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Foreword

This is the second study PSI has commissioned from PSIRU, University of Greenwich, on successful examples of public sector water undertakings in transition and developing countries.  The first study concerned DMAE, the water and sanitation department of the city of Porto Alegre, Brazil, and was presented at the UN World Summit on Sustainable Development (Johannesburg, 26 August - 4 September 2002), (http://www.psiru.org/reports/2002-08-W-dmae.pdf).  This study looks at a number of cases in North Eastern Europe, and is to be presented at the Third World Water Forum (Kyoto, 16-23 March 2003). 

We believe the international water community should learn more from the achievements of municipalities in transition countries in North-east Europe.  Since the late 1980s, the cities and towns of Poland and the small Baltic states of Estonia, Latvia, and Lithuania have carried out fundamental reforms of their water services,  by creating competent and viable municipal water services – within the public sector.  They did so with the help and support from established municipal water operations in neighbouring countries around the Baltic Sea, through ‘twinning’ arrangements which created public-public partnerships – PUPs – to build the new municipal operations.  Many of them have obtained long-term investment finance from development banks,  in some cases without a government guarantee being required.

The World Bank and others are still proposing that privatisation of water to multinational companies is the way to extend water and sanitation in developing countries.  We offer this study as a contribution to the debate on the reform of the water sector and sustainable water development and PSI will continue to promote working models aimed at the achievement of public interest considerations.
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Hans Engelberts, PSI General Secretary

Public Services International (PSI) is a global trade union federation that represents 20 million women and men working in the public services around the world. It has some 600 affiliated unions in almost 150 countries. PSI is an autonomous body, which works in association with federations covering other sectors of the workforce and with the International Confederation of Free Trade Unions (ICFTU). PSI is an officially recognised non-governmental organisation for the public sector within the International Labour Organisation (ILO) and has consultative status with ECOSOC and observer status with other UN bodies such as UNCTAD and UNESCO.

1 Introduction

This paper looks at the restructuring of water and sanitation in north-east European– the Baltic states of Estonia, Lithuania and Latvia, Poland and the two major Baltic cities of Russia – St Petersburg and Kaliningrad.  

The political, economic and environmental background to these developments was significant.  From the late 1980s to the early 1990s, all these countries were in the process of ending the communist regimes.  The political and economic structures were completely reconstructed, including the role of local government.  Water and sanitation became municipal responsibilities.  Virtually all households were already connected to both water and sewerage, but the networks suffered from degradation.  Environmentally, there was heavy pollution of water courses, and of the Baltic Sea.

In the last ten years, many cities and towns in the region successfully restructured their water operations, while retaining public ownership and management.  They have obtained long-term investment finance from development banks, enhanced their efficiency, improved the quality of water supplies and the treatment of sewerage.

They have received international support in doing this.  Support for capacity-building has come through public-public partnerships (PUPs) or twinning, with public sector water companies in Sweden and Finland, and finance has come from a mixture of aid and long-term loans from development banks.

These key features – restructuring within the public sector, long-term finance from development banks, and international solidarity and support through PUPs – provide further indicators of what can be achieved without privatisation. 

1.1 Public sector restructuring in N-E Europe

	Country
	City
	Company
	Loan
	Sources

	Hungary


	Debrecen


	Debreceni Vizmu


	HUF 829m


	Commercial bank, EIB, EBRD (1994);

EU ISPA, government, self-financing (2001)

	Latvia


	Riga


	Riga Water Company
	€39m*
	EBRD, EIB, Finnish Ministry of Environment, SIDA (1996); EBRD (2000)

	Lithuania


	Kaunas


	Kauno Vandenys

(Kaunas Water)
	€14.7m*


	EBRD, NEFCO, EU-PHARE, Finnish Ministry of Environment, SIDA, Lithuanian government, City of Kaunas, Kauno Vandenys (1995); EBRD (2001)

	Lithuania
	Vilnius


	Vilnius Vandenys (Vilnius Water)
	€7.7m €3.5m
	Polish and German commercial banks (2000)

	Moldova


	Chisinau


	Chisinau Water Services Company (CWSC)
	
	EBRD (1997)

	
	
	
	
	

	Poland


	Lodz


	(Lodz water company)
	€31m


	Polish National Environmental Fund (1994); EIB (2001)

	Poland


	Bydgoszcz


	MWiK
	€21m*


	EBRD, EU ISPA(2000)

	Poland


	Szczecin


	Szczecin water


	€20m


	EIB, EU ISPA (2001)

	Poland


	Torun


	Torun Water


	€20m


	EIB, ?EU ISPA (2001)



	Poland


	Zywiec


	Association of Communes for Ecology
	€20m


	EIB (2000)

	Poland


	Krakow
	MPWiK
	€20m*


	EBRD, EU ISPA (2001)

	Poland
	Poznan
	PWiK
	*
	*reapplying for ISPA funding

	Poland
	Gliwice
	PWiK
	€50.2m
	EBRD, ISPA

	Poland
	Rybnik
	PWiK
	€16.7m
	EBRD

	
	
	
	
	

	Russia


	St. Petersburg


	St. Petersburg Vodokanal


	€65m


	EBRD, SP Vodokanal, NIB, NEFCO, Danish, Finnish, German, UK and Swedish governments, SIDA (1997)



	Russia


	Kaliningrad


	Kaliningrad Vodokanal


	€16.5m.


	EBRD, SIDA, DEPA, NIB, NEFCO (1999)

 




2 Municipal restructuring

Institutional framework/Restructuring

- Maintaining public ownership and management

- Introduction of (relative?) managerial and financial autonomy (possibly introducing arm’s length relationship with municipality)

- Ring-fencing of finances

- Tariff review linked to long term investment plan (providing for depreciation)

- Benefits of comparative evaluation of privatisation proposals against public management business plans (e.g. Lodz, Debrecen, but also Poznan and to a certain extent Vilnius)

- Pooling of smaller communes and constitution of public consortia to benefit from economies of scale

2.1 Capacity Building and PUPs

- Capacity building through PUPs may help introduce swift reform and reinforce performance - see achievements in Riga and Kaunas and Kaliningrad with assistance from Stockholm Vatten.

