30 November 2006

Financing Basic Utilitiesfor All: A Survey of Issues

Tania Cernuschi & Danidl PlatZ

Informal background paper
Advance unedited version

(Not for quoting)
Prepared for aregional multi-stakeholder consultation on

“Financing Access to Basic Utilities for All” organized by the Friedrich Ebert Foundation,
International Poverty Centre, UNDP, Brazilian Ministry of the Cities (SNSA)
and the Financing for Development Office, UN-DESA, 11-13 December 2006, Brasilia, Brazil

! Tania Cernuschi is Associate Economic Affairs Officer and Daniel Platz is Economic Affairs Officer at
the Financing for Development Office of the United Nations Department of Economic and Social Affairs.
The views expressed herein are those of the authors and they do not necessarily reflect those of the United
Nations. The authors wish to thank participants at the first expert group meeting in New York (New Y ork,
26-27 June 2006) for their invaluable inputs and comments. Ms. Catherine Ruetschlin and Mr. Rafael
Marafién-Abreu provided excellent research assistance.



Table of Contents

INTRODUGCTION . ....cututristueeeeeseseseesesesessesesessestsesssstssssestassssesesasse st ass s e se s as 1o se e s sesEae s s s s e aeas s s e s s s nm s s nenn s an s

MOBILIZING FINANCE: STABLE AND PREDICTABLE FINANCING MECHANISMS FOR

UTILITY PROVIDERS AT ALL LEVELS ...

FINANCING OPTIONS AT THE INTERNATIONAL AND NATIONAL LEVEL ..cocevverieeeeerreeserersesessne e sesesessesesssensenes

Programmatic Financing INStruments..........cooeveeneeenernencrnenesneseenenenn:
ODA fINANCING oot
Capacity DUITAING. ...
The use of Conditionalities

Public resourcesto leverage additional fUNAS..........cooveeeecccssscce s sns

FINANCING OPTIONS AT THEMUNICIPAL LEVEL ...cvitirieesiseresisisesesesesesesssesesessssss e sesssssssesesssssssssssssessssssssneens

The extend of subnational bond issuancesin developing countries
Bond financing at the subnational level-key options
Supply-side constraints......
Demand-side constraints

Macroeconomic constraints: Systemic macroeconomic risk-The case of Indonesia.........c.cccoeuen...

Overcoming constraints through pooled financing arrangements....

Therole of municipal develOpMENt DANKS.........occreier e

Developing country experiences: The first South Asian municipal bond for improvement of water,

SEWET JE AN WASEE......ceoeuveeireeeitee e er st s bbb
Developing country experiences. -Pooled financing and other innovationsin Tamil Nadu...........

FINANCING OPTIONS AT THE LOCAL LEVEL ...vitiierieiiiriresesiseseststsesesesssesess s sesssssssess s s sssssssssssssssessssssssneens

Small-scale service providerslimited accessto needed finanCe.........cocccececeevvcccis e

Microfinance for Small Scale Service Providers........ccoovcvnerencenenen.
Alternative optionsfor financing small-scale service providers
The broader framework for financing of small-scale service providers

PAYING OFF THE DEBT: ENSURING THE SUSTAINABILITY OF ACCESSTO UTILITIES
FOR ALL oo bbb b b bbb

COST RECOVERY ....cucuterresiessessesesesessesssssessesesssesssessssssessassessssesssssssssasssssssesssssessssssssesssssassessesssssesssnesssessssssssesssneases

AT TTTS ot
SUBSIIES.......ceiteetet e bR
WHO PAYSFOr SUDSITIES? ...ttt

Consumption versus connection subsidies

JLIE= 10 =L Vo OO
INCENTIVE-TINKEA SUDSIAIES.......cocieieceieeseet ettt ettt bbbt b st se b b be s srban

Implicit subsidies.

(g RY o orT g o JF= 1o o Roto] | =T o] o 0O

THE ROLE OF TAX REVENUE.......cctttititeteteretetetesessse st ss bbb bbbt b bbb bbb bbb bbb s bbb bbb n s enenenenes

IMProving taxX adminiStEatiON..........ccceirrereeee s sss e s se s sesessenssssesenssnses
[ MPrOVING TAX POLICTES......ucveeueeeerricrsier ettt

The potential or non-potential of VAT in poor countries

Lower personal and corporateincometaxes (PIT and ClT) ... eerseessesesseseeneeees
Simplification of the eXCiSe dULY SETUCLUI ...t

.52




MACROECONOMIC FACTORSTO BE TAKEN INTO ACCOUNT IN THE DESIGN AND USE
OF FINANCING MECHANISMS ...ttt b

POSSIBLE MACROECONOMI C IMPLICATIONS OF AID INFLOWS.

The “ Dutch Disease”

EmpPirical EVIAENCE........cociieecrrcrre s
Spending aid prudently -Fiscal POliCY LOOIS.......ccccrrrieinirnneesere et seresenas
Absorbing aid or sterilizing inflows?-The central bank’s dilemma of finding theright exchange
Fate and MONELANY POIICY ...vovicieiriiecieireresie st s ettt ee s st s ss e st en s s aesen e nnsessnas 78
Thenet impact of deVElOPMENT @I d..........cccvircerscr s 80

ADDRESSING MACROECONOMIC RISK, IN PARTICULAR FOREIGN CURRENCY RISK

Foreign currency risk in financCing ULHIIES.......ovvverirerrecee e ssessenenas
The use of local currency iNStrUMENTS ......cvvevcerrecee s
CUITeNCY NEAGING .....cevriereriereireereeese s
EXcChange rate guUarantees............correrneerneeenesenesessesseses e
Other innovative MeChaniSMS ... seeeeees
Environmental sustainability and iNVESIOr FiSK ...

THE ROLE OF THE GOVERNMENT IN PROMOTING T HE FINANCIAL SECTOR.....ccetturererereresesesesesesssesesesesesesesssesenes 88

The MS School and the financial liberalization hypothesis
The Structuralist CritiQUE......cccerecceeeee e
Empirical evidence on the finance and growth nexus
Framing a constructive dialogue on therole of the government in financial sector development..91

BIBLIOGRAPHY ..ottt bbb s 94



| ntroduction

Over the past two decades, the debate around the issue of access to basic utilities for all
has focused on public versus private provision of services. Privatization was expected to bring
about supplementary financing for upgrading and expansion of basic utilities, in addition to more
efficient service delivery. Widespread failure of privatization policiesto do so hasled to the

recognition that public budget resources are likely to remain the biggest source for investment.”

The Millennium Development Goals call for halving the proportion of people without



billion per year (Lenton & Wright, 2005). For e ectricity, the numbers are staggering aswell. The
International Energy Agency (IEA) estimates that approximately $700 billion of investment will

be required to reach an additional 1.4 billion people (IEA, 2003).



Mobilizing finance: Stable and predictable financing

mechanisms for utility providersat all levels

Financing options at the international and national level

Mobilizing sufficient financing for investing into utilities is difficult due to low levels of
cost recovery for both the water and eectricity sectors. Consequently, domestic Governments
cover the biggest share of new investments with the remaining balance coming from foreign aid
and from private investments. More specificaly, it is estimated that in 2000, 65% of funding for
water and sanitation came from the domestic public sector, 12% from international donors, 19%
from the domestic private sector and 5% from international private companies (Fonseca &

Cardone, 2004).

