companies were founded in December 2010 and have not yet been fully established. The main contractual docu-
ments governing relations with the State are currently under preparation. In fact, many regulation frameworks set up in
developing countries try associating contract and regulation agency (Trémolet and Binder, 2010).
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EDM experimented with two successive PPPs between 1995 and 2005.

e First period: 1995-1998, General Management Delegation (GMD)

GMD is the least intrusive form of private sector participation in which the State
retains ownership of the company and designates the members of the board of
directors, but confides the strategic management positions to a private company
with profit-sharing limited by performance. When seeking financing for the Manantali
hydroelectric project, and in view of the poor technical and commercial performance
of EDM, the donors stipulated the creation of a GMD. The aim was to improve the
efficiency and sanitize the finances of the company, by the partial introduction of
private management in the water and electricity sectors. At the same time, the sectors
were restructured whereby the electricity sector was unified and the accounts of
the two activities were separated. Attributed in October 1994 to the French-Canadian
group consisting of Saur, Hydro-Québec, EDF and CRC-Cogéma, the GMD contract was
terminated one year before its end, in February 1997.

The reproaches made to GMD partners were that the set objectives were not reached
(poor technical choices and mediocre control over suppliers; lengthy power cuts in
1996) and that the private consortium suffered from diverging viewpoints among
its members that adversely affected management, each consortium member being
responsible for different parts of EDM (Schlirf, 2005; Ballance and Trémolet, 2005).
The consortium in turn complained about its low level of autonomy, and about the
lack of investments and the blocking of tariffs by the government in a context of
energy crisis in Mali (devaluation of the FCFA and a drought that caused a sudden
increase in demand).

Some analysts (e.g. Henry, 1999) also pointed out the insufficient consideration of
the local context of Mali, right from the start of the GMD. In the latter, priority was
given to respecting tight deadlines, leading to a lack of organized dialogue with the
local authorities. This, in turn, led to an insufficient understanding of the operating
process by them, the point of departure of the growing misunderstandings between
the parties. Saur wanted to reproduce the successful model developed in Cote
d’lvoire, underestimating the difficulties in adapting this model to the specific
conditions in Mali. In addition, Saur committed several blunders, such as refusing
to remove the director general as requested by the minister, and a lack of forming
political relations at the highest level. An affective dimension thus played a major part
in executing the contract, as is shown by the vocabulary used by the Malian party
(“embezzlement”, “heartless”). The chairman of the board, the former director general
of the national public company, for instance, suddenly changed his behaviour —
going from complete confidence to nit-picking defiance — and these unstable relations
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affected all players, without a neutral third party to abitrate the conflicts.

Notwithstanding these problems, this experience resulted in a concession scheme with
“privatization” in 2000, which was the initial objective set by the World Bank.

e Second period: 2000-2005, the concession

The Malian authorities opened the capital of EDM as of 1998 to a strategic partner
after a transition period of two years. In 2000, a group consisting of Saur and IPS
(Senegalese subsidiary of the Aga Khan Fund) won the international call for tenders
to buy 60% of the company equity, and signed two concession contracts for 20 years
for water and electricity. In late 2000, a new institutional framework was created for
developing these two sectors with, in particular, the creation of the CREE. Conflicts
between the parties appeared shortly after the start of privatization, becoming
worse in 2003 and leading in mid-2004 to a renegotiation process that ended with
Saur’s departure in October 2005.

o The legal framework and the regulator’s role

A basic weakness of water and electricity management in Mali seems to be that the legal
system has made no clear choice between the two models that inspired this system:

e The “French” model is based on a contractual logic: the concession contract fixes
the obligations between the administration and the operator exploiting the public
service. The operator receives the right to exploit the assets over a limited period
and is paid mainly from exploitation revenues.

e The “English” model is based on sector regulation by an independent organization.
The regulator, strongly personalized, guarantees the quality of the service and the
introduction of competition into the sector. He daily determines all characteristics
of the service that the operator should supply, in particular the tariff, and he also
plays a jurisdictional role. The contract, as a list of specifications that only define the
operator’s role, is secondary in this type of model.

