Public Services International Research Unit (PSIRU)
www.psiru.org  

PSIRU  University of Greenwich

www.psiru.org

Water Multinationals 

- no longer business as usual  

by

David Hall, PSIRU, University of Greenwich
  d.j.hall@gre.ac.uk 

March 2003

This paper was commissioned by Public Services International to be presented at the 

3rd World Water Forum, Kyoto, Japan March 2003

PSI – www.world-psi.org 


3PREFACE


41
Introduction


42
Multinationals in retreat: Suez and others


42.1
The Suez decisions


42.1.1
Selling assets


52.1.2
Cost reductions


52.1.3
Investments restricted to cash-flow


52.1.4
Restructuring


62.1.5
Focus on Europe and North America, not developing countries


62.1.6
‘Prepare to depart’


62.2
The background


62.2.1
Argentina – the losses continue


62.2.2
Departure from Manila


72.2.3
Loss of contract in Atlanta


72.2.4
Protests in Jakarta


72.2.5
Image problems in Morocco


72.2.6
Reliance on public sector development banks


82.3
Other companies: withdrawing and being expelled


82.3.1
SAUR – demands guarantees and subsidies


82.3.2
Vivendi


82.3.2.1
Sanepar – involuntary exit from Brazil


82.3.2.2
Low equity takeovers in Britain and Czech republic


93
Financial risks of privatisation for countries


93.1
Guarantees: public assumes all risks and then some more


93.1.1
RWE-Thames in Emit: overpricing of flag ship BOT costs Turkey millions


93.1.2
Public risk on private investment in Peru


103.1.3
The risk to people: the World bank’s tax on Indonesia for the benefit of Enron


103.2
Extracting capital: IWL in Tallinn, Estonia


103.2.1
Privatisation of a public success


113.2.2
January 2001: City Council concedes 50% water price increase in four years


113.2.3
March 2001: Board members offered $1,000 per meeting


113.2.4
May 2001: Surcharge for surface drainage


113.2.5
May 2001: $10m dividends taken out of company after 6 months in private hands


113.2.6
January 2002: renegotiation of contract


123.2.7
September 2002: International Water and United Utilities take millions out of the company


123.2.8
November 2002: 100 jobs cut


123.2.9
November 2002: new EBRD loan


123.3
Entry and cancellation: problem points


134
Conclusions: no longer business as usual




PREFACE

Recent developments in the water sector presage a new direction in international policy.  The largest water corporations are acknowledging that they cannot make money from the poor, and therefore that they can’t provide them services.  The international institutions’ reliance on these multinational corporations to deliver water services to developing countries is becoming less and less tenable.  Yet, will this reality be reflected in national and international water policy?  

Policy-makers have some key choices to make in the next few months.  Will policy makers at the World Water Forum in Kyoto continue to develop mechanisms to facilitate and even impose private control of water services?  Will the Camdessus Water Finance Panel, sponsored by the Global Water Partnership and the World Water Council, develop new mechanisms to reduce corporate risk and guarantee corporate profits?  Will the European Union Water Initiative succeed in developing guidelines and principles to facilitate PPPs?   

Or will they recognise the inherent weaknesses of these policies and change the course of international water policy?  Will they rise to the challenge and develop mechanisms to systematically support public water systems, including in finance, technical support and governance?

In part, the answer is being provided by the water corporations that have dominated the international policy arena.  These corporations are requesting such high levels of risk protection and profit guarantees that it undermines the very reason for having private sector participation (or “partnerships”) in the first place, such as assumption of risk and competition.  

This paper examines some of the recent activities of the multinational water corporations and the obvious policy implications for those involved in the water sector.  

We recommend that public officials and citizen groups assess the viability of the current concessions given to these water multinationals, and to more vigorously develop the public sector option for delivering water services.  This is particularly urgent for citizens of Argentina, the Philippines, Indonesia, and Atlanta in the USA.  
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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

For the last decade the supporters of privatisation of water have been able to rely on active multinational companies seeking to expand by obtaining water concessions in developing countries. This was supposed to create a virtuous circle of capital investment by the companies, giving them greater incentives to efficiency, removing the risks from governments, and attracting further investment from others.

The last year, however, has seen a remarkable change of policy by the multinationals, which undermines those assumptions. Led by Suez, previously the most aggressive, the companies are now withdrawing from investment. At the same time, the risks of actually losing capital are becoming apparent: either through guarantees being called in, or through companies actually extracting more money than they invest.

This paper examines these trends and draws some conclusions.