In developing countries, government funding for water has been stationary. With regards
to ODA for both water & sanitation and electricity, 1999 represented a year of decline and 2004 a
year of recovery. More specificaly, between 1999 and 2003 grant and loan funding for water
supply and sanitation ranged between US$2.5 hillion and US$3 billion, a decline compared to

previous years



Bank, 2004). Recently, this trend has been reversed: World Bank lending for infrastructure
related programs and projects amounted to $8.1 billion dollars during fiscal year 2006, a 10 %

increase compared to 2005 and much larger compared to 1999.°

Tablel:

Annual flows of development aid for electricity (transmission and distribution)

from 1995-2004 in millions of USDoallars
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Meanwhile, private investment in water and electricity in developing countries has been
declining. Overall, since peaking at $131 billion in 1997, private investment in infrastructure
projects fell to $50 billion in 2003.° In addition, investments are heavily concentrated in
telecommunications and transport in the East Asan and Latin American regions. Even at peak
times, financing has been lower than expected for many reasons. These include the high risk
involved in investing in poor countries and risks related to the capita intensive and long term

nature of infrastructure. Moreover, private investment declined as a result of pressure by

® www.worldbank.org/infrastructure/
& www.worldbank.org/infrastructure/



governments and social movements, as in the case of Aguas Argentinas (controlled by France-
based Suez) and Suez in Bolivia, where disputes arose related to prices and quality of services.
Along the same lines, legidation that prevents foreign corporations participation in the water
sector, as implemented in Uruguay, has discouraged foreign investments (UN World Water
Assessment Programme, 2006; Van Hofwegen, Paul, 2006). Comparable considerations apply to
commercia bank lending for both sectors, which has been declining in recent years (Winpenny,

2003).

Programmatic Financing | nstruments

In recent years participatory poverty assessments (PPAS) have been a popular instrument
for including poor peopl€’ s views in the analysis of poverty and the formulation of strategiesto
reduce it through public policy. A common result of these PPAS has been acall on governments
in developing countries to alocate a bigger share of their budget for investmentsin the water and
electricity sectors. Yet, in many cases little resources are all ocated to these sectors within national
planning strategies. One major reason for thisis the sectors' weak bargaining power. Thisis
mostly due to alack of consensus among ingtitutional stakeholders representing different sub-
sectorsand interests (e.g., water for agricultural use, water for domestic use). In addition, sector
information and cost estimates are weak. Finally, at the national level, financing tends to be

fragmented, because of the variety of sources.

The 2005 World Summit Outcome has called for the adoption of National Development

Strategies (NDS) with a particular commitment to achieving the Millennium Development Goals
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(MDGs).” If adopted, NDS will promote higher priority to sectors such as water & sanitation and

electricity.

Both ODA and nationa resources are more and more shifted from financing of individual
projects to Sector Wide Approaches to Planning (SWAPs), yet financing geared towards single
projects still dominates globally. For national government resources, SWAPs trand ate into sector
expenditure plans as part of countries macro-development-frameworks. This could unite and
strengthen the voice of different stakeholders and lead to more integrated strategies for water and

electricity. The SWAP approach has been successful in Uganda (see box 1).

Nevertheless, the sector approaches cannot be applied everywhere. Knowledge of the
country’ s needs and available resources, a clear division of responsibilities among different sector
ingtitutions are critical for their success. There are countries, for instance Eritrea, where water
laws do not exist or are only in adraft form. Also, many countries do not have a clear ingtitutional
set-up for water resources management and policy. In Eritrea, for example, responsbility for
water policy making has been shifting between the Ministry of Local Government, and the Water
Resources Department of the Ministry of Land, Water and Environment. The Ministry of Public
Works and the Ministry of Agriculture are also involved.® Another major constraint, in the case of
Eritrea asin other countries, is represented by the lack of knowledge of the country water
endowments.” Where these are the conditions in places and/or in cases where domestic
government commitment to reform is lacking, resources could be alocated to single projects
through simpler mechanisms of coordination among different financing sources. In Eritrea, both
government and donor funds are not disbursed within a national water devel opment framework,

but are channeled into projects that respond to specific temporary needs. This approach has

’ See http://www.un.org/summit 2005/

8 In The Water Policy Paper of Eritrea (DRAFT) — MoLWE, WDR, August 2004, the Government of the
State of Eritreaindicates the water sectors lack a clear institutional set up.

° The Water Policy Paper of Eritrea (DRAFT) — MoLWE, WDR, August 2004.
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allowed Eritrea to increase access to water of 25% from 1990 to 2004 and to be portrayed asa

successful case by the Second Report of WHO and UNICEF on MDG in Water and Sanitation.

Box 1

10

SWAP in Uganda
The Uganda SWAPfor water and sanitation is a success story.

Inadequate co-ordination among actors in the sector was perceived as hampering efficiency and
efficacy in financing and delivery. Since 1997, the sector has been undergoing reform Programs-
based on a demand responsive approach and decentralized i mplementation through district
governments-have been set up for rural water supply and sanitation. The reform envisaged a
comprehensive sector work which included a National Water Policy, Urban WSS Strategy,

P, .

10\WHO and UNICEF, 2004.
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At the same time, more feasible initiatives are being proposed and probably worth
pursuing in this and similar countries, such as water harvesting or the establishment of water user
associations at the regional level in charge of small scale water needs assessment.™ While such
initiatives may be unsustainable due to the inability to predict long term water availability, they
may very well be the best available aternative. The focus should be on low cost and small scale
intervention to minimize waste of resources. Contextually, donors could encourage the creation of

those conditions that would allow for a sector wide approach to be devel oped.

ODA financing

At present, aid assistance is mainly provided via bilateral grants with limited coordination
between different donors (Van Hofwegen, 2006). In addition, ODA for basic utilities tends to be
alocated to countries lessin need of it than others. For instance, the European Union estimates
that countries in Sub-Saharan Africawith the least accessto water, i.e. Mauritania, Ethiopiaand
Guinea receive much less of European Commission’s aid for water than Ghana, Burkina Faso and
Tanzania (European Union, 2003). Similar considerations apply to other DAC resources for the
sector. Donor countries tend to give priority to the geo-strategic visibility of and their historic ties
with recipients (World Water Council 2006). Moreover, there is alarge lag in time between
commitments and disbursement. Disbursement tendsto start 4-5 years after initiadl commitment,
with gradual disbursement in the following 3-4 years (Cardone, 2005). This createsa significant

mismatch between planned activities and available resources.

If implemented successfully, the Paris Declaration on Aid Effectiveness could ameliorate

the situation. Its recommendations are geared towards improving the alignment of assistance and

1 Water Harvesting for Sustainable Development national Confederation of Eritrean Workers17-18/02/05.
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monitoring, building institutional capacities, reducing transaction costs and eliminating

unnecessary bureaucratic procedures.

