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Good Morning Ladies and Gentlemen,

Introduction

For the next three days we have some 80 people from DMC Governments, DMC water
authorities, private sector consultants and contractors, and external support agencies
gathered here in Manila for this Regional Forum on Regulatory Systems and Networking of
Water Utilities and Regulatory Bodies. | welcome you all and thank you for making the effort
to be here and participate in this notable event.

This morning | would like to first talk to you about ADB’s Water Policy that was approved
by our Board of Directors earlier this year. | will then identify some issues in the water supply
subsector in our developing countries. Finally, | will move to the substance of this forum and
note some areas you may wish to give special consideration in your deliberations.

Water security is a rapidly growing issue in the Asian and Pacific Region. The threat of
inadequate safe water is real. At the same time, water is a key development ingredient that
impacts on a variety of factors that sustain and enhance life. As a critical natural resource, the
issues connected with managing it involve allocation and distribution, equity, conservation,
pricing, regulation, education, participation, and sustainable use. With the region’s rapid
population growth, rising industrialization, increasing environmental degradation and pollution,
and the specter of a dwindling resource, stakeholders are now emphasizing the need to
address issues related to integrated water resource management in a comprehensive and
holistic manner. Policies for the sustainable use of water need to be developed in consultation
with all stakeholders.

ADB'’s Water Policy
ADB’s water policy, which was developed with extensive stakeholder consultation, has the
following seven main elements:
* Promote a national focus on water sector reform (including policies, laws, institutional
capacity building, information management, and sector co-ordination).
» Foster the integrated management of water resources especially in river basins.
« Improve and expand the delivery of water services (including private sector
participation and emphasizing equity in access to water for the poor).
» Foster the conservation of water and increase system efficiencies.
* Promote regional cooperation and increase the mutually beneficial use of shared
water resources within and between countries.
» Facilitate the exchange of water sector information and experience (including public-
private- community-NGO partnerships).
* Improve governance (including the promotion of decentralization).
Ladies and gentleman you can see that this regional forum will address nearly all of the
main elements of ADB’s water policy.

Water Supplies in our DMCs
Now | would like to mention four of the main issues regarding water supplies in our DMCs
which we all need to give much more attention.

Serving the Urban Poor

ADB's principal objective, as you no doubt know, is poverty alleviation in our DMCs. In
the rural areas, for water and sanitation, this is manifested in distance to access water,
female education foregone fetching water, the physical burden of carting water, and a lack of
hygiene awareness. In the urban areas, among others, it is manifested in the cost of water,
the unreliability of intermittent supply, the poor environmental sanitation conditions, and the
lack of privacy for females in sanitation. Notwithstanding the privatization of some urban
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water supplies in our region, millions of the poor are still unserved with piped water supply
and paying 10 times the rich to procure water by the container.

Conflict of Water Use (Irrigation vs. Urban Domestic Water Supply)

As urban areas rapidly expand, (which is to a large degree unstoppable) more and more
water is required from the areas surrounding cities, and we are finding that irrigation has
already bespoken for most of that water. Our DMCs need to urgently develop policies and
laws that will allow the most economic use of that water. Trading of water rights, cropping
alternatives to paddy, and much more efficient operation and maintenance (O&M) of irrigation
systems will have to become a reality in the near future.

Political Interference in Tariffs

Well, as you know this is one of the main reasons for regulatory bodies and this regional
technical assistance. ADB has had experiences over the years where DMC water authorities
have gone through a number of cycles of good and bad performance and these have all been
the direct consequence of changing political influences. Tariffs are the lifeblood of a water
authority and to have them controlled by political whim is to deny sustainable development
and under-utilize the good human resources to be found in the DMC water authorities.

Intermittent and Unaccounted for Water

The example of the Malé Water and Sewerage Company Pvt Ltd (MWSC) in the
Maldives, which runs a 24-hour piped water supply with domestic consumption of 20-30 liters
per capita, is proof to all that it is not shortage of water that is the reason for intermittent water
supplies on the sub-continent. The price of water and metering are at the core of the problem.

After 20 or more years highlighting the problem of unaccounted for water, we have still in
our region (apart from such notables as Singapore and Macao), to see any real inroads in
reducing unaccounted for water. Part of the reason for this is obvious. There is not adequate
metering nor billing and collection. With computerized systems it should be very easy now to
address these |lls, if there is genuine willingness to change. And there is no excuse for not
fixing visible leaks in the service connections (the main source of leakage).

Regulatory Bodies and this Forum
Now | come to my third and final subject, which is the focus of this forum.

The recent history of our region has shown that the advent of the regulatory body was a
result of the push to privatization. Since regulatory bodies were not in place at the time of
privatization, then we effectively got regulation by contract. The organization set to administer
that contract was then appointed the regulator. Three conclusions emerged. First, regulation
by contract was not working because there is a major difference between contract
administration and regulation. Second, independent, sole purpose, regulatory bodies were
needed for all water supplies not just those privatized. Third, more than ever, the need for a
sound and transparent policy from the Government was seen as the foundation upon which
regulation must be based.

| want to take up on that second point. In our DMCs at least 98% of our systems are not
privatized. If we are going to have regulatory bodies, they must be very relevant to the
existing conditions of urban water supplies in our DMCs. For example, to talk of rate of return
on assets for many of our municipal water authorities is just not realistic right now. So in your
deliberations in this forum, please above all keep this in mind. Our DMCs are not the United
Kingdom (UK) or France or Australia and most have not, nor are likely in the near future, to
have many privatized systems.

This forum is timely for ADB and our DMCs. ADB is actively working with other
stakeholders to set up regulatory bodies right now in Sri Lanka and Nepal and a number of
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those stakeholders, including some from the World Bank are here today. Indeed, tomorrow |
will host a small working lunch with some of you to further pursue developments of both the
regulatory body and privatization steps in Kathmandu.

You will see in the program at the end of today a presentation from the concerned
consultant about another ADB regional technical assistance, Public-Private Community
Partnerships in Urban Services for the Poor. Again, in your deliberations at this forum please
pay special attention to the urban poor to see not only that they are not disadvantaged, but
that special provisions are made in regulation to ensure their plight with respect to water
improves. Feedback from this forum to the other regional technical assistance is important.

Let me mention corruption. Please don't ignore the potential for good regulatory bodies to
reduce corruption in our development work. The opponents of change are most likely to be
those who are unfairly benefiting from the existing water supply operations.

Finally, let me say to you that there are not so many occasions when a number of key
players in the sector get together like this. Please take the opportunity to discuss also broader
sector issues both with your fellow participants and ADB staff. We do not presume to know
the answers. We most of all need to listen to what you are saying.

Once again, a very warm welcome to you all and | wish you all the best with your
discussions. Thank you.
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WATER SUPPLY AND SANITATION - TODAY'S SITUATION

The poor pay a terrible price for their poverty

Squalor, disease and death in and around Third World cities are daily reminders of the
societal divide that condemns more and more people to marginal and undignified existence.
Inadequate water and sanitation services add to the indignity, increase the disease burden,
and make it ever more difficult for the deprived to escape the poverty trap.

About 6,000 people die every day from diarrhoeal disease. Why do we accept this? There
are still 1,100 million people without access to an acceptable supply of drinking water and a
shameful 2,400 million without hygienic means of sanitation. Why do we continue to pay the
heavy price in health care, lost productivity and environmental degradation, rather than the
lesser cost of fostering improved health and hygiene through sustainable water and sanitation
services?

Improvements are barely matching population increase. Business as usual will not
achieve fast enough progress.

Behind the Statistics

The WHO/UNICEF "Global Water Supply and Sanitation Assessment 2000 Report"

(November 2000) records that through the 1990s:
An average of 224,000 people a day gained access to improved water supplies;

e 205,000 people a day, had improved sanitation;

e Over the same period, however, the world's population grew by 216,000 per day;

e 2,000 million of the 2,400 million people without access to hygienic sanitation live in rural
areas; and

* 900 million of the 1,100 million lacking access to the safe water are also in rural areas.

Global Water Supply and Sanitation Coverage

1990 Population (millions) 2000 Population (millions)
Total Population | Population % Total Population | Population %

population served unserved | served | population served unserved | served
GLOBAL (76% of global population represented) (89% of global population represented)
Urban water 2,292 2,179 113 95 2,845 2,672 173 94
supply
Rural water 2,974 1,961 1,013 66 3,210 2,284 926 71
supply
Total water 5,266 4,140 1,126 79 6,055 4,956 1,099 82
supply
Urban 2,292 1,877 415 82 2,845 2,442 403 86
sanitation
Rural 2,974 1,028 1,946 35 3,210 1,210 2,000 38
sanitation
Total 5,266 2,905 2,361 55 6,055 3,652 2,403 60
Sanitation

Source: WHO/UNICEF, Global Water Supply and Sanitation Assessment 2000 Report.
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Asian Water Supply and Sanitation Coverage

1990 Population (millions) 2000 Population (millions)
Total Population | Population % Total Population | Population %

population served unserved | served | population served unserved | served
ASIA (88% of global population represented) (94% of global population represented)
Urban water 1,029 972 57 94 1,352 1,254 98 93
supply
Rural water 2,151 1,433 718 67 2,331 1,736 595 75
supply
Total water 3,180 2,405 775 76 3,683 2,990 693 81
supply
Urban 1,029 690 339 67 1,352 1,055 297 78
sanitation
Rural 2,151 496 1,655 23 2,331 712 1,619 31
sanitation
Total 3,180 1,186 1,994 37 3,683 1,767 1,916 48
Sanitation

Source: WHO/UNICEF, Global Water Supply and Sanitation Assessment 2000 Report.

The Vision 21 target for 2015 calls for the number without access to water supply and
environmental sanitation to be halved. This requires a 30% increase in progress for water

supply and double the progress made for sanitation in the 1990s.

The WHO/UNICEF assessment 2000 confirms the close correlation between the state of
a country's economy and the availability of basic water and sanitation services, or between
poverty and access to safe water and sanitation. That means that the need to improve water
and sanitation services for the poor must be on the poverty eradication and economic growth

agenda of governments and international development agencies.
A List of Issues in Water Supply and Sanitation Services

Immediate Issues

e Many without access to services - mostly the poor

* Rapid urbanization and the demands and issues in its wake
» Poor recovery of costs, other inefficiencies, corruption

e Approach more hardware oriented

e Centrally planned, over designed, not affordable

* Lack of participation of stakeholders, little consultation

e Limitation of funds (external and local)

* Inappropriate and inadequate regulatory frameworks

* Business as usual

Associated Issues
* Uneven distribution of water resources temporally and geographically
« Institutional fragmentation impeding proper water resources management
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The Larger Overarching Issues

* Human development and environmental sustainability requires longer horizons than the 3-
5 year horizons of politicians.

* Weak policy frameworks

» Lack of political will and action

* Lack of a vision

VISION 21: A Shared Vision for Hygiene, Sanitation and Water Supply

A clean and healthy world: A world in which every person has safe and adequate water
and sanitation and lives in a hygienic environment.

Essence of the Vision

* Building on people’s energy and creativity at all levels

* Holistic approach

» Committed and compassionate leadership and good governance
* Synergy among all partners

Vision 21 Core Points

* People come first

* A human right to basic services

» Entry-point to human development and poverty elimination
e Committed and compassionate leadership

e Synergy of action

» Hygiene and sanitation as a revolutionary priority
» Gender equity for lasting change

* The challenge of the urban poor

» Institutions as change agents

* Mobilization for affordable services

» Shared water resources management
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REGULATORY BODIES, PUBLIC AWARENESS and TRANSPARENCY

The Problem of Urban Water Supplies in Developing Countries

The major problem is political interference in the autonomy of the water utility. This includes
interference in tariffs, investments, staffing, new connections, disconnections, and
appointment of consultants and contractors. This problem is compounded by a lack of
accountability of the utility for performance, a lack of incentives in the utility for better
performance, and a lack of separation of roles of the owner, regulator and operator.

When politicians decline to approve revisions in tariffs they normally cite one of three
reasons: (i) the low efficiency of the utility, (ii) the poor people cannot afford the tariff
increase, or (iii) upcoming general, local authority, or presidential elections. This author
believes that none of these are valid reasons for not approving a tariff increase necessary to
maintain financial viability of the utility, and in fact these excuses are but a smokescreen for
the real reason, which is the politicians do not want to lose control of the money trail. Thus
corruption and governance are at the heart of the matter.

The Consequences of Political Interference and Lack of Accountability

The water service to existing and potential consumers has suffered most. For the unserved
urban poor, not only must they struggle without direct connection to the piped supply, but also
they end up paying 10-20 times as much for water as those connected, because they must
buy it in small quantities from vendors. For those who are connected, the supplies are
intermittent, often for one or two hours per day only, and the water is not potable. This results
in additional costs to the consumer including storage and pumping facilities, and pumping and
treatment costs such as filtering and/or boiling of water. Both consumers and the unserved
urban poor experience a high incidence of water-related diseases.

Low tariffs mean there is no demand management of water resources by pricing, leading
to earlier investment in new source development than needed. Low tariffs mean all
investment has to come from outside sources, eroding the independence and autonomy of
the utility. Low tariffs effect the financial viability of the utility to sustain services.

High unaccounted for water is a consequence of both political interference and lack of
accountability. Part of this is leakage, that is not fixed due to poor maintenance, low staff
morale, the perception that water has low value (low tariffs), and because it provides a
legitimate smokescreen for the other half of unaccounted for water, illegal connections. lllegal
connections are installed by the utility staff because they are so poorly paid they could
scarcely earn a living otherwise. Meter readers collude with consumers to benefit one
another. Poor standards of construction are common as consultants’ and contractors’ profits
are cut to the bone by greedy politicians demanding their cut.

What Has Been Done To Correct This Situation?

Governments rush to prepare policy statements at the behest of potential donors, but the
policy is not conveyed to the people, nor is it implemented by the government. Multi-
development banks such as ADB and the World Bank have sought to correct the situation
through loan covenants, but these, especially the ones involving tariffs, are invariably delayed
in compliance. We have seen corporatization of water utilities, but legislation, while being
necessary is not sufficient to ensure autonomy. Political will is also necessary, and so often
politicians ignore the autonomy granted to the utility by law. More recently we have had an
accent on privatization. But the jury is still out on whether it is indeed bringing the twin
benefits of greater efficiency and more investment funds. Regulation of the private sector has
to date only been regulation by contract, meaning in reality it amounts to contract
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administration. Attempts have been made to devolve power to local authorities, but often this
is honored more in the word than the deed, as both appropriate financial and human
resources are not provided to such local authorities. Nongovernment organizations (NGOSs)
are beginning to make their presence felt as watchdogs, and that is good, but they too are
divided and don't yet enjoy the popular support of the people.

What Do We Need Now?