- Capacity building through PUPs is particularly useful for demand and environmental management.

- PUPs are beneficial because of understanding of public sector objectives and requirements, because of no profit policy of twin public water company. 

2.2 Capacity-building by twinning/PUPs 

The positive results obtained in terms of the introduction of sound management practices, technical improvements and sustainable water development point to the potential benefits of bilateral and multilateral support for in-house restructuring of municipal water operations through public-public partnerships (PUPs) as opposed to the currently prevailing emphasis on forcing or promoting private sector participation (PSP).  Although the Baltic area is unique for the geographical and political factors affecting the environmental policy of its bordering states, the example of Debrecen, Hungary testifies to the validity of similar public sector models and their replicability beyond this very specific regional context.

The cases observed show that restructuring water operations by introducing sound management while retaining public ownership and management has a number of advantages in respect of PSP: a) it is less costly and easier to introduce; b) all the efficiencies achieved translate entirely into savings for consumers, investments on infrastructure and environmental improvements and no resources are diverted elsewhere from the local water system; c) there are no conflicts between public interest objectives in terms of system development and profit-seeking considerations; d) responsibility for management and strategic guidance of operations is clearly allocated and not dispersed between a variety of public and private actors; e) risk management is optimised and performance risk, currency risk and political risk are minimised; f) local control is retained through democratic structures. 

3 Financing: development banks and guarantees

3.1 Investment finance: access to various sources

All restructuring and improvement of urban water and sanitation systems require large amounts of finance for capital investment.  The municipal water companies of north-east Europe have been able to draw on finance from a range of sources, including their own internally generated surplus for reinvestment, loans from local and international commercial banks, development banks as well as aid from bilateral and multilateral donors.

The specific sources include the development banks – World Bank, EIB and EBRD;  EU grants and loans under the Phare, Tacis and ISPA programmes; other environmental funds; aid from EU countries, especially Sweden, Finland, Norway and Denmark; and contributions from their own governments.
Access to this finance was certainly eased by the international factors of the Baltic Sea collaboration, accompanied by the twinnings with Swedish and Finnish municipal water operators, and by the expansion of the EU (see next section).  But early examples of municipal restructuring, in Lodz (Poland) and Debrecen, Hungary (strictly just outside the Baltic region) did not benefit from either of these factors.  In Debrecen, for example, the water management identified the potential for a commercial bank loan, with EIB backing, and negotiated a package which provided a clearly more favourable option than the privatisation alternatives being offered at the time.

The loans were from the outset linked to EU funding for development: the EBRD loan of €23m in 1994 to Tallinn, was accompanied by €3m donor grant from Finland, and €2.5 m from the EU Phare programme.  

3.2 Development financing for municipal water operations in N-E Europe

	City

	Funder

	Project cost

	Funding

	Date

	Pop-ulation


						
	Estonia

					
	Pärnu

	ISPA

	n/a

	150,000

	17/12/2001

	
	East-Harju and Keila water

	ISPA

	n/a

	720,000

	14/12/2001

	40000


	Tartu (1)

	ISPA

	17,020,000

	12,084,200

	13/12/2001

	100000


	Tartu (2)

	ISPA

	7,760,000

	5,467,000

	01/12/2000

	100000


	Viljandi

	ISPA

	6,361,150

	4,707,251

	29/12/2000

	46000


	Narva City

	ISPA

	10,395,000

	5,003,600

	01/12/2000

	73000


	Haapsalu and Matsalu Bays Environment Project

	WB

	8,400,000

	2,000,000

	20/04/1995

	
						
	Latvia

					
	Jelgava

	ISPA

	15,556,000

	11,244,750

	22/12/2000

	70000


	Riga

	EIB

	115,000,000

	18,900,000

	06/08/1996

	791000


	Riga

	EBRD

	115,000,000

	22,500,000

	06/08/1996

	791000


	Riga

	ISPA

	28,000,000

	17,010,000

	22/12/2000

	791000


	Riga

	EIB

	28,000,000

	5,000,000

	22/12/2000

	791000


	Riga

	EBRD

	147,766,000

	37,831,000

	14/11/2000

	791000


	Ventspils

	ISPA

	20,517,000

	9,437,600

	22/12/2000

	46600


	Ventspils

	EIB

	20,517,000

	4,738,000

	22/12/2000

	46600


	(various eastern municipalities)

	ISPA

	71,737,000

	44,616,000

	13/12/2001

	
	(various)

	EIB

		15,000,000

	23/09/1999

	
						
	Lithuania

					
	Druskinninkai

	ISPA

	5,500,000

	2,750,000

	22/12/2000

	25500


	Jonava

	ISPA

	6,259,900

	3,755,940

	13/12/2001

	36700


	Kaunas

	EBRD

	100,000,000

	15,000,000

	07/09/1995

	415000


	Kaunas

	ISPA

	31,914,000

	15,874,890

	13/12/2001

	415000


	Kaunas

	EBRD

	31,914,000

	14,700,000

	13/12/2001

	415000


	Neringa

	ISPA

	10,531,000

	4,771,910

	18/12/2001

	5192


	Panevezys

	EIB

		6,000,000

	23/09/1999

	
	Vilnius

	ISPA

	43,284,500

	20,000,000

	10/11/2000

	580000


	Vilnius

	EIB

	43,284,500

	12,000,000

	10/11/2000

	580000


	(various)

	ISPA

	9,330,000

	6,997,500

	26/10/2001

	
	Siauliai Environment Project

	WB

	22,900,000

	6,200,000

	05/12/1995

	
						