Coordination and targeting of aid could be improved if donors made larger use of existing
water and electricity initiatives. In addition, many experts believe that assistance for water attracts
less attention then other socia sectors, such as health and education, due to the inexistence of
initiatives at the international level for water and sanitation provision (Cardone, 2005).
Meanwhile, initiatives such as the Education for All Fast Track Initiative or the Global Fund to
Fight AIDS, Tuberculosis and Maaria (GFTAM) seem to be able to attract significant global
attention. However, global initiatives may not be very responsive to regional and national needs.
Giving more publicity and making more use of existing regional and country initiatives for water
could represent a good alternative. For instance, some of the existent initiatives in water
supported through the African Development Bank (AfDB) are worth exploring. They include the
African Rura Water Supply and Sanitation Initiative (RWSSI), which aim at decreasing poverty
in Africa through the development of water and sanitation services. The AfDB intends to
mobilize resources internationally to cover approximately 80% of requirements with the
remaining 202 percent to be financed by recipient government and beneficiary resources. The
African Water Facility (AWF) has been established as a Specia Water Fund managed at the
AfDB, with the aim of improving the enabling environment and strengthening water resources
management in Africa. To date, pledges and contributions have been made mainly by
internationa and bilateral donors. At the continental level, NEPAD Tc 0.0 Tw (id.21145 Tc O Tw (ing) Tj1d84l T

$ Faciires(Au\IBpporransbentd Tw elopment Ba230[9.750 TD -053Tc 0.3116 Tw
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SWAPs have been more useful in enhancing the capacity to prepare clear sector strategies than in

building capacity to manage the sector and improve service delivery. The abovementioned case of

16



the public partner on the award of the project to the successful bidder. This would make sense if
the provision of such assistance came from local providers lacking own financing to provide such

service.

The World Bank proposa of broadening capacity building activities to include the
strengthening of public ingtitutions, with emphasis in Africa on public financial management,
decentralization, and governance, should be met with some skepticism (World Bank, 2005). This
effort could be detrimental to simpler ‘education and training’ aready receiving as little as 0.2%
of total ODA for water and sanitation (World Water Forum, 2006). Little resources earmarked for
this crucial component of water and electricity projectsis likely to lead not only to difficulty in
disbursement, but also to lack of sustainability of investments. The First Water Decade, for
instance, is often referred to as having been successful in dramatically increasing water services
while failing at making them sustainable. Although it is true that smaller scale initiatives, such as
local training, may end up creating ‘enclaves of efficiency’, this may provoke real and effective
action and is maybe preferable to “ Olympian councils of perfection whose intimidating severity

leads themto beignored” (Robertset al., 2002: 77).

The use of Conditionalities

Various more recent financing instruments used in both the water and electricity sectors
(e.g. budget or basket support, often phased) follow the concept of output-based aid, whereby
both commitments and disbursement of resources are strictly linked with achievement of
outcomes (Van Hofwegen, 2006). This follows the growing consensus that investments must be
complemented with policy and regulatory reforms and institutional capacity building. Reform
efforts should focus on improving regulation and legal systems, protecting creditors and

investors' rights, introducing reliable cost recovery schemes and implementing effective systems

17



of subsidies. According to the Department for International Development (DFID), donors should
focus on improving the overall governance framework in a country, rather than fund
unsustainable projects and programs in institutionally weak water sectors (ERM, 2005). Thereare

three main limitations to this approach.
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Thirdly, the use of programmatic approaches and output based aid generally involves the
use of ‘trigger’ conditions. The IMF and World Bank are fostering the inclusion of privatization
and liberalization of trade in services reforms in developing countries PRSPs. Also
decentralization is at time prescribed as a condition for access to credit. The strong support for
privatization of electricity distribution in Latin Americaisacasein point. In India, access to
World Bank credit is dependent on implementation of alegal framework promoting
administrative and fiscal decentralization (Alexander, 2005). Conditionalities often aso prescribe
the alocation of water to different users depending on the profitability of water use, the departure
from cross-subsidization, and a reform of tariff structures. This approach is shared also by the
IMF, by most national development banks, and by some bilateral donors. The IMF signals
countries as ‘off-track’ to private and official investors for a lack of compliance on privatization
(Alexander, 2005). Similar conditiondlities are attached to debt relief initiatives such as the
Highly Indebted Poor Countries initiative launched in 1996 by the World Bank and the IMF, now
supported by the Multilateral Debt Relief Initiative. These initiatives alow countries to enter debt
SWAPs as means to increase local currency funds available for socia projects, including
financing of basic utilities. In addition, many recently created ‘ specia fund mechanisms' are only
active in countries follow ing privatization, decentralization, and liberalization measures. The
Private Infrastructure Donor Group of UK, Sweden, and Netherlands, for instance, provides
capacity building and financial guarantees to countries and operators, yet it is mainly available for
privatization concessions (Hall, 2003). These independently managed mechanisms are strictly
linked to reforms and are often used to bypass nationa governments. These funds are capitaized
through public or donor resources and generally operate as revolving funds covering operational
costs through interest earnings. Some of these schemes are established at the local level, others at

country, regional or global level. At the global level for instance, the Public-
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Forces on Financing Water for All, al give high priority to the use of international loans and
grants to attract private investment. Thisis envisaged through the introduction of innovative
mechanisms to reduce risks faced by private sector both nationally and internationally. The Socia
Investment Fund (SIF) of the World Bank is one example of support provided to provincia-level
initiative with the main purpose of increasing local investment (Mehta, 2003). Calls are also made
for official sources to be channeled into enhancing community contributions and enabling local

service providers: aid could be used to support pro-poor tariffs to enhance
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globa phenomenon. According to UN estimates, urban population increased from 732 million in
1950 to 3.2 hillion in 2005 and is projected to reach 4.9 billion in 2030 (UN, 2005). Urbanization
has led to greater demand for investment in water systems, wastewater collection and treatment,
electricity, and other facilities. At the same time, fiscal decentralization strategies have become
more popular which has shifted much of the responsibility for infrastructure and utility
investment to local governments. Thirdly, fiscal subsidies from centra governments to
municipalities have become fewer (Peterson, 2000). Lastly, there has been an increased focus and
interest in financial sector development in developing countries. In the Monterrey Consensus
world leaders explicitly recognized “the need to strengthen and devel op the domestic financia
sector, by encouraging the orderly development of capital markets (...), including the insurance
sector and debt and equity markets, that encourage and channel savings and foster productive
investments’ (Monterrey Consensus, 2002). Y et, despite these developments there is only very
little research available on the long-term-financing arrangements of municipal governmentsin
developing countries (Martell, 2003). Further study is needed to explore how municipalities can
attract cheaper and a greater amount of capital. This section will mainly focus on the potential of
subnational bonded debt in developing countries. However, other financing options will be
summarily discussed as well. These include, inter dia, traditional municipal bank lending and
more innovative mechanisms such as pooled financing arrangements. Due to the general paucity
of data on the amount of actual subnational bonded debt outstanding in the developing world,
most of currently available research derives lessons learned and best practices from case studies.
Accordingly, this section will incorporate concrete country experiences, wherever they seem
relevant. In addition, the annex of this paper includes some brief accounts of case studies of

successful issuances of subnational bonded debt in developing counties.

The main part of this section is structured around four questions:

22



@ What is the extent of subnational bonded debt financing in developing countries

and what are the driving factors behind it?
(b) What possibilities of bond financing exist at the subnationa level?

(©) What are the key micro- and macroeconomic congtraints in issuing subnational

bonded debt and how can they be overcome?

(d) What is the potential role of other subnational financing arrangements -

traditional or innovative in nature - in relation to subnational bonded debt?

The extend of subnational bond issuancesin developing countries

While it is well-known that subnational bonded debt markets are not well-developed in
developing countries,™ actual datais hard to come by. To the knowledge of the authors, the only
attempt to compile a publicly available and comprehensive overview of subnational bonded debt
(including amounts, types, yields and maturities) in devel oping countries was made by the World
Bank. However, the data, which had been laborioudy compiled with the help of World Bark
country offices, has not been updated since 1999". At one level thisis understandable due to the
magnitude of the work involved. On the other hand, it is surprising, given the importance the

Bank attaches to the development of sub-national bond markets'.

