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1. The crisis

The economic crisis makes it doubly important that governments use public spending on infrastructure such as water
and sanitation. Firstly, because this is the best way of countering the effects of recession. The USA reflationary
package is centered around public spending on infrastructure. The World Bank recommends that as many countries
as possible adopt similar policies. Infrastructure spending has a far greater economic impact than tax cuts.

Secondly, because private corporations now find it very hard to raise any finance. They are being charged much higher
interest rates to replace existing debts, because of fears of default. And there is almost no interest in financing
ventures in developing countries. The IFC, the private sector financing arm of the World Bank, believes that the credit
squeeze will make it even harder to finance PPPs. Private investors are less interested in infrastructure in developing
countries: “private equity funds are hoarding capital; Asian and Middle Eastern sovereign wealth funds may divert
more of their portfolios to their regions; investors are demanding higher returns for a given level of risk; poorer
developing countries are being crowded out as private investors are focusing on the largest emerging markets.” ! The
IFC estimates that $110 billion worth of proposed PPPs may be delayed or cancelled, and that $70 billion of existing
PPPs are at risk because of increased costs of financing these projects for the private sector.’

2. Private sector investment: the failed experiment

Even before the crisis, it was already clear that the private sector had failed to deliver the promised investment in
water and sanitation in developing countries. A World Bank research paper in 2006, reviewing actual private
investment in infrastructure in developing countries between 1983 and 2004, concluded:

“PPI [private participation in infrastructure] has disappointed - playing a far less significant role in financing
infrastructure in cities than was hoped for, and which might be expected given the attention it has received
and continues to receive in strategies to mobilize financing for infrastructure...” 3

The details of this failure in water and sanitation are set out in two previous PSIRU reports, one on water (“Pipe
Dreams"4) and one on sanitation (“Sewerage Works"s). Recent reports from the PPIAF have also acknowledged that
private operators did not deliver the investment promised. Where investment in extensions to the system did
happen, as in Senegal, they were financed by the public sector.
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A key problem has been that commercial operators have to be selective about the countries and cities they choose to
operate in, in order to deliver an adequate rate of return. As a result, only one-third of developing countries have
received any kind of private investment in water and sanitation. Even in middle income countries the private sector
investment is very small in comparison to investment by the state. In South Africa, for example, total private
investment in urban infrastructure over the last 20 years “has been quite insignificant .... much less than 1% of one
year’s local government spending."6

3. Importance of public finance

It is now generally acknowledged that public finance is the crucial source of money for investment in water in
developing countries. A World Bank review notes the failure of private sector investment in recent years and
concludes that: “Local governments need good sources of public finance to fund those services, and some form of
government borrowing is needed for major investments in these areas to avoid inter-generational inequities."7 Even
the secretary-general of the OECD, Angel Gurria, has reluctantly acknowledged that: “significant public budget
spending may be needed in order to help overcome affordability constraints that exist in the population."8 This
should come as no surprise. The water and sewerage systems of OECD member countries were overwhelmingly
developed through public finance, not through the private sector.

Donors and international institutions are therefore wrong to place so much emphasis on commercialisation and full
cost recovery from users as a way of financing water and sanitation systems. International aid from donors and
development banks is also far less significant than the public finance from national budgets. The reality can be seen in
India’s plans for investment in water and sanitation: over 90% of this is to be financed by central and state
governments and national banks; only 8% by aid; and only 1.5% by the private sector.

Sources of finance, India water and sanitation plans 2007
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4, Taxes

The key issue is therefore not increasing user charges but whether countries are raising sufficient taxation: “how much
can be achieved depends heavily on how much a government is willing to contribute for meeting social goals.”10 But
tax levels in many developing countries are too low: in 2002 India only raised 9.9% of GDP in taxes, Bangladesh only
7.0% of GDP."* The greatest resistance to higher taxation comes in the most unequal societies, “small government
and low taxes are not the answer for reaching the MDGs.”*?