2 Multinationals in retreat: Suez and others

In January 2003 the multinational group Suez took a series of decisions on restructuring its debt, its divisional structure, and its future strategy.  The effect is that the company is retreating from water operations in developing countries, including a 1/3 reduction in its current investments.  These decisions take place against a background of financial and political reversals on Suez’ water business across the world, including in the USA.  They also imply that Suez is prepared to withdraw from many of its existing concessions.  The other major French water multinationals Vivendi and SAUR have already indicated their reservations about investing in water in developing countries.

Suez’ retreat poses a major problem for the financial strategies of the World Bank, the Camdessus panel on water financing, and the EU Water Initiative, all of which lay central emphasis on raising finance through extending private sector involvement.  

2.1 The Suez decisions

On 9 January 2003, Suez announced a five point ‘action plan’ for 2003-2004. 
  

· Reduction of debt, mainly by selling existing assets

· Cost reduction 

· New investments to be financed from cash flow, so new annual investments fall from €8bn to €4bn

· Reorganisation, including merging water and waste management into a public sector division and a private sector division

· Reducing its exposure in developing countries by one third.

All of these decisions mean that Suez will not only stop expanding in water concessions in developing countries, it will actually reduce its existing investment and activities.  

2.1.1 Selling assets

Suez will continue to sell assets in ‘non-core’ sectors like construction, but also will sell some international business which is not generating sufficient profits now or is thought to be subject to risk.  The remaining assets will be in ‘activities which offer a better risk/return ratio and enhanced cash generation’.  

The risks involved in developing country projects have no doubt been re-appraised in view of events in Argentina and the Philippines.  Developing country business will be seen as riskier.  Since long-term water concessions are not short-term generators of cash, it is prudent to assume that Suez’ existing water operations in developing countries are among those most likely to be sold by Suez.
2.1.2 Cost reductions

According to Suez the company already had plans to cut costs by €500m in 2003 and a further €100m in 2004.  The group now intends to cut deeper in both these years.  One source of these cost reductions will be the merger of the headquarters’ operations of Suez, Tractebel and SGB into a single headquarters with one office in Paris and one in Brussels.

2.1.3 Investments restricted to cash-flow

The company is adopting more restrictive investment criteria.  One change will be in risk assessment, where the company says it will favour “currency risk-exempt financing”.  This is certainly in response to the crises in Argentina and in Manila (see below) where the company suffered from exposure to currency risk.  

The target of being ‘exempt’ from currency risk implies that very few developing country projects will be selected for investment.  The Aguas Argentinas concession enjoyed a theoretical protection from currency risk through the ‘dollarisation’ of prices, but that has proved to be unenforceable.  It is hard to think of a form of guarantee that will satisfy the requirement of ‘exemption’ from currency risk.  It should be noted that currency risk cannot be simply abolished – Suez is saying that someone else must carry that risk for them, otherwise, it will not make investments.

Another change in Suez’ corporate strategy is to adopt criteria which favour “the quickest free cash flow generating projects and contracts”.  This will exclude long-term water concessions, which have a typical profile of rising profits in later years of the concession, and so this too means that Suez is less likely to enter such concessions.

Finally, projects will be expected to finance all their investments out of their own cash-flow. In future profits will not be redeployed across the group, and investments will not be made unless backed by profits from the project itself. This implies potential conflict with water concession contracts, many of which include absolute requirements for investment targets to be met, regardless of local profitability. 

It also implies that Suez’ pricing policies will attempt full cost recovery, including the cost of investments – a policy which is widely recognized as unrealistic and unachievable in poor communities in developing countries.
  And it implies that Suez will continue to ‘ring-fence’ concessions by raising money through project finance, which is secured on the revenue streams of the project alone – not corporate finance based on the company’s assets.  This increases the cost of finance.  
2.1.4 Restructuring

The divisions of Suez dealing with energy and water and waste are being restructured, a change that was announced in 2002.  In energy, it involves finally integrating the Belgian electricity company Electrabel into the structure, and making it the head of the combined electricity and gas operations, which are now contained in two divisions – one dealing with Europe (Electricity and Gas Europe - EGE) and one with the rest of the world (Electricity and Gas International – EGI). 

The water division – previously known as Ondeo, and before that Lyonnaise des Eaux – is now merged with the waste management division, previously known as SITA.  The combined operations are then split according to whether the customer is a public authority – (Suez Environment Local Services – SELS) or a private company (Suez Environment Industrial Services – SEIS).  This is a surprising move, as SITA enjoys global name recognition, and Ondeo was adopted as a name for the water operations only a few years ago.
   