One fast track strategy is to research the number of subnational issuers that have credit

ratings by the three major rating agencies S& P, Moody’s and Fitch. Table 2 lists the number of
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subnational bond issuersin developing countries that are rated by the three agencies with issues
in domestic or foreign currency as of August 2006. This approach gives some indication of the
potential access of developing countries to internationa financial market at the subnationa level.
Focusing on the three mgjor rating agencies should yield a useful approximation of the number of
rated subnational issuers in developing countries. It is assumed that these three rating agencies
together reach a global market share of roughly 95 percent” However, it isimportant to note that
unrated bonds or those rated by other less dominant rating agencies are not included in the table

below. 18

The tableillustrates that the subnational bonded debt market in the developing world
remains at an embryonic stage. The large mgjority of developing countries either do not have
subnational bond markets or issue bonds that are not rated by one of the mgjor rating agencies.
Countries that do have rated issuers have only very few (with the exception of Mexico). Itisaso
evident that only one low-income country (India) has successfully issued subnational bonds rated

by the three mgjor rating agencies.

Another gtriking feature of the table is the comparably large number of rated issuersin

Mexico. This can be best understood in light of recent changesin Mexico’s federa fiscal system.

In the early 1990s, Mexican states and municipalities increased their degree of autonomy
regarding tax collection and expenditures, while new support funds and programs were put in
place providing additional resources for infrastructure finance. Most importantly, however, since
March 2000, new financing and credit underwriting structures are in effect in Mexico. Asaresult,
subnational entities do not receive any implicit or explicit credit guarantees from the nationa

government.

17 The 95 per cent estimate is based on 2001 numbers presented in US Congressional hearings onthe role
of the major rating agencies.

18 |t is difficult to establish the exact global number of rating agencies. The author is aware of 57 entitities.
18 are located in developing countries, of which only 3 could be found in lowincome countries.
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Consequently, subnational entities have to have their own creditworthiness assessed

(Fitch, 2002).

Table2:

Number of subnational issuersin low and middle-income countriesrated by the

three major credit rating agencies

Colombia

Thailand

Jordan

Ukraine
Kazakhstan

Brazil

Bulgaria
Upper-middle-income economies
Romania

Lithuania

Hungary

Croatia

South Africa
Turkey

Czech Republic
Malaysia
Argentina

Poland

Russian Federation

Mexico

0 20 40 60 80 100 120 140 160

Source: Fitch, S& P, Moody’s



Bond financing at the subnational level -key options

Many experts argue that acritical factor for the appropriate choice of the subnational
financing instrument is the project revenue raising capacity (Martell and Guess, 2006; Attinas
and Brugnoli, 2001). According to this approach projects with no return should be financed
through grant financing while projects with partial cost recovery are suitable for “general
obligation” -, “double barreled” - or “specia assessment “ - bond or asset backed securities
financing. Projects with full cost recovery could access markets through revenue bonds and
project financing instruments, including project bonds. These different types of subnationa

bonded debt are characterized by some notable differences.

Genera obligation bonds are backed by the issuing jurisdiction. The capacity to repay
depends on the overall revenue of the jurisdiction that is “generated” through taxation, capital
transfers or project revenue. Generaly, no assets are used as collatera in agenera obligation
bond. The first genera obligation bond in South Asia was successfully issued by the city of
Ahmedabad, Indiain 1998. The bond issuance raised Rs. 1050 Million (equivalent to US$ 20.5
million), which covered 20% of the overall costs of the water and sewerage expansion

programmes. The example is discussed in more detail below.

Double barreled bonds rely on two separate entities making the financial commitment.
For example, a bond could be tied to the revenue stream of a utility but backed through a
secondary guarantee of a municipality that owns the utility in case revenue fals short of
obligatory interest payments. A popular form of the double barreled bond is the double barreled

revenue bond mentioned below.

Specia assessment bonds are tailored towards funding development projects as they are
funded by taxes levied on the community benefiting from the particular bond-funded project. The

downside of a specia assessment bond is that economic and financia risks are concentrated in
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relatively small areas. Therefore, special assessment bonds usualy require a*“guaranty fund” or
legal protections, which increase costs and ultimately interest rates. Concrete examples of specia
assessment bonds in developing countries are sparse. One example isthat of the Argentinean city
of Bariloche, which issued SABs for USD 1 million in 1997 with three-year maturity and an
interest rate of 12.5%. Banco Macro S.A. formerly known as Banco Macro Bansud S.A., entered
into afiduciary agreement with the city of Bariloche and deposited taxes levied on beneficiaries
of infrastructure projects into a current account designated for repayment of the bond (Attinasi

and Brugnoli, 2001).

Asset-backed securities (ABS) are bonds or notes collateraized by the cash flows from a

specified pool of underlying assets. Typical collaterals for ABS are credit card future flows,
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Nowadays, specific purpose revenue bonds are the primary source of funding US capital projects.
Revenue bonds are among the “more ambitious’ subnational bonded debt instruments as they rely
on predictable and sufficient future revenue streams. India s first revenue bond was issued in

Tamil Nadu and is discussed in the corresponding case study below.

Project bonds are a popular form of project finance. The number of project bonds to fund
long-term infrastructure projects has risen in the developing world. Most existing project bonds,
however, are corporate bonds, i.e. they are not issued by the municipaity. Some high-profile
transactions, including the $125 million issued by the Quezon power project in the Philippines,
have sparked interested in this type of financing mechanism. Essential for the success of the
Quezon project bond was the guarantee and backing of the project by reputable financia
ingtitutions. Construction loans were underwritten by the Union Bank of Switzerland and political
risk guarantees were provided by the Export-Import Bank of the United States (Ex-1m Bank). A
part of the loans was aso insured by the US Overseas Private Investment Corporation (OPIC)

(Boston Business Wire, 1997).

Supply-side constraints

Issuing a bond roughly comprises nine successive steps, al of which pose distinct
challenges, especialy in a developing country setting. The typical steps are: (@) the compilation
of a corporate plan and capital improvement plan; (b) the completion of afeasibility study; (c) the
decision to issue or not issue bonds; (d) the identification and involvement of al essential
stakeholders, including underwriter, legal advisor, financia advisor, auditor, trustee/paying agent,
notary and guarantor (if needed); (€) the completion of a public audit; (f) the preparation of
documents, including an offering circular that presents the basic terms of the transaction to

potentia investors (prospectus), financia information on the issuer and afiscal agency agreement

28



(trust indenture), ¢
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recommendations to market participants. One crucia element for successful development of
municipa bond markets could thus be the introduction of public disclosure guidelines (Peterson,
2002). Thiswould aso help avoid economically unhealthy vested interest relationships between

underwriter, credit-rating agency and issuer.

Where reliable data exists, the issuer might prefer to turn to amajor credit rating agency
in order to access international capital and widen its investor base at home. However, for a
municipality in adeveloping country thisis a costly affair. Municipal ratings are issued on
request. Rating fees are paid by issuers themselves or covered by insurers, guarantors, other

obligors, and underwriters. For instance, Fitc2872ess..1554 conohoQity iny TD -Oau3mritylniters. For rt 7c TD -(
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level. Such aframework is often weak or absent at the municipal level in developing countries.
Moreover, in many cases these ingtitution are already weak at the national level and as result
investors and financia intermediaries might be even more reluctant to enter the sub-nationa
market. An issue that deserves particular attention is the question of alack of enforcing covenants

on local government revenues pledged as collateral assets (Noel, 2000).