First, we need a transparent government policy, written in language the people can
understand, and addressing piped water coverage (investments), service levels, operator
performance, and operator incentives. The policy must be communicated to the people
through every means and kept in their view. Second, we need an independent regulatory
body tasked with seeing that the policy is implemented. We need operators with incentives to
perform against agreed criteria. These can be private operators, local authorities, or national
water authorities. For accountability, we need water consumer societies to monitor the
performance of the operator in delivering good services to the people. Most important of all,
we need major tariff reform, so that tariffs directly cover the cost of new investments and the
private sector are encouraged to offer their services without the perception that they are being
subsidized by the government.

Why Will This Work?

What we have today, that we did not have in the past, is access to information through the
Internet. Although only a small percentage of the population in a developing country may
have access to the Internet, through other media, such as radio and newspapers, the
information on the Internet can be conveyed to people at the grass root level. One of the
great benefits of the Internet is that it has provided transparency and public awareness. It will
give teeth to the regulatory body that can maintain its own website. It will feed the water
consumer societies with information and be an avenue for them to express their own views.
Already the Internet has leveled the playing field somewhat on privatization by allowing
people around the world to share their experiences. The power of the politician will be greatly
diminished when the people know as much and even more than they do about a given
subject. When the consumers, and those not yet served with piped water, know the facts,
they will be the ones to spearhead the drive for higher tariffs, because he who pays the piper
calls the tune. In the end, as in the e-commerce world, the consumer will be king, because of
access to lots of information. The consumer will be the ultimate regulator, demanding
accountability for government policy implementation. NGOs, journalists and academics are
expected to play a major role in getting water consumer societies formed and keeping them
well informed.

How Will This Work?

The following scenario spells out necessary steps in the reform process. First, government
(after consultation with key stakeholders) should declare its policy in a language
understandable to the people, and then maintain that policy visible to the public at all times.
An independent regulatory body should be established to oversee implementation of the
government policy. Contracts can be prepared with private operators based on the
government policy. Memorandums of understanding (MOUSs) can be prepared between the
regulatory body and other operators outlining performance and incentives. The operator
should be encouraged to publish its own performance data on its own website. The regulatory
body will employ a consultant to audit the performance of all the operators and then will
publish these results and analysis alongside the stated government policy. The regulatory
body will then recommend action for further compliance with government policy / contracts /
MOUSs and establish the necessary rewards and penalties. It will publish all this too on its own
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website. Donor organizations or third parties like NGOs would then analyze the performance
of utilities in various countries and publish them on the Internet.

Key Factors for Success

The above scenario cannot play out unless the government is committed first to a policy of
good governance and transparency. Then it must produce a water supply policy that it means
to implement. Such policy must include incentives for operators to improve performance and
should include a tariff policy that promotes tariffs at levels sufficient to finance new capital
works. The other key factors for success include establishment of strong water consumer
societies and the active role of NGOs, journalists and academics as watchdogs on
implementation of policy. Finally, professional public relations consultants should be
employed to facilitate the involvement of all key stakeholders in the reform process.
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PROCEEDINGS OF THE REGIONAL FORUM

Introduction

The Regional Forum on Regulatory Systems and Networking of Water Utilities and
Regulatory Bodies was held at the Asian Development Bank (ADB) in Manila from 26 to 28
March 2001. The purpose of the Forum was to present and discuss the overview of
regulatory systems and case studies, country reports, experiences of other countries,
consultants, private operators, and international organizations. It was hoped that the
presentations and discussions would help developing member countries’ (DMC) governments
in finding ways to establish independent regulatory bodies. The Forum also aimed to discuss
the establishment of networks of water utilities and regulatory bodies.

There were about 75 participants and observers from 18 countries in the region
representing governments, water utilities, consultants, private operators, external support
agencies, and international and regional organizations who attended the Forum. The Forum
Program and the List of Participants are given in Appendix 1 and Appendix 2, respectively.
The Forum followed a format of presentations of related topics in PowerPoint slides, followed
by open plenary discussions. A total of 25 presentations were made covering a theme paper
on regulatory bodies, public awareness, and transparency; an overview of regulatory systems
based on case studies in 10 developed and developing countries; country reports from eight
DMCs; country experiences from England, Australia, Japan, and the Philippines on regulation
and privatization; and, views from consultants, private operators, an external support agency
(ESA), and a regional organization. Four working groups were formed to further discuss
specific issues in three group discussion sessions and to allow more time for participants to
express their views on the topics presented in the plenary sessions.

In the afternoon of the third day, participants discussed the establishment of networks
among water utilities and regulatory bodies among the DMCs in the region. Presentations
were made on the Water Utilities Partnership-South Asia (WUPSA) and the Pacific Water
Association (PWA) with views from external support agencies (ESAs), international and
regional organizations.

The opening addresses, the theme paper, the summary of findings, the overview of
regulatory systems and case studies, and the summary of each country report are included in
this report.

Opening Addresses

The participants were welcomed by the Director of the Agriculture and Social Sectors
Department (West) of ADB, Akira Seki, who in his opening address underlined ADB’s Water
Policy, the main issues in the water supply subsector in DMCs, and the need for regulation in
the development of water supplies. The seven elements of the Water Policy include: water
sector reform, integrated water management, improved delivery of water services,
conservation and efficiency, regional cooperation, sharing and exchange of information, and
improved governance. Mr. Seki mentioned four main issues affecting the DMCs such as
serving the urban poor, conflicts in water use, political interference in tariffs, intermittent and
unaccounted for water. He emphasized the need for independent regulatory bodies and for
sound and transparent policy from governments on which to base regulation.

Ranjith Wirasinha, former Executive Secretary of the Water Supply and Sanitation
Collaborative Council (WSSCC), in his address, asked why we continue to pay the heavy
price in health care, lost productivity, and environmental degradation, rather than the lesser
cost of fostering improved health and hygiene through sustainable water and sanitation
services. He continued by presenting the result of the WHO/UNICEF Global Water Supply
and Sanitation Assessment 2000 Report with the global population coverage of 82% for water
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supply and 60% for sanitation compared to Asia’s coverage of 81% for water supply and 48%
for sanitation. Mr. Wirasinha enumerated the issues affecting delivery of water and sanitation
services and the essence and core points of Vision 21 which is a Shared Vision for Hygiene,
Sanitation, and Water Supply for a world in which every person has safe and adequate water
and sanitation and lives in a hygienic environment.

Regulatory Bodies, Public Awareness and Transparency

Arthur Mclintosh, ADB Senior Project Engineer (Water Supply), in his paper on Regulatory
Bodies, Public Awareness, and Transparency, presented the major problem of political
interference in the autonomy of water utilities and the consequences of such interference. He
said that water service to existing and potential consumers has suffered most and the
unserved urban poor end up paying 10-20 times as much for water as those connected. Mr.
Mclintosh suggested the need for a transparent government policy addressing piped water
coverage, service levels, operator's performance, and operator incentives. There is also a
need for operators with incentives to perform against agreed criteria, and for water consumer
societies to monitor the performance of the operators. Finally, there is a need for major tariff
reform with tariffs set to cover the cost of new investments.

Overview of Regulatory Systems

William Stanley, the International Consultant for the regional technical assistance (RETA),
made an overview of regulatory systems based on his Review of Regulatory Frameworks and
case studies on regulation in 10 countries. The presentation included the purpose of
regulation, the regulatory package with the duties of the regulator, criteria for successful
regulation, international models, and building regulatory frameworks. Mr. Stanley said that
economic regulation is for the protection of consumers and the commercial viability of service
providers. To do these, the economic regulator determines service standards and targets,
tariff levels and schemes, monitors and measures company performance, and enforces
compliance and imposes sanctions. He also enumerated the criteria for successful regulation
where the regulator must have a clear mandate of duties and powers, autonomy to make
decisions, accountability in arbitration, transparency, stability by being consistent,
professionalism to gain status and respect, and must be objective by being non-partisan and
focused. Mr. Stanley added that there is no universal model in building a regulatory
framework. One has to adapt to institutional arrangements, ensure primary obligations are
met, provide conditions for effective regulation, and evolve the framework over time.

Country Reports - Major Issues, Policy Approaches and Recommendations

Representatives from eight DMCs (Bangladesh, People’s Republic of China, India, Nepal,
Philippines, Sri Lanka, Thailand, and Viet Nam) presented their country reports highlighting
summaries of current situation and issues affecting delivery of services, policy approaches to
address these issues, and recommendations on regulation of the sector in their countries.
These are summarized as follows:

Current Situation
e Service provision is dominated by the public sector.
» There is a need to improve and extend water and sanitation services.
» Water is treated as a social good especially in South Asia.
» Private sector patrticipation is encouraged.
* Regulation for the sector is weak.
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Major Issues
* Funding deficit and inadequate resources
» Tariffs too low to cover basic operating expenses
» Ineffective management and lack of human resources capacity
* Overlapping responsibilities among sector agencies
» Lack of management autonomy
» Excessive political influence
* Poor service standards and performance

Policy Approaches
* Promote private sector participation and financing
» Financial reforms to include sound cost recovery mechanisms and tariff structures
* Institutional reforms with more autonomy and accountability
» Separation of policy, regulatory, and operating functions among agencies
» Establish independent regulators

Recommendations for Regulatory Body

* Single regulatory body which could be at the national or state level depending on the
country’s assignment of sector responsibility

» Characteristics of the regulatory body should include:
- independence and autonomy
- accountability and transparency
- protect consumers
- promote commercial viability
- implement tariff policy

Country Experiences: Cost Recovery, Tariff Revision and Accountability

Participants from six countries (Hong Kong, China; Singapore; Malaysia; Maldives; Korea;
and Indonesia) made brief presentations on their experiences on cost recovery, tariff revision
and accountability. The presentations are summarized as follows:

Cost Recovery

Except for Singapore, all the other countries are operating on deficit, unable to recover
costs of operations from tariffs. The Public Utilities Board (PUB) of Singapore maintains a rate
of return on equity of 8%. Local governments provide some form of subsidy to cover the
shortfalls in the other countries.

Tariff Revision

While there are systems for tariff revisions, tariff adjustments have always been a difficult
exercise for most of the countries. Tariff reviews are rare in Malaysia, maybe once every 10
years. Malé Water and Sewerage Company Pvt Ltd (MWSC) in the Maldives has not applied
for a tariff revision in the last five years. The last tariff revision in Singapore was in 1996 with
the previous revision 10 years prior to the last.

Accountability

The Water Supplies Department (WSD) in Hong Kong, China is self-regulating with the
Government of the Hong Kong Special Administrative Region providing check and balance.
The respective state governments undertake regulation in Malaysia. The Maldives Water and
Sanitation Authority (MWSA) regulates the MWSC, a joint venture between the Government
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and a Danish firm. Consumers in Hong Kong, China can voice their concerns on services
through consultative and advisory committees and district councilors in the government. An
ombudsman can also hear complaints of consumers, which WSD has to address. PUB in
Singapore is aware of consequences of not meeting standards of water quality-sensitive
industries like wafer plants and oil refineries. It is finding it difficult to benchmark performance
indicators as PUB is in uncharted territories in most areas of their work. Indonesia is
undertaking a benchmarking project for 100 water enterprises that could be the start of
making the utilities accountable to their customers.

Country Experiences: Privatization and Public Performance Assessment

Privatization in Japan

Mr. Osamu lkeda made a short presentation on the privatization movement in Japan. He
showed why the privatization movement is not moving fast in Japan where local governments
operate about 2,000 water supplies with technical regulation by the central Government.
Financing of local government projects are controlled by central Government and local
governments cannot borrow without central Government permission. Mr. Ikeda added that
only service contracts are allowed and a pending amendment to the Water Supply Act will
allow management contracts with the private sector. While the Private Fund for Infrastructure
Act of 1999 aims to mobilize funds for public works project, there are a lot of both public and
private funds that are floating in the market looking for investment opportunities, he said.

Public Performance Assessment

Col. Angel Efren Agustin of the Metropolitan Waterworks and Sewerage System
Regulatory Office (MWSS-RO) in the Philippines presented the result of the World Bank-
funded Public Performance Assessment (PPA) Project with Mr. Vijay Jagannathan of the
World Bank. Col. Agustin said that the PPA project is a public information feed back system
to improve water services by focusing on key performance areas where the MWSS
concessionaires can make improvements on network quality, water quality, health quality,
service quality, and coverage. The PPA makes use of data provided by the concessionaires
and those generated by a survey of water users that are then processed, analyzed, and
synthesized for a combined performance rating. Mr. Jagannathan explained that the idea of
the PPA came about during the bidding for the Manila concessions when bidders raised a lot
of issues including regulation. He said that the most powerful regulatory tool is the availability
of information, and the public disclosure of information on the essential attributes of services
that consumers want. The PPA utilizes an independent third party to figure out a system and
then to inform the community on what are the service attributes and characteristics. Mr.
Jagannathan remarked that with modern technology and a geographic information system, it
became possible to show through geographic boundaries how different parts of the city have
been performing in terms of basic performance indicators.

Contractors and Consultants’ Experiences

Ondeo Services

Mr. Yves Bories presented the experiences of Lyonnaise des Eaux (now known as Ondeo
Services) in four countries, Northumbrian Water (United Kingdom), Palyja (West Jakarta,
Indonesia), Maynilad Water (Manila West Zone, Philippines), and Aguas Argentinas (Buenos
Aires, Argentina). On the common points of those experiences, he said that contracts are not
static documents that cannot be adjusted to reflect the true intent of the parties. More often
than not, there is a need to renegotiate a contract in order to meet its original objectives. He
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added that their experiences show that re-negotiation results in a concession that is more
mature, more stable, and more sustainable.
Based on Ondeo’s experiences, the lessons learned include the following:

The original design of a public-private partnership scheme can not foresee all possible
evolution especially where the starting point is based on insufficient or inaccurate
documentation.

Contract adjustments are necessary to reflect the realities and the change in the
operating environment.

The rules and mechanisms should address the long-term financeability of the
concession.

Multi-lateral agencies play an essential role in structuring long-term instruments that
concessions require.

The customers are the ultimate regulator and the genuine owner of the economic
equation of a concession because it is the willingness and capacity to pay that will
determine the investment capacity and service level provided. Government and the
private sector must cooperate in sharing the objective of maintaining this equation.

Katalyst 21 Pty Ltd

Mr. Chris Pollett presented water regulation in Australia and how it evolved. He noted that
while there are different issues between the participants’ countries and Australia, there are
fundamental lessons to be learned. Among the key issues are: coordination of regulation —
how to balance standards and price, economic regulation is in its infancy, role separation
(service provider and regulator) is slow to evolve, most state governments are having a lot of
trouble with the concept of independent regulator, and, rigor and transparency of regulation
are quite limited.

Given the characteristics of the Australian water sector, lessons for the Asian water sector
include:

Clarity of accountability, and separation of owner, operator, regulator roles promote
reform;

When the community places a high value on standards, and when regulators are
separately established, coordination and integration of regulation takes time to evolve;
If there are strong and capable operators, adequate resources and a stable,
accountable political system, and no competition, self regulation will operate
reasonably well — but costs will be high;

Development of economic regulation is slow in the absence of private involvement or
competition;

National policy oversight is valuable; national and international benchmarking promote
change; and

Economic regulation is important — to protect customers and provide incentives for
public monopoly operators, in the absence of competition.