	Poland

					
	Bialystok

	ISPA

	26,413,000

	10,256,960

	13/12/2001

	300000


	Bielsko Biala

	WB

	35,400,000

	21,500,000

	04/06/1996

	
	Bydgoszcz

	ISPA

	75,700,000

	32,500,000

	19/09/2000

	390000


	Bydgoszcz

	EBRD

	56,000,000

	21,000,000

	01/01/2000

	390000


	Gliwice

	ISPA

	69,117,000

	35,189,350

	07/09/2001

	211000


	Gliwice

	EBRD

	69,117,000

	15,000,000

	07/09/2001

	211000


	Katowice

	ISPA

	51,230,000

	30,312,000

	07/09/2001

	350000


	Krakow

	ISPA

	79,809,000

	55,633,200

	28/12/2000

	800000


	Krakow

	EBRD

	79,809,000

	20,000,000

	28/12/2000

	800000


	Lodz

	ISPA

	47,001,000

	22,899,500

	07/09/2001

	810000


	Lodz

	EIB

	47,001,000

	31,000,000

	16/02/2001

	810000


	Olsztyn

	ISPA

	12,716,400

	6,866,856

	15/03/2001

	
	Pila

	ISPA

	8,501,659

	4,335,846

	28/12/2000

	
	Poznan

	ISPA

	104,400,000

	59,508,000

	07/09/2001

	600000


	Przemysl

	ISPA

	17,444,000

	8,722,000

	07/09/2001

	72000


	Rybnik

	ISPA

	127,047,000

	71,321,600

	13/12/2001

	148000


	Rybnik

	EBRD

	127,047,000

	16,700,000

	23/10/2001

	148000


	Suwalki

	ISPA

	13,837,000

	6,234,000

	07/09/2001

	70000


	Szczecin

	ISPA

	47,250,000

	30,622,020

	28/12/2000

	420000


	Szczecin

	EIB

	47,250,000

	20,000,000

	09/01/2001

	420000


	Torun

	ISPA

	78,041,000

	46,824,600

	18/12/2000

	242000


	Torun

	EIB

	78,041,000

	20,000,000

	29/06/2000

	242000


	Warsaw

	ISPA

	42,242,000

	27,457,300

	05/09/2001

	1600000


	Warsaw

	EIB

	42,242,000

	45,000,000

	01/12/1994

	1600000


	Wroclaw

	ISPA

	69,950,000

	36,540,000

	15/03/2001

	640000


	Wroclaw

	EBRD

	69,950,000

	27,300,000

	19/12/2000

	640000


	Zywiec

	EIB

		20,000,000

	25/02/2000

	200000


	(various)

	ISPA

	4,550,000

	3,412,500

	27/12/2000

	
	Russia

					
	Surgut

	EBRD

	87,500,000

	45,000,000

	24/06/2002

	275000


	Yaroslavl

	EBRD

	23,700,000

	18,000,000

	16/01/2003

	600000


	Kaliningrad

	EBRD

	63,000,000

	16,500,000

	01/07/1999

	
	St Petersburg

	EBRD

	43,000,000

	17,500,000

	01/07/1997

	
	St Petersburg

	NIB

	43,000,000

	7,500,000

	01/07/1997

	
	Municipal Water and Wastewater Project (14 cities)

	WB

	168,900,000

	122,500,000

	21/12/2000

	

	


Source: EBRD, EIB, EU

3.3 The typical model: Kaunas

The basic form of the model can be seen from Kaunas, where the project was first initiated in 1995. This contained all the elements of loan finance from the EBRD, donor finance from the EU, Sweden and others, support from the Lithuanian government, and a twinning agreement with Stockholm Vatten.  

At the core of it was the Baltic Sea pollution issue, and the twinning arrangement with Stockholm Vatten:

“Kaunas is one of the five priority hot spots in Lithuania, locations where pollutant discharges are specially high. Swedish support to Kaunas was initiated in 1991. The twinning arrangement between Stockholm Water and Kaunas Water began in 1994 and was concluded in 1999. Cooperation will, however, continue after this date. The aim of the cooperation is to support Kaunas Water in various ways so that it becomes an independent, cost effective and self reliant company which can fulfil the needs of its consumers - with the least possible environmental impact.”

The environmental objects were detailed, as well as the need for financial support and the role of a loan from the EBRD: 

“The major elements of the project in Kaunas municipality are investments in improved water supply, construction of the waste water treatment plant and the renovation of the town sewer system. The objective is to decrease discharge, thereby improving the environmental status of the Kuronic Lagoon (lying just by the river estuary to the Baltic Sea) and the rivers Nemunas and Neris. In the long run this will lead to a better environment for the entire Baltic Sea.

In 1995, Kaunas signed a loan agreement with the European Bank for Reconstruction and Development, EBRD. Procurement of equipment began in 1996. The project includes the installation of mechanical and chemical systems for the treatment of the city's waste water. The intention is also that Kaunas waste water should also undergo biological treatment, There are at present, however, no financial resources available to construct the necessary facilities.”
The US$ 100 million finance came partly from the Lithuanian government itself, partly from donors, including  the Swedish International Development Cooperation Agency (SIDA), the Nordic Environment Finance Corporation (NEFCO), the Finnish Government and EU-PHARE.. The EBRD loan contributed US$14.9m.  

3.4 Loans without sovereign guarantees

Even more remarkable is the fact that a number of these long-term loans have been provided by the EBRD without any guarantee being required from the government or the municipality concerned.  The water operations themselves have been regarded as sufficiently well run and credit-worthy not to need such guarantees.  The EBRD, which is not a consistent enthusiast for public sector water, has led these initiatives, which include cities in four different countries. 

· Krakow, Poland: “The EBRD has carried out an extensive financial assessment of MPWiK.  In view of its sound financial standing and management, the Bank is willing to take the full commercial credit risk of the company.”
· Riga, Latvia:  the EBRD loan was provided without any financial guarantee from the city council, in the light of Riga Water Company’s ability to self-finance its operations.  Instead, the loan was supported by a limited undertaking, “including the city’s adherence to agreed tariff schedules and other key obligations of the municipality towards the utility”.