Finally, developing countries face a general scarcity of capital resulting from a shallow
financial sector and underdeveloped or often non-existent insurance, pension and mutual funds.
This type of constraint will hamper the successful development of the sub-national markets as
much asit constrains the development of the overal credit market. Pension funds, in particular,
have the potential to support the development of national and municipal bond markets. Through
the purchase of municipal bonds, pension funds, who are generally the largest holders of long-
term savings, can cater to the long term financing needs of municipalities. Further research is
necessary, however, on strategies to effectively utilize this mechanism in devel oping countries.
Major challenges persist where pension systems are dramatically underdeveloped asisthe casein
Sub-Saharan Africaand other non —African least developed countries. In countries with alarge
informal sector, low levels of contributions and fiscal problems, fully funding pension systemsis
a particularly daunting task. At the same time, investing in pension reserves is especially tricky
when the economy is weak with an underdeveloped financia sector that provides very limited
investment opportunities. Moreover, attempts by pension funds to become financial
intermediaries in least developed countries were often unsuccessful and weakened the financia
institutions even further (Barbone, Sanchez B., 1999). It would be critical to explore the factors
that could help safeguard the value of pensions while not hindering investments in viable and

profitable infrastructure projects (Vives, 1999).
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erosion of the investor base caused by the financia crisis that hit Indonesiain 1997. During the
crisis, the collapse of the rupiah drastically increased foreign currency debt and led to wide spread
bankruptcy in the corporate sector. Moody's eventually downgraded Indonesias long-term debt to
junk bond with devastating consequences for the countries overall financia system.
Consequently, potential long-term investors such as pension funds have become extremely
conservative holding amost al of their funds in deposit, insured by the central bank. As aresult,
the banking system is till facing liquidity problems and there is no primary market (let done a
secondary one) for municipal bonds today in Indonesia. The experience of Indonesia shows that
even where conditions seem favorable for the issuance of municipa bonds such an exercise
remains vulnerable to systemic risks emanating from global financial markets. Indonesia's
experience is not unique. The Asian, Russian, and Brazilian financial crises of 1997-1999
derailed and temporarily froze the development of the globa municipal bond market (USAID,

1997; Fitch, 2002).

Overcoming constraints through pooled financing arrangements

Given all of these constraints even advanced market economies are bound to encounter
challenges in building up successful municipa bond markets. The crucia question is how
developing countries could overcome some of these impediments. A possible solution could liein
some sort of pooled financing arrangement. Municipal development funds (MDFs) have been
used in the developed world, in particular outside the U.S,, for local government debt financing.

These funds access national bond markets for capital and then lent it on to local governments.

As of today, more than 60 countries have established municipal development funds or
specidized financia intermediaries for raising capital to on-lend to subnational governments. The

results are mixed. Only few of these MDFs have grown capable of mobilizing private sector






Therole of municipal development banks
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theoretically that bundled pricing generates welfare losses, both in terms of social welfare and in

terms of consumer surplus (Aaron and Wildman, 1999).

Developing country experiences. Thefirst South Asian municipal bond for
improvement of water, sewerage and waste

Ahmadabad, the seventh largest city in India, includes surrounding Slums with very
limited access to drinkable water or sewerage system. To generate new financing for improving
infrastructure the Ahmedabad Municipa Corporation (AMC) launched South Asia's first
municipa bond for improvement of water, sewerage and waste, backed by USAID guarantees.
Ahmedabad raised Rs. 1050 Million (equivaent to US$ 20.5 million) through over 5,000
investors, 75% of which came from the Indian genera public through private placements. Around
20% of the overall costs of the water and sewerage expansion programmes could be covered
through bond issuance. 80% came from aloan from HUDCO, India s Housing and Urban
Development Corporation (USAID aso guaranteed US $10 million in loans that HUDCO
borrowed from US capital markets). The biggest investment financed through these bonds was
the “Raska Project”, which now supplies water to 60% of the city's population. In issuing the
bond the city of Ahmedabad had to overcome constraints similar to many urban areas in the
developing world. First and foremost, municipal revenues were low. In particular, property tax
collection was low. Ahmedabad was no exception to the many other Indian cities with large
informal settlements, which often only collected 1% of eligible property taxes. It was thus
critical to improve the municipa revenue base through an impartial, efficient but also more
aggressivetax. To thisend the city employed well-trained professionalsto help computerize and
standardize the collection of property taxes and octroi - duty imposed on incoming goods. As
result, the city achieved a 100% improvement in octroi and 80% improvement in property tax

collection. The next step was to gain trust with investors through obtaining a credit rating. This
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turned out to be a complex process as there was no precedence for evaluating subnational bonds
inIndia. Eventualy, Credit Rating Information Services of India, Ltd. (CRISIL), Indias largest
credit rating agency, ranked the municipality, after officials from CRISIL spent four monthsin
Ahmedabad trying to assessiits financia environment and credit worthiness. Ultimately, AMC

was awarded an A+ rating (later upgraded to AA).

A major benefit resulting from his exercise was that evaluation criteria could be used to
evaluate other subsequent subnationa bond issuancesin India. The success prompted AMC to
issue a second tax-free 10 year bond offering at 9% interest to finance awater and sewerage
project in 2002. Stakeholders involved in the issuance of the AMC bond have listed the following
factors as critical for its success. (@) asolid capita investment plan (b) improved tax collection;
(b) improved cost recovery, (¢) improved accounting and financial management systems; (d)
improved service delivery systems; (€) speed in project implementation is essential for a variety
of reasons, (f) adequate legal and institutional framework that enables subnational government to
introduce fiscal measures independently from the national government (Vaidya and Johnson,

2001; USAID FIRE Project 2001).

Developing country experiences. -Pooled financing and other innovationsin
Tamil Nadu

Tamil Nadu has become a very popular case study in the existing literature on
subnational bond market development in devel oping countries. The state has mobilized nearly
Rs.3000 million within five years through India s first bond by ajoint private-public municipal
fund, the Tamil Nadu Urban Development Fund, India s first revenue bond, and the world' s first
pooled financing bond outside the US. The Tamil Nadu Urban Development Fund (TNUDF) has

successfully supported bond issuance by urban local bodies ULBs and promoted some other
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innovative schemes to access private capital. TNUDF is atrust fund with private equity

participation that is located outside the government.

In addition, the Fund had access to aline of credit of about Rs.3.7 billion (US$ 80
million) from the World Bank. In late 2000 TNUDF issued the first non-guaranteed, unsecured
bond in India. The size of the issue was Rs. 1,100.5 million ($23 million) with a maturity of 5
years and an annual interest rate of 11.85%. The Indian Investment Information and Credit Rating
Agency, Ltd. (ICRA) rated thisissuance LAA+ (SO) (high safety and modest risk). The issuances
were funded through ULB cash flow formed the base of this issuance, ICRA. Critica for
obtaining a good rating was the fact that TNUDF established a debt service fund equivalent to
oneyear’s principal and interest payment as collatera throughout the life of the bond. The bond
was placed privately, with commercia banks purchasing 70.5 percent, TNUDF s contributors
11.0 percent, regional rura banks 9.5 percent and insurance companies 8.0 percent (Kehew,

Matsukawa, Petersen, 2005).