It appears that Suez sees the business with public authorities as being very different from the (growing) business with private companies, which must seem relatively secure and attractive.  A recent example is the $1.5-$2 million contract for the provision of oilfield chemicals and services to Esso Exploration and Production Norway AS., a subsidiary of ExxonMobil. extendable up to seven years, won by Ondeo Nalco in January 2003. 

2.1.5 Focus on Europe and North America, not developing countries

The final part of the strategy is a simple statement that the group will ‘concentrate’ on the ‘soundest’ markets of Europe and North America.  For developing countries the strategy is no new investment, and reducing existing investments by one third by 2005:  “SUEZ exposure to emerging countries, as measured by capital employed, is expected to be reduced by close to one third”.

This is a major policy reversal by the company which has led the globalisation of private water operations, declaring that the mission to bring water to the poor is one that the company itself was committed to.  It creates a difficulty for the World Bank and other IFIs whose strategies for the water sector depend on enticing the multinationals to increase their investment. and participation.  Instead, they are now faced with a two-year period in which the leading company is abruptly reducing its investment

2.1.6 ‘Prepare to depart’

The presentation made by Suez CEO Gérard Mestrallet on the same day is even more blunt about the approach to developing countries:

· “ reduce investments,

·  freeze financing in strong currencies

·  and, with multilateral institutions, perfect appropriate intervention procedures

·  ensure that concession granting authorities and partners stick to their commitments, failing which           prepare to depart”. 

The last two clauses in particular highlight the group’s conditions for any continued operation in developing countries.  Multilateral institutions, meaning the development banks and the IMF, are expected to perfect ‘intervention procedures’ which will protect multinationals like Suez from the currency and political risk experienced in Argentina.  In effect, future dollarised profits must be guaranteed, or else Suez will not invest.

The final statement is a sharp reversal of Suez’ previous statements about its commitment to developing countries – for example, that it will stay through the hard times in Argentina in order to protect its future credibility.  But the company has failed to enforce dollarisation in Argentina, and in Manila its local partner had problems repaying its debts.  What Mestrallet is saying is that in future in these circumstances Suez will “prepare to depart” – walk away from the country or city and its water contract (and Manila itself is the first example of this new policy in action).  This new strategy of departure could be widespread.  As Argentina showed, even the strongest protection clauses can be scrapped in a crisis. 

2.2 The background

2.2.1 Argentina – the losses continue

The greatest single factor influencing Suez must be the collapse of the Argentine economy, and with it the economic viability of the numerous privatised water concessions held by Suez and its subsidiaries.  In 2002 Suez wrote off $500m because of Argentina, and the crisis effectively cost Suez over 8% of its international water business.  The company is engaged in intensive efforts to persuade the Argentine government to carry the burden of the losses.  Contractual clauses had permitted Suez to link prices in Buenos Aires to the US dollar, but crisis legislation ended this dollarisation.  
  

2.2.2 Departure from Manila

Suez’ subsidiary Maynilad Water has formally announced that it is abandoning its concession in the western half of Manila, in the Philippines. Suez’ partner in Maynilad Water is Benpres, one of the local companies which dominate much of the Philippine economy. The concession was awarded in 1995, but was affected by the currency collapse in the Philippines two years later.  Suez and its partner sought to impose heavy price increases, and then stopped paying the regulator the required fees as a way of restoring profits. In December 2002 Maynilad said it was abandoning the concession, claiming $303m compensation for all the investment it had made. 

This is the first time that Suez has openly abandoned a water concession.  Previously, especially in the context of Argentina, it protested that it would remain even through the most difficult circumstances, in order to demonstrate its commitment to the local service.  The exit from Manila may thus be taken as the first example of the new policy of ‘prepare for departure’. 

2.2.3 Loss of contract in Atlanta

Suez must also be greatly concerned that it has lost one of its biggest contracts in one of their referred safe markets, the USA.  The city of Atlanta, Georgia, USA, privatised its water in 1999 to United Water Resources (UWR), the US subsidiary of Suez, promising annual savings of $20m., which would enable the sewerage rate to be reduced.  But a city audit has shown that “savings, while substantial at $10  million a year, came in at about half projections.  And that money ended up subsidizing general government operations, not staving off sewer rate increase.”  More surprisingly, audits also showed that UWR “failed to collect $33 million….And the firm also has asked repeatedly for a raise of about  $4 million a year”. 
   The concession was terminated on January 2003 when  “Atlanta officials and a unit of French utility giant Suez SA agreed to abandon one of the largest privatization efforts in U.S. history, a takeover of the city's water system that generated only half as much savings as expected and a mess for consumers”. The city council is now re-establishing a municipal water service. 