· Kaunas, Lithuania: the EBRD loan was provided without any sovereign or municipal financial guarantee and the EBRD expected it would “demonstrate to other cities and banks that it is possible to finance well-run municipal services without such guarantees”.
· St Petersburg, Russia: “Vodokanal's operational performance, the quality of its management and the strong support it has from the City of St. Petersburg allow the EBRD to rely solely on Vodokanal's financial strength to repay the loan.”
Currency risk management

The area has also seen an interesting further initiative by the EBRD, to provide long-term loans in local currency, so as to remove currency risk from the water companies, consumers and taxpayers.

The first loan was issued in  January 2000, a PLN 108m zloty (EUR 21m) loan in favour of the Polish municipally-owned water company MWiK (Bydgoszcz).  MwiK was established under municipal ownership in 1992 and, as of 2000, employed 600 workers.  The capital of the Kujawsko-Pomorskie region, Bygdoszcz is Poland’s eighth-largest city and has been identified by HELCOM as one of the “hot spots” to direct action at and fight pollution of the Baltic Sea.

In December 2000, the EBRD decided to issue a EUR 20m, 12-year loan to Krakow municipally-owned water company MPWiK - the EBRD loan was to be provided roughly equally in Euros and zloties - respectively PLN 45.5m and € 10m.  In addition to the EBRD loan tapped by MPWiK, Krakow city council obtained a complementary EU ISPA grant of some € 55m.

4 The role of international support

4.1 Two key initiatives

International support played a crucial role in these developments.  The support itself came in the form of capacity-building through twinning arrangements, financial aid, and development bank loans, as discussed above.  But these resources flowed into the region because of two major international initiatives, which were based on material common interests. 

The first was of these was an environmental initiative,  the Helsinki Commission, an international collaboration aimed at cleaning up the pollution in the Baltic Sea, principally by identifying the sources of pollution and then mobilising resources to deal with the problem at source.  The shared environmental objectives of this programme enabled the mobilisation of resources.

The second was the political and economic initiative of expanding the European Union and its sphere of influence into the former communist countries of central and eastern Europe and the Newly Independent States.  The key financial components of this project were the development banks – the newly formed EBRD, and the long-standing EIB, the Phare and Tacis programmes of economic support, and the ISPA fund for environmental improvements required from accession countries by EU law.  It should be noted that the World Bank has participated in providing loans to some of the earlier twinning exercises in the Baltics.

Neither of these initiatives had any political preference for public sector operations.  All the development banks have also financed privatised water operations, with great enthusiasm; the Helcom initiative has worked with the privatised water company of Gdansk, Poland, as well as all the municipal companies. 

4.2 The Helsinki Convention – a model for international cooperation

The Helsinki Commission (HELCOM) is a collaboration set up at the start of the 1980s between all the countries adjacent to the Baltic Sea.  These included EU countries – Sweden, Finland and Germany – and transition states such as Poland and the Baltic states.  A key part of its activities was a Baltic Sea Joint Comprehensive Environmental Action Programme (JCP), which identified problem ‘hot spots’ needing wastewater treatment in all the river basins draining into the Baltic, and channelled technical and financial resources to deal with these as common issues: it “provides an environmental management framework for sustained cooperation among the Contracting Parties to the Convention, other governments within the region, international financial institutions, and nongovernmental organisations for the long-term restoration of the ecological balance of the Baltic Sea, through a series of preventive and curative actions to be undertaken in a phased manner in the region.”.  

A review process in 1998 reconfirmed the soundness of the basic approach and concluded that it should largely be maintained as the framework for this regional environmental programme. 

4.2.1 Financial and technical restructuring 

The JCP has worked partly through identifying pollution ‘hotspots’ in the Baltic basin, and directing financial and technical resources to solve the problems in those and other places, especially in water and wastewater systems.  The result has been an international programme of capacity-building and investment throughout the basin: In Lithuania, there have been major projects to develop wastewater plants at Kaunas, funded by the EBRD, and advised and assisted by public sector bodies from Finland (the Finnish Environment Institute) and twinning arrangements with Stockholm Water.  Similar twinning arrangements were made between other Swedish municipal companies and water authorities in Estonia, Latvia and Lithuania.
   A review in 1998 concluded that this approach had worked well:

“Results on the Ground 

Throughout the region, activities to implement the JCP are beginning to have results on the ground, leading to a range of regional, national and local benefits.  Programme activities to support strengthening of water and wastewater utilities have focused on rehabilitation, upgrading and/or expansion of infrastructure in municipalities in the countries in transition.  These interventions have included actions in municipalities beyond those included on the JCP-list of "hot spots." Representative projects include: Haapsalu, Pärnu, Tallinn and Tartu in Estonia; Daugavpils, Liepaja and Riga in Latvia; Kaunas, Klaipeda, Siauliai and Vilnius in Lithuania; and Gdansk, Gdynia-Debogorze, Torun and other cities in Poland.  Project preparation is being undertaken in Kaliningrad and implementation of selected activities has started in St. Petersburg in the Russian Federation.  A project is also under preparation for Lvov in Ukraine.  In addition, in the Russian Federation, a national water and wastewater programme that will address issues in 15-20 cities throughout the country is being developed.  Mechanisms have also been established and funded for interventions to support medium and small municipal systems in Estonia, Latvia, Lithuania and Poland.  The European Bank for Reconstruction and Development (EBRD) supported Small Municipalities Environment Project in Estonia provides an example of a project to address a number of smaller cities.”

4.2.2 Co-finance: aid for project design and price subsidy, long-term loans from development banks

International funding in the form of loans, soft loans, grants and other types of assistance has been important in accelerating the rate of JCP implementation in the countries in transition.  The programme has found that there is great effectiveness in “cofinancing that blends loans from IFIs and grants from the European Union and bilateral donors” – this helps make investments more affordable for countries in transition; reduced project preparation and supervision costs; the size of the projects can be larger, allowing greater impacts and reducing the effective cost; and the use of grants “also reduces the impact of adjustments to tariffs for services to project beneficiaries, thus decreasing potential adverse impacts on populations with low or fixed incomes”.
A map of the hotspots dealt with by the project is at Annexe 2B.