These are not the only two models, but they illustrate the difficulty of finding an
acceptable middle road between contract and regulation agency, best to divide the
interests between the parties.

It is possible to construct a hybrid regulation system borrowing from both French and
English systems '8} but this requires a major clarification effort that did not happen in

[58] In fact, many regulation frameworks set up in developing countries try to associate contract and regulation
agency (Trémolet and Binder, 2010).
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Mali in the context of urgency surrounding its creation (a grave energy crisis in 1999
aggravated by an economic crisis; start of operations by the concessionaire even
before CREE was set up). The result thus was a juxtaposition of the two models: a
public service concession contract between the State and EDM along the French
model (in accordance with the legal culture bequeathed by France to Mali) and a
powerful sector regulator based on the English model, without any links between
them (Conseil d'Etat, 2005). The texts defining the role of CREE gave it effectively
much power in tariff matters, and especially the possibility to directly set electricity
tariffs by referring to the general pricing principles in the decree organizing the elec-
tricity sector. The concession contract, however, contains often imprecise and even
contradictory tariff stipulations, but which the operator has always considered as
binding, thereby contesting the legal basis of CREE’s intervention. In addition, the
concessionaire’s control and penalty powers are distributed in an unclear manner
between the State and CREE, and the methods for settling disputes do not coexist
in a harmonious manner. This type of situation, whereby a new administrative unit is
created whose competences overlap those of another unit, generates conflicts of
power that can only lead to great tensions.

Therefore, since the start of the concession, the annual tariff adjustments planned
for in the contract were never really implemented, and each time caused endless
quarrels. In 2002, the situation became critical: after three years of intensive tariff
redajustments (over 109%/year), the increase in the cost of diesel fuel very strongly
affected production costs. Until 2002, reductions of the tariffs proposed by EDM
were imposed by the government, with financial compensation of the operator
(foreseen in the contract), whereby CREE played the role of intermediary. In early
2003, however, the chairman of CREE was fired for “serious offenses” and the size
of the disagreement led CREE to directly fixing the tariffs based on its own analysis
of sector costs (-9.6% instead of the +16% requested for electricity and -10% instead
of +0.3% for water), excluding any possibility of compensation.

The role of CREE, essential in the mechanism for regulating the sector, thus apparently
was unclear. Moreover, the principle of independence, which should have allowed
CREE to arbitrate between the interests of politicians, the private operator and
consumers, turned out to be inoperative. By refusing a public dialogue, the first CREE
chairman did not succeed in convincing the Malian authorities of his neutrality, which
led to his sacking by the President of the Republic. The second Chairman, however,
seems to have been identified as rather defending consumer interests.
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e Choice of the PPP format

The concession format was selected for the water and electricity sectors, in order to
have the private operator seek and assemble the financing for the investments needed
to extend the services. Today, this choice seems to be questionable, especially for
the water sector, because of the high level of investments to be made and the
absence of prerequisite conditions, especially a strong commitment by the State to
pay its water bills or to increase tariffs to a level that permitted covering the invest-
ment costs (Ballance and Trémolet, 2005). As the operator was not ready to invest
his own money, he started looking for long term financing with the help of Proparco
in 2001. In 2003, however, the instability of the tariff regime had made it impossible
to find private capital, which put the economics of the concession itself in question.
One wonders if, in the case of EDM, the cost of the investment resources was not
underestimated, and if it was not slightly unrealistic to think that this scheme would be
compatible with accessible prices for the population. An additional problem was that
the money received by the government for the sale of EDM shares was not alloca-
ted to the sector but returned to the State budget. In addition, the middle class that
was already connected to the services opposed the strategy of tariff increases that
were meant to pay for the network extensions.