Mr. Keith Stallard made a presentation on behalf of Alfonso Guzman of Deloitte Touche
Tohmatsu who was originally scheduled to present their experience in Chile and Colombia.
Based on the experience in these two countries, the key issues in designing regulatory
frameworks include the following:

Recognize the current level of development of the industry, i.e. current tariffs, levels of
service, and governance;

Introduce measures that will gradually (transition) develop the industry. These
measures include: levels of service that should be achieved, prices that should be
charged, and transition period for achieving these;
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» Separate political interest from key regulatory decisions, e.g. tariff increases, definition
of levels of service; and

* Harmonize cost recovery requirements with intergovernmental transfers. Link these
transfers to positive incentives for raising tariffs and increasing levels of service.

Public-Private Community Partnerships in Urban Services for the Poor

Dr. Richard Franceys presented the Public-Private Community Partnerships in Urban
Services for the Poor regional technical assistance (RETA) of ADB that includes water
supply, sanitation, and solid waste management. He also presented public-private partnership
(PPP) and regulation as well as the customers’ role in the Customer Service Committees
(CSCs) under the regulator for England and Wales, which is the Office of Water Services
(Ofwat). He said that CSCs are part of Ofwat and that the latter has a statutory duty to listen
to the customers through the CSCs. On regulation, Dr. Franceys said, “Regulation is a
process, ever changing. It is not fixed at one moment in time when the contract starts. It is
always evolving.” One recommendation made by the CSC is to try to sort out regulation first,
otherwise, you are always learning as you go along, before going into the details of PPP.

Regulation of the Australian Water Industry

Mr. Peter Harford presented the reforms taken by the Government on the Australian water
industry with the National Competition Policy. It includes prices oversight to prevent
monopoly and political price setting, application of competitive neutrality principles to remove
advantages of government ownership, and restructuring of government business separating
regulation, commercial function (service provision), and potentially competitive activities. The
basic reason why the federal government was able to get all the six states to agree on the
National Competition Policy was the huge incentives to undertake reforms. Large payments
were made to the states on the achievement of their reform agenda. The agreed national
strategic framework for water industry reform includes cost recovery and pricing, institutional
reform, water allocation and trading, environment and water quality, and public consultation
and education. Mr. Harford also discussed the state regulatory arrangements dealing with
changes in progress on regulation in Victoria. Finally, he enumerated the principles for
regulation emphasizing comprehensiveness to cover all aspects of service (price, service,
water quality, and environment), independence (from government and service providers), and
the expertise required. He said, “The level of skills required to carry out the regulatory
process should never be underestimated. Perhaps, this is the major issue for developing
countries. It is a specialized skill. There aren't many people and they are likely to be
expensive and hard to get.”

Regulation of the Water Industry in England and Wales

Mr. Brian Allum discussed some of the results and benefits derived over the last 10 years
in England and Wales and the underlying processes behind them that may be transferable to
the general situation of other countries. He described the changes brought about by the
Water Act of 1989 that created water public limited companies (PLCs) and provided for their
sale through an offer of shares, and the creation of a regulatory framework for the PLCs to
prevent the abuse of monopoly power. This moved the industry from an environment of
historic low pricing of utility services, subsidies, and untried or undeveloped regulatory
framework to an environment with an economic tariff rate structure, fair and equitable
charging pattern, and an appropriate tariff adjustment mechanism. This resulted in a
regulated business with quality standards controlled, prices controlled, and service levels
specified. The result of this is that after 10 years, the United Kingdom (UK) water industry is
characterized by high levels of investment, higher prices in real terms, reduced leakage,
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capital and operating costs down, and service levels up. The next 10 years will see the UK
water industry focusing more on water conservation (mandatory leakage targets, metering
options), even higher levels of service (European Union drinking water directive), pressure on
prices (lower price with higher level of service), more competition and industry changes. Mr.
Allum reiterated that regulation is an evolving process.

Halcrow

Mr. Colin Schoon provided some practical perspectives from Halcrow's experience in
three countries in South and East Asia (Subic, Olongapo, and Manila in the Philippines;
Karachi in Pakistan; and Negombo in Sri Lanka). He said that ideally, regulation should be in
place before the start of private sector participation (PSP) but this is rarely the case. In fact
PSP frequently is the catalyst for change. In Subic and Olongapo, their advice for a separate
regulation was rejected resulting in sub-optimal benefits with conflict of interest, limited
capacity building, limited accountability and information to customers, leading to inadequate
tariff increases. There was fundamental misunderstanding of the nature of regulation in the
PSP context. Mr. Schoon said that regulation should be monitoring, adjudication, and
enforcement where necessary rather than control. In Karachi, Pakistan PSP preparation
started in 1996 was abandoned in 1998 because government’s wish for a concession was too
ambitious for the circumstances at that time. Two key features of the regulatory framework
and legislation designed were exclusivity and the appeals mechanism which to be effective,
must be speedy, relatively inexpensive, and binding (preferable to international arbitration
which can be lengthy and costly). On regulation by contract, Mr. Schoon said, “Rather than
protecting each party against the other, a PSP contract should define and promote common
goals for the party that has no voice in the contract, the customer. Provided that this
interpretation is applied, it should be possible to introduce regulation after PSP without
fundamental changes in the contract”. He also added that the key to regulatory capacity is to
understand what information is needed and how to use it — both to inform the public and to
effectively monitor the provider. He said that capacity building should commence with the
preparation for PSP, and suggested that staff who will be part of the regulatory office should
be assigned to work alongside the transaction advisers and work through the very intricate
work of analyzing options, preparing the contract/bid process, and designing the contractual
framework. Mr. Schoon commented that the competitive bidding for the Manila concessions
based on lowest tariff might send the wrong price signal.

External Support Agencies and International Organizations

World Bank

Mr. Jan Janssens presented the World Bank Group’s strategy to support the urban water
sector in South Asia. He said that in the light of the main sector issues, it was no longer
possible to pursue development following the old agenda like large public sector institutions,
predisposition to construct infrastructure rather than to better operate them, political
opposition to tariff increases, etc. With poverty alleviation as the overarching objective of the
strategy, the key reforms to move forward are: institutional and regulatory reforms,
appropriate pricing policies and tariff increases, and targeting the poor more effectively. Its
institutional and regulatory reforms include PSP and performance incentives, and establishing
independent regulators. On public-private partnerships, Mr. Janssens added that the right
design involves the clear definition of roles, tasks and responsibilities; an appropriate
institutional, legal and regulatory framework; a communication plan with the objectives of
reform; and, an incentive structure to serve the poor. To promote and facilitate reform in the
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urban water sector, the World Bank will support this through policy dialogue, public
awareness and capacity building using knowledge products and dissemination

Mr. Vijay Jagannathan presented the World Bank’s initiatives in East Asia citing
differences between South Asia and East Asia. He mentioned the greater demand for water
due to faster economic growth in the area that gave rise to self-provisioning for water supply
due to the inability of water utilities to cope with the demand. This has lead to more use of
groundwater and the attendant environmental problems. He also mentioned the economic
crisis in 1997 and the slowing down of institutional reforms in the 1990s. The decentralization
move in many governments shifted the partnerships to those of consumers, local
governments, and the private operators. The other elements of the strategy include
addressing the inefficiencies in service provision, pushing for regulatory reforms, and
targeting the poor as the focus in all countries in the region.

Workshop Outputs

Participants were divided into four working groups for the three group discussion sessions.
For the first session, all groups were asked to list the most important points about regulation
they have heard in the presentations. They were also asked about some other
considerations not yet heard nor discussed thoroughly. For the second session, each group
was asked to discuss different topics on regulation. The third session was about the way or
approach for the future on regulation that was discussed by all groups. Following are the
summary of all the group outputs.

Group Discussion — Session 1

The most important points about regulation they have heard are:

* Regulation protects service providers and consumers (ensure commercial viability;
brings fair pricing between provider and customers).

» It ensures service to the poor (regulate for the poor; design for the poor, but even the
poor must pay).

* Roles must be clear among the provider, regulator, and consumers (separation of
roles; clear separation of service provision and regulation).

* Regulator must be independent (regulation exists but is not independent; how to
ensure independence of regulator).

» Design of regulatory framework should be suited to specific needs of the community
(tailor-made to specific country situation; no blueprint for PSP regulation)

» Consider different levels of regulatory body (resolve levels of regulation; determine
location of regulatory body; separate regulatory body for mega cities; regulatory body
for all water supply systems).

* Regulation is a dynamic process (we can design the journey; it is an evolving process;
it should be flexible; there is no blueprint for PSP process).

The above points are common to three or more groups. Other points mentioned by two to
three groups are: the importance of government commitment to regulate; consequences or
pitfalls of over-regulation; regulatory body needs strong and independent financing support;
regulation ensures good governance; it improves quality, standards and performance; and
regulatory body should come first before PSP.

The considerations that the participants have not heard or considered, or were not
adequately discussed are:

 How to achieve independence of regulator (is independent regulation feasible when
government is sole supplier?).

» Criteria for selection of regulator

* Regulation models (what model works best in DMCs)
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» Separation of roles (how to clarify the roles and duties of regulator, provider, managetr;
how to manage conflicts between government agencies)

* How to set up a multi-sectoral regulatory system

* PSP and regulation of small service providers (rural and community supplies)

* Timing and development of regulatory skills

» Balance of water as an economic and social good

» Technical regulation (production)

* Implementation procedures

* Level of government to locate regulation

* Funding and budget needs

From the discussions, it is clear that the participants would like to hear more on how to do
things that they have accepted are needed to set up a regulatory system.

Group Discussion — Session 2

Group 1 was asked to discuss what to regulate and who would be doing the regulation.
The group said that the following should be regulated: tariff, water quality, service standards,
performance standards, service to low income groups, environmental standards, water
resources allocation, market regulation (to prevent monopoly), and balance of interests
(politicians, providers, consumers)

There are several regulators: environmental authorities for environmental standards
(wastewater, pollution), economic/service regulator for tariff, service standards and
performance standards, public health authorities for water quality, and water resources
councils for water resource allocation.

The main priority is to have the regulators in place. Cabinet or parliament should appoint
regulators. Criteria for selection should include: no interest in the water company; no political
affiliation; and understanding of economics, consumer protection, markets, and competition.

Group 2 was asked what are needed to create an enabling environment for a regulatory
system. They proposed education of politicians and sector professionals that will lead to
creating political will to form a regulatory body. This should create a consensus on clear
objectives and idea of benefits of regulation after analysis of existing regulatory and
institutional frameworks. There should be a change in government role from being a service
provider to that of a facilitator. Standards should be appropriate to the situation. There
should be a realistic set of regulators. The group proposed that the regulatory body be
established by law with a sense and demand for accountability and enforcement of water
conservation. Capacity building and benchmarking were also proposed in establishing the
regulatory system.

Group 3 was asked whether regulation should be founded on policy or law and whether a
regulator sets standards and tariffs. The group presented that policy based on consultations
is the foundation that must be implemented by laws with enforcement. In the absence of
laws, contracts should be based on policy, hence, the importance of having a policy first. On
tariff, the setting of tariff policy is by government; the operators apply for tariff changes, and
then the regulatory body approves the tariff based on government policy. The group also said
that expertise or recourse to it is needed by the regulatory body to set standards.

Group 4 was asked to discuss the issue of affordability. The group analyzed two
scenarios and solutions to problems of affordability. For a scenario where the whole
community can not afford the proposed rates, the service provider should minimize costs (i.e.,
smaller scale and shorter design life). Any subsidy should go direct to the service provider.
However, regulators should ensure that service providers give efficient service and value for
money. For a second scenario where the poor cannot afford the rates, the group proposed
cross subsidy, different levels of service, different levels of tariffs including a lifeline tariff.
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Group Discussion — Session 3

Each of the four groups was asked to discuss the way or approach for the future in
establishing a regulatory body. The consensus among the groups is as follows:

* Appoint consultant (DMCs need implementation help) and a task force and obtain

funds.

» Obtain information on regulation (sharing of best practices).

» Educate consumers and politicians (education and social mobilization).

» Obtain decision on creating regulatory body (political commitment).

* Create steering committee (with broad representation).

* Seek information and advice (experience of other countries; SAFIR; review of

applicability of various models).

* Review policy (including sector reform and regulation).

» Decision on policy (there must be a strong national policy)

» Develop master plan on sector reform; decide on master plan (approval).

» Decide on regulatory framework; reform in existing regulatory body (who and what to

regulate, consult all stakeholders, consensus building).
- clear objectives of regulation

- clear rules for private sector

- clear definition of roles

- specific to country situation

- financial requirements

- sector institution required

» Establish legislation creating regulatory body.

» Create proper environment and build capacity (acquire or develop expertise)

The above should be done having in mind the following: (i) the government sets up
policies, broad guidelines on tariff, level of service, and subsidy; (ii) the regulatory body
should be independent, public-oriented, and must have sufficient power and authority; and (iii)
the regulatory body sets standards (best standards, quality, service, quantity).

The need for capacity building for regulatory bodies was stressed in the discussions, as
there is lack of experience in regulatory bodies in the DMCs compared to the experience of
international private service providers thus creating an imbalance. What is needed is in-
service kind of training, not just lecture sessions. There is also a need for caution, to go step-
by-step in the establishment of the regulatory body and not to do it simultaneously with
privatization.

Closing Statement

Mr. Arjun Thapan, Manager of the Water Supply, Urban Development and Housing Division
(West), made the closing statement by summing up what had been collectively achieved over
the last two and a half days and expressing ADB’s commitment to helping its DMC partners to
establish regulatory bodies for the sector. He agreed with the participants that the regulatory
process is a journey with much to be done and that there is no universal solution. Mr. Thapan
also expressed the need for governments to declare their sector policies especially on cost
recovery, the need to ensure that performance standards are established and that these are
fair standards, that incentives are developed for staff of public water utilities to improve their
performance, and above all, the need to ensure transparency. Finally, he asked the support
of the participants to ensure that these objectives are achieved.
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Networking of Water Utilities

The meeting on networking of water utilities and regulatory bodies started with presentations
on the Water Utilities Partnership - South Asia (WUPSA) and the Pacific Water Association
(PWA). These were followed by statements from the WSSCC and the World Bank who were
involved in the organization of WUPSA and discussions on commitments and support.

Mr. Dinesh Pyakural, Interim Managing Director of WUPSA, presented the situation
among water utilities in South Asia and the need for sector reforms to break the low
performance cycle that has further marginalized the unserved and the poor population. He
said that the mission of WUPSA is to build a credible networking organization to foster the
reform process for the provision of urban water and sanitation services in South Asia. He
elaborated on the overall objective of WUPSA of poverty reduction and social equity, and
improved performance particularly in meeting the needs of the urban poor. These will be
achieved through three program initiatives, namely: benchmarking and performance
improvement, sector reform program, and public awareness initiative in the region covering
Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan, and Sri Lanka. Upcoming event is the
Benchmarking Workshop in Dhaka in July 2001 for which they are seeking financial support
from ADB.

