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_ Abstract o

Constant increase in water demand, scarcity of resources, insufficient public finance, and
the country’s geographical position in one of the most arid regions of the world have
combined to create considerable problems in the provision of water to Saudi Arabia. This
is in addition to the enormous and rapid increase in population growth, which is the main
driver of demand and which was accompanied in the past by an increase in urbanisation,
placing the country among the most highly urbanised countries. These conditions have
instigated new patterns of demand that undermine the principle of sustainability. The
high per capita consumption of water coupled with the low tariff levied by the
government all represents a challenge for efficient management of water services around
the country. As water provision in Saudi Arabia relies greatly upon government
financing, any reduction of spending on the sector by the government is likely to mean
shortage of supply and under-provision of services.

The objective of this study is to increase the understanding of how the initial course of
action might be explored, when seeking reform in order to promote private sector
investment in the process of water services delivery. This entails potential, practicable
reforms in the operation of the urban water system so as to put forward a model for such

participation by the private sector, showing alternative long-term policies and
institutional frameworks for the water industry and drawing key inferences concerning a
new structure that will most benefit the country.

Saudi Arabia is the case study, and its capital city Arriyadh is used as an example to show
the impact of rapid growth upon water resources and services, and the associated
implications. Basically, the case study 1s an intensive strategy used to access detailed
knowledge in certain areas of science. To achieve the aims and objectives of this
research, and to address its issues and questions a combination of primary and secondary
procedures were employed to obtain the required knowledge, collection, analysis and
interpretation of data. These include a literature survey, analysis of relevant documents,

and focused interviews, as the objective was related to existing circumstances with a view
to proposing new policies.

This study finds that in the light of existing conditions, water demand will continue to
increase due to projected population growth. This must mean the growing importance of
seawater desalination in the future. Meeting demand with desalinated water entails new
and significant expansion for the industry, and this will require vast investments which
the government might not be able to provide. Given that, private sector involvement
appears to offer a viable option for developing and running large-scale projects for water
production. This study also indicates the importance of synchronised fundamental
changes, with such participation including water tariff restructuring and effective control
of network leakage, among others.

Not surprisingly such changes in the water sector are both p0531ble and expected, given
the trend for this and other governments to increase the private sector’s contribution to
economic activities. The study offers a range of guiding principles that should be
considered in line with the prospective changes in the country s water services. Finally,
recommendations are made to support policy-makers in reaching appropriate decisions

with respect to this vital resource, together with the intention of achieving greater
sustainability in water development and management programmes.
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Introduction Chapter One

1.1 Background

Water has increasingly become the focus of the world’s attention since the International
Conference on Water and the Environment (ICWE) in Dublin, January 1992. ICWE
emphasised in its statement that the lives of millions of people depend upon urgent action
in the form of new approaches to assessing, developing and managing freshwater
resources more efficiently. According to the United Nations press release in 2002, almost
1.2 billion people are without access to safe drinking water and 2.4 billion people lack
proper sanitation (UN, 2002) (also in: Dolatyar and Gary, 2000; Holland, 2005).
Subsequently, in June 1992 a United Nations Conference on Environment and
Development (UNCED) was held in Rio de Janeiro. The governments of the world were
invited to consider the ICWE recommendations as a framework for programmes of
action, for water and sustainable development. Chapter 18 of UNCED’s Agenda 21
formulated a comprehensive plan devoted to water issues, aiming to ensure that adequate,
good quality water supplies are maintained for all 1;>e0ple (Dolatyar and Gary, 2000). At
the 2002 World Summit on Sustainable Development in Johannesburg, further emphasis
was placed on global water issues. Due to the critical state of water resources worldwide
the United Nations launched a range of global events and activities, pronouncing 2003
the International Year of Freshwater (UN, 2002).

Among the principles of the ICWE Statement was to give water its economic value in all
its competing uses, and that 1t should be recognised as an economic good. Due to the
importance of water for life, its development should be based on a participatory approach

through which all the stakeholders will be involved (see also: Holland, 2005). In fact this

marked a breakthrough for market solutions to water sector services.
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As one of the most precious and vital resources, water is endangered by the continuous
increase in population growth leading to increased water demand for a wide range of
human activities, by desertification, and climate change. These effects are of outstanding
significance in the arid regions of the world. It is therefore crucially important that water,

especially in arid regions, should be used and managed through a highly sustainable

system that will involve dedicated effort at both local and national levels.