2.2.4 Protests in Jakarta

Suez’ contract in half of Jakarta, Indonesia (Thames have the other half) continues to attract opposition and protest, five years after it was given to Suez by then president Suharto.  Suez had formed a water partnership with one of Suharto’s cronies in order to win this contract.
  The opposition to the Jakarta water privatisation has been revived in the context of a new bill in front of the current Indonesian government which critics charge will enable the privatisation of water nationwide.  The World Bank claims that the bill will have no such implications and insists that will merely serve to decentralize what was an over-centralized Jakarta-based water management system. Under a decentralized system, regional governments may feel more pressure to sell off public water utilities..  Environmental groups are organising strong protests against it, arguing that the damaging effects can be seen in Jakarta, where “Despite the entrance of two foreign companies, people in Jakarta still complain about the quality of the water they produce as well as disruption to water supply… The two companies have also failed to expand their networks, arguing that the city administration had increased water rates only a fraction of the amount they had requested.”
  From the beginning of January 2003, there were a series of  student demonstrations against the government of Megawati Sukarnoputri, demanding a cancellation of the utility price rises and an end to the plans for privatisation, including water privatisation.
 Consumer groups criticised price rises %, the lack of service to the poor, and the leakage rate of around 48%. 

2.2.5 Image problems in Morocco

In Morocco, Suez is trying to bolster its image as new contracts for water and electricity in five cities will be tendered over the next few months.  Suez’ problem is that it already has a contract to supply water and electricity to over half a million households in Casablanca, but it is not regarded as a showcase: “the company has received criticism from some quarters, accused of lack of transparency in its dealings with the municipal authorities.  There have also been complaints about a rapid increase in charges, mainly affecting households.” 

2.2.6 Reliance on public sector development banks

Suez’ policy is concerned primarily with limiting, protecting and guaranteeing the profitability of its own investments. However, it continues to be ready to use debt finance provided by international and national development banks. In Brazil, for example, it has just received a US $ 19m loan from the state-owned national development bank BNDES for its water subsidiary Aguas do Amazonas, which has a 30-year concession for Amazonas state capital Manaus. 
 The water multinationals have always relied heavily on the development banks to finance their operations, but Suez’ new policies may mean that their concessions are now almost totally reliant on debt finance from the development banks such as BNDES, plus whatever surplus Suez can extract from charging the users of water. 

2.3 Other companies: withdrawing and being expelled 

2.3.1 SAUR – demands guarantees and subsidies

SAUR, the third French multinational, has for some time been uncertain about how and whether to continue in privatised water in developing countries. The company’s CEO has expressed serious doubts about the viability of private provision of water for profit in developing countries, telling the World Bank in a presentation in 2002 that “…substantial grants and soft loans are unavoidable to meet required investment levels… the considerable dependence of the growth of the water sector in the developing world on soft funding and subsidies”.
  In the last two years SAUR has withdrawn from a contract in Mozambique, insisted on a major renegotiation of a contract in South Africa, and suspended a planned contract in Zimbabwe.

2.3.2 Vivendi 

Vivendi has expressed similar doubts about the financial viability of serving the poor in developing countries, where the requirements of low risk and profitability limit investment to ‘big cities where the GDP/capita is not too low.’  The prospects of profit depends either on ‘Sufficient and assured revenues from the users of the service’ – which excludes the poor - or on government guarantees of payments for the service, in effect subsidies.
  While Vivendi has not made any blanket statements about withdrawing from developing countries, there are some signs of withdrawal – both voluntary and involuntary.

2.3.2.1 Sanepar – involuntary exit from Brazil

Vivendi are in effect being forced out of their position in Sanepar, the Brazilian water utility in the state of Parana, Brazil.  The newly elected governor has ruled as invalid the 1998 agreement under which a Vivendi company was allowed to buy 39.7% of Sanepar's shares, but to enjoy majority control by being given the power to appoint government representatives to the board: “The Parana governor, who is from the centrist PMDB party, alleges that the consortium has paid excessive dividends at the cost of infrastructure investment. Vivendi rejects the claims, saying its return on investment has been only 3 per cent in dollar terms… The outcome of talks could affect the company's future in several other Brazilian projects. However, the Parana government said it would not backtrack on its decision, which some analysts consider a political move to gain popularity.” 


Nevertheless, the governor said that some kind of partnership with the French company is welcome, and  that minority participation of foreign capital in state companies is welcome. Vivendi representative Orsini said that his “visit was to reinforce the company's partnership and technology transfer pledge. "We act in several fields, like waterworks and sustainable development, and want to exchange technologies, as we are doing in the entire world.".” 