Mr. David Parish briefed the participants on the PWA, which covers 22 independent
countries throughout the Pacific Region with a total population of 11 million people. He said
each of these countries have unique problems with some having very fragile environmental
conditions - some countries are barely above sea level. With PWA, he said that they can
present a unified voice or approach gaining consensus among member countries as to the
position in the water and sanitation sector for the islands in the Pacific Region. Mr. Parish
proceeded with explaining the organization, funding, objectives, and the activities of the
association, which include the just completed Phase 2 of the ADB-funded benchmarking
project. Key areas PWA would like to be involved in are: work experience training (due to lack
of resource base), leak/waste management program, management engineering and
laboratory tests, community awareness and education, and sharing of useful information
through international organizations. On his support for networking and his experience with it,
he said, “There are lots of very committed, dedicated people out there. The trick is identifying
them, harnessing some of this energy, and getting people to support and commit themselves.
It is people sharing, being aware of what is needed and supporting each other.”

Mr. Ranjith Wirasinha started by saying how Asia is heading towards a tremendous level
of urbanization and that those responsible for providing services will be at the receiving end of
many demands. He said that many of the regional fora that were held in Asia came up with
recommendations that these utilities need to be provided with opportunity of exchanging
experiences, learning from each other, and being together. Mr. Wirasinha cited ADB in
initially taking a major step in developing the water utilities data books that have helped
considerably in exchanging views and providing a good part of the information that would be
helpful in looking ahead. He encouraged the participants to come up with some arrangements
that are sustainable to make the above recommendation happen with less dependence on
ADB, the World Bank, and the bilateral agencies. He further elaborated on WSSCC with its
very small secretariat that is housed in WHO in Geneva with its mandate from the United
Nations to bring about collaboration between the developing countries and the ESAs with a
focus on the unserved and the poor.

Mr. Jan Janssens added that a network has a role of a facilitator that means bringing
together people and institutions to learn from each other. He said that it has a catalyst
function and that the utility partnership is there to help the learning and sharing happen. Mr.
Janssens then explained how the partnership concept was created in early 1990s and the
subsequent creation of the Water Utilities Partnership - Africa six years later.
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Mr. Arthur Mcintosh stated that ADB is interested in the benchmarking and performance
improvement project of WUPSA. ADB is looking for something to sustain the water utilities
data books that could lead to an exit strategy. He welcomed the WUPSA initiative on
benchmarking and performance improvement and challenged them to marry what ADB has
been doing with performance indicators to what they would like to do. Mr. Mcintosh
suggested to keep the organization small, and make it work first before expanding to the
whole region covering the rest of Asia and the Pacific.

During the discussions that followed the presentations, the following comments were
made.

» Dr. Khondaker Haq, team leader of the benchmarking and performance improvement
project, said that the water utilities data books will form the nucleus of the project. The
parameters and the indicators will be improved and replaced as they go along with the
water utilities generating the data and the ADB disseminating these data through its
website.

* Mr. David Parish asked if the Pacific countries would be part of the exercise, to which
Ranjith Wirasinha expressed the importance of these countries’ participation.

* Mr. Peter Harford expressed willingness to coordinate participation of the Australian
water industry in benchmarking, networking, and other activities while noting that
Australia was not included in the water utilities data books.

e Mr. Wilfrido Barreiro and Mr. Mario Quitoriano informed the patrticipants that the
Philippine water districts have been providing data for the water utilities industry
averages since 1978 and that this is still done yearly for six categories of water
utilities.

« Mr. Kumala Siregar also added that the Indonesian Water Supply Association
(PERPAMSI) is currently benchmarking 100 water enterprises in Indonesia with World
Bank assistance. He asked if the World Bank can help set up a water utilities network
for South East Asia similar to WUPSA to which Jan Janssens expressed a willingness
to help.

In the final session on the discussion of the WUPSA plans and commitment of support,
Mr. Dinesh Pyakural presented the specifics of what support they are asking for the Dhaka
Workshop on Benchmarking and Performance Indicators scheduled for July 2001. Both the
World Bank and ADB committed to supporting the activity with WUPSA preparing the detailed
proposal for ADB. Nick King of the International Water Association (IWA) Foundation also
expressed support for the benchmarking project to use information generated to improve
performance and citing IWA’'s comprehensive set of indicators that has been developed. It
was proposed and agreed that Australia, the Pacific countries, WUPSA and the potential
network in South East Asia will produce benchmarking data and bring them together to be
available to all.
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SUMMARY OF FINDINGS

The following is a summary of findings based on the presentations, discussions and
workshop outputs during the Regional Forum, and the one-day stakeholders’ workshops
conducted by the domestic consultants in the eight DMCs that participated in the preparation
of the country reports.

Major Issues in Urban Water Supplies

Service provision for urban water supplies in the region is dominated by the public sector.

Water utilities are characterized with providing unreliable service as shown by intermittent

water supply, high unaccounted for water, deteriorating water quality and service quality.

These utilities are unable to expand services with a large number of urban poor lacking

access to adequate water and sanitation services. The major issues/factors contributing to

this condition are the following:

* Low tariffs leading to inadequate income sufficient to cover operating and maintenance
costs and expansion to improve coverage.

» Shortage of development funds to increase coverage.

» Ineffective management and lack of human resource capacity traced to low salaries,
lack of autonomy, and political interference.

» Institutional deficiencies like overlapping responsibilities in service provision and
regulation.

* Weak regulatory systems to enforce service and performance standards.

Policy Approaches

Developing member countries and external support agencies agree that the following

institutional and financial reform measures need to be taken by governments to address the

issues confronting the urban water supply sector:

* Institute reforms to give water utilities autonomy and at the same time make them
more accountable. Provide incentives for those reforms.

e Separate policy, regulatory, and operating functions among agencies of government.

* Enact transparent policy on cost recovery, coverage, and service levels.

» Establish independent regulatory bodies to enforce tariff and service policies.

» Support reforms with public awareness and capacity building.

» Adopt more effective measures to provide affordable services to the poor.

e Grant service providers with incentives to provide good service.

e Adopt financial reform measures that include sound cost recovery and appropriate
tariff policies.

* Promote private sector participation and finance.

e Undertake economic regulation as a first priority and before private sector
participation.

What a Regulator Should Do

» Protect consumers against monopoly power.

» Protect service providers by promoting commercial viability.

 Ensure quality of service and fair price by enforcing compliance and imposing
sanctions.

e Implement tariff policy.

e Enforce policy on coverage and service levels especially service for the poor.
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Ensure good governance.
Promote benchmarking of performance.
Monitor, adjudicate, enforce, but not control.

Characteristics of a Regulatory Body

Single regulatory body for the sector with location determined by each country’s
assignment of sector responsibility.

Independent and autonomous from government and service providers.

Transparent through an open process and available to explain decisions.

Accountable with a clear mandate and well-defined duties and responsibilities.
Predictable by adopting a stable framework in pricing.

Professional to gain respect and credibility by hiring well-qualified and respected
regulators and support staff.

Flexible to be able to deal with major changes in the enabling environment affecting
consumers and service providers.

Participatory by giving opportunity to all stakeholders including consumers to participate
in the regulatory processes.

Comprehensive to cover all aspects of service and performance.

There are several kinds of regulators:

(i) environmental for wastewater and pollution control,

(i) economic regulators for tariffs, service levels, and performance standards,

(i) public health authorities for water quality surveillance, and

(iv) water resource councils for water resource allocation and groundwater licensing.

Things to Consider in Establishing a Regulatory Body

There is no universal model in building a regulatory framework.

Regulation is an ever-changing process that is always evolving. Framework must evolve
over time.

Contracts are not static documents. Re-negotiation results in a concession that is more
mature, more stable, and more sustainable.

Recognize the current level of development of the industry — current tariffs, levels of
service, and governance.

The most powerful regulatory tool is the availability of information and the public
disclosure of information.

The level of skills required to carry out the regulatory process should never be
underestimated. There is a need for long-term capacity building for a regulatory body.

The appeals mechanism to be effective must be speedy, relatively inexpensive and
binding.

The customers are the ultimate regulators.

You can not run a US$100 million per year business with civil servant rules and civil
servant salaries.

Consumers need to be represented by a body such as the Customer Service
Committee of Ofwat.

Regulators are for all operators, not just for private operators.

Sharing of operational and regulatory experiences and information through
networking among DMC water utilities and governments, ESAs, and international and
regional organizations would be helpful to governments.
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EXECUTIVE SUMMARY

The papers contained in this report were compiled to provide a perspective on the need for
economic regulation in the water and sanitation sectors around the world, the progress that is
being made to set up regulatory frameworks, and the principles that are guiding this work.
Examples are drawn from developed and developing countries and their experience is
compared with the challenges expressed by the Asian nations who are participating in this
regional technical assistance (RETA) project.

The review makes the following key points:

» Economic regulation is an enabling activity. It is applicable to both public and private
sector service providers but its growth in recent years has been stimulated by the
growing influence of private sector management in service provision.

» Economic regulation has two primary objectives. They are, to provide a viable
commercial climate for the effective management of public utility services and to
protect the interests of all consumers and potential consumers in the community.

 There are fundamental ‘good practice’ principles that new economic regulatory
frameworks should incorporate. Independence and transparency are perhaps the key
criteria for effective regulation.

* There is no universal model regulatory framework to be recommended. Each nation
must develop its own approach to suit its own institutional and cultural circumstances.

The case studies demonstrate that a variety of institutional approaches are possible. They
illustrate the extent to which the basic principles have been applied and, in some cases, they
identify the potential problems which their absence may lead to.

Water is a vital natural resource for human life. Its management and use is too
precious to be left to chance or abuse.

WATER

Send it cascading over waterfalls,

Wash in it, cool with it, drink it, heat with it,

Swim in it, wade in it, dive in it, splash in it, open your eyes in it,
Or just make cement and build with it.

Let it pour from the sky in tiny droplets,

Let it flow in rivers, make electricity from it,

Water flowers with it, wash cars with it, make fountains of it,
Or just leave it shimmering in a river or pool.

But watch, and watch carefully or it will go,
And never return.

(Adapted from the poem ‘Water’ by Jonathon Kingsman)
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REVIEW OF REGULATORY FRAMEWORKS

The Nature of Regulation

The English Oxford Dictionary defines regulation as "prescribed rule", being "control by rules,
subject to restrictions, adapt to requirements”. This implies a negative restraint which is not
entirely valid in the context that we shall examine it. The application of an effective regulatory
framework is an essential enabling activity in the management of water services. As such, it
constitutes a vital institutional element in Third World development.

Regulatory powers have been used in most countries for many years to prescribe
minimum standards for public service provisions. A good example is the use of World Health
Organization (WHO) potable water quality standards for ensuring basic public health needs.
Increasing wealth and aspirations have seen these safeguards spread to embrace
environmental and social objectives, for example, effluent discharge controls and water
availability standards.

Over recent years the role of regulation has grown to embrace economic and commercial
objectives. In this role regulation has complemented and facilitated the considerable growth of
private participation in the management of water and sanitation services throughout the world.
Most observers are familiar with the arguments for placing public services within the private
sector with the objective of providing a more focused, commercial- and customer-oriented
management of those activities. In order to achieve this, many countries have had to
fundamentally restructure their institutional, industrial, and financial frameworks. The
introduction of commercial practices and reduction of financial risks for investors have been
key issues. Economic regulation encourages and supports this process by creating market
conditions suitable for forward investment and service management.

Equally, governments the world over are concerned to ensure that commercial operators
do not take undue advantage of their monopoly public service position, to take too much and
give too little in return. In some countries it has been possible to reduce this pressure by
fragmenting and decentralizing the previous utility operations, introducing some competitive
pressures, if not a proper market economy. Providing proper safeguards for water consumers
is the second primary purpose of economic regulation. The regulator must have the powers to
protect all members of the community, both in terms of the quality of service provided and the
price to be paid for it. His ultimate measure of success is to ensure that an excellent standard
of service is made available and affordable to all members of the community, on a financially
self-sustaining basis.

Some countries restrict private participation to management or service contracts,
particularly where unstable political or economic conditions deter more extensive private
sector commitments. Regulatory control over this situation is generally achieved through
short-term commercial contracts. This arrangement limits the risk to the contractor and
achieves a benefit for the community concerned but the approach, by its nature, targets
specific areas and rarely addresses the wider issues of effective and productive service
provision.

The use of build-operate-transfer (BOT) schemes or similar arrangements can also be
managed through contractual agreements but the need for a watchdog role to protect wider
environmental and consumer interests becomes more apparent, particularly as the number
and diversity of such schemes grows. A series of contract-based agreements can also
become a time-consuming and expensive system to administer.

In the years 1990-1997 almost 100 water and sewerage contracts were placed with the
private sector internationally. Fifty percent of these were concession contracts, accounting for
80% of the total capital investment in the sector. Once private enterprise management of vital
services is regarded as a viable option for a country, there is a need for a strong regulation
function, preferably one that is independent of direct political influence.
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The transition from a centralized public service ethos to a diffused structure of operating
companies under private management can be a difficult and complex process and is not
achieved overnight. In several countries private management of public services has been
encouraged and then controlled through individual concession contracts, without an
appreciation of the benefits to be derived from a wider regulation framework. Many of the
Eastern European countries are actively encouraging private investment and management of
their services, but their regulatory controls are still evolving and seem barely adequate to
achieve their aspirations. By contrast, Chile has evolved both its company structures and its
institutions over several years and the development of the regulatory function has been a
central part of that process.

The regulator must stimulate and encourage the process of development but, at the same
time, he has the task of ensuring that the overall package is affordable for the community in
general, and for the poorer members of that community in particular. Government subsidies
may continue to play an important part in financing the services but, with long-term viability in
mind, the transition to a self-financing, self-sustaining service is a key objective for many of
the growing Third World economies.

Last year, when setting out its evolving role in the water sector, ADB made the following
statement:

Lack of effective water policies and institutional arrangements is a pressing issue in most
of ADB's developing member countries (DMCs). In the absence of reforms, private
investments and increased community involvement will remain severely constrained, and
potentially wasteful and destructive projects will be embarked upon. ADB's policy
recognizes this problem and sets out a process for implementing water sector reforms as
a prerequisite to new investments. To avail of ADB assistance, governments will need to
adopt national water policies, laws, institutional reform, sector coordination mechanisms,
and a national water action agenda.

This report and the Regional Forum in Manila which complements it is primarily
concerned with the development of economic regulation to provide a viable commercial
environment within which water and sanitation services can be provided on a self-sustaining
basis and at proper standards for the population as a whole. In order to be successful in
meeting this complex objective a suitable framework must take account of the particular
circumstances of each individual country. There is no 'off the peg' solution to regulation and
our case studies illustrate that.