1.2 The challenge for the future

The importance of infrastructure elements in development in general, and in urban and

economic developments in particular, can be attributed to the vital support infrastructure
services provide for sustainable and integrated development.

Massive global population growth, rapid changes in living standards and increasing rates
of urbanisation are all factors that are intensifying the pressure on natural water resources
because of the unprecedented and still escalating demand. This has left many

governments incapable of satisfying these demands, for different reasons: for instance the
reduction in the necessary funding, especially in developing countries, has complicated
the objective of supporting sustainable human settlements and also put more constraints
on the provision of appropriate development. However, the policy of continuing the

pursuit of meeting demands 1s no longer considered sustainable. Sustainability should be
involved in many adjustments dealing with methods of resource utilisation, the flow of
investment, and the adoption of technological development and institutional change. Thus
seeking new and sustainable funding resources, for instance, has become a necessity for

policy-makers in their efforts to serve future generations.
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1.2.1 Urbanisation, the other side of the problem

Provision of an adequate water supply for its people must be at the forefront among the
priorities of any government. Certain obstacles may challenge this objective, such as the
lack of sufficient water and the necessary financial resources. Developments in the third
world have not included the adequate provision of services, especially in countries which
have had to face extraordinary population and economic growth. The rapid rate of
urbanisation (population growth and rural-to-urban migration) in developing countries,
coupled with governments’ failure to sustain adequate provision of infrastructure
services, have led to further decline in existing services and under-provision of new basic
ones. Such conditions would certainly create many health issues for people, with

environmental deterioration and consequently a decline in the quality of life (Sagane,

2000).

One of the most significant economic and social challenges facing the governments of
many developing nations, now and in the near future, is to supply their residents with
enough safe, reliable and reasonably priced drinking water. The overarching policies to

tackle this challenge focus essentially on seeking new sources of finance to meet these

objectives, and hence underpinning the organisations that deal directly with water supply.

1.2.2 Considering water in this perspective

Rapid growth and urbanisation in a number of countries around the world has effectively
increased the demand for water, while supplies have not risen to meet their needs.
Developing countries are the regions most likely to undergo further rapid urbanisation in
the coming decades. It will require a great effort to maintain services at an adequate level,

and to carry out the necessary maintenance for existing provisions. In truth this will place
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a further load on governments’ spending, and their ability to achieve the goals of
sustainable development. Failure to do so could lead to chronic under-investment,
causing degraded systems, increase in water loss, etc.

Among the reasons Kinnersley (1994) mentioned among the causes of global concern
about water is that “the capital spending required to supply water for most kinds of usage
is very large and has to be provided up front” (1994: 3). Nickson (1997) suggests three
underlying reasons for the imbalance between supply and demand. These are: (1) the
under-pricing of water, compared with its cost; (2) water being a public commodity,
which has made it difficult to charge consumers an economic price, and (3) the fact that

the way water is used produces some environmental externalities which have not been
accounted for in water charges.

Under-pricing their services does not help water organisations to become self-financing,
to cope with investments that will be needed in the future. Self-financing usually requires
changes to the tariff system to reflect the actual costs, along with governmental subsidies
targeted at users on a low income. However, in the absence of an adequate pricing policy

water services will continue to be inefficient in terms of their performance.

1.2.3 Reforms and the water sector

The exigent need for huge capital investment required by the water sector, to meet

growing demand and provide future services, will entail governments seeking a number

of mechanisms for economic reform. This might include the options of institutional

restructuring, and new policies that allow for new sources of finance (Bakker, 2003). It
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»

may be through Private Sector Participation (PSP)' as well as the proper pricing of
services (Bienen and Waterbury, 1989). PSP refers to the role that the private sector can
play in services provision. There are different levels of PSP with service contracts,
concessions, etc. Unlike the more common policies of private provision, that include
contracting out and long-term concessions by which public assets technically remain with

the government, the term ‘privatisation’ can refer to the direct sale of public assets to the

private sector.”

Reform in the provision of water could be embraced to overcome dissatisfaction with the
traditional arrangements. Reform 1nitiatives for the water sector as a whole should be led
by two main principles: (1) equity, where every consumer receives an acceptable level of
improved sewice, and (2) sustainability, through providing a technically, legislatively
practical and financially viable service (Kessler, 2002b). The reform of any public service
such as water is likely to require the introduction of effective management instruments,

including the separation of responsibilities for providing the services and governing them.