At the end of February the mayor of Londrina, another city which had contracted its water services to Sanepar, was considering remunicipalisation as the 30-year concession which predated privatization, expires. He argued that “municipalising the service would lower service costs, and that the monies collected for the service would remain in the city to finance waterworks sector projects.”

2.3.2.2 Low equity takeovers in Britain and Czech republic

Vivendi is pursuing a policy of minimising its exposure to risk, even in Europe, through devising financial vehicles which use debt as the overwhelming form of finance, with only a ’thin slice’ of equity.  One example is its complex current bid for Southern Water in the UK, whereby Vivendi gained effective control over the operations of this major UK company while only taking a small equity stake, with the rest of the finance arranged in the form of debt. 
  The company also used financial intermediaries in its takeover of the water utility of Zlin in the Czech Republic.
 

3 Financial risks of privatisation for countries

Other recent developments are a reminder of the problems of privatization when the companies remain in place. Some financial proposals – such as those of the Camdessus panel, or the EU water initiative -  place strong emphasis on the need to provide stronger guarantees to encourage the multinationals. But experience suggests that these create grave risks for countries. 

3.1 Guarantees: public assumes all risks and then some more

3.1.1 RWE-Thames in Emit: overpricing of flag ship BOT costs Turkey millions

In 1995 Thames Water signed a 15-year BOT contract, with a total value of $933m, in Turkey. It involved building a dam to create a source of bulk water for the town of Izmit and the city of Istanbul. The plant was completed in 1999, and is 48%-owned by Thames Water (now part of the German energy group RWE). 

The financing of the project had depended crucially on both take-or-pay agreements and state guarantees. A UNDP paper spells out the attractions this offered for investors: “The largest privately financed water supply project in the world, Izmit has an innovative financing structure. …Perhaps the most critical aspect of the Izmit financing, however, is that the Turkish central government is guaranteeing 85 percent repayment of construction costs. This guarantee opened the doors to international finance in the face of concerns over "political risks" in Turkey. … The Izmit agreement is "take-or-pay," obligating the city to pay for a minimum and maximum amount of water delivered by the project company. If the municipality defaults, the lenders have recourse with the Turkish government.” 

But it all went wrong, and the people of Turkey are now paying the price. A report by the public auditors, the Court of Accounts, said that the scheme was suspect from the start. The plant cost double the amount envisaged, and as a result the price of water was far too high for its intended customers.  Global Water Report reported the details of the economic failure of the project: “The Court of Accounts, in its April 2002 report, said the BOT model was unsuitable, and that expected industrial consumers failed to materialise, as the water was too expensive. It said neighbouring municipalities would not buy water from the plant for the same reason. Izmit municipality, in spite of undertaking to buy 492m m³ of water a year, made no provision for paying for the water in its 1999 or 2000 budgets. Izmit's industries are still taking much of their water from private supplies or boreholes. In July 1999, GWR reported that the Istanbul Municipality Water authority (ISKI) had refused its allotment of water from the Yuvacik dam, claiming that the consortium was charging too high a price and that in any case the water was currently surplus to its requirements.  On 29 August the local Turkish tabloid newspaper, Sabah, reported that the Treasury was paying $387-mil for unsold water from the Yuvacik Dam.”

Following the auditors report, government officials are now under investigation for misconduct, and Thames are under pressure to renegotiate. The deal has cost the Turkish government and its people millions of euros.
 One possible explanation of the officials agreeing to such a flawed scheme, and to signing a government guarantee for it, would be the payment of bribes by the company. 

3.1.2 Public risk on private investment in Peru

Another BOT in Peru, has been hailed as a financial triumph, but uses the same basic structure of take-or-pay agreements and government guarantees as the disastrous Izmit deal. 

In January 2000, a joint venture between two Italian firms (Acea, Impregilo) and one Peruvian company won a 27-year contract for the concession to provide bulk water supply to the northern region of Lima, Peru. The project was financed by US$ 10m equity and a US$ 25m bond issue on the domestic capital markets in Peru. This was highly rated because the state-owned and highly credit-worthy water company Sedepal signed a take-or-pay agreement, which is further guaranteed by the government, under which the price is indexed to the US dollar. The state also guaranteed the bonds themselves. 
 This innovative financing arrangement for this project earned it the title ‘Latin American water deal of the year 2001’ in Project Finance magazine. 