The Regulator’'s Role

It can be argued that in a perfect competitive market economy there would be no need for a
regulator. Companies would compete to provide services of the right quality and at the lowest
economic price. It is generally accepted, though not universally, that this situation is not a
viable one for the provision of water and sanitation services. These utilities, with their
extensive distribution systems, tend to be natural monopolies. There is a gap between
satisfying customers and meeting basic public health parameters. It is also necessary to
have safeguards for the natural environment on which water abstraction and sewage disposal
impact. Locked in to companies’ networks consumers are unable to favor the better
companies or influence price through choice. Thus, the economic regulator’s task is to act as
a surrogate for the market place.

In order to set up a new regulatory regime the first requirement is political commitment to
the process. Adequate powers must be vested in the regulator and some of these may have
been viewed hitherto as the province of the politicians. Establishing an independent role for
the regulator will cut across existing institutional and cultural norms and create new tensions.
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An independent regulator must be able to maintain an arms length relationship with both
politicians and also with the service companies, consumers, and other interested groups. In
so far as he is making decisions that affect these groups he needs to be able to demonstrate
consistency within a prescribed and accepted framework. Although there must ultimately be a
political reporting line the regulator should desirably stand aside from the civil service in terms
of conditions and funding and he needs a clear legal mandate to conduct his responsibilities.

In England and Wales, the regulator is an individual appointed for several years to give
continuity and he is supported by a team of professional specialists. In some countries a
commission is appointed to oversee the regulator and his team. In such circumstances great
care must be given to its terms of reference and to the individual affiliations of the
commissioners. Decisions based on partisan lines would soon undermine the integrity of the
regulator. Economic regulators cannot be sheltered from political processes but they must be
given a realistic platform in order to achieve their objectives.

Klaus Tilmes of the World Bank made the following perceptive statement at a conference
in London in 1996.

In recent years, resistance to the creation of independent agencies has given way to a
greater willingness to experiment and innovate. Politicians have recognized the link
between competent regulatory decision-making and the establishment of a more
favorable environment for private investment. They are also seeing the benefits of having
someone else take responsibility for frequently unpopular decisions.

Duties and Powers

The following duties and powers are required in a regulated water and sanitation sector
where an economic regulator, in consultation with the quality regulators (public health,
environmental protection, etc.) and other key stakeholders, is charged with ensuring viable
commercial conditions for investors and operators and with fully safeguarding consumers'
interests.

Meet government aspirations for the services by:

e providing a viable commercial environment for the sector

» safeguarding the interests of all consumers and prospective consumers

For this purpose he can specify, monitor, and enforce:

* minimum standards of public health and environmental controls

* minimum standards of customer service (water availability, pressure, etc.)

» service performance targets

» tariff schemes and levels of consumer charges

» asset condition and investment levels

and he can:

e audit companies’ performance and gather information

e monitor customer satisfaction

e arbitrate on disputes

« advise government on sectoral issues

Regulation needs to be particularly attentive to the needs of domestic consumers. Private
companies are generally more powerful than consumer bodies and the regulator often has to
take positive steps in order to redress this balance, particularly in societies where extremes of
wealth distribution lead to important issues of affordability and access to services. Denmark
explicitly builds consumer consultation into the regulatory process and all countries should
build enforceable consumer safeguards into their regulatory powers.
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Criteria for Success

At a presentation to the 1998 Annual Meeting of ADB in Geneva the British consultant,
NERA, identified six characteristics (they called them governance criteria) required for a
successful regulatory regime. They were:

Clarity of role: Regulators have a particularly sensitive position sitting between the
traditional powerful influencing role of the politicians and their administrators and the
strong vested interests of the operating companies and their customers. The regulator
is a new player in the political scene and is regarded by many as non-democratic. It is
essential in the interest of all parties that there is a clear statement of the regulator's
functions and his objectives in carrying out those functions.

Autonomy: The regulator should be seen as a professional who is able to stand aside
from both political and commercial intervention. The norms of the local culture and
ways of doing business may erode this in practice. Potential overseas investors will
scrutinize this aspect closely because of the regulator's influence on risks inherent in
the local economy.

Participation: This is present when all relevant parties contribute effectively to the
regulatory process, improving the quality of regulatory decisions and increasing the
likelihood of the regulator receiving both support and co-operation from firms,
consumers, and others.

Transparency: Regulators should maintain an open operation, publishing regular
reports on their activities, and explaining reasons for decisions they have made. This
should reduce the likelihood of unfairness or incompetence and it is most important
that fairness should be seen to prevail. Transparency of information and process is a
fundamental justification for moving regulation away from the political arena.
Accountability: It is essential that regulators' decisions, which are thought to be
unreasonable, can be challenged in an effective way. There should be an ultimate
right of appeal, preferably into the legal system, rather than the political one. Equally,
the regime must avoid the possibility of continual litigation to a degree which renders
regulation ineffective.

Predictability: Companies need to be confident that the ‘rules of the game’ will not
suddenly change, either through a change in the overall legal and regulatory
framework, or through a change in the way that regulators behave within this
framework. Appointing regulators for a fixed term, not at the whim of the current
political party, the avoidance of ad hoc decision making and being able to maintain a
consistent approach, all build credibility into the regulatory process and breed
confidence in its decision making.

In order to carry out his duties effectively and adhere to these criteria the regulator needs
the status to stand on his own feet, set his own agenda, and resist undue influence from any
partisan group or lobby (known as ‘regulatory capture’). The regulatory duties and powers
should be clearly specified in law and the following aspects should be given detailed
attention:

The regulator should be a strong, non-partisan person widely recognised as
trustworthy. He should be appointed for a fixed period and his report to government
should be at the highest level possible. Direct political influence should be minimal.
The regulator should be supported by a well-paid and respected professional unit, not
necessarily large; the use of reputable consultants for specific jobs would be
beneficial.

The regulatory unit should have management autonomy and be financed
independently of government, possibly by a charge on operating companies.
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» The regulator should publish annual reports and ensure that all regulatory decisions
are fully documented and open.

* The regulator should have close and explicit working arrangements with the quality
regulators, with water consumers, and with the service operators.

» The regulator should have extensive information gathering powers.

* Appeals against the regulator's decisions should be dealt with by judicial process
rather than political judgement.

The Regulatory Package

The job of the economic regulator is both a complex and a sensitive one. Three key
means by which he can achieve his objectives are setting standards and prices, measuring
performance, and enforcement and sanctions.

Setting standards and prices: The regulatory package can take many forms but essentially it
is a contractual obligation on the company which sets out minimum standards for the services
and performance targets to be achieved, for example, for service growth and quality
improvements. This specification should be based on government aspirations and perceived
customer needs. Inevitably, there will be a process of prioritization depending on the pace of
change that is considered to be viable. The condition of long life fixed assets employed in the
water and sanitation services should also be specified in an asset management plan, with
future investment plans designed to prevent their gradual deterioration through under
investment.

The physical requirement will be balanced by a financial agreement, which will include
assumptions about costs and the levels of investment required and will specify appropriate
tariff levels. The income should be designed to recover all costs and place the service on a
financially self-sustaining basis. Commonly, tariffs are calculated to give a rate of return
according to the value of the assets employed in providing the services. This method provides
a reliable income for the company, giving comfort to investors, but may distort the levels of
capital investment according to the regulator’'s assumptions about rates of return and thus
does not necessarily encourage greater productivity.

A fixed-price cap system is sometimes used whereby companies have the incentive to
make higher levels of profit through innovation and by maximizing their efficiency. An
important benefit for customers is that the benefits of greater productivity can be carried
forward to give lower water charges at subsequent tariff reviews. The danger is that if the
price is set too high, the level of profits may be unacceptable to the community in the short
term. Conversely, if the price is set too low, the level and quality of services may fall as the
utility struggles to earn a reasonable rate of return; investors are then placed at risk, and the
cost of capital may increase accordingly. To be successful this method requires the
availability of good information and knowledge about the operation of the system and
sufficient safeguards to ensure that companies do not take short cuts in pursuit of profits.

Whichever approach is adopted the regulator has to make a judgement based on the best
information and knowledge available to him. At the same time as making the economic
assessment he must also consider the issue of affordability. If the community cannot afford
the service then either government subsidy is required or a more modest package of service
improvements will be necessary. It is an important part of an effective regulatory process that
issues of this nature are brought into the open by the regulator, with the community able to
contribute to the final decision.

In England and Wales, a package of this type is adopted with periodic reviews at five-year
intervals. Many safeguards, both for the regulator and for the companies, are built into the
system. The recent five-year tariff review identified the cost of a number of desirable
environmental improvements and customers were invited to give their opinions on the tariff
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implications. A debate on the affordability of environmental improvements was brought into
the open. The issue was controversial, but the regulator was seen to take his decision with all
the facts in the public domain.

In situations where price controls are based primarily on individual contractual
agreements then many of the aspects outlined above will need to be covered by those
specific contracts. In many cases the level of consumer charges will be set through a process
of competitive tendering.

Information gathering: The issue of monitoring is fundamental to the regulator’s role. By
whatever means the standards of service / price package is established it is essential for the
regulator to be able to measure company performance in order to ensure that commitments
are met and that the interests of customers are protected. Over a period of time the
accumulated information also provides the regulator with a better knowledge of the market
place and a more informed basis for subsequent reviews.

In order to monitor effectively regulators require extensive information gathering powers.
In order to review the regulatory package this needs to include returns on service
performance, progress against targets, asset condition, and customer issues. It is also
essential that the regulator should be able to audit any aspect of the company’s operations
that he sees fit. The use of expert consultants for these purposes can add credibility to the
process. If companies are able to avoid giving accurate and timely information, thus leading
to deficiencies about the knowledge of the systems, the quality of regulation will inevitably be
reduced.

Enforcement and sanctions: The third essential tool for the regulator is the power to take
sanctions against a poorly performing company. This will normally take the form of a financial
penalty but it could extend to removing part of a company’s business or, ultimately, to the
withdrawal of his license or contract. In this event the regulator needs default powers to place
operational responsibility for these vital services elsewhere, at least in the short term.

The regulator should also exercise powers of arbitration and settle disputes between the
company and its customers. This is an essential aspect of the regulator’'s wider responsibility
to protect the interests of consumers.

Since ‘absolute power corrupts’ there has to be an ultimate appeal for both companies
and customers beyond the influence of the regulator. Technical issues may require ministerial
direction, but it is strongly recommended that matters affecting human rights should be routed
to the country’s judiciary and not into the political arena.

Institutional Factors
Regulatory influence exists in some form in all economies but very often it is not readily
identifiable as a separate entity. The different roles of 'government' can become confused and
their identification and clarification is a prerequisite of institutional reform. In the typical public
sector economy government bodies often carry out all of the following activities in relation to
the provision of public utility services:

e set policy, strategy, goals based mainly on political and social motivation

» set minimum standards, for quality, health and safety, etc.

* settargets, in five-year plans, etc.

* own the service infrastructure

e undertake investment by setting priorities

e manage the services day to day

» set charges, often driven by political and social objectives

* audit their own activities
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» arbitrate where there are problems

* look after consumers’ interests

The involvement of different arms of the public sector in the provision of water and
sanitation services can lead to confusion and compromise and, very often, a loss of
accountability. In some situations it can lead on to favor and corruption. Many of the activities
listed above are clearly the province of political decision-making but others, such as
arbitration, could benefit from an independent position. The management of service
operations benefits from more focused commercial skills.

In evaluating its institutional arrangements each country needs to consider carefully where
specific responsibilities lie and whether this arrangement gives the most effective use of
talents and resources.

Few would argue that 'the public sector', with its ultimate accountability to the population,
should determine overall aspiration and policies, and through technical advisory bodies
(quality regulators) that it should determine basic health and safety standards. Most would
agree that it should retain ownership of the nation's basic infrastructure to ensure control in
times of crisis. It can also be argued that social policy should specify basic requirements and
safeguards for the poorer members of the community. These roles relate to setting overall
priorities and retaining ultimate control.

Beyond this point, the traditional ‘hands on’ role of government in the provision of water
and sanitation services is increasingly being challenged. Is the government with its resource
limitations and many competing financial priorities best placed to invest in the infrastructure?
Is the public sector best equipped with the managerial and commercial skills required for
managing services on the ground? Should the 'government' be arbitrating on its own
activities?

Increasingly, service management on the one hand and regulatory functions on the other
are being stripped away from their traditional public sector positions. Economic regulation is
being established to take on the roles of setting service standards and economic tariffs,
performance audit, consumer protection, and arbitration. Long-term licenses and contracts
are important to encourage forward investment and foster confidence in the sector. A
measure of independence from political influence is required to be impartial and objective in
this role and this aspect needs to be addressed explicitly when establishing new institutional
structures.

The detailed regulatory framework must be designed for the political, social, commercial
and industrial circumstances in which it is to operate. No reform process is likely to succeed if
it ignores the wider institutional picture. Regulation can be driven at the national level, as by
Ofwat in England and Wales, or it may be conducted at a more regional level in a federal
structure such as exists in Australia. Alternatively, as is frequently the case, it may be
undertaken by the local municipality, possibly based on a standard contractual approach.
Whichever method is adopted, the monopolistic nature of water and sanitation services acts
against consumer interests. It is important that the regulator has explicit duties and powers to
manage this situation. In doing so it is advantageous for the regulator to be responsible for
several companies, allowing him to derive the benefits of comparative competition.

The impact of utility ownership, industrial structure, and political risk are discussed below:

Public or Private Management.

Typically, public services such as water and sanitation have developed within the
umbrella of government. In some countries municipal ownership and management of the
services have been very successful; in many, it has failed to deliver universal services of
sufficient quality. In response to this the participation of private companies in water sector
management is increasingly being sought, in both developed and developing countries.
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An economy based exclusively on the public management of its services still requires a
measure of regulation but that role is often diffused within a number of government
departments and bodies. The regulatory activity is generally politically motivated and more
successful at setting standards than at implementing or enforcing them. Poor service delivery
is often excused and there is a general presumption that the state is doing the best it can in
the light of other priorities and the resources available to it. The ultimate solution for poor
services is seen to be a change in political control.

Once private sector participation is introduced the need to regulate becomes more
explicit. There are two main reasons for this. Firstly, there is now a general presumption that
the management's priorities are concerned primarily with profit and the interests of the water
consumer need explicit safeguards. Secondly, the state has to provide conditions suitable for
commercial investment and risk taking. A securely regulated tariff system reflecting the costs
of service provision is likely to be a key aspect of this.

In a liberated market economy the monopolistic nature of water and sanitation provision
requires that water consumers receive specific regulatory attention. The regulator should
balance consumer charges with service targets and standards. He should regularly monitor
companies’ performance against them and he should have powers to enforce compliance and
ultimately to remove licenses. Consistent with this approach, the regulator should have some
discretion to modify companies’ commitments or price constraints arising, for example, from a
fundamental change of circumstances impacting on a long-term license or concession
contract. As long as this scope for discretion is specified in the legal framework and is seen to
be open and fair it can be viewed as facilitating the conditions of a fully competitive market
place.

Industrial Structure

Public sector service provision, particularly in urban areas, has typically been based on
large service areas (often municipality or region based) including all management functions
from resource development to metering. Such organizations constitute absolute monopolies
which, because they are within the public sector, are not necessarily regarded as undesirable
in any sense for the consumers. If private management is introduced into this structure it is
necessary for regulation to be very firm in the interests of those customers.