1.3 Regionally-based water problems in Saudi Arabia

The Arab region (of which Saudi Arabia is part) faces critical water problems in terms of

quantity and quality, as well as limiting input to food security and economic development
(Rached et al, 1996). They add that Arab countries, including Saudi Arabia, represent

10.3% of the world’s surface area and 5% of the world’s population; however, they

possess only 0.4 percent of the world’s recoverable water resources, and share only 2% of

' The private sector Is usually seen as those organisations and enterprises that are owned by Individuals or groups and
not the government, whereas the public sector comprises government agencies and other stata-owned entities.

2 Although the terms private sector participation and privatisation are used lnterchangeably in this thesis, it was always the

aim to refer to the private sector's involvement in water services and not to the direct sale or transfer of public assets to
some private entity, which is known as divestiture.
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the world’s total rainfall. This problem must be acknowledged, since only 19% of the
whole land surface of the Middle East receives good rainfall. Although the region is
almost covered by desert and features a harsh climate, the precipitation rate varies from
about 150mm per annum to as much as 2000mm annually. However, the desert zones
receive less than 150mm per year of irregular rainfall, and the highest percentage of that

rain falls on marginal mountain chains and some isolated inner mountains (Gischler,

1979).

Figure 1.1: Rainfall in the Arab world
Adapted from (Gischler, 1979)

Most countries in the region already consume much more water than their annual

renewable supply, and thus they are entering a critical phase (Rached et al, 1996). Fifteen

Arab countries (that is including Saudi Arabia) have been identified by the World Bank
as falling below the water poverty line. Water supply for all uses is expected to decline

significantly due to population growth, which is among the fastest in the world with
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average rates of about 2.5% annually (Brooks, 1996). The economic growth in some
countries of the region will create even more demand for water, In his description,
Brooks (1996) says about the Arab countries that “some regions of the world are drier,
and others have higher populations or larger economies, but no other region of the world
embraces such a large area, with so many peOple striving so hard for economic growth
on the basis of so little water” (1996: 73).

In the past decades many Arab countries come to be increasingly reliant upon non-
renewable groundwater supplies to expand their scarce water supply, in order to respond
to growing demand. Groundwater provides an easy and cheap form of increasing water
resources. This has led to a situation in which many parts of the Arab world have become
extremely vulnerable to the imminent drying up of their aquifers. This uncertainty about
the future will have a negative impact upon people and their lives. Swain (1998) claims
that the most important complication in the use of groundwater is that it is renewed much
more slowly, over hundreds of years, than other water sources. Thus the withdrawal of
groundwater should be done with some consideration of the rate of recharge required to
maintain sustainability. This means that abstraction should be either equal to, or if
possible even less than the rate of recharge. This situation has supported the belief that
water should be found from alternative sources at a reasonable cost (Dabbagh ét al,
1994). As a consequence several Arab countries have chosen to invest in desalination, to
augment the supply available for drinking. The Arab countries as a whole have nearly
56% of the world’s desalination capacity. Wagnick argues that despite the anticipated
changes in the distnbution of desalination capacity, the Arab region will remain one of

the largest users of this resource; at least for the near future (cited in: Dabbagh et al,
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1994). Rogers (1994) argues that water is a resource without which life can not be

sustained. He adds that there is an almost infinite supply of seawater which could be
desalinated to provide potable water. Some Arab nations have found the financial
resources to develop new water projects to tackle the problem of water deficiency, while

others due to spending constraints have entered a new stage of serious water shortage.

1.3.1 Creating a strategic partnership

Meeting the growing demand for water will require enormous capital investment, which a
government should obtain through innovative financial mechanisms that permit new
sources of funds. It can be assumed that if the government lacks sufficient funding to
develop its public services, then establishing a partnership with the private sector might
be a viable option due to the expected financial and technical resources that will need to
be invested. Should this be the case then PSP could help in cutting public expenditure on
new projects, because of the reduction or negation of need for the government to borrow;
moreover, government budgetary resources could be directed to fund other pressing

social objectives. The introduction of PSP can improve transparency in the sector, and

that will help the government to improve the effectiveness of its subsidies that target
eligible consumers. On the other hand, it could justify the introduction of cost-reflective
charges that give water its economic value, and will certainly lead to more efficient and
equitable use together with more successful conservation of a limited and valuable
resource, let alone the expected growth in returns to serve the population in other areas,
which may ultimately mean meeting consumers’ needs and preferences more effectively.

Even in countries that enjoy a relatively good financial position for water projects,

governments are considering privatisation as the latest solution for economic
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development; the United Arab Emirates is just such an example. This is unlike the case of
governments in many developing countries, which are under pressure from creditor and
donor institutions to implement reform programmes in order to liberalise and privatise

their economies that in turn must force public utilities to maintain full cost recovery.