It has certainly ensured that investors face no demand, currency or competition risk for 27 years, but it does nothing to reduce any of those risks. Like Izmit, it has simply transferred the risk to the Peruvian people. 
3.1.3 The risk to people: the World bank’s tax on Indonesia for the benefit of Enron

Another way of effecting the same transfer can be seen in a power project set up by the criminal and bankrupt US multinational Enron in Indonesia. This was one of several independent power producer (IPP) contracts signed with the corrupt dictatorship of President Suharto, under which Suharto guaranteed that the country would buy all the electricity Enron produced, at a guaranteed price, for 20 years. The contracts were suspended in 1997 in response to the country's economic crisis and the collapse of the rupiah, the Indonesian currency.  The head of the Indonesian power utility, PLN, made clear to all the IPPs that it simply could not afford to pay the prices specified in the power purchase agreements (PPAs), and also pointed out that the contracts were tainted with corruption and so should at least be renegotiated.
 

Enron however had taken out ‘political risk’ insurance with the World Bank’s Multilateral Investment Guarantee Agency (MIGA), and claimed $15m on account of the non-viable power station.  There was no court case on the dispute, but MIGA's general counsel and World Bank Group vice-president Luis Dodoro made a unilateral decision that “international law dictated that the cancellation be compensated”, and paid Enron their $15m.
 
MIGA then transferred the entire cost to the people of Indonesia, by insisting that the Indonesian government reimburse them the $15m.  There were negotiations during which MIGA refused to issue any more coverage for business in Indonesia until the money was paid, and so the government finally agreed.  The Indonesian people have since been paying a tax to compensate a corrupt and collapsed multinational for failing to make its hoped-for profits from an unsustainable deal with a corrupt and overthrown dictator.

3.2 Extracting capital: IWL in Tallinn, Estonia

Another kind of problem emerged in Tallinn, where a privatization resulted in the multinational company taking capital out of an efficient public utility. 

3.2.1 Privatisation of a public success

In January 2001, International Water Limited (IWL), owned equally by the US-based Bechtel and Italian-based Edison, formed a 50-50 joint venture with United Utilities International (UU), a subsidiary of the UK water and energy company United Utilities, to buy a controlling 50.4% stake in AS Tallinna Vesi for € 80m, with the municipality retaining the rest. Tallinna Vesi is the water company of Tallinn, capital of Estonia.  IWL is one of the small water multinationals, famous as the company which privatised water in Cochabamba, Bolivia, a concession which was terminated in 2000 after bloody riots.  

The Tallinn water company was not in need of efficiency improvements. Tallinn had been one of the first beneficiaries of the Baltic Sea model, under which neighbouring states arranged aid, loan finance and capacity-building from established public sector companies (see accompanying paper on North-East Europe  for details).
  In the case of Tallinn, Stockholm Water helped transformed it into a viable and well-run company.  The water company was slated  to receive a corporate loan of €22.5m from the European Bank for Reconstruction and Development (EBRD), consisting of €15.5m to refinance an existing sovereign-guaranteed loan and €7m of additional financing.

The driving force behind the privatisation seems to have been the council’s realisation that it could acquire a significant amount of money for its own budget by selling its efficient water company to a private bidder.  In June 1999 the city council discussed asking the company to reduce the price of water, a move which was strongly resisted by the EBRD, concerned for the security of its loan.  The water company claimed the price cut would cause it a loss of up to 70m Kroons.
  The argument continued, and by October 1999 the council decided on the completely different strategy of selling the water company altogether.
  The decision to sell was not opposed by the EBRD.

A large part of the proceeds from the sale, no less than EKr641.2m was paid into the municipal budget, much more than originally expected.  The sale price was split: 641.2 million kroons were paid to the city of Tallinn, and 686.8 million kroons transferred into Tallinn Vesi by the purchase of 30 million new shares. Within months of the sale, IWL-UU embarked on a series of measures designed to maximise their profit from the company, while minimising their investment. 

3.2.2 January 2001: City Council concedes 50% water price increase in four years 

The city council originally declared that it would not permit a rise in the price of water in 2001 - it had not risen since 1998.  But in January 2001 the council was immediately forced to abandon that promise, as the privatisation agreement allowed the new owners to rise the price equal to that of the consumer price index (8-10 percent) in the first two years and 15 percent in 2004 and 2005.  The water rates in Tallinn would thus increase 50 percent by 2005, under the new business plan.  The company and the council argued that this was necessary in order to finance future investment in sewerage works.  The city council consumers protection commission,  protested that it had not been granted enough time to study the pricing calculations.