The involvement of the private sector in such organizations is often restricted to service or
management contracts. They specify standards and fees with little room for maneuver. The
benefits of using private sector expertise on this basis are limited and once some experience
is gained there will be pressure to develop into build-own-operate-transfer (BOOT) contracts
or full concessions. There is a danger in these situations that tight, inflexible regulation can
become too prescriptive as well as restrictive. A regulatory framework that permits only a
steady return for a standard job may be self-defeating in the longer term. It has the
disadvantage of rendering the sector less able to react to changing circumstances and may
discourage innovation.

Large municipality-based utility companies can often lead to a one-to-one situation
between the regulator (which may be a unit within the municipality) and the operating
company. This is not a desirable situation since the regulating activity can become a continual
negotiation process in which the company probably has the stronger position in terms of
knowledge of the system, for example. Regulatory capture also becomes a significant risk.
The possibility of strengthening the standing and wider community influence of the regulator
by combining his office with other public service regulators (e.g. for energy or
telecommunications) might be helpful in such a situation.

If major service concessions are under consideration it is advisable to break up the
structure, either by separating resource and supply from distribution or by creating smaller
company service areas. Some countries have fragmented their former state utilities in order
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to provide new companies more suitable for private sector operations and more effective
regulation. Where a diverse company structure exists the regulator is able to give the
companies greater freedom to meet their obligations and then to measure and compare their
performance. He can use this information to identify the good and poor performers and set
more realistic service targets. This approach is equally effective where some of the
companies remain operating within the public sector.

Political Risk

If an economy is thought to be politically unstable, or one where politicians or major
customers are able to exert undue influence on a private service company, then the role of
the regulator is vital in providing a commercial climate in which the company can have
confidence. Once again, tightly prescribed service contracts are recommended for this
situation. Tariffs should guarantee rates of return that reflect the risks involved. The regulator
will need to be strong and seen to be independent of the political machine. His powers of
discretion should be kept to a minimum with regulatory decisions based on a procedural
approach. Evolution to a more flexible regulatory arrangement should be a longer-term aim
associated with wider political and institutional reforms.

A prosperous and stable market economy will be less reliant on the regulator to create the
conditions for investment and commercial management. The regulator will be able to
concentrate on maximizing productivity in the industry through the use of benchmark
standards and comparative competition. He will also be in a stronger position to protect the
interests of consumers by pressing for high service standards at minimum economic cost.
The skills of the regulator in terms of balancing tariffs with service performance, promoting
innovation, and providing customer protection within a commercially viable industry can be
optimized.

A Model Framework?

The regulatory framework is only one aspect of the overall institutional and legal
framework within any particular country. It is not possible to prescribe a suitable regulatory
regime without close regard to the wider administrative and commercial arrangements that
already exist or are being put in place. The most appropriate arrangements for a highly
centralized state will be different from those where power and responsibilities are more
diffused, and possibly where the market economy is more developed. Countries carrying
greater political risk and less stability should benefit from a tighter, narrower regulatory
regime, strongly supported by legal process, and with less room for discretion and maneuver.
Of equal importance is the propensity of a given country for coping with change, for many
countries in the Asian region, social, political and economic conditions are dynamic and
developing.

In smaller countries, or where appropriate expertise is limited, it may be sensible to set up
one regulatory body to oversee all public utility services (including energy,
telecommunications, etc.). This can provide a unit of stronger standing in the community and
better equipped to deal with the range of situations involved. Another option is to establish
umbrella regulatory bodies providing research, training, and advisory services to the local
regulators and perhaps arbitration powers over local disputes. This could be helpful in federal
states or even in regions embracing a number of smaller countries.

The establishment of multi-sector regulators may also be suitable where the industrial
structure is dominated by international combines and multi-service companies, where issues
of cross subsidization between the services and other commercial interests would be
relevant.

The following statement quoted from a World Bank publication (1998) illustrates the
importance of introducing a regulatory framework in empathy with the economic and political
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character of the country and also the pace of change taking place within it. The imposition of
an ideal static model for economic regulation, whether for water, sanitation or any other
service is not realistic.

“In order to attract significant private investment into provision of infrastructure, a
country must offer a credible regulatory environment. In part this depends on the general
legal and judicial systems affecting business: laws governing property, contracts, security
interests, etc., and the reliability of judicial procedures for their enforcement. But it also
depends on specific regulatory arrangements for sectors that have elements of natural
monopoly. Because development of regulatory skills and procedures takes time, and
because track-record is the most convincing way of demonstrating credibility, it is wise to
initiate the effort early, when infrastructure agencies are first delinked from direct
government administration, rather than to wait until bids are to be solicited from potential
investors/concessionaires.

The regulatory function must be protected from changing political winds and generate
confidence that issues will be handled strictly and objectively on their merits. How this is
best done depends on a country's traditions and political/administrative structure. Most of
the developing countries are following the Anglo-Saxon example of establishing regulatory
commissions outside line ministries of government, with debate now tending to favor multi-
sectoral bodies, at least initially. Some of the transition economies, with their young
democratic institutions and traditions, have considered it safer to place the responsibility
with the relevant sectoral ministry, but experience indicates real dangers of favoritism and
disregard of rules/contracts as a result so that it is likely to be appropriate at best as an
interim arrangement. In the Commonwealth of Independent States (CIS) countries there
are some indications that the Anti-Monopoly or Economy Ministries may prove the best
incubators of an independent regulatory function, which may then, after a few years of
experience, be formally separated.

Initially, when the main need is to build regulatory skills and credibility, it will usually be
desirable to tie down the key parameters for the first several years for an infrastructure
provider with monopolistic powers as clearly as possible in a standard contract: prices and
price adjustment provisions, service obligations, and arrangements. It is normally wise
also to identify in the contract the specific areas in which exogenous change of conditions
would necessitate contract adjustment. Specification of administrative procedures... and
provision for appeal to the courts ....are other features that can enhance the confidence of
private investors in countries where private activity in infrastructure has long been absent.
Once capacity and confidence have grown, the regulatory body can use greater discretion
and introduce more refined regulatory mechanisms. Very important for that stage will be
the interim accumulation, by the regulator and the provider, of reliable information about
costs, prices and performance quality in accordance with the accounting system (and
auditing arrangements) specified by the regulator.”

International Experience

In 1997 the Centre for Regulated Industry (CRI), based in the UK, identified just 13 countries
around the world that had a regulatory system for private utilities (not necessarily including
water and sanitation services) in operation. Six of these countries were located in Western
Europe and the Philippines was the sole representative in the Asian region. Five other
countries, including Malaysia and Thailand, were recorded as in the process of setting up
such systems associated with increased private participation and liberalization. Finally, 13
countries were identified as having their regulatory functions integrated with the ownership of
public-owned utilities. They included the People’'s Republic of China, Japan, Korea, and
Pakistan, and also six countries in Eastern Europe.
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Using more recently published information from the CRI (and others) | have established
that of 36 countries for whom comparable data could be found 20 have their water and
wastewater services provided by public-owned and managed utilities. Only three countries,
namely England and Wales, Chile, and Argentina have their services managed predominantly
from the private sector. Of the remainder, a number are moving towards that objective.

Using the tariff setting process as a key indicator of regulation, four of these countries
have an independent national regulator responsible for the process. They are England and
Wales, Chile, Peru, and the United Arab Emirates. At least two others, Brazil and Malaysia,
are reputedly moving towards a similar system. Nine other countries (from Eastern Europe
and Africa) control tariff setting directly from central Government but more as an
ownership/management function than a regulatory one. The majority of countries set their
tariffs at the local municipality level, generally from within the political process. However, in
many of these countries the national governments prescribe tight rules and procedures,
examples include Poland and South Africa.

Finally, I examined the main principle used for determining tariff levels. In only 12
countries are the full economic costs of the service, including a return on capital employed,
explicitly used. Sixteen further countries are reputedly cost-based; the remaining eight
countries do not appear to use costs of service provision as their main criteria for setting
tariffs. There are problems in obtaining comparable and reliable data in these areas.
Nevertheless, it is clear that even where cost-based calculations are adopted, the final
decisions are generally taken according to the political priorities of the country concerned.
This includes strong central controls as instanced by the former socialist republics of Eastern
Europe and a number of the African republics, and local municipal decision-making, common
in Europe.

The pressure for more explicit and transparent regulatory systems in the water and
wastewater sector is undoubtedly linked to the growing involvement of private companies and
the need to attract private investment. Between 1984 and 1990, developing countries
awarded contracts for only eight water and sewerage projects to private companies. Since
1990 private participation in the water sector in developing countries has increased more than
tenfold, though it is still small relative to private participation in other infrastructure sectors,
particularly energy. Nevertheless, it is estimated that since 1988 about 270 million people
have seen the management of their water and wastewater services taken into some form of
private management. About 5% of the world's population (some 335 million) are currently
served by the private sector and forecasts suggest that this could rise to around 35% by
2015. That is not far away!

There is little doubt that this pressure will drive regulatory reform. The case studies that
follow in this report illustrate that several countries are currently in a state of transition as they
strive to cope with the issues involved.

Case Studies

We have undertaken 10 country case studies as part of this appraisal. The chosen
countries represent a considerable range in terms of wealth and existing quality of service
provision, social and economic philosophy, and political approach. However, each country
faces common problems in relation to the need to fund and manage effective water and
sanitation services while improving and protecting environmental standards and customer
interests. The range of approaches adopted in these countries provide an interesting and
revealing picture and illustrate the importance of existing social and institutional factors in
determining their chosen approach. For ease of reference the key aspects identified in each
study are tabulated in the Summary Analysis of Case Studies.

At one extreme are England and Wales and Chile where strong national regulators take
direct responsibility for establishing and enforcing service standards and tariff levels. They are
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both responsible for a relatively small number of regional based companies. In England these
are fully privatized companies, operating under 25 year licenses. In Chile a transition from
corporatized utilities to private concession companies is in progress.

These countries provide an example of a very objective and pragmatic approach towards
public service regulation based on an ‘independent’ national regulatory body. The benefits
associated with consistency and comparative competition derived from this approach have
much to commend them. These benefits are reinforced by the fact that the regulators conduct
their decision making in the open, regularly publishing accounts of their findings, and
maintaining close contacts with consumer opinions. The regulators are also independent of
local politics and are able to keep at arms length from operating companies, while having
strong powers of information collection and control over them. The problem they can face is
remoteness from local circumstances and issues of scale in overseeing large and very active
service sectors.

In countries where there is a tradition of strong provincial or regional government, political
and administrative powers at this level carry considerable power, generally being carried out
within a national policy framework. The United States of America, Australia, and Italy each fall
into this category. The tradition of provincial government extends, not surprisingly, into their
regulatory frameworks. In each of these countries there is a framework of national guidance
but the manner and diligence with which they are applied can vary considerably from region
to region. In Iltaly, the attempt to be over prescriptive at the center has encountered
widespread resistance that is hindering regulatory reform.

There is no reason why the ‘regional’ approach should not work as effectively as the
‘national’ one, given the scale involved in the United States it is surely more practicable.
There are two main issues. Firstly, there is likely to be less consistency within the country
concerned. If the objective is to attract investment from international firms, this can lead to
confusion and reduce confidence in the sector framework; there are certainly problems of this
type in Italy at the present time.

Secondly, different regimes across the country can lead to information blocks, a lack of
awareness in one area of what is being achieved elsewhere, a different view taken on issues
such as productivity and innovation. Australia provides an example, where adjacent operating
companies may be subject to quite different regulatory regimes. In order to obviate such
problems the option of a national ‘regulator’, a professional not a political body, which collects
and disseminates information and interprets national guidelines is worth consideration.

Indonesia is a country that needs to consider this approach closely. The country is in the
process of unwinding a cumbersome bureaucracy based on national control and
decentralizing its regulatory and management functions to a more regional based structure. In
addition to the above considerations Indonesia will have to consider the availability of skills,
expertise and local capacity in order to undertake these responsibilities. A ‘regulator of
regulators’ who could provide training and advice as part of its remit should be considered.

The majority of the countries that we examined place their regulatory controls with the
local municipalities. In many cases this reflects a situation where ownership and
administration of the water and sanitation services have grown up at the local level and the
local authorities naturally take more explicit regulatory powers as utility company structures
develop. The regulatory role is derived, effectively, from the ownership of the service
infrastructure and manifests itself in the management of local concession agreements. The
progression from owner and manager to owner and regulator can lead to problems. It is very
difficult for municipalities to take their regulatory role out of the political arena and thus be
sufficiently objective and commercial in their judgements. Also, very often, the municipalities
only have responsibility for one or two operating companies. Thus, they are denied the
benefits that undoubtedly arise from comparing company performance and using the
intelligence that arises from this to encourage greater productivity and higher standards. As



Review of Regulatory Frameworks 57

discussed in the case of Indonesia, the support of a national regulatory standards and training
body should be considered to compensate for this.

In some countries, such as Poland and South Africa strong guidelines, almost rules, are
being set down to govern the nature of the regulation process. They should allow for some
consistency of approach across their respective authorities although it is too early to say
whether this will be effective in providing a more stable commercial environment for potential
private operators. In South Africa a move to the national regulator option is under discussion
as a possible new way forward.

In Germany and Bulgaria the municipalities are the responsible regulatory bodies,
consistent with their wider service provision responsibilities. National laws provide a
framework of law and guidance within which they operate in the interests of their electors.
This includes attracting private management to run their community services and ensuring
appropriate commercial and political conditions for this to happen. Local politics and
regulation are very closely related in this framework. Although excellent concessions
agreements can be put together it seems doubtful that there can be sufficient objectivity and
independence in the process to achieve the full benefits of private management on a
countrywide basis. The German approach is still very much geared to public sector controls
rather than private sector initiatives.

The case study reports that follow have, as far as possible, been prepared to the same
format and to comparable levels of detail. Each one contains a summary of the key points
and a broad structure diagram illustrating the main organizational links in the regulatory
framework. The objective has been to identify the broad regulatory features and issues and to
provide relatively easy access to them.