1.3.2 Reasons for new participants’ involvement

While desalination has become a principal source of water supply in many Arab
countries, especially Saudi Arabia, (see: page 124 in Chapter Four) it is a capital
intensive development that requires very specific and technologically advanced
knowledge. This being so, governments increasingly see PSP as a way forward to
develop, manage and operate desalination facilities. The motivating rationales for PSP
may include access to private finance; greater managerial and technological capacity;
improved operational efficiency, and less need for public subsidies. However, it can be
assumed that in general the shortage of financial resources essential for the provision of
public services represents the core of the issue. On the other hand, dissatisfaction with
public services provision may encourage governments to live with any alternatives that
are possible, including privatisation. The privatisation of basic public services includes an
extensive spectrum of activities intended to promote a market-friendly environment,

through legal and regulatory reforms: with changes in systems of property rights and

publicly-owned assets in particular,
Therefore, when a private investor takes over these responsibilities the government

remains free to work on maintaining its objectives and addressing its priorities. Those

priorities might include more technology in the system, increased service coverage,

improved levels of quality, etc. However, PSP needs to be structured within an effective

10
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regulatory framework to function and oversee the overall operations, as a strong
regulatory system is important to ensure that the private provider is carrying out all 1ts
contractual obligations. A regulatory framework is also needed as an inevitable structural
accompaniment to ensure the compliance of the new monopolies to deliver a high
standard of performance. Effective competition between providers will introduce and

help ensure efficiency as well.

1.4 Area of research

Saudi Arabia is the focus of this case study. Its capital city, Arriyadh, is used as an
example to show the impact of rapid growth upon water resources and services, and the
concomitant implications. As will be explained in the research aims and objectives, this
study will look at a possible way to overcome some of the major problems of the water
sector in Saudi Arabia arising from the rapid growth of urban areas, by considering what
is actually taking place at the present time. The latest initiatives, regulations and general
foreign investment protocols, with a brief description of procurement practices in the

prospective water development projects will also be explored.

The research will attempt to answer questions concerning how such changes can be
successfully implemented from the point of view of government officials, private sector
investors and those other individuals who have an interest in the operations of the sector’s
services and their related functions, These questions have been developed as issues for
investigation under four main topics associated with water services provision, and
selected to present the scope and context of the research methods. These topics are

efficient management, high growth rates and the problems of urbanisation, the motives

i1
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for PSP, and some of the issues involved in regulation. The issues for investigation

highlighted here are described in more detail in Chapter Six.

1.4.1 Problem statements

One of the critical problems facing the water sector in Saudi Arabia is the scarcity of
adequate, suitable sources of supply, 1t being located in one of the most arid zones of the
world. With the increase in revenue generated by oil exports since the mid 1970s, the
government has made a significant effort to expand the desalination industry as a new
source of water supply. An extensive programme of building desalination plants has been
in place for more than three decades, as well as drilling deep wells and creating and
extending distribution systems. Needless to say, water services are provided and owned

by the public sector. Due to generous spending by the government over that period, the

water supply has improved to meet the demand at least adequately. Saudi Arabia is
currently a leader in desalination industry. At present, the country's 30 desalination plants
pump just over 3 million m’ of water daily through nearly 3,700km of pipeline, meeting
almost half the country's requirement for drinking water, However, the national income
has gone down since the mid 1980s as a consequence of the decline in oil prices, while
the urban population has increased remarkably. Water provision in Saudi Arabia relies
upon government financing through high subsidies for water abstraction, treatment,

desalination, pumping and piping, and distribution. Yet the highly subsidised rate of
supplied water is inconsistent with the actual costs of provision. The charges of the
progressive tariff system levied for water services, which were first introduced in 1994,
do not match the actual costs of these services due to the low tariff charges. Such charges

do not assist in sustaining the water system.

12
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By 2000, the water demand in Saudi Arabia from all sectors (residential, industry and
agriculture) had reached about 21 billion m3. It was also estimated that the annual
increase in demand for water would be 1.3%, raising the total demand to 22.5 billion m?
in 2004. The same estimates predicted that demand would raise the total water
requirement to almost 27.7 billion m?3 in 2020. Unless new water desalination projects are
implemented as the strategic option to augment water supply (for residential and industry
uses), the sector will suffer shortages reaching more than four million m3 per day by 2020
for Arriyadh city alone. This will require the government to provide additional finance
for new water investment, involving vast expenditure; especially in a context of high

consumption levels and inadequate water reuse programmes, and bearing in mind that the
per capita consumption of water stands at just over 250 litres per day.