An interesting pooled financing arrangement promoted in Tamil Nadu was the Water and
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Financing options at the local level

In many countries of Sub-Saharan Africa, as well as South Asiainformal small-scale

service providers (SSPs) account for alarge share of the serviced population
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needed. Y &, in cases where communities are required to pay a high share, sustainable accessto
financing would enable the development of more efficient, cheaper, and higher quality services.
For instance, it is estimated that one of the reasons for lower than average bills for water
provision by local water utilities in China (3.5% of household income) is developed financing

mechanisms for local rurd providers.

Small-scale service providers limited access to needed finance

One of the main constraints with respect to the quality and the expansion of services of
small-scale providersis the lack of access to financing (Collignon & Vezina, 2000). SSPs
finance usualy comesfrom informal sources such as earnings, savings and loans from friends
and families. Community and private schemes recover cost through membership fees, connection

charges, and tariffs.

However, additional sources of finance are needed in most cases to maintain service
delivery. The nature of the demand varies across different types of SSPs. The potential demand
for financing appears greater for community-level providers and small scale private enterprises
given the higher capital requirements for initia investments, major repairs, expansion or
augmentation. There is awide variation in investment levels, depending upon the level of
technology. For instance, manua latrine cleaners call for small amounts of finance compared to
suction tanker businesses. The amount of capita required aso depends on the regulatory

environments and the levels of utility development and coverage.

For community-level providers most countries offer government subsidies for new
investments. However, decentralization policies and demand responsive approaches are leading to

adeclinein available government finance. Moreover, government financing isin general not
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private providers, the lack of accessto credit for capital investments is often one of the most
sgnificant barriers to entry, which in turn limits competition. At the household level, financing
requirements are smaller. Funds are primarily needed to meet the cost of family water and
sanitation facilities, or connection fees to a community or urban scheme. Y et, these are sizable
investments for most poor households, especidly in countries where government policy is

shifting emphasis away from household subsidies.
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In the first case credit risk is related to the household' s saving and credit history. Thereis
adirect incentive to repay due to the direct benefit for the household. In the second case, a credit
history is not available and common community benefits may lead to higher risk of delays and
defaults. In ongoing community and private schemes, a history of user charge payments and the
possibility of linked service improvements have helped facilitate granting of credit. Therisk is
lowered, or can be better assessed, as the MFI establishes a relationship and cash-flow history

with the community or private scheme.

Successful cases of microfinance can be found all over the world for both e ectrification
projects and water and sanitations schemes. One successful experience comes from Sri Lanka,
where the micro-hydropower scheme of the Kandal Oya village was founded through a micro-
loan by a commercia bank. The Intermediate Technology development Group (ITDG), aBritish
NGO promoting small-scale technologies, facilitated this process. In order to finance the project
the bank gave aloan to a newly formed village society composed of 80 members on the basis of
the member’ s individual guarantees. The village society contributed in the form of labour,
materiad and cash. The community did all the construction work with some technical assistance
from ITDG. A management committee was set up for the scheme. A monthly payment was
established for each household to pay for operational and maintenance cost and the repayment of

the loan (Harper, 2000).

Nevertheless, while the use of microfinance for shelter related credit has been high
(Prahalad, 2004), the same cannot be said for infrastructure related credit. It hasto be seen
whether MFIs can be an effective medium for increasing access to basic utilities. Many MFIs
restrict their loans to amounts that are sometimes too small and too short term to meet local
infrastructure financing requirements. Certainly, larger-scale supply solutions such as power
generation or reservoir construction are not amenable to such approaches, even if considerable

groups could be put together to pool financial resources. Thus an MFI-led approach appears most
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applicable either to urban or peri-ruban communities in close proximity to existing infrastructure
facilities or to rural communities whose requirements could be met at arelatively low cost (e.g.

t
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Other models are revolving funds for covering capital costs. The capital costs are
recovered with regular repayments of the recurrent costs over a period of time. Through such

approaches the community mobilizes and manages the resources itsalf.

The broader framework for financing of small-scale service providers

Some experts claim that i China micro-financing of local schemes seemsto be
successful due to the absence of a culture of subsidies and the use of government resources to
promote private investment. These claims question the traditional role of government as a
provider of basic services, in particular for the poorest. The focus of the debate should be on
how Government resources could be used most effectively to support small-scale service
providers. For instance, governments could focus on the development of credit assessment

tools, or on lowering high initial transaction costs for micro-finance institutions.

For instance, in Ethiopia a Rural Water Supply and Environment Project funded by
the government of Finland has involved the Amhara Credit and Savings Institute (ASCI), a
local microfinance institution, in providing financial services to Water & Sanitation
Cooperatives (WATSANCOs), i.e CBOs. Capacity building and technical support were
critical in the course of the project. About 39% of the community-based schemes supported
through this project used the services of ASCI to deposit the fees collected. Initialy, regular
savings of the MFI enabled access to funds for repairs and maintenance while the cash flow

history of a given CBO provided favorable conditions for future loans (Mehta, 2003). At
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present, detailed procedures are being worked out to deliver credit services for water- point

construction for groups organized under the WATSANCOs.*

Another important task is to address supply-side constraints and help local communities
develop bankable opportunities. This was done in the above mentioned case of Sri Lanka hydro-
power schemes, where an NGO provided technical assistance. In order to scale-up services, there
isaneed to create links between existing financial mechanisms and formal financial institutions.
Greater information exchange and transparency should be promoted. Mehta (2003) provides the
example of CLIFF, a partnership of UK based Homeless international and its Indian partners and
local organizations.?” The initiative focuses on project development support, partial guarantees for
risk mitigation and market-based investment funds in the attempt to scale-up existing loca

utilities.

Other issues which require further attention are information constraints and high
transaction costs incurred by local financid ingtitutions. Further development of credit rating
agencies or rating of local infrastructure projects could address these matters. In general, financia
institutions need to further explore the possibility of local utility markets. Credit mechanisms
specifically tailored for financing of utilities can be developed. At the same time, tariff setting,
cost recovery policies, and connection costs require further study. For instance, companies (e.g.
New Infrastructure Development Finance Company — IDFC —in India) exist, which explore
opportunities for financing the private sector for decentralized utilities. It istoo early to properly
assess the performance of these companies. Y et, careful monitoring should be ensured to expand
evidence on what works, under which conditions, and why. More evidence is needed also on the

type of financing of community and household utilities (CREPA, 2000).

21 Amhara Credit and Saving Institution (ACSI) Institutional Profile, Current Status and Future Strategy
Bahir Dar May 2004 http://topics.devel opmentgateway.org/poverty/rc/filedownl oad.do?iteml d=1007720
22 Homeless International is a charity internationally supporting community-led housing and infrastructure
related development in partnership with local partner organizations.
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Redlization and articulation of finance mobilization at the local level must of course be
combined with the appropriate regulatory framework. For instance, the legal basis of community
organizations will influence the risk perception of the lenders (Harper, 2000). In both cases of
CBOsin Ethiopiaand Sri Lanka, the lack of legal status of the beneficiary organizations caused
problems and delays in credit provision and required the mediation of athird actor. Also one
should define clear and firm legal basis for group investment, transparent procedures for handling
money and ensuring accountability, as well as guidelines for the role of local governments (e.g.
monitoring and regulation). For private providers there isacall for transparency in contracts,
efficiency in billing and collection systems, and regulation to ensure fair competition (Snell,
1998). SSPs are atemporary solution, but they cannot survive as enclave: they need an
appropriate sector framework providing necessary incentives and making sustainable access to

credit possible (Chandavarkar, 1994).
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Paying off the debt: ensuring the sustainability of access

to utilitiesfor all

Cost recovery

During 1990s frustration with inefficiency and low quality of basic services, aswell as
limited capabilities for expansion, led to less emphasis on subsidiesin favor of cost recovery. The
notion of cost recovery refersto the practice of charging consumers for the cost of providing
services. The idea of cost recovery rests on different arguments. Firstly, there is the fiscal
rationale: the need for governments to reduce tax burdens. This type of pressure is more and more
prevaent at the local level as municipalities face cutbacks in national transfers and compete to
attract human and financia capital. Secondly, cost recovery is important to ensure sustainability,
i.e. the availability of fundsto increase coverage as well as the quality of services. Thirdly, a
moral argument can be made, for the need for consumers, in particular higher-income groups, to
value the use of services appropriately. Finaly, it is believed that cost recovery promotes
efficiency, accountability, and transparency by providing clear financial indicators of

performance (McDonad, 2002).