3.2.3 March 2001: Board members offered $1,000 per meeting

The Tallinna Vesi supervisory council has seven members.  The previous board members were dismissed in January 2001and replaced by executives of International Water and their advisors, together with city council representatives.  In March 2001, IWL-UU proposed that the members of the supervisory council should each be paid $1,000 US  for participating in each meeting, which happens every 2 months -- about 100,000 kroons (USD 6,000) a year, according to the daily Aripaev.  Nikolai Maspanov, representative of the City of Tallinn in Tallinna Vesi's council, confirmed that this had really been said at the meeting on March 1.  Another member of the Tallinn City Council on the Tallinna Vesi supervisory council, businessman Toivo Ninnas said he categorically refused to accept the 1,000 dollars. "I don't want to become a political corpse," he added. At the same meeting, the new owners offered to fly them all to London. 

3.2.4 May 2001: Surcharge for surface drainage 

In May 2001 Tallinna Vesi demanded that the city council agree to pay 41 million kroons this year and 48.4 million kroons in the next four years, or a total of 235 million kroons (USD 12.8 m.) in five years, for carrying out surface drainage work. This had always been done by the municipal water company at no extra charge – the tariffs were deemed to cover both services.

3.2.5 May 2001: $10m dividends taken out of company after 6 months in private hands 

Also in May 2001, the supervisory board recommended that the company pay out in dividends 182 million kroons (US$ 10.3m) out of the profit for the year 2000 and previous years' retained profit.  The board also agreed the last year's financial report, according to which the company earned 24 million kroons of profit on 438 million kroons of sales in 2000.  The company was thus paying out dividends to its new owners out of surplus accumulated in the past under public ownership.  Moreover, the dividends were eight times larger than the previous year’s profits. 

Tallinna Vesi board member Rain Tamm claimed that the reason for the payment of such a large sum of dividends was “the obvious overcapitalization of the Tallinna Vesi balance sheet and the large amount of idle money on the bank account: " 

3.2.6 January 2002: renegotiation of contract

In January 2002 negotiations began to change the service agreement with Tallinna Vesi.  The company had carried out construction works without the city's approval and in a smaller than promised volume.
  Deputy Mayor Vladimir Panov noted that the original contracts had been drawn up by British lawyers and did not take the situation in Estonia into account at all, so that the British always had the upper hand in relation to the interpretation of the contracts.
 

After protracted negotiations, it was agreed that the price of water would not rise in 2003, and the planned above-inflation price rises would be spread over a longer period (2004 to 2010, instead of 2004 to 2006). Nonetheless, the new agreement still sees prices rising by 54% in real terms by 2010, compared with the original promise of no rises.  Deputy Mayor Vladimir Panov said that the new terms meant a 36 million kroon (€2.3m) reduction of revenue for Tallinna Vesi over five years, compared with what it would have enjoyed otherwise. 

3.2.7 September 2002: International Water and United Utilities take millions out of the company
In 2002 IWL-UU again took a big dividend from the company. In 2001 Tallinna Vesi earned 167.9 million kroons profit on sales turnover of 423.1 million kroons, a 700% rise in profits compared with 2001, the last year of public ownership. The company agreed to pay out 80% of that surplus in dividends (EEK131m).  This brought the total dividend paid in the first 17 months of privatisation to about $20m - $10m for IWL-UU, and $10m for the city council.

In September 2002 the equity capital of Tallinna Vesi was reduced by over 80%, from EEK 1150 million ($74m), to EEK 200m, by buying back shares from the owners – IWL-UU and the city council – who each netted about $30m.
 

As a result of these financial manoeuvres, IWL-UU received a total of EEK636m in less than two years - EEK157m in dividends, and EEK479m from the capital reduction.
  They thus recouped 93% of the EEK687m of new equity capital they injected into Tallinna Vesi in January 2001,
 yet still own 50.4% of the company. And they still have the 50% above-inflation rise in water prices to enjoy over the next three years up to 2010.  The city council, the other shareholder, has enjoyed the same financial benefits.  A total of $80m had been extracted, in the space of 20 months .

3.2.8 November 2002: 100 jobs cut

In November 2002 the company announced that it would lay off around 100 employees, about a fifth of the workforce.  Compensation packages were agreed with the union, and included assistance in finding new work.  Prior to the announcement, Tallinn had already reduced its workforce by about 100 employees since privatization, mostly through retirement. 
  According to press reports, one of the main aims of the restructuring was to “improve productivity of labour, cutting down the number of team members while retaining the general number of teams”.

3.2.9 November 2002: new EBRD loan

In the same month, November 2002, the EBRD agreed a new loan to Tallinna Vesi, of €80m, almost exactly equal to the amount of equity and dividends that the post-privatisation owners have taken out of the company. 