“In the countries in transition, where affordability is a critical constraint to investments, the use of cofinancing that blends loans from IFIs and grants from the European Union and bilateral donors has proven to be a critical tool.  The same is true in the Mediterranean region, where European Investment Bank environmental loans are subsidised by funds from the European Commission.  The process of project design used by the IFIs in the Baltic Sea region has provided a sound framework for evaluation of potential projects and allowed for careful assessment of the ability of national governments, municipalities and private sector parties to borrow on a medium and long-term basis.  When combined with grants, the size of the projects can be larger, allowing greater impacts and reducing the effective cost to the cooperating government or investors.  This approach also reduces the impact of adjustments to tariffs for services to project beneficiaries, thus decreasing potential adverse impacts on populations with low or fixed incomes.  The linking of grants to loans has provided an important incentive for governments to undertake environmental investments on an accelerated basis for both national and regional benefits.  Cofinancing has also reduced project preparation and supervision costs; allowed for more effective sharing of experience; and supported efficient use of limited management, technical and financial resources by all parties.”

4.2.3 Capacity-building

“Implementation of the JCP has demonstrated the need to give special attention to improvement of project planning and management skills required to make many municipalities, utilities and industries creditworthy and able to effectively use loan and grant funding from domestic and international sources.  A priority area is the development, in both traditional market economies and countries in transition, of improved skills in strategic planning, financial management and accounting.  Often, complex and contradictory institutional relationships, sometimes including political interference in the day-to-day management of municipal utility companies, hamper the sound development and implementation of projects.  For projects to be sustainable, it is important that the institutions responsible for their planning, implementation and operation have sufficient managerial skills and a solid financial situation.  Improvement of skills in contract management; competitively based procurement; and disbursement continue to be consistently identified as a major area for institutional strengthening in the countries in transition.  Development of these skills frequently requires the use of qualified international expertise and is often not possible without external grant financing for these services and related training activities.”

4.3 The EU dimension – aid, accession, and development banks.

In 1990 the EU set up a number of programmes to support economic and technical restructuring of the countries of central and eastern Europe and the former Soviet Union (FSU).  The Phare programme, to support central and eastern European countries; the Tacis programme, to support FSU countries, and the  bank for Reconstruction and Development (EBRD), to provide long-term development finance.  The European Investment Bank (EIB) already existed, with a broad development remit.  In 2000, a structural fund for pre-accession countries was set up, ISPA, specifically to assist countries to comply with the EU’s accession requirements on environment and transport.  ISPA is now the key source of EC funding for water and wastewater in accession countries. 

The Tacis programme, aimed at FSU countries including Estonia, Latvia, Lithuania funded various activities.  One of these is ‘twinning’ between towns, regions or villages in the EU and counterparts in the FSU.  Such twinning is carried out through municipalities, and may  cover many aspects.  Environmental services, including water, is one of these.

As a result, the twinning programme has generated a number of projects which are public-public partnerships, and which address water services.  The Tacis projects included in the list above are only examples where details are available.  A summary list of Tacis projects is given at Annex 3, which includes other water and sanitation projects not dealt with above.

The European Bank for Reconstruction and Development (EBRD) was also created in 1990, to provide development finance for the reconstruction of central and eastern European countries. 

5 Conclusions and comments

5.1 ‘Overwhelmingly positive’ 

Reviews and evaluations of these processes have been consistently enthusiastic, whatever their critical observations on specific aspects.  The SIDA review of its overall municipal twinning programme described it as “a successful experiment” ; the review of the Kaunas experience in 1998 described it as  “overwhelmingly positive” 
; the review of the Riga twinning set out a striking summary of  major technical, environmental, financial, managerial and governance achievements:  “SWC [Stockholm Water Company] has assisted RW [Riga Water] in the preparation and implementation of an investment programme (RWEP) for improving the city’s water supply and wastewater treatment.  The RWEP has promoted/will promote environmentally sustainable management and improved municipal infrastructure in the Baltic region.  The effluent load from Riga to Daugava River, and further to the Baltic Sea, has been essentially reduced.  As a direct result of the project, the quality and reliability of water supply and wastewater services has improved in Riga.  The twinning arrangement has essentially stimulated and supported the process of transforming RW into an autonomous, self-financing and self-governing enterprise.  There is a better understanding and appreciation on a political level of the requirements for arriving at an administratively and financially independent water company.  RW is very satisfied with the twinning arrangement and wishes to continue close cooperation with SWC beyond the current twinning agreement.  RW currently complies with all the covenants of the financiers.”

5.2 Restructuring within the public sector 

It is quite possible to create a new and viable public sector structure for water, even when it involves major changes from the preceding structures, without privatisation.  This seems very simple and obvious, but is constantly ignored in publications by major institutions, including the World Bank, World Water Council, Global Water Partnership, and others.  The examples from N-E Europe suggest that they are wrong to ignore this option.

5.3 Capacity-building through PUPs
The use of  ‘twinning’ as a mechanism of capacity-building was a crucial part of the developments in the Baltic states, providing the prototype for ‘public-public partnerships’ (PUPs) whereby a public sector company assists in the development of another public sector operation.  

This mechanism has potential for replication elsewhere.  Similar initiatives have been taken internally within developing countries – for example in Honduras, where the state-owned water company SANAA has provided training and technical support for rural water operations; and in South Africa, where parastatal bulk water supply companies, Rand Water and Umgeni, have partnered peri-urban water operations.  Such initiatives are now being generalised by the formation of links between South African and Brazilian public sector operators, to provide support for each other and eventually public water operations in other countries.

5.4 International cooperation as catalyst

The Baltic and EU dimensions of support to the developments were both based on simple redistributive and solidarity principles, in pursuit of environmental, and to a lesser extent economic goals, which were perceived as being in the common interest (response to argument that privatisation is good because it forces public water companies to improve efficiency and performance)

- International cooperation as catalyst for enhanced efficiency, performance and environmental impact

- International cooperation in environmental and water sectors feeds into broader process of international cooperation, integration (e.g. EU) and development.