Coststo be covered are diverse. They may include economic costs and benefits, for
instance the lost value of water for other usage, gains from the productive use of eectricity,
environmental costs, or other positive and negative externdities. In addition, information system
development, monitoring, and regulation costs may be recovered. Y e, typicaly, cost recovery

refers only to the cost of development of community institutions and capacity as well as systems
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construction, operation, and maintenance. More rarely, cost recovery aso includes systems

rehabilitation and/or extension (Cardone & Fonseca, 2003).

TariffseTcovery 19
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not formally applied, remote communities do pay more because they purchase water from
resellers, as they are not reached by officia utilities. Finally, output-based tariffs area new
concept of tariffs which have not been applied yet. According to this type of tariff users should

pay based on a schedule of improvements of service promised by the utility.

The drive for increased cost recovery in the context of wide-spread privatization in the
1990s led to steep price increases in e ectricity and water and sewerage networks. As the poor
have spent a higher percentage of their income on these services than the better-off, they have
suffered the most. A number of studies have revealed that the amount and structure of these price
increases have produced increased inequity, e.g., in Peru (Birdsall & Nellis 2002). Also,
elimination of illegal connections by private utilities has hurt the poor disproportionately and has
accounted for a significant amount of the increased price impact. Under privatisation many poor
households suffered from a price that was higher than the old state price for electricity supply.
This has led to an increase in income inequality and exclusion of many people from services.
Utility privatization has aso often led to network expansion limited to urban areas. The rural poor
have been generdly Ieft with the infinite price of no service at dl. This scenario has occurredin

Peru, Argentina, Bolivia, Mexico and other Latin America countries (Birdsall and Nellis 2002).

At present, tariffsin developing countries are usualy set well below the level needed to
cover operation and maintenance costs. About 39 % of average tariffs for water utilities do not
cover operation and maintenance cost and 30 % of water utilities tariffs are too low to contribute
to capital costs (World Bank, 2005i).%% In eectricity, the tendency to under-price service is less
prevaent, yet 50 % of eectricity utilities worldwide have average tariffs unable to cover
operation and maintenance and 44 percent have tariffs which do not make any contribution to

capitd costs (World Bank, 2005i).

2 Datafrom a Global Water Intelligence surveys covering 132 major cities worldwide.
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In anutshdl, a substantia proportion of the population in developing countries finds it
difficult to pay the full cost of service, even if it may be able to pay consumption charges. Full
cost recovery has practically failed even in countries with the political will to pursue it (World
Bank, 2005i). At present, the World Bank (2005i) estimates that raising prices to achieve full cost

recovery would on average increase the poverty headcount by 2-3 percent.

Subsidies

The rationae of subsidies arises from equity considerations that seek to rectify a
mismatch between affordable tariff levels, connection charges and the costs of providing the
service (Mehta, 2003). Subsidies are widely applied due to characteristics of the cost structure of
basic utilities. Providing basic utilities implies arelatively high proportion of fixed costs to total
costs. This means that the economically efficient pricing solution (marginal cost pricing) does
usualy not lead to full cost recovery unless demand, i.e., the consumer’s ability and willingness
to pay, increases significantly. Moreover, there is a high percentage of common costs, which are
difficult to allocate to different consumers. Findly, high capita intensity of water and electricity

combined with long asset lives leads to under-pricing of services in the short and medium term.

Who pays for subsidies?

Subsidies may be paid by service providers through internal cross-subsidization. Cross-
subsidization is a mechanism, whereby one group of customers pays arelatively high price for a
certain service and thus enables another group to pay arelatively low price for the same service.
The two most common forms of cross-subsidization are for industrial/urban customers to pay

pricesin excess of costs to subsidize residential/rural consumption, and for high-volume
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consumers to subsidize low-volume users. In Gabon, the national water and electric utility
provider uses profits from urban eectricity supply to subsidize water and electricity servicein
small towns and rural areas. Cross-subsidies alow utilities to achieve cost recovery without
relying on central government transfers. However, cross-subsidization has its risks. Customers
have the option of reacting to cross-subsidization by disconnecting themselves from the public
network and by arranging their own private supply of water, or by relocating to a different service
area. For instance, the cross subsidization scheme between urban and rural customers introduced
in the lvory Cost in the 1980s failed as industrial customers exited from the public network.

(Mehta, 2003).

Subsidies may aso derive from alocations by government (local or central) or donors.
Thetota vaue of subsidies represents alarge share of public expenditure and utility costs. The
most prominent examples of government-funded subsidy schemes come from the countries of the
former Soviet Union. Generally, power and water sector subsidies remain an important fiscal
drain in many regions of the world. For instance, €l ectricity subsidiesin Indiaand Mexico exceed
1 percent of GDP. Fiscal transfers for drinking water and sanitation tend to be smaller asa
percentage of GDP. In India drinking water subsidies are estimated to represent 0.5 percent of

GDP (World Bank, 2005i).

The government subsidy can be provided directly to consumers or to service providers.
Either of these mechanisms carries substantia risk. In the first case, targeting may become

difficult, while in the second case
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It isimportant to note that only a subgroup of the general public ultimately pays for
utility subsidies, in the form of higher taxes, higher utility prices, or deteriorating utility service.
Which subgroup of the general public this will be depends on how taxes are raised, how cross-
subsidies are structured, and how service restrictions are allocated across the population. Thus,
funding mechanisms can play important roles in determining the distribution of the net benefits of

the subsdy (World Bank, 2005i).

Consumption versus connection subsidies

Much of the current debate on subsidy design centers on the pros and cons of
consumption versus connection subsidies. Consumption subsidies can make servicesless
expensive to existing utility customers on acontinuous basis. The defining feature of
consumption subsidies is that they are available only to current utility customers. Consumption
subsidies may operate through the tariff structure or may appear as a percentage discount applied
to customer bills. They may aso take the form of a cash transfer to reimburse households for
utility expenditures. Consumption subsidies are widespread in both the water and electricity
sectors. They may take different forms. Consumers may be charged differently based on their
level of consumption (self-selection quantity targeting). They may a so be charged differently
based on different type of service they use (salf-selection service-level targeting), or be selected

adminigtratively (e.g., social tariffs for the poor, geographically differentiated tariffs etc.).

In the water sector, it is very common to find higher average prices for urban than rura

areas due to cross-subsidization between the two classes of consumers. Most water tariff



pricing between urban and rural areasis less common than in the water sector, due to increasing
liberalization of power markets and the sensitivity of industries to eectricity pricing. However,
the use of special socia tariffs for lower income households is used extensively. Quantity
targeting is also widespread, although less than in the water sector while service level targeting is

quite rare.