Saudi Arabia has been transformed in a few decades from an entirely rural realm into one
of the most highly urbanised countries, with almost 85% of the population living in urban
areas. Rapid population growth poses another challenge, nationally reaching 3.5%

annually, and reached 8% in Armiyadh city between 1990 and 1996. This was
accompanied by a significant trend towards economic diversification. Urbanisation in the
country has resulted in new patterns of water supply and demand, represented in the high

per capita consumption that severely undermines any notion of sustainable provision,

taking into account its limited freshwater sources.
The main challenge facing Arriyadh now and in the future relates to two issues. The first

is the rapid growth in population and development which have characterised the city

during recent decades. Predictions by the city’s development authority indicate that the

city will continue to grow at the same rate, and this will be accompanied by growth in the

13
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villages and surrounding communities in the region: adding the challenge of meeting
those additional demands on public services, and water in particular. Factors that may
intensify this issue are the latent high level of per capita consumption, and the problem of
network leakage in an arid area with scarce water resources. The second issue is the
inadequacy of potable water resources, leaving the city to rely heavily on desalination

which already provides 60% of Arriyadh’s water supplies.

In the past, several governmental bodies were responsible for the management of water in
Saudi Arabia. However, recently there have been changes to the structure of the water
sector, placing all the functions of the institutional framework of water provision under
one single entity in line with a trend towards increasing private sector involvement in
water services. At a time of great concern about water conditions these changes aim to
consolidate the institutional framework, to regulate the industry and to maintain
efficiency in the process of decision-making, proposing new policies and setting
objectives. This explains the establishment of a new ministry for water, and changing the
old regional water authonties into branches of it. In the light of unsustainable patterns of
water production and consumption, the government has recently acknowledged that
providing adequate water to meet all future needs will be an enormous challenge. It has
affirmed that it will pursue innovative approaches to involve different stakeholders and
investors from the private sector. This has been backed by the establishment of new

bodies, to assume the functions of supervision and to promote private investment.
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1.4.2 Research aims and objectives

The general question behind this study concerns the issue of how to provide initial
principles and guidelines when exploring the potential for reform to promote private
investment in the process of water services delivery. This is to ensure that the process
considers all the related aspects, and recognises the critical issues. This involves
examining the most important issues relating to PSP, and introducing new measures for
delivery that will permit new roles in participation.

This means taking the utmost pains to balance the details of the Saudi Arabian context to
achieve a degree of coherence in the arguments that will be developed, to discuss
alternative institutional frameworks for water service provision and to draw inferences
regarding the institutional features that would most benefit Arriyadh city. The efficient
management of water services would maintain the desired degree of integration with
rapid urban development and in addition, improved provision will mean better quality
and quantity, sufficient funding, and a significant contribution to tackling the cntical
problems of urban water.

This research aims (1) to explore practicable reforms in the context of urban water
systems, and to investigate changes that have taken place and their implications for the
foreseeable future; and (2) to predict the effects of likely reforms on the whole water
sector by identifying the underlying causes, if the relevant knowledge can be gained.
Such reforms could introduce new approaches to water services delivery, and permit new

areas of participation for parties other than the public sector in terms of provision and

operation,
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In order to achieve the aims of this study certain objectives were set. These included:

1.

The investigation of new alternatives or practices to improve the management of
water services, considering the critical issues in order to tackle the high dependency
on governmental subsidies and to offer sustainable finance for water provision
systems.

The determination of a broad spectrum of responsibilities and functions that could be
carried out or assigned in accordance with a new form of provision. That is within a
broad long-term policy framework to enable the optimum use of water resources,

maintaining a balance between providing adequate supply and meeting the increasing

demand.

. The examination of a broad method of implementing the overarching goals related to

facilitating PSP in urban services provision. These goals are clearly stated in the

national development plans, and in the resolutions issued by the Supreme Economic

Council.

Putting forward a set of recommendations that will support the decision-making

process, with a view to using private investment to achieve greater sustainability In

water development and management programmes.

1.5 The organisation of the research

A standard system has been followed when organising this research thesis, being
arranged to flow from broad to narrow: from general topics to more detailed issues

towards main conclusions. The thesis is arranged in five parts to serve the purpose of

achieving the specified aims and objectives, and to proceed in accordance with its

approach to the investigation. Figure 1.2 outlines the structure of the thesis. The whole
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thesis consists of ten chapters; each deals with certain topics related to the area of

research, starting with this introductory chapter which forms part one.