5.5 Long-term investment finance without guarantees

These municipal water operators have raised hundreds of millions of Euros (and dollars) in long-term loans, on good terms,  mainly through the EIB and EBRD (and also the World Bank).  In some cases, these loans have been made on the security of the municipal water company’s plans alone, without any sovereign guarantee – even in countries such as Latvia and Lithuania whose GDP per capita is around the global mean.  At a time when multinational companies are saying that they need government guarantees, it is worth noting that municipal utilities in transition countries have been found worthy of long-term credit without needing such underwriting.  It is also worth noting the EBRD initiative in Krakow and Bydgoscz (see below) to protect municipalities and consumers from currency risk by issuing loans in Polish currency.

5.6 Corporatisation, privatisation and political processes

The North East Europe process has created sound public sector water operations, but this form of restructuring is not a vaccine against privatisation.  As the case of Tallinn shows, political and corporate initiatives can still combine to privatise even the best-run municipal companies.  Neither does it inevitably lead to privatisation, or even make it more likely - the experience of the 1990s shows that any form of water service can be privatised, whether it is state-owned, a department of a municipality, or a stand-alone corporatised utility.  The lesson may be simply that what happens in water is determined more by political processes than the technical aspects of ‘models’ of service provision. 

5.7 Development bank behaviour

The behaviour of the development banks in respect of these issues is extremely volatile. The EBRD financed many of the Baltic projects, and has now taken the initiative in issuing loans without government guarantees to municipal water operations, yet even in these cases it has often suggested that they are ‘paving the way for privatisation’. It has also tied large sections of its portfolio to privatization by linking them to a specific multinational as a condition for accessing the money. The World Bank itself participated in some of the early twinnings in the Baltic, although elsewhere – as now in the Newly independent states of the former Soviet Union 
 - it has effectively  imposed privatization as a conditionality of its loans.  

6 Annex: Specific cases

6.1 Latvia: EBRD finance without guarantees, twinning with Stockholm Vatten

In November 2000, the EBRD decided to issue a EUR 39m loan to the municipally-owned Riga Water Company, which became the first Latvian utility to receive a direct corporate loan from an international financial institution.  The loan was provided without any financial guarantee from the city council, in the light of Riga Water Company’s ability to self-finance its operations.  Instead, the loan was supported by a limited municipal undertaking, “including the city’s adherence to agreed tariff schedules and other key obligations of the municipality towards the utility”.

Riga Water Company would use the loan to finance the construction of sludge deposits for its wastewater treatment plant, installation of water meters to consumers and extension of water supply and sewerage networks.  Also, the loan would allow Riga Water Company to re-finance outstanding sovereign-guaranteed debts, which the company used to finance upgrading of its wastewater treatment plant and rehabilitation of the sewer network under a twinning arrangement with Stockholm’s municipally-owned water company Stockholm Vatten.

Stockholm Vatten started its cooperation with Riga Water Company in 1992.  In 1996, a twinning agreement was signed aiming to turn Riga Water Company into a “modern, self-financing public (water) supply and sewerage company.  The project was financed by the EBRD, EIB, the Finnish Ministry of Environment and Sida to the tune of US$ 115 million”.

6.2 Lithuania: Kaunas water gets EBRD finance on non-sovereign basis - twinning with Stockholm Vatten 

In July 2001, the EBRD decided to issue a EUR 14.7m loan to Kauno Vandenys (Kaunas Water Company) to help finance an ambitious EUR 41.3m investment programme.  This was the first loan to a local utility in Lithuania to be provided without any sovereign or municipal financial guarantee and the EBRD expected it would “demonstrate to other cities and banks that it is possible to finance well-run municipal services without such guarantees”.

The project was designed to remove iron from the main water supply, support the rehabilitation and extension of the water pipeline system and finance secondary wastewater treatment facilities.  The project, known as Phase Two, as it followed another loan provided by the EBRD in 1995 to upgrade Kaunas water supply and sanitation, would be co-financed by Kauno Vandenys and the city council applied for funding from the EU’s pre-accession instrument ISPA.  In October 2001, the EU Commission approved a EUR 15.96m ISPA grant to finance a water purification plant, which would allow it to increase the degree of purification of the Nemunas river, the biggest river in Lithuania, from 70% to 95% as required by EU legislation.  The total cost of the purification plant was estimated at EUR 28.2m, with Kauno Vandenys obtaining a EUR 9.57m EBRD loan and the Lithuanian government contributing EUR 6.38m
.    

Like with Riga Water Company, in the case of Kauno Vandenys a partnership between public sector water companies has apparently acted as a catalyst for investment finance.  Kauno Vandenys had entered a twinning agreement with Stockholm Vatten, which enhanced the company’s capacity and led to the completion of Marveles, the first wastewater treatment plant in Kaunas, in September 2000.  “The international sources of finance, EBRD, NEFCO and EU-PHARE, the Finnish Ministry of the Environment and Sida invested US$ 50 million and the Lithuanian government, the City of Kaunas and Kaunas Water guaranteed the equivalent sum”
.  In 1999, Stockholm Vatten noted that “Kaunas Water Enterprise has developed positively and is now largely self-financing” 
.  In July 2001, the EBRD was also “helping to raise donor funds to assist with institutional development for the Kaunas Water Company and the city of Kaunas”.

6.3 Lithuania: Vilnius water taps investment finance from Polish and Latvian commercial banks

In May 1998, Vilnius city council decided to keep its water and sanitation service under municipal control, instead of privatising it.  The decision came after five years of intensive lobbying on behalf of the French multinational Suez-Lyonnaise des Eaux, who wanted to be given the concession without it being put out to tender.  This was opposed by the local trade unions and others, who argued that it was unnecessary and would be more expensive.

The city council decided instead to set up a special development fund for the water and sanitation service, for which it would seek funds from a variety of sources, including international agencies such as the World Bank and EBRD, and international banks, as well as national funds and banks.  The development programme has been drawn up by water management experts in the city's water department, who advised that this was preferable to privatisation.