Recent studies have shown that consumption subsidies hardly reach the poor. Most
quartity based subsidies are highly regressive. The main reason is that many poor households do
not benefit from these programmes simply because they are not connected to the network. In
addition, application of quantity subsidies requires well functioning meters, which are unlikely to
be found in poor households. Moreover, differences in consumption between poor and non poor
have turned out to be less relevant than expected. In addition, fixed charges lead to a higher unit

price for small consumers than large consumers.

One possible strategy is to reduce the threshold of quantity subsidies while raising the
rate charged in the unsubsidized portions of tariffs to above average cost. Morefar reaching
strategies would focus on expanding coverage and metering. Other consumption subsidies, such
asadministrative or service level targeting have proven to be more progressive. In Chile, socia
subsidies based on means-testing were introduced in the 1990s to mitigate effects of increasesin
water prices. According to this strategy, utilities apply a discount to water bills of eigible
households and are later reimbursed by the government. While this mechanism tends to be more
effective in reaching the poor, it requires government capacity to administer means-testing
systems. In Bangalore, subsidies are provided to those dbtaining water from public taps. The
shortfall isthat subsidies are relatively small and the margin of exclusion error islarge, as many

poor households access private taps in urban areas.

Connection subsidies, by contrast, are one-time subsidies that reduce or eliminate the

55



price customers pay to connect to the system. Thus, they are available only to
unconnected households. These subsidies may come in the form of partia capital grants for rura
schemes They are used in both the water and electricity sectors. Connection subsidies do reach
the poor more as they tackle the main problem of non-access to the network. Inadditions, it is
widely believed that covering the relatively high initia cost of connection may be a bigger
obstacle than paying for regular water use. Expanding utility networks into rural and peri- urban
areas may be hampered by financial constraints. However, the impact of connection subsidies
might be further reduced by the fact that poor households also face non-financia obstaclesto

connection, such as acquiring lega title to the property they occupy (World Bank, 2005i).

Targeting

Another aspect of subsidies to be taken into account is the question of appropriate
targeting. Untargeted subsidies may lead to generalized under-pricing of services while targeted
subsidies support certain popul ation groups as explained above. High costs of the provision of
water and eectricity have lead to the prevalence of untargeted subsidies. As aresult, most utility
servicesare indeed under-priced?®. However, carefully targeted subsidies to fewer households

may cause fewer distortions in3893 Tn24conne
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Asaresult, subsidies were claimed for reconnections where services were cut off for lack of
payment of tariffs. Thirdly, not al providers are eigible as they must be ready to respond to
incentives and operate at a distance from regulators and the funding source. This means that the
international private sector, small-scale service providers, community groups and NGOs are the
best suited providers for output- based schemes. Moreover, OBA is costly and capacity is needed
to collect the necessary information on poor customers. In addition, choosing the form, level, and
structure of payment is crucial for success. For instance, the lack of up-front payment may
automatically exclude all providers facing difficulties in mobilizing financing for service
delivery. Moreover, administering an OBA system is not easy. Findly, for ODA to work properly
appropriate governance and monitoring systems must be in place (Brook & Petrie, 2001; Meetha,

2003)
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Many alternative systems may be proposed, such as collection of payments through
banks and supermarkets or community churches. In many developing countries, improvement of
customer relations is aso an option. Allowing consumers to express their concerns and
complaints as well as give their input for system operation and maintenance through interactive
programmes leads to higher cost recovery. Punitive measures/threats used to persuade and force

consumers to pay thel
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based tariffs assume low mobility of the population, which is not the case in many developing

countries.

With regard to subsidies, there seems to be an emerging consensus that connection
subsidies may be a better option than consumption subsidies. Y et, continuous research is needed.
For instance certain approaches to connection subsidies have been more successful than others.
Several community approaches to design and implementation of access subsidies have been more
successful than household subsidies in generating new demand for services. In addition,
connection subsidies should ensure the provision of a minimum service level. The cost of this
basic service level should be assessed and affect the subsidy level. If there are savings, the

community should be allowed to keep them: this would foster cost-effective designs.

Where consumption subsidies are in place, expanson of coverage and metering as well as
elimination of implicit subsidization should be attempted. Generally speaking, designing
subsidies should strike a balance between supply (e.g. subsidy design, criteria, targeting
mechanisms etc.) and demand driven factors (i.e. local context, needed social mobilization,
technical choices etc.). Aswith tariffs, simplicity is helpful. Multiple and conflicting subsidy
rules can create confusion resulting in inadegquacy of demand articulation and making it difficult
to implement rules and conditions. Finally, targeted schemes seem more sucoessful than

untargeted options athough they implty
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Therole of tax revenue

Sustainable, adequate and stable financial resources play acritical role in enabling
governments to deliver public utilities and promote overall socio-economic development. Y et,
most low-income countries still have along away to go in order to mobilize sufficient resources
to achieve their devel opment objectives. Table 3 underlines the urgency for improving the tax
systems in developing countries. It shows two striking facts. First, low-income countries collect a
significantly lower share of tax revenue relative to their GDP than high-income countries.
Second, the relative share of government expenditure to GDP is much higher in developed

countries than in developing ones.

Table3

Central government tax revenues and

expenditures
OTax revenues as
a percentage of
GDP, 2004
301
201
107 Il Total
0+ 7 : : : government
Low High World expenditure as a
income income percentage of
countries countries GDP, 2004

Source: data from World Bank World Development Indicators 2006

The challenges devel oping countries face in mobilizing tax revenues are manifold.

Firgtly, the potential for tax revenue is generaly low given the prevailing low average incomein
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developing countries, the economies of which are often characterized by alarge share of
agriculture in total employment. This severely limits the revenue potentia of income and
consumption taxes. Secondly, there are large informal sector activities and many occupations
without any record of transactions. The problem of data collection is exacerbated by the fact that
most transactions even in the formal sector are often cash transactions, a fact that makes it
difficult to establish the true level of income. Thirdly, tax administration capacities are weak due
to inadequate funding of revenue collecting agencies, lack of training, insufficient manpower,
heavy competition and often more favorable remuneration from the private sector. Fourthly, tax
awareness islow. Taxpayers are often not aware of their rights and obligations. Moreover, the
incentive to pay taxesis low where the rates are too high and it does not exist where public
services do not reach the poor. Lastly, there is a significant loss of revenue due to libera tax
incentives and exemption schemes, liberal capital allowances (the “race to the bottom” to attract
foreign investors) as well as other sectoral exemption schemes (such as mining and agriculture),

location incentives and the establishment of export processing and manufacturing zones.

I mproving tax administration

The following sections offer a brief survey of common challenges related to improving
revenue collections in developing countries. They center around two interconnected issues, tax
administration and tax policies. The role of tax administration isto collect taxes as specified in
the law. The biggest challenge is hence to reduce the difference between the tax due according to
the law and the amount actually collected, i.e., the god isto narrow the so-called “tax-gap”.
Common types of non-compliance result from non-registration, non-filing and non-payment,

under-reporting of tax voluntary paid and abuse in refund systems, in particular in case of the
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A quick look at these challenges suggests that the following objectives are critical for
improving tax administration in developing countries. First and foremost, there seemsto be an
urgent need for improving data collection and improving taxpayer information to correctly asses
the revenue base. Secondly, measures must be taken to increase potentia tax payer’s ability and
willingness to pay. T