Research Background and Problem

Part One

Research Aims and Objectives

Conceptual Framework

R
Strategic Partnership PSP & Regulatory Issues

Part Two

Context Part

Case Study: Saudi Arabla

The Impact of Rapid Growth upon Water Sector:
Arriyadh city as an example

Part Three

Investigation Stage

Research Methodology:
Strategy, Approach & Application
Part Four

Analysis of Investigated Issues

Main Findings
PartFive
A Proposed Model for PSP

Figure 1.2: The structure of the research
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Part two of the thesis, which consists of two chapters, deals with the conceptual
framework where different topics associated with water are reviewed from different
perspectives. In this part, Chapter Two explores issues relating to the likely investment
fields and the potential involvement of the private sector in water services provision,
which involves sector reform criteria among other issues. Such involvement will be
discussed in terms of its motivations, patterns and extent. Chapter Three offers an
analytical review of some international experience aimed at supporting the discussion of
the issues being investigated, together with the lessons that can be leamt from such
practices. The chapter also looks into the likely benefits to be achieved from PSP. It takes
into account the requirements and issues that exist for potential partners. This section is
followed by considering some of the concerns associated with PSP in water services,

particularly those of governments and consumers; then it goes on to explore the question

of whether water should be considered a public good or an absolute economic
commodity. The chapter examines the competition issue, and discusses critically how a
PSP should be arranged under an effective and yet important regulatory framework.

The third part is concerned with an account of the case study, and is made up of two
chapters. Chapter Four describes the physical profile of Saudi Arabia, and gives some
statistics about existing circumstances with particular focus on the water sector. It
examines the effects of urbanisation and the remarkable population growth, where new
patterns of demand are undermining sustainable provision. A brief account of
desalination as another source of water is also provided. Other sections in this chapter

attempt to explore the critical challenges and the most recent changes aimed at

improvement, including the privatisation strategy introduced by the government as well
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as the new investment laws. Chapter Five considers Arriyadh city as an example from
Saudi Arabia to show the impact of rapid grm;vth upon water resources and service, and
the associated implications. It explores urban development controls from their beginnings
in the city up to more recent policies, 1in addition to the overarching guidance available to
the city. A review of the existing water provision in the city is included. Other sections of
this chapter deal with critical 1ssues and future challenges, from different dimensions.

Part four can be described as the investigation stage, and comprises two chapters. It
demonstrates the methods and their application with reference to questions arising from
the gaps in the research, after considering the previous chapters in parts one and two. In
this part, Chapter Six deals with the research methods applied to gather information. It

also explains the sampling approach adopted, as well as the reasons for choosing the

particular techniques and the procedures for data analysis.

Chapter Seven presents an explanatory and argumentative analysis of the information
gathered after the application of the research methods in the fieldwork exercise.
However, the interpretative nature of this stage of research has facilitated the purpose of
making comparisons and contrasts between and within the gathered data, as well as
assisting confirmation or rebuttal of the raised issues,

The fifth and final part encompasses three chapters, these being the summary and main

findings, a proposed model, and the conclusions. In this final part, Chapter Eight attempts
to identify briefly the main issues discussed in earlier chapters and their implications for

the water sector in Saudi Arabia, and Arriyadh city in particular. It takes into account
both sides of the highlighted issues, while considering the results obtained from the

research. Chapter Nine describes first the way to establish a strategic partnership with the
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private sector; a partnership intended to develop new water projects in order to increase
water supply. Also, the chapter gives a brief account of a suggested model that might be
suitable for implementation in the Saudi context to overcome the existing critical issue of
water provision. It deals with the potential institutional changes that would be introduced
as part of the proposed model. It then examines the reasons that make certain
arrangements a likely option for the Saudi context. The final chapter (Conclusions)
summarises the research and sets out the main concluding remarks. It also makes a
number of recommendations based upon the conclusions produced. Finally, it offers

some points for further research.
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2.1 Introduction