For these reasons, the last negotiations concerned the evolution of the contract
toward an affermage model. In this model, the operator (lessee) rents the assets that
remain State property — grouped in a holding structure responsible for extension
investments — and only manages the utility operation, though certain maintenance
investments are possible.

e Errors in contract wording

The concession contract itself contains numerous inaccuracies and gross errors
(definition of the maximum price, automatic tariff-indexation formula, etc.) The main
errors concern the formula for tariff revision, indexed on the cost of diesel fuel whereas
amajor part of the Malian production is hydroelectric (Schlirf, 2005), and even more
after the Manantali power station came online in 2002.

Furthermore, the objectives for the operator mixed target results (coverage rate)
and target means (amounts to be invested). Although the results were meant to prevail,
some confusion remained and the Malian authorities accorded more importance to
the invested amounts.
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« Disappointing operator performance

Though the first year of the concession brought some credit to EDM for its efforts
to reduce power cuts and to improve customer relations, the users were critical of
the tariff increases. This crystallized into major incomprehension in 2002 — which in
addition was an election year — when the cost gains provided by the start-up of
the Manantali power plant were not reflected in electricity prices because of the
inapplicability of the formula.

The Malian authorities formulated their most valid criticisms in this context of insuf-
ficient investments made for extending the services. Though some objectives were
reached, EDM was blamed for the fact that it had revised downward its investment
plan in 2002, arguing that its treasury was insufficient for the “donor’s expecta-
tions”. In reality, the cause was its failure to obtain long term financing that made it
impossible to invest in the extensions to which it was committed.

e Polarization of the relations and a shift toward a political sphere

Caused by a poorly controlled process of reforming the water and electricity sectors,
the conflict rapidly took a strongly affective turn. The new CREE chairperson, appointed
during the summer of 2003, accused the operator of over-estimating its costs and
of hiding profits. After that, the relations between the parties became so tense that the
question took a political turn™? and all attempts at limiting the debate to technical
matters became impossible. This is shown by the failure, in October 2003, of an
attempt to construct a shared tariff-simulation model (the legitimacy of which was
not sufficiently accepted), or the recourse to a mediator designated by the World
Bank to conduct the negotiations since late 2004. Faced with the insurmountable
difficulties of these negotiations, Bouygues, which in November 2004 had already
divested itself of Saur’s activities except in some African countries and Italy, officially
announced in late August 2005 that it would drop out of EDM. After having studied
a withdrawal solution through buying Saur’s shares by IPS (which would then have
been the majority shareholder during the transition period), the Malian government
finally opted to retake a 66% share of the company, after IPS had announced that it
maintained its shareholding awaiting a new strategic partner.

[59] Qlivier Bouygues, on an official visit to Mali with Jacques Chirac in October 2003, was chased from the office of
the Minister for Energy; this event was widely reported during a press conference.
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2.2.2. The EDM partnership put to the test of the social
equation in Mali

B. Hibou and O. Vallée

As suggested in the first part, the PPP experience of EDM is generally considered as
a “resounding failure” by the concerned public authorities, donors, professionals,
and the entire Malian population. However, another reading is possible, especially
when considering not only the economic and financial rationalities of the partnership,
but also its socio-political logic and dynamics. Based on this vision, the reading of
the recent EDM experience can become quite different, opening the way to other
interpretations.

This is suggested by our research after Bouygues’ departure in 2005, which shows
that normative and deformed readings rather overshadowed the complex ongoing
processes (Hibou and Vallée, 2007). Notwithstanding frictions, incomprehension
and opposition between the principal partners, the observed evolution was not
necessarily negative. It generated a different status from the one expected and
announced during the initial phase, and the reversibility of the process certainly left
its traces. Nevertheless, we felt that the events around EDM allowed us to ask new
questions of the decision makers, and to think about new approaches to solving the
complex problems inherent in supplying essential goods such as water and electricity.
This leads to a more macroscopic, but also more concerted, treatment of managing
public services.

The divergent positions of the Malian partners turned out to be as diverse as the
points on which conflicts were expected, and the discussions took place at several
levels. This suggests that one cannot oppose confrontations between camps with
well-traced borders. Expressions of such opposed visions differ so fundamentally that
technical, financial or legal speech is gradually recomposed, displaced, reformulated
or deformed. The fact remains that these heterogeneities also caused the break-up of
the concession contract, i.e. of the core of the PPP construction.