In December 2000, Vilnius water company Vilnius Vandenys obtained loans from two commercial banks – Poland’s Kredyt Bank SA and the Latvia-based German bank A/S Vereinsbank Riga – both backed by governmental guarantees.  Kredyt Bank would provide a EUR 7.7m, 7-year loan and Vereinsbank Riga would issue a US$ 3.5m, 7-year loan.
  The loans would respectively finance the upgrading of waterworks in order to bring the quality of water supplied to European standards and modernisation of wastewater treatment facilities.  Both projects were expected to be completed in 2001.
 

6.4 Poland: Lodz Water gets EIB funding 

In 1993, Générale des Eaux proposed to privatise water supply and sanitation in Lodz (810,000 inhabitants), Poland.  The municipality eventually rejected the privatisation plan as it compared unfavourably to the business plan prepared by the public management and the trade unions.

Vivendi offered ECU 60m in kind in the form of equipment, works and services, therefore not involving any significant financial risk for the company.  Furthermore, Générale des Eaux would have been able to profit from unused credits, such as unwanted equipment and unnecessary works.

The joint plan formulated by the management and trade unions relied on an alternative source of investment finance, the Polish National Environmental Fund.  The Fund finances projects in environmental services meeting the criteria set for community benefits, through the provision of loans at zero interest.  The alternative plan also envisaged the restructuring of water supply and sewerage to a separate publicly-owned company with its own accounts.

In March 2001, Lodz Water obtained a EUR 31m loan from the EIB (European Investment Bank) to finance improvements in the water and wastewater networks.  Granted for 20 years, the loan would support a 5-year municipal investment programme also including the extension of a wastewater treatment plant and several collectors and road works.  The EU Commission would contribute further investment finance through its pre-accession grant programme ISPA.

6.5 Poland: EIB finance Szczecin water projects

In January 2001, the EIB decided to issue a EUR 20m, 20-year loan to the city of Szczecin (400,000 inhabitants) to upgrade water supply and wastewater networks.  The EU would also contribute finance through its pre-accession grant programme ISPA.  Szczecin has been identified by HELCOM as one of the hot spots for action.

6.6 Poland: EIB finance Torun water

In June 2000, the EIB decided to issue a EUR 20m, 20-year loan to the city of Torun in north western Poland (200,000 inhabitants) to upgrade water supply and wastewater networks.  The EU would also consider whether to contribute finance through its pre-accession grant programme ISPA.
 

6.7 Poland: EIB finance Zywiec communes syndicate

In February 2000, the EIB issued a EUR 20m loan to the "Association of Communes for Ecology" of Zywiec on the Czech and Slovak border (with a total 200,000 inhabitants) to upgrade and extend sanitation infrastructure including a wastewater treatment plant.  The Association was one of the first syndicates of municipalities to be set up to tap investment finance for water infrastructure.

6.8 Poland: Krakow gets EBRD funding (“sound financial standing and management”) 

In December 2000, the EBRD decided to issue a EUR 20m, 12-year loan to Krakow municipally-owned water company MPWiK (Miejskie Przedsiebiorstwo Wodociagow i Kanalizacji w Krakowie S.A.) to finance the extension and modernisation of an existing mechanical wastewater treatment facility and construction of a biological wastewater treatment facility.  The EBRD loan would be provided to MPWiK without any municipal guarantee, as the municipal company enjoyed sound management and good finances.  “The EBRD has carried out an extensive financial assessment of MPWiK.  In view of its sound financial standing and management, the Bank is willing to take the full commercial credit risk of the company.”  As a result, Krakow city council would be in a position to invest more resources in non-revenue sectors such as housing, education and roads.  Interestingly, the EBRD loan was to be provided in two currencies, respectively PLN 45.5m and € 10m – to reflect MPWiK’s financing requirements.

In addition to the EBRD loan tapped by MPWiK, Krakow city council obtained a complementary EU ISPA grant of some € 55m.

6.9 Poland: Bydgoszcz gets EBRD funding 

In January 2000, the EBRD decided to issue a PLN 108m (EUR 21m), 15-year senior corporate loan to Bydgoszcz municipally-owned water company MWiK (Miejskie Wodociagi i Kanalizacja w Bydgoszczy Sp. Z o.o), to help finance an ambitious investment programme with a total cost of PLN 294m (EUR 56m).  This would include “modernisation of water intakes, upgrading water treatment facilities, water supply network and pumping stations, intercepting sewer discharges to the Brda River, and extending the sewer network”.  The loan was the first to be issued by the EBRD in zloty and would be provided without a financial guarantee from the city council, in order to enhance the latter’s capacity to fund investments in non-revenue sectors, such as housing, education or roads.  This was also the first EBRD project in Poland expected to be co-financed by the EU pre-accession grant programme ISPA, as the Polish Ministry of Environment had applied on behalf of the city council for complementary grant financing for upgrading sewerage. 

MwiK was established under municipal ownership in 1992 and, as of 2000, employed 600 workers.  The capital of the Kujawsko-Pomorskie region, Bygdoszcz is Poland’s eighth-largest city and has been identified by HELCOM as one of the “hot spots” to direct action at and fight pollution of the Baltic Sea.

6.10 Poznan abandons privatization plans

In May 2002, Poznan City Council voted unanimously to abandon the privatisation of its water and waste water services, after the municipal water company PWiK said its performance had improved so much in recent years that private involvement was no longer needed, with increasing investment and improvement across a broad range of services.

An ISPA grant providing €60m towards the €145m cost of upgrading the system to meet EU water standards had already been awarded under the umbrella of a private concession model, with an anticipated private sector contribution of €45m.
 PWiK said the city was now preparing a new application on behalf of the 100% municipally owned utility.

With 600,000 inhabitants, Poznan is Poland’s fifth-largest city, and its decision is a particular blow to ISPA, which had seen the privatisation in terms of its demonstration of Poland’s readiness to precede EU membership with economic reform.  Plans for privatization had been going on for 7 years, the final proposed deal bringing at least seven local water boards together, requiring at least €150m in investment and a foreign company brought in to operate the concession for 20 years.  A host of international companies were interested in the project, with five major groups prequalifying led by Bechtel/United Utilities, RWE, Suez, Gelsenwasser, and Vivendi Environnement. 