This chapter attempts to summarise some different aspects associated with water as a
vital resource, since the need for adequate supplies of potable water will remain a
major priority in the years to come: especially in dry countries. This has helped to
introduce different topics in a way that flows from broad to narrow, and takes into
account the most relevant issues. Massive global population growth, rapid changes in
living standards, and increasing rates of urbanisation are all factors that are
intensifying the pressure on natural water resources because of the unprecedented and
still escalating demand. This has left many governments incapable of satisfying these
levels of demand, for different reasons: for instance the declining availability of
necessary funding, especially in the developing countries, has complicated the
objective of supporting sustainable human settlements and also put more constraints
on the provision of appropriate development. However, the approach of continuing
the pursuance of meeting demand is no longer considered a sustainable policy.
Sustainability should be involved in many adjustments dealing with the methods of
resource utilisation, the flow of investment, and the adoption of technological
development and institutional change. Thus seeking new and sustainable funding
resources and increasing government income, for instance, have become a necessity
for policy-makers in their efforts to serve future generations. In addition the chapter
explores issues relating to the likely investment fields, and the potential involvement
of the private sector in water services provision. This entails sector reform criteria,
institutional restructuring, devising new policies and changes to the current system of

service charges. The chapter concludes with an account of the reasons and motivation
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behind the promotion of private provision of public services, including involvement

patterns and extent.

2.2 Water, the vital resource

Although water plays a primary role in the environment, and in areas such as the
economy and food production, it also has a significant part in improving the quality of
life (Ward, 1989). The need for freshwater supplies will remain a major priority in the
years to come, especially in arid zones; an adequate supply of water for domestic uses
is the most important prerequisite for sustaining human life and maintaining
ecosystems. Development planners have to consider sustainable water policies to
provide water for drinking, domestic use and supplying non-residential users such as

industry and commerce among their objectives in development strategies (McDonald

and Kay, 1988; Pakarinen and Ylinen, 199J).

McGranahan et al (2001) stated that “in the 14" century Ebn Khaldun placed water
for human consumption first in the list of resources whose negligence had made a
number of Arab cities of the past very ready to fall into ruins, inasmuch as they did
not fulfil all the natural requirements of towns” (2001: 44). “Unlike oil, wood and
most other vital resources, water is usually needed in vast quantities and in spite of
water being a renewable resource and a common property, it needs the most

successive policies to be managed and conserved, [given] that it is a major

component of life quality now and for future generations” (Johnson, 1988:136).

Questions and debate over how water 1s used, who uses it, and how much is used are
consequently matters for the widest discussion at local, national and international

levels. Water is a deeply political issue and, as Albrechts et al put it, in spite of the

attention currently being paid to issues of urban water management both in theory and
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in practice, problems only seem to grow. Inadequate water resources, difficult access
to financial resources, unreliable water supply, unsustainable utilisation of used
domestic and industrial water, low percentage of sanitation services coverage per head
of population, and uncontrolled increase in water demand despite the scarcity of water
resources continue to cause concern, while academic research continues and

conferences are organised about the topic (cited in: Pakarinen and Ylinen, 1995).

2.3 Water services and urbanisation

Due to the rapid increase in demand for fresh water, it is now considered to be scarce
in more than 20 countries. “By the year 2025, one out of every three people” is likely
to be living in an area with an acute shortage of water supply (Bailey, 1996: 34). This

will bring more pressure on near- exhausted water resources to meet the growing

demand attributed to, and that can be traced back through, the population explosion
(Freideriksen and Bruestle, 1989). The inevitable move to develop new water supplies
in order to meet the requirements of urban growth has aimed to tackle the widening
gap between supply and demand (Milliken and Taylor, 1981). As towns have
gradually expanded, water has been brought from increasingly distant sources as a
result of sophisticated engineering advances such as dams, aqueducts and seawater
desalination technology (Froukh, 1997; McCaffrey, 1997). On one hand, reducing the
demands being met by local resources is a method for controlling or reducing the

pressure on distant costly resources; in contrast, if any efforts to shape the demand on

local resources were introduced it might shift the demand rather than conserving those
distant resources. If the overall demand remains constant, any attempt to reduce the

consumption of local resources will be at the cost of increased consumption of the

more distant sources (McGranahan et al, 2001).
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Global population projections suggest that the world population, over 6 billion people
in 2000, will increase by 20% to over 7 billion by 2015 and to 7.8 billion by 2025
(Jacquemin, 1999). Similarly, Howard and Shamir (2000) claim that in the 21%
century, billions of people are likely to be living in urban areas, which must increase
the pressure on water resources. Between the 1950s and 1990s the number of cities
with more than a million inhabitants increased four-fold, from 78 to 290, and Uitto
and Biswas (2000) claimed that this may reach 600 cities in 2025.