Apart from general taxation, countries can use other special taxes to help finance water services.

o Taxes on water abstraction by private companies, for example drinks manufacturers, are one possible source
of money. This was one of the elements used in France, where special water boards, the Agences de |'Eau,
collected special water pollution and abstraction charges from water bills."™

o Special charges on other services. In the 1980s Ecuador introduced a special 10% tax on telephone bills, used
to pay for extending water networks to households previously not connected.™

5. Affordability

The explicit or implicit position of most of the official donor publications is that, despite the clear balance of benefits,
household water and sewerage connections cannot be afforded. The WWDR argues that: “In many nations, at least in
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the next five to ten years, it will not be possible for the provision deficiencies in most urban areas to be addressed by
the conventional model of a (public or private) water utility extending piped water supplies and sewers to individual
households.” The most recent estimates of costs for various options, published by the WHO in 2008, reinforce these
assumptions with much higher ﬁgures.15

But none of this is supported by comparison with national economies. As the table below shows, the countries with
most of the population needing water and sewerage connections could deliver these over a 10-year period, with less
than 1% of GDP per year. The calculations are based on the WHO's latest high cost estimates, and actual data on GDP.
This level of spending on such a crucial infrastructure has to be considered affordable, especially in light of the need
for expanded government spending to combat the effects of the economic crisis.

Indeed, some developing countries are already investing in rapid extension of water and sewerage systems, with full
household connections, using public finance.

China has been investing over $10 billion per year (0.4 percent of GDP), constructing full water and sewerage
connections, and is on course for achieving the MDGs - the urban sewerage connection rate in China rose from 30% in
1990 to 50% in 2002, for example.™

In 1996, Brazil started on a major sanitation programme in the city of Salvador (pop. 2.5 million). A government
programme increased the coverage of the sewerage system from 26% to 80% of households in eight years, at a cost
of $440 million. This extension reduced diarrhoeal diseases in children by 22%, and 43% in the highest risk areas
inhabited by the poorest.17

Table 1. The affordability of household water and sewerage connections

COUNTRY People needing water & % of global Annual cost Annual cost as Aid needed for
sewer connection (m.) total Sm. % of GDP costs >1% of GDP

($m.)

China 251 22% 7878 0.30 -

India 184 16% 5764 0.64

Indonesia 73 6% 2291 0.73

Brazil 60 5% 1881 0.21 -

Nigeria 43 4% 1364 1.48 440

Philippines 34 3% 1069 0.89

Pakistan 32 3% 1000 0.82

Bangladesh 27 2% 855 1.22 156

Iran 25 2% 790 0.38 -

Congo DR 15 1% 485 6.29 408

Total in all developing countries 1,141 100% 34,900 2236

Total of top 4 (China, India, Indonesia, Brazil) 568 50%

Source: Hall and Lobina 2008™

6. Borrowing and bonds

Countries can borrow to accelerate investment in water and sanitation or other infrastructure. They key mechanism is
borrowing within a country, from banks, or direct from the public by selling bonds. Historically, this was a crucial part
of the process by which northern countries developed water. In the USA, for example: “the central issue was the
ability of cities to incur debt to fund major projects and to sustain the high costs of operation. As the 19" century
unfolded, city finances underwent changes in scope and complexity that ultimately made the development of public
water supply systems achievable.”*

Various countries in Asia and Africa have issued bonds on their domestic markets; Egypt and Namibia have both issued
20 year bonds.” In nearly all developing countries there is a much larger potential demand for such bonds. Most
bonds are issued by central governments. Municipal bonds may be issued by cities, for example Ahmedabad (India),21
but many countries have developed Municipal Development Funds for pooling the borrowing, for example, the state

WWw.psiru.org www.world-psi.org Page 3 of 4




PSI-PSIRU Financing water and sanitation

of Tamil Nadu in India created a sector-specific Water and Sanitation Pooled Fund (WSPF) to issue bonds.” Other
similar mechanisms include revolving funds, as used in the USA, where municipal water undertakings can
systematically access investment finance through a central government ‘revolving credit’ fund. A state development
bank may also have the remit to provide low-cost investments in order to develop the national economy: for example,
the Brazilian Banco Nacional de Desenvolvimento Economico e Social (BNDES).23 Another kind of institution is a
special Water Bank, as created by the Netherlands, which attracts savings and then lends money to the water
boards.”

7. Crisis: need for more government borrowing

The current economic crisis actually increases the need for government and municipal borrowing from savers in their
own countries. Because of the crisis, banks and investors are extremely reluctant to lend to consumers or to
businesses, and so the public sector has to borrow to maintain levels of economic activity. In east Asia, the total
amount of bonds issued in local currencies rose by over 15% in 2008, to a total of $3,700 billion. Over half of this is in
China, but other Asian countries are rapidly increasing their use of bonds, with Vietnam growing the fastest in 2008.
The ADB expects a further strong growth in bonds in 2009, with several governments likely to sell debt to pump-prime
their economies.”

Public finance for water and sanitation in developing countries is necessary, affordable and economically important.

Countries should focus on developing tax systems and markets for bonds. Donors should concentrate aid on countries
where the amount of investment required is an exceptionally high proportion of GDP.
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