Thus investment in the city’s water and sewage system, insofar as it takes place, continues to be financed primarily by EBRD loans – with a new €80m loan in 2002, following two (pre-privatization) €22.5m loans in 1994 and 2000. 
  The accumulated surpluses of the public sector years are no longer available to support these debts. The company will of course have to pay the interest on the loan, which means it will be charged to the consumers of Tallinn. 
 

Evidently the EBRD is proud of its recent involvement with Tallinna Vesi.  The loan, according to the EBRD’s press release, is intended to “improv[e] the efficiency of [Tallinna Vesi’s] balance sheet following its privatization in 2001.” 
  Thomas Maier, the EBRD's Director for Municipal and Environmental Infrastructure, described the project as a good example of the Bank's willingness to support public-private partnerships in Estonia, and expressed the hope that the new 2002 loan would encourage similar projects in all the Baltic states. 

3.3 Entry and cancellation: problem points

The problems in the relationships involved in privatised water extend from start to finish, according to a new paper from the improbable source of the World Bank itself. 

Firstly, there is the risk of ‘unsolicited projects’.  The paper says these include some of the most controversial projects in the world.  Companies often submit proposals in an attempt to  avoid a competitive process, and there is a high risk of corruption and inefficiency.  Long-term, prices are permanently higher and/or quality is permanently lower. 
 The paper gives no examples, but all the water privatisations in central and eastern Europe before 1995 were the result of exactly these kinds of unsolicited approaches – Gdansk in Poland, Pecs, Szeged and Kaposvar in Hungary, Brno, Ostrava, Plzen, north Bohemia in the Czech republic.  Their residents may still be living with the long-term costs of those unsolicited projects. 

Secondly, the contract will change in ways unforeseen by the government or municipality, but probably foreseen by the company.  According to the bank’s paper “55 percent of water concessions in Latin America were renegotiated in the 1990s.  Some renegotiations are due to opportunistic behaviour by the private investor or the government.  But some long-term contracts are renegotiated in response to unforeseen or changing circumstances”.
 

Thirdly, there is a high risk of cancellation, where the private sector exits the project before the end of the contract.  Out of all the water infrastructure projects financed by the World Bank between 1990 and 2001, seven had been cancelled by the end of 2001, representing 11.5% of the total value of water projects.  This is an astonishingly high percentage (and has certainly grown, as Suez has exited from its Manila concession, and the Argentinian concessions are effectively bankrupt, and Vivendi is being expelled from its major Brazilian contract).
  Cancellation can be an expensive process, especially when multinationals now automatically go to arbitration to claim compensation.  For some councils, such as Szeged in Hungary, the cost of termination is unaffordable.

4 Conclusions: no longer business as usual

Suez’ experience has taught the company that its previous profits model for water privatization in developing countries is not sustainable. SAUR had already come to the same conclusion, and Vivendi is also restricting its investments. The requirements set out by Suez for its future investments in developing countries are extremely demanding. The company is requiring unequivocal guarantees for its investments against all forms of risk, and requiring all of its operations – not just future contracts – to generate the cash for all investments. 

This is a commercial impossibility for the poor, and so the companies are effectively demanding subsidies and guarantees from the development banks as a pre-condition for attempting to connect the poor.  This is contrary to the rhetoric which Suez, especially, has employed in the past, that the companies can connect the poor.  It also challenges the very reasons for involving the private sector in such an essential public service – the capacity to take on risk, to bring in their own capital and to provide the ‘benefits’ of competition.  As it turns out, these multinationals are unable to do any of this. 

The cases of Thames in Izmit and IWL in Tallinn reinforce this message. A multinational’s guarantee is a country’s risk, which can be translated into a huge financial burden at an unexpected moment. The connection with corruption is also obvious.

The most basic lesson is for governments, development banks, donors and community organizations concerned with water to recognize these facts.  It is not credible for the World Bank to continue making policy on the assumptions of the 1990s, when the flagship concessions of Buenos Aires and Manila are collapsing, and Suez says it will ‘prepare to depart’.  It is no longer ‘business as usual’ with the water multinationals.  The water multinationals are now clearly prepared to abandon concession contracts which do not meet the new demand for security for their investments.  Communities, governments and public authorities, where there are existing concessions with the multinationals, especially Suez, should themselves initiate a review of the concessions and identify best options from the local perspective. 

Countries should also be advised to ignore the invitations to give guarantees in order to entice the multinationals.  There is an obvious incentive to corruption, and clear risks of the commitments being called in.  If the private sector cannot deliver without guarantees, then the job is clearly one for the public sector

� With acknowledgements to PSIRU colleagues Emanuele Lobina and Robin De la Motte for valuable comments and suggestions
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