In all cases, Thames Water International country managers have provided the core of the
information and this has been supplemented from a variety of other sources and personal
opinions. It must be stressed that in many cases it has not been easy to ascertain a clear
picture and we are aware that theory and practice do not always concur. Very often this
reflects a confusion as to responsibilities, which undoubtedly exists in some countries. This, in
part, is because many countries are actively reshaping their institutional arrangements and
are in a transitional phase as we speak.
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Summary Analysis of Case Studies
POPULATION SERVICES UTILITIES
/
COUNTRY GDP/capita Quality/ Problems/ Ownership Structure Issues
(US$) Coverage Issues
water resource
Australia 19 million/ good/ management/ Public 384 utilities/ moves to
$20,100 high efficiency & (2 private 2 serve 20% privatization
sustainability | companies) of population
leakage 60% 13 State
Bulgaria 8 million/ poor/ & sanitation. State/ Companies, moves to
$1,400 water 89% pollution/ municipality 19 municipal, private
sewerage low | investment 16 co-owned concessions
generally State and
Chile 14 million/ good/ sewage Private 53 regional private
$4,700 water 99% treatment companies based concessions
sew'rage 91% | cover 17% (17%) companies proceeding
10 regional
England & 52 million/ good/ environmental Private water & sew'rage mergers/
Wales $22,600 full services | improvements | companies companies/ diversification
PLCs 18 water only
high costs/
Germany 82 million/ good/ environmental | Mixed public, Over 15,000 growing
$25,400 full services | improvements private & utilities private
joint owned concessions
all services/ insolvent/
Indonesia 210 million/ poor/ water Public/ 307 district massive
$600 low coverage resources/ few private water investment
pollution concessions companies needs, etc.
water quality/ Municipal/ move to
Italy 58 million/ problems/ sewage some JVs & over 8,000 private
$19,700 good treatment/ private municipal concessions/
coverage environmental contracts utilities investment
serious water quality 300 utilities investment
Poland 40 million/ problems/ sewage trmt. Municipal (mostly commer- to meet
$4,000 reasonable environment cial code environment
coverage & pollution companies) problems
problems/ |water resource investment
South 43 million/ | poor coverage | management/ Municipal local needs/reforms
Africa $3,200 & unequal new services authority private
distribution conservation departments management
Municipal productivity/
United 281 million/ good/ high cost/ (90%) 55,000 units growth of
States of $30,600 high investment & private 5% serve 75% private
America needs companies of population sector

GDP = gross domestic product, PLCs = public limited companies, JVs = joint ventures
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Summary Analysis of Case Studies
REGULATION FRAMEWORK LEGISLATION
COUNTRY Level Nature Tariff Customer Issues
Basis Protection
States Varies / Cheap block Political National
Australia (within independent Full cost tariffs/ influence Competition
national regulators & recovery no cut offs/ Policy - 1995
framework) | political arena ombudsman
Municipalities social security| In state of
Bulgaria  |nat'l framework| Ownership/ Full costs /concessions transition, Water Law,
(control body | concessions (1997 have some a lack of Ordinance 9.
proposed) legislation) obligations clarity
Chile National Comprehen- Full cost Targeted Process Sanitation
regulator sive through recovery subsidies/ becoming Reforms
(SISS) concessions installments | established 1988-1989
Consultation
England & National Comprehen- Full cost & complaints Cost of Water Acts
Wales regulator sive through recovery procedures/ |environmental | 1989 & 1991
(Ofwat) licenses (price cap) no cut offs | improvements
Municipalities Environmental Water
Germany (State & Political arena | Cost recovery Limited costs/ Management
Federal political Act 1957,
Guidelines) influence etc.
Proposed* Political Proposed* Proposals to
Indonesia Unclear/ independent decisions community implement* Current
political sector involvement | political will/ reforming
decisions regulators procedures |regulat’ry skills| legislation*
ATOs Varies/ Slow pace of
Italy catchments independent Full cost Little reforms/ Galli Law 1994
- groups of regulators & recovery/ vested
municipalities | political arena political interests
Political National
Poland Municipalities | Ownership/ (new criteria National standards Reforming
(national political for cost standards driving Act being
standards) recovery) may help reform drafted
Municipalities Very aware/ Nat'l Services
South (independent | Ownership/ Cover cost/ lifeline tariffs | Local skills | & Nat'l Water
Africa regulation concessions political & cross- & capacity Acts of 1997
under review) subsidies & 1998
State Judicial Full cost Established
United Commissions Review/ recovery Judicial via process/ Safe Drinking
States of (rate of rate payer cost plus Water Act &
America Municipal - - ownership return) advocate culture state laws

SISS = Superintendence of Sanitary Services, Ofwat = Office of Water Services, ATOs = water catchment areas
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Australia Case Study — Key Points

Australia has a population of 19 million people in eight states, with 80%
of them living in urban communities. It is one of the driest countries on
earth, about one third of its land area being desert, and it has the
highest per capita water storage in the world.

The management of scarce water resources is a major concern and
increasing demands and growing awareness of environmental
problems led to a major policy reappraisal in 1995. This resulted in a
set of measures, contained in the National Competition Policy, designed
to achieve more efficient and sustainable water use.

The measures included guidelines on institutional reform; the
costing and pricing of water services to reflect their economic
value; water resource management; and conservation measures. They
also covered aspects such as research and public education.

The responsibility for managing water services rests with each state and
they have each developed their own approaches and institutional
arrangements. This paper concentrates on the regulation framework in
South Australia.

South Australia has set up a corporatized government enterprise,
South Australia Water Corporation (SA Water), to own and manage
all the water and sanitation services. SA Water has outsourced some
of the services to the private sector, notably the provision of water and
wastewater services to the City of Adelaide, which are carried out by
United Water on a 15-year contract.

South Australia has no independent economic regulatory body for
water. The state government directly controls the tariff setting process.
The decision is taken at cabinet level on the basis of a submission by
SA Water. Despite the national guidelines, political considerations,
as well as commercial ones, influence tariff determinations.

Since there are no other service providers the absence of comparative
competition makes commercial judgements on pricing harder to take.
SA Water negotiates flat fees with United Water, which provides them
with some market opportunity to improve productivity in the services.
Although they can take grievances to an Ombudsman, consumers
must rely largely on the politicians to look after their interests.

Environmental and water quality regulation is based mainly on self
monitoring, carried out by SA Water for the responsible agencies. There
are concerns that this process is not sufficiently rigorous in practice.
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Background

Australia has a large landmass and a relatively small but growing population approaching 19
million people. There are eight states and territories which, within the national legislative
framework, take responsibility for the government of their own communities. The country is
highly urbanized with over 80% of the population living in the major cities. It is a wealthy
country with a GDP per head of US$20,050.

Australia is environmentally diverse and is one of the driest countries on earth, about one
third of it's land area is desert. Population development has tended to follow the availability of
water resources. Water is a major concern being a scarce resource for which there is a
continually rising demand. Issues of water conservation and source protection have
consequently become a focus of attention in recent years.

This situation has been exacerbated in the past by a lack of clear definition of the roles
and responsibilities of a number of the agencies involved in the industry and by inefficient
service delivery. Environmental controls and regulation tended to be ineffective and water
utilities, which are largely in public ownership, received significant subsidies and failed to
recover their costs equably or adequately, which led to a false impression of the value of
water as a resource. During the last decade extensive water reforms have begun to address
these issues.

The water systems in Australia are state government owned and operated and the
regulatory bodies are a division of the same state governments. The provision of water and
wastewater services is managed on a state and territory basis. Organizational structures vary
but the waste and sanitation services are generally managed in multi-functional units. In some
areas electricity is included within the same utility. Although the management arrangements
differ from state to state, there is some consistency in the regulatory regimes, and to
demonstrate this, the regulation framework in South Australia will be examined in more detail.

Water and Sanitation Sector

The number of utilities involved in the supply of water for residential and industrial purposes is
large. There are about 384 utilities operating throughout Australia. Of that number only two
are private sector utilities, the remainder are either state or local government bodies and a
small proportion are corporatized. The metropolitan utilities supply the largest proportion of
the population. In New South Wales there are 124 urban utilities and 4 metropolitan utilities.
The two largest, Sydney Water Corporation and Hunter Water Corporation, supply 3.9 million
people. Of the local government utilities, 80% supply populations greater than 20,000, 50%
supply to populations of less than 5,000 and 15% supply to populations of less than 1,000.

Service coverage in Australia is very high. In the urban areas water and wastewater
services are effectively universal. Water resource management and the availability of supplies
is a critical issue for the industry. In much of inland Australia groundwater is the only practical
water source. In the Perth region groundwater constitutes about two-thirds of total water use.
Australia has the highest per capita water storage of all countries in the world. The bulk of this
is concentrated in a few very large reservoirs. The 10 largest reservoirs hold about 50% of
national capacity.

In response to the pressing need to address the water resource and service management
problems in the water and wastewater sectors a national strategic framework for water reform
was agreed by the Council of Australian Governments in February 1994. This created a
structured program of measures designed to achieve more efficient and sustainable water
use which was formalized in the National Competition Policy (NCP) in 1995. State and
territory governments have the prime responsibility for water resource management and for
the implementation of the reforms. The Federal Government provides leadership and
facilitates their implementation.



Case Study — South Australia 65

The reforms, to be implemented over the period to 2001, include measures in relation to
water pricing, water entitlements and trading, environmental safeguards, institutional reform,
public consultation, and education and research. In addition, state governments adopted the
principle of competitive neutrality for their business enterprises. This was designed to ensure
that government enterprises do not enjoy a competitive advantage on account of their
ownership. These reforms have led to greater opportunities for private sector participation in
the industry.

The following measures are of particular relevance to the economic regulation of the
industry:

Adoption of pricing regimes based on the principles of consumption-based pricing, full
cost recovery, and the progressive removal of cross subsidies not consistent with
efficient and effective service. Where cross subsidies continue they should be made
transparent.

Where water services are provided at less than full cost, this should be transparent
and the supplier should be compensated as a community service obligation.

Charging arrangements for urban water services should include a connection
component, plus a usage charge where this is cost-effective.

Adoption of national asset valuation methods and cost-recovery definitions.

Future capital investment proposals can only proceed if demonstrated to be both
economically viable and ecologically sustainable.

Funds must be set aside for future asset refurbishment and upgrading of government -
supplied water infrastructure.

State governments should implement systems of water allocations or entitlements
backed by separation of water property rights from land title. They should include
allocations for the environment as a legitimate user of water.

In relation to trading in water allocations or entitlements, water should be used to
maximize its contribution to national income and welfare, within the social, physical,
and ecological constraints of catchments.

States should develop administrative arrangements and decision-making processes to
ensure an integrated approach to natural resource management.

Adoption of an integrated catchment management approach to water resource
management including arrangements to consult with the representatives of local
government and the wider community.

To ensure that, as far as possible, the roles of water resource management, standard
setting and regulatory enforcement, and service provision are institutionally separate.
The efficiency of water service provision should be measured and monitored at the
national level to ensure that service providers achieve international best practice.
Service delivery organizations, particularly in metropolitan areas, should have a
commercial focus. Whether this is best achieved by contracting out, corporatized
entities, or privatized bodies, is for each jurisdiction to determine in the light of it's own
circumstances.

The agreement also contained provisions relating to public education and
consultation, water and related research, and considerations of a range of water
related taxation issues.

Support for the development of the National Water Quality Management Strategy,
through adoption of a package of market-based regulatory measures, including the
establishment of appropriate water quality monitoring and catchment management
policies and community consultation and awareness.
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The National Competition Council (NCC) recently assessed progress on the
implementation of the water reforms and its report identified a number of achievements:

() Most jurisdictions have successfully separated utility service provision from regulatory
functions and introduced a commercial focus for their utilities. Water corporations have
begun returning significant dividends to government owners.

The Water Authority of Western Australia became the Water Corporation on 1 January
1996 and a Waters and Rivers Commission was established simultaneously to provide
management and protective regulatory functions. At the same time an Office of Water
Regulation was established to administer a licensing scheme involving a set of service
quality standards for both the Water Corporation and other water service providers. In
New South Wales (NSW) and the Australian Capital Territory (ACT), regulatory bodies
ensure that there is independent determination of pricing for water and sewerage services
for metropolitan users and rural bulk water. The determinations are made on the basis of
extensive community consultation and transparent processes.

(i) All jurisdictions have made progress on the pricing commitments. As a consequence
consumers’ water and sewerage bills have generally fallen.

Metropolitan water industry experience shows that these bills reduced more than 16%
from 1992-1998, made possible by a decline in operating costs of over 18%. In Victoria,
small business water bills have reduced two-thirds with the replacement of the previous
property value-based pricing by consumption-based pricing. Consumers are generally
using less water. In Brisbane there was a 20% reduction in water use from 1995-1998
attributable to the adoption of metering and consumption-based pricing.

Progress has also been made towards the objective of achieving full cost recovery but
there is still some way to go. Cross subsidies from urban to rural areas and from
commercial to domestic consumers are proving difficult to eliminate. They are, however,
more transparent.

(i) Water rights are being separated from land rights with a consequential increase in the
tradability of those rights. The trade of allocations assists sustainable resource use by
ensuring that the resource goes to the highest economic value use.

(iv) The problems associated with stressed rivers and associated environmental priorities are
being dealt with by establishing environmental flow requirements, strategies for reducing
withdrawals from over-allocated systems, support for integrated catchment management
approaches, and implementation of the National Water Quality Strategy. In all
jurisdictions, particularly in NSW and Victoria, community groups are involved in the
management of water resources.

The use of economic incentives has reduced domestic water use and has begun to
change the culture of water consumers. To be successful in managing water resources on a
sustainable basis it will be necessary to change the way in which domestic water consumers
behave, for example, one third of domestic water consumption is used for gardening.
Domestic use is the largest urban water use, about 80% of all water used. At the same time,
attitudes to the use of recycled water for all purposes needs to change significantly.

Encouraged by the overall progress, the NCC is now considering whether the creation of
a competitive or market equivalent for water can drive further efficiency. As part of the
reforms the State and Commonwealth Governments adopted the principles of competitive
neutrality for their business enterprises. This created a level playing field to ensure that
government enterprises did not enjoy a competitive advantage due to their ownership. These
reforms have lead to greater opportunities for private sector participation in the industry.

Twelve major water and sewerage undertakings are currently under consideration for
private sector management, although there are significantly different attitudes towards this
from state to state. Victoria, which is seen as the leader in market development terms, is to
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privatize the retail side of its water services by 2001. Canberra is also expected to privatize its
water provision services in the medium term. Western Australia is developing a partnership
basis. The State of Queensland has restricted privatization to one contract (Noosa) to date. In
New South Wales, Sydney Water has been corporatized and bulk water provision is carried
out by the private sector.

South Australia

The provision of water and wastewater services throughout the state of South Australia is
managed by the South Australia Water Corporation (SA Water). SA Water is a corporatized
identity operating as a business enterprise wholly owned by the state government. It is
managed by a board of directors, which reports to the Minister for Government Enterprises.
The corporation supplies a population approaching 1.5 million. Its networks serve some
442,000 urban properties and 168,000 rural ones.

In 1996, SA Water outsourced the management of the provision of water and sewerage
services for the City of Adelaide to a private company, United Water, for a period of 15 years.
The objectives of the contract are to achieve significant improvements in efficiency and
service. SA Water also constructed some smaller treatment plants in the country areas under
a BOOT contract to another private operator, Riverland Water. SA Water retains ownership of
the service infrastructure and manages all other activities, including billing and collection and
service provision in rural areas, with its own resources.

Regulation Framework

Within the guiding principles outlined above, including the provision of competitive services
and a long- term reduction in prices, each Australian state and territory jurisdiction adopts its
own approach to the regulation of water and sanitation services. SA Water is regulated in
respect of pricing, discharges to the environment, public health, and abstraction.