Two main theories are often put forward to explain the contract termination: the
election explanation and the nationalization explanation. According to the first,
the concession was condemned once Amadou Toumani Touré (called ATT by most
Malians) was elected President of the Republic in May 2002, thanks to his campaign
promises to supply the population with water and electricity. The second explana-
tion claims that the litigation resulting from non-payment of compensation to the
concessionaire, because of tariff controls, was part of a deliberate strategy of the
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Malian authorities, whose final objective was re-nationalization. According to us,
however, the termination of the contract rather illustrated the impasse in which
the authorities found themselves, who tried to implement a new policy within the
framework of a concession contract that was signed under different auspices. This
showed that disengagement by the State could not be done at any price. It was thus
not so much nationalism as an attempt to integrate development — and sector —
based logic into public service management. This change of the relations within the
PPP was directly related to changes in political priorities, in visions, in recommended
public policy, and in the ideas on development put forward. The ATT team preferred a
social logic to a cost logic (adapt the price to purchasing power), and a development
logic to a financial logic (lower the price for industry and, in a general sense, to boost
economic development). In this way, another idea of the role of the State and of
development arose, as well as another idea of the profitability of a public service
company, and, finally, another idea of public well-being.

These conflicts and clashes between conceding powers and concessionaires are not
surprising if one looks at the PPP history in Mali since colonization, the common
difficulties afflicting such arrangements in the whole country (and particularly in
drinking water distribution), or the major changes in national and international
economic outlook. What caused the trouble and tensions in the case of EDM was
the incapacity to negotiate and find an arrangement. We consider that several
factors explain this situation. The differences in understanding, in interests, in analytical
and perception levels, in positioning, and in sequences and interpretation between
the parties were not only great, but also permanent. Over five years, the priorities
(management versus investment), the action logic (commercial, financial, social, income,
network preservation, etc.), the price-setting process (political, technical, accounting,
marginal), the content of fundamental notions (profitability, governance, partnership,
regulation), in short, everything differentiated the Malian partners from the foreign
concessionaires. In addition, the behaviour of the stakeholders during this period
was unstable and shifting according to the different time scales between the partners.
(601 just like the position of
donors concerning the best way to manage a public service (oscillating, for instance,

The criteria for company evaluation changed over time

between promoting privatization, according concessions and true prices on the one
hand, and Millennium Development Goals and a poverty-fighting strategy on the
other). Because of this, the partners developed different interpretations of certain

[60] For instance: passage from evaluating by means of the growth of turnover and the internal rate of return, to an
evaluation based on the profitability of invested capital and the capacity to distribute dividends.
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decisions (dividend distribution, modification of the salary scale, payment or not of
compensation) or certain evaluations (to begin with, of corporate costs), in other
words of economic and social reality. Donor interventions and the intensive use of
outside experts constantly fed these differences.

In addition, and we think this to be most important, the arrival of a private partner
showed that there were much deeper internal differences between the Malian stake-
holders than was apparent during the discussions on the choice and design of the
partnership. These differences concerned the future of EDM, the institutional format,
the role of the regulator and the client, the contract objectives, the behaviour
towards the partner, or the interpretation of company accounts. The Malians were
incapable of agreeing on these various points. The problem was that, instead of
being the subject of debates (for instance within the EDM working group), these
different Malian positions were consistently expressed in an off-hand manner before
becoming widely cited opinions and judgments. These were then personalized and
caricatured from all sides, including through the reinterpretation and instrumentali-
zation of third parties, concessionaire and donors. The decisions needed for the proper
functioning of the PPP benefited neither from a consensus, nor from clear expressions
concerning the positions of the supervisory ministry, of EDM itself, or of the Presidency,
the regulator, the national directorates for Water and Energy, the consultants, the
directors, etc. On the contrary, these divergent opinions with time were transformed
into new cleavage points between camps and fac