6.11 Gliwice gets multilateral finance

In October 2002 the EBRD extended a €15m loan to the city of Gliwice to support investment in its sewage system.  The proportion of local residents connected to the network will rise from 72 to 97 percent.  The €69m project is cofinanced with €35.2m of grants from the EU’s ISPA programme.  Part or all of the loan may be transferred to PWiK, the local water company owned by the city of Gliwice, when PWiK is determined to be an appropriate and creditworthy borrower.  This transfer could free up the city's resources, enabling it to finance other investments.  The Danish Ministry of Economic and Business Affairs is providing €155,000 in grant funds to help improve PWiK’s creditworthiness.

Rybnik gets multilateral finance

In late 2001, the EBRD agreed a €16.7 million loan for Przedsiebiorstwo Wodociagow i Kanalizacji (PWiK), a water supply and sewer company in Rybnik, in southern Poland.  The loan, supported by a partial guarantee from the city of Rybnik, will enable the extension of PWiK's sewer network by more than 600 km, connecting about one-third of the city's inhabitants to a new waste-water treatment plant.  The €110m project is cofinanced through €71m of grants from the EU’s ISPA programme.  PWiK is a limited liability company, wholly owned by the city, serving over 154,000 customers in Rybnik and surrounding municipalities.
 

6.12 Russia: Kaliningrad

In July 1999, the EBRD decided to issue a EUR 16.5m loan to the Russian Federation which would be on turn on-lent to Kaliningrad’s municipally-owned water company Kaliningrad Vodokanal, as part of a EUR 63m, four-year project to overhaul the company’s  water and wastewater infrastructure and build capacity. 

The loan would finance the upgrading of a groundwater treatment plant, completion of a wastewater treatment plant, as well as rehabilitation of pumping stations, wastewater collectors, water mains and the water supply network.  In addition, it would finance technical services provision and help to finance the installation of meters to consumers.

The project, which would run from 2000 to 2003, would be co-financed by SIDA (Swedish International Development Agency), DEPA (Danish Environmental Protection Agency), NIB (Nordic Investment Bank), NEFCO (Nordic Environment Finance Corporation). 

As the EBRD noted, “An important component of the project is a comprehensive institutional strengthening and capacity building programme.  This will improve the financial and operational performance of Kaliningrad Vodokanal and strengthen the city’s capacity to administer and regulate the sector.  It will also help the city to review its tariff policy for water and wastewater services, which is needed to ensure a sustainable basis for the provision of services”.

Stockholm Vatten is contributing to Kaliningrad Vodokanal’s institutional development and capacity building within a project jointly organised by Swedish Water Development (an international development vehicle set up by Swedish municipally-owned water companies), Danish Water Services and the ÅF Group, Stockholm Vatten is responsible for project management and economic expertise.

6.13 Russia: St Petersburg 

In July 1997, the EBRD decided to issue a DM 127m (ECU 65m), 10-year loan to the municipally-owned water company St. Petersburg Vodokanal to help finance a DM 300m investment programme to overhaul the city’s water supply and sanitation system.  This was the first loan provided ever by a multilateral financial institution to a municipal utility without on a non-sovereign basis, without any backing from a state or commercial bank guarantee.  The loan was instead guaranteed by the city council as well as being “backed up by a separate project support undertaking from the Russian Government”.

The EBRD came to the decision to issue the loan on such basis, in the light of the company’s operational performance and sound management, as well as the city council’s international financial standing.  “Vodokanal's operational performance, the quality of its management and the strong support it has from the City of St Petersburg allow the EBRD to rely solely on Vodokanal's financial strength to repay the loan.”

The EBRD loan would finance “the construction of a water purification plant; the supply and installation of consumer and network water meters; the rehabilitation of the sewerage and water supply network; and the connection of open sewage discharges to the waste-water treatment plant.”  Also, “The project will improve Vodokanal's creditworthiness, strengthen its financial and operational performance and create the right conditions for the company to embark on its long-term investment programme on a financially sustainable basis.”

The remaining DM 173m worth of investments were to be partly self-financed by Vodokanal and also financed by a NIB loan and contributions from the Danish, Finnish, German and Swedish governments and NEFCO.

In August 1998, a project started under the auspices of the EBRD aiming to support St. Petersburg Vodokanal’s restructuring and capacity building, improve water supply and sanitation and ultimately reduce the St Petersburg-derived pollution of the Baltic Sea.  Technical assistance was provided by two Nordic municipally-owned water companies - Stockholm Vatten and Helsinki Water and Wastewater Works – and the UK privatised water company Severn Trent.

Stockholm Vatten was responsible for developing an IT policy and a plan for introducing IT in the Russian utility, carried out a study of leakage in the distribution network and contributed to the preparation of a plan for demand management aiming to reduce water consumption.  Helsinki WWW contributed to improving the personnel and financial administration, while Severn Trent was responsible for the development of tariff systems, invoicing, economy and reporting.

The project, which cost a total GBP 3.5m and was financed by the Finnish Ministry of the Environment, the UK Department for International Development (DfID) and Know-How Fund, and SIDA (Swedish International Development Agency),
 was completed in August 2000.  It was then being considered whether to continue providing technical assistance to St. Petersburg Vodokanal.

6.14 Five towns in Latvia

Since 1999 the Stockholm Water Company has been involved, in a project providing administrative and technical support to five small Latvian towns in cooperation with four Swedish towns.  Sida contributed MSEK 4.4 to the project.
7 Tallinn, Estonia: extraction of funds by privatisation

Tallinn was the first of the Baltic cities to receive an EBRD loan for restructuring, linked to twinning from Stockholm Water and a grant from the EU.  But it has since been privatised, in 2001, by the council selling shares to in a joint venture to water multinational IWL.  Two years later IWL had already extracted almost their entire investment in the company.  For further details see PSIRU paper on water in CEE. 
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