Economic Regulation

The State Minister for Government Enterprises is responsible for SA Water; however, he
does not set specific performance targets. The tariff setting process requires the board of SA
Water to recommend to the minister proposed tariff increases and to provide the necessary
justification for them. The minister may take advice from the Competition Commissioner; he
then advises the State Cabinet who makes the final decision.

In the state of New South Wales an independent regulator, the Independent Pricing and
Regulatory Tribunal (IPART), has the power to set prices for urban customers. IPART
recently rejected a price increase for Sydney Water on the grounds of ineffective use of its
capital funds and this led to a debate about the rate of return that is appropriate for
investment of this nature. South Australia has established independent regulators to take
such decisions in the electricity and gas sectors, but this approach has not been extended to
include the water services.

SA Water's tariff calculation must take into account the costs of meeting its service
commitments on a commercial basis; this includes the requirement to maintain an increasing
dividend return to the State Government itself. Since the dividend from SA Water is a
significant contributor to the state budget, it is in the financial interests of the government to
approve higher tariff increases. On the other hand, the SA State Government has a
responsibility to ensure that SA Water’s investment decisions do not result in unreasonable
burdens on consumers, and it has made commitments that the cost of services will not
increase above inflation levels. In making its determination the state is also under pressure
from the Commonwealth Government to maintain a competitive environment and to include
productivity gains in the price of its basic services. One of the main reasons for outsourcing
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Adelaide’s water was the need to reduce operating costs in order to satisfy the national
requirements of the competition policy.

The tariff setting process is effectively decided on the basis of what is politically
acceptable. The concessionaire, United Water, is not involved in this process. Their contract
is for the provision of services for a fixed and variable fee. This fee is adjusted every five
years to recognize any productivity gains that have been made during that period. Charges to
consumers are based on metered supplies and the tariff structure is a fixed and variable tariff,
which increases on volumes consumed above a ‘cheap block’ of 125,000 liters per year.

Consumers do not have any direct input into the regulatory system and they cannot
appeal against price increases, although they can complain to the Ombudsman who looks
into issues across the whole range of government services. Customers can also approach SA
Water if they are unhappy with the service provided by United Water and major consumers
may be able to negotiate improved tariff arrangements. There are no specific safeguards for
the poorer members of the community although, in the event of non-payment, there is a
protracted process that ensures that water supply is not withdrawn unilaterally. If the bills are
not paid over a long period the usual recourse is to reduce the flow to allow for basic
requirements only.

The economic regulation of SA Water is thus enforced directly by the State Government,
which does so by balancing a range of commercial and political considerations, including the
guidance provided by the NCP. There is little opportunity to benefit from comparative
performance assessments and the process is effectively a political judgement. The end
results may meet the state’'s political agenda and also be acceptable to SA Water and the
utility company, but it is less clear that they will maximize benefits for water users. Without
independent scrutiny, it is unlikely that the type of public debate that is currently taking place
in Sydney, on acceptable commercial rates of return for capital investment in the water
sector, will arise in South Australia.

Environmental Regulation

SA Water holds a license to discharge to the environment and the Environmental
Protection Authority (EPA) administers this. EPAs were established in each state in the 1970s
when it was recognized there was a need to separate the roles of regulation and operation in
respect to discharge to the environment. The EPA is a corporatized identity with a board that
operates independently of the state government, although, the minister has the final say as to
whether prosecutions proceed. The EPA is responsible for all discharges to the environment
including water, air, and land throughout the state of South Australia.

The EPA sets discharge limits for the wastewater treatment plants and it also monitors
other discharges to land and the air including noise and odor. SA Water is required to enter
into a license agreement with the EPA who can apply penalties if license conditions are
breached. The EPA has its own analysis department but it relies in the main on the testing
procedures of SA Water to monitor the discharges from the wastewater treatment plants.

The EPA’s main success has been in identifying irregular discharges to the environment
and prosecuting the offenders. It has been less successful in reducing the background level
of environmental pollution and ensuring that industrial, municipal, and commercial enterprises
improve their long-term practices. Although the EPA has powers to apply penalties to SA
Water it seems to be unwilling to apply them in practice. For example, SA Water entered into
an agreement with the EPA to upgrade its wastewater treatment plants to meet limits for
nitrogen and phosphorous discharge. The upgrades were to be completed by 2001 but SA
Water has successfully negotiated to extend this date.

SA Water is a self-regulating body in respect of water quality, and it manages its own
sampling program to ensure that the minimum requirements for drinking water compliance
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are met. The Department of Human Services is responsible for public health issues. It would
be the responsible authority in a case where demonstrable failure by SA Water allowed water
which was not fit for human consumption to enter into the supply system. The Department of
Human Services does not undertake routine analysis of the water supply.

In respect of abstraction, SA Water relies on its own reservoirs located east of the city and
a pump supply from the Murray River. The Murray Darling Authority is responsible for the
flow and quality of the water in the Murray River and SA Water has an allocation that it may
choose in any one year to withdraw; there is no charge for the water provided. SA Water is
exposed to the risk that there will be long-term degradation in the quality of the Murray River
water and yet it has no responsibility for the river basin management required to arrest this
degradation.

The responsibility for land use in the local catchment rests with the local catchment
management boards, which report to Minister for Local Government. The quality of water
discharged into the reservoirs is in theory the responsibility of the EPA. However, it
undertakes only minimal analysis and there is no clarity in the final responsibility for quality of
water discharged into SA Water's reservoirs. It is not clear, for example, where final
responsibility would lie in the event of a parasite outbreak such as cryptosporidium in the
drinking water system. .
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South Australian Regulation Framework for Water & Sanitation
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Bulgaria Case Study — Key Points

Bulgaria has a population of eight million people of whom 68% live in
the towns. Sofia is the commercial and political center.

A former socialist republic with a legacy of run down public service
infrastructure and serious pollution problems, economic progress is now
being made. Since 1997 fundamental structural reforms have been
implemented, including market liberalization and private sector
management.

The water supply network covers 89% of the population. Losses from
the water system are estimated to be around 60%, largely from aged
asbestos cement pipes. Only 30% of towns have sewage treatment
plants and the sewerage network requires extensive renovation and
extension.

Until 1998 services were provided by state owned companies.
Since then municipalities have been encouraged to take a share in
their management and 35 water companies are now co-owned, or
owned directly by the municipalities. Although financially
independent, they are constrained by regulations, lack management
autonomy, and cannot cover investment costs in their tariffs.

Since October 2000 the Government has launched a privatization
strategy. Concessions are the preferred option in the water sector. An
agreement has already been finalized for the capital city, Sofia, and
others are in progress.

New concession companies will be regulated through their
contractual agreements. The State is involved in preparing and
approving them but the municipalities will manage the contracts,
issues of countrywide consistency, and independence from local
politics will arise. The state-owned and co-owned companies will
continue to be managed and regulated by the State.

The regulation framework is in a state of transition. A Control Body
is being set up to regulate water prices and control service quality in the
interests of consumers. The remit of this body is not yet clear, but its
composition and effectiveness will be of considerable importance
for the future economic regulation framework.

The serious pollution problems in the country have also seen a
new emphasis on environmental regulation. Four new basin
departments will monitor and enforce water quality and environmental
regulations.
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Background

Bulgaria is located in Southeast Europe on the Western bank of the Black Sea. It has a
population of around eight million people of which 68% live in the towns. The country is
divided into 28 regions and 262 municipalities. The capital city of the country is Sofia, the
commercial and political center, with a population of 1.4 million inhabitants; there are eight
other towns with over 100,000 population.

The country suffered from high levels of inflation in the mid-1990s but since 1998 this has
been stabilized and economic growth is forecast. In 1999 the GDP per capita was US$1,380.

Bulgaria suffers from many of the problems of the former socialist republics of Eastern
Europe including an inadequate and run down public service infrastructure. The country also
suffers from major pollution problems from outdated power stations, petrochemical plants;
steel, cement, industrial waste discharges; mining; and inadequate sewage treatment
facilities. The quality of surface waters is poor with lead and arsenic problems affecting some
drinking water supplies. Groundwater is universally contaminated with nitrates.

Following years of delays, Bulgaria is currently in the process of implementing
fundamental structural reforms. A previously irresolute transition process left Bulgaria
economically behind other countries in Central and Eastern Europe. Bulgaria launched
privatization in 1991 with a privatization law being passed in April 1992. Privatization
proceeded fitfully with changing government regulations, bureaucracy, lack of transparency,
and insider dealing impeding progress.

Since 1997 the government has accelerated the privatization process and has liberalized
previously controlled prices. Important steps have also been taken in banking sector reform,
agricultural liberalization, energy pricing, property rights, and legal reforms required to
improve the prospects for sustainable economic growth. Bulgaria was invited to start
European Union accession talks in December 1999.

Approximately 50% of previously state-owned assets have been privatized although the
role of insiders in the privatization process has led to corporate governance problems.
However, considerable progress has recently been made in many areas including the
liberalization of markets and trade, the privatization of small and medium sized enterprises
and the restructuring of the financial sector.

Water and Sanitation Services Sector

Bulgaria water resources are relatively limited. Total water consumption amounts to nearly 12
billion cubic meters per year and water utilization is about 120 liters/person/day. There is a
tendency towards a reduction in this figure because of the increase in the price of water and
the improved accuracy of measurement. Potable water supplies account for 8%, irrigation
34%, industry 25%, and the electricity-generating sector up to 33%.

The country has a well-developed public water supply. More than 45,000 settlements
have access to the public water supply, which is 90% of all settlements in Bulgaria. The water
supply system comprises 67,000 kilometers of water pipeline, 10 dams mainly for water
supply, 5,900 potable water tanks, 3,850 water supply pump stations, and 52 potable water
treatment plants with an overall capacity of over 20 cubic meters per second. About 40% of
Bulgaria's water supplies are provided by gravity and the rest through pumping stations. At
present four water supply reservoir dams, seven drinking water treatment plants, 58
kilometers of pipework and other facilities are under construction.

A major problem for the Bulgarian distribution systems is water losses. Between 50% and
70% of drinking water is currently lost through leakage and new investment in this area is
regarded as a major priority. The water system is suffering massive leaks from aged asbestos
concrete water pipes. Almost 81% of Bulgaria’'s 67,000 kilometers of water pipes are outdated
and during the last 20 years the efficiency of water usage has decreased from 85% to 49%. It
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is estimated that US$22 billion will be required for the replacement of all of these pipes. About
half of the 3,600 kilometers of water pipes in Sofia need replacement now.

The total length of the constructed sewerage network is 7,718 km for the entire country
with 322 thousand sewer connections. The number of settlements with sewerage systems is
277 of which 167 are towns. Seventy percent of towns are provided with a sewer network; the
proportion in the rural areas is minimal. The condition of the network is poor; about 20%
requires replacement for constructional reasons. In addition much of the network was
constructed in the 1960s and can no longer provide for the increased volumes of wastewater,
SO a reconstruction program is needed.

Fifty-two urban wastewater treatment plants are currently operating in Bulgaria of which
13 are for mechanical treatment only and 39 have biological treatment included. They service
47 populated areas and 35% of the country’s population. Only 30% of Bulgarian towns have
sewage treatment plants. Many municipal wastewater treatment plants are incomplete owing
to problems of funding and the government has identified this area as one of its main
investment priorities.

Ownership

The ownership of water assets and lands in Bulgaria is vested in the public sector, both at
state, and more recently, at municipal level. The State owns the rivers, reservoirs, dams,
natural lakes, lagoons, and the underground waters. Municipal ownership includes the water
systems and construction, systems and constructions for purification of sewage effluent,
water supply and distribution systems for mineral water.

By a resolution of the Council of Ministers in 1998, there began a process of transfer of
ownership from the entirely state water and sewage companies (ViKs) to the municipalities.
The intention was to facilitate the privatization of the ViK sector in Bulgaria by making the
municipalities more interested in improving the management of the companies. As a result a
mixed state-municipal ownership appeared. However, in May 2000 the Government decided
to stop the transformation of water companies into government-municipal partnerships.
Experts believed that establishing partnerships between the government and the
municipalities would create barriers to future privatization plans and adversely affect
investors' intentions.

Currently, the Ministry of Regional Development and Public Works (MRDPW) and the
respective municipalities co-own 16 water companies, in which the state holds 51% of the
capital; 13 others remain entirely state-owned. Exclusively the municipalities own 19
companies, including the water and sanitation services of Sofia, which are under concession
to a private company for a period of 25 years.

The companies with a state interest are entirely subordinate to the MRDPW through a
process of representation at general meetings, ministry appointment of executive directors,
and progress reporting. The municipal-owned companies are not subject to these measures
but are still subject to methodical guidance from MRDPW which holds regular meetings with
company managers for this purpose.

Within these constraints the water companies are financially independent and are
responsible for water supply, its quality and efficiency, and for sewerage and sewage
treatment. They determine their own methods of charging within the constraints of Ministerial
Instructions and compliance with the provisions of the Law of Prices.

Despite this progress, regional water companies face problems, which include:

» Insufficient local accountability and a corporate environment not conducive to

autonomous decision-making and commercialization.

» Low operating efficiency and cost recovery, evidenced by high water losses and tariffs

for domestic water that cover only minimum operating costs and no investment.
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» Adjustment-induced fiscal contraction has left companies with no access to long-term
capital to finance urgent investments, upgrading, and rehabilitation.

Privatization of the Water and Wastewater Sector

In February 2000, a new Water Act was adopted in Bulgaria providing some
harmonization with European standards. In October, the Government launched a new
privatization strategy focused on the privatization of public services. A reduction of the state
share in the companies is envisaged through the introduction of various ownership and
management forms. These will include municipal cooperatives, joint ventures, and long-term
concession arrangements. Furthermore, the strategy aims at introducing measures that will
enhance the transparency of the privatization process.

The government is expected to shift the emphasis to tenders and auctions as opposed to
negotiations with potential buyers and the practice of minimum bidding price could be
eliminated. The cabinet will seek to promote the privatization of the water and sewage
companies (ViKs) among others (Bulgarian Telecommunications Company, Bulgarian State
Railroads, and the National Electricity Company) but there is a need to synchronize the
legislation and establishing mechanisms for the different privatization procedures.

According to the privatization strategy guidelines, a portion of the regional water
companies will be offered under a concession. The concession is regarded as the preferable
form of privatization for the water sector, with the assets remaining in public ownership. The
option to contract foreign water utility operators as managers with the provision to use the
revenues and invest in the modernization of the existing infrastructure is also under
consideration. The Minister of the Regional Development and Public Works, Evgeni Chachev,
thinks that a combination of concessions and management contracts gives the best options
for divestiture of the water sector in Bulgaria. According to him these methods give scope for
a faster inflow of investments and technologies.

The Republic of Bulgaria has received a loan from the World Bank for funding the Water
Companies Restructuring and Modernization Project. It intends to use these funds in part to
pay for advisory services to develop and implement private sector participation (PSP) in the
water sector in Bulgaria.

The process of introducing the private sector in the water supply and sewerage services is
already taking place. A concession agreement between the water and sewage company of
the Bulgarian capital city of Sofia and the UK-based Inter