Thus, there is a need to consider how urban developments may be planned and
implemented to minimise any negative effects, and at the same time to facilitate
improvement in water management by shaping water use and restraining development
as a necessity to avoid changes in land use accelerating away from ideal development
patterns (Lee, 2000).> With the continued increasing demand for water “the
progressive degradation of water resources and the inability to treat and recycle
water mean that demand is outpacing supply at an increasing rate” (Johnstone and
Wood, 2001: 7) (Also: Gleick et al, 2002).

Massive population growth, changes in living standards® and urbanisation will all
intensify the pressure on natural water resources, leading eventually to increases in
the cost of urban water supply. Uitto and Biswas (2000) claim that “the cost per cubic
metre of water for new water supply projects in real terms is now 1.5 to 3 times the

cost of the previous generation of projects. “Thus, the investment requirements for

3 Where it happened as a gradual process, e.g. in London and New York where growth was spread over a century or
more, this rate of growth en.::lbled these cities progressively and effectively to develop the necessary infrastructure
and capacity to manage their water supply services. In contrast, urbanisation in developing countries meant rapid

growth during the post-1950 period. Cities there simply could not cope with such unprecedented increase, causing a
rapid decline in the quality of life (Biswas, 2000: 7).

4 Haughton and Hunter (1994) argue that “increasing per capita consumption Is related to a number of factors
including urban and industrial activities”, in addition to changes leading to higher living standards. They add that *in

the UK recent decades have seen a considerable growth in domestic water consumption during a time of almost
stable population, suggesting profliigate use” (1994:166).
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new water projects would be significantly higher than are estimated at present”
(2000: 8).

Urbanisation is evidently increasing at a steady rate worldwide. Marvin, et al (1999)
believe that “rapid urbanisation from 1840s was based on an increasingly dense
lattice of technical support services - initially water, waste and gas, but later followed
by electricity, transit systems and the telephone” (1999: 99). They add that these
services have facilitated greater urban development and rapid growth by prevailing
over different constraints. Such growth is mainly because cities attract people and
businesses; the most common reason for urban migration is the search for the
employment opportunities that cities can provide (Haughton and Hunter, 1994). On
the other hand, such enormous advances in urbanisation mean economies of scale (in

contrast with the previously rural societies) and the development of inter-urban
transportation, which together with many other factors has supported the emergence

of large cities in modern societies (Nijkamp and Perrels, 1994).

2.3.1 The expected problems, water as an example

The problems of urbanisation such as congestion, pollution and poor quality services
may contribute to a decline in the quality of life in urban areas (Nijkamp and Perrels,
1994). The high rate of growth in urban areas has already caused a huge increase in
demand for urban services. This idea was supported by Marvin et al, (1999), who
state “governments were expected to provide more electricity systems, public
transportation facilities and potable water supplies” (1999: 343). Easton (1989)
claims that this rapid development growth would not have occurred without a
remarkable and farsighted development of infrastructure services, c.g. vast systems

and networks being the stimulus for urban growth. In this context, Brueckner believes
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that “when a city’s population is growing and its residents wish to maintain a
constant level of public services, both infrastructure and current inputs must increase
over time” (quoted in: Azizi, 2000: 1346). For their water supply, if governments are
unable to provide the growing numbers of people with adequate water and sewerage
services consumers will need to rely on private water vendors. This might lead to the
creation of a large number of suppliers distributing water, usually to un-served
districts by a number of means, e.g. tankers at high retail prices, while buying it from
public supply points at subsidised prices (Swyngedouw, 1995).

However, the predictions of population growth in urban areas and the shortfall in the
necessary funding, especially in developing countries, will further complicate the
objective of supporting sustainable human settlements and in addition will further
constrain the provision of appropriate development (Kyung, 1997).> Lee (2000)
argues that existing institutional systems evolved from over-centralisation,
bureaucratic inefficiency and lack of sustainable finance are the obstacles which have
precluded governments from satisfactorily fulfilling their responsibility for adequate

provision.
However, slower population growth may break the escalation in demand for potable
water, allowing countries to plan in accordance with the constraints they suffer. This

may apply in regions experiencing rapid population growth, an arid climate and

shared water resources, such as the Middle East.

5 'Smant growth’ refers to land use and development practices that enhance the quality of life in urban areas and
preserve integrity in the environment. its actions also aim at controling the sprawl of urban centres by using
epproaches such as urban containment limits. Smart growth acts in response to contemporary economic conditions
that confront governments, in which it supports activities performed in accordance with resource efficiency and
conservation in order to maintain development that is socially, economically and environmentally sound. Obtained

from: pitp.fiwww, smartgrowth.org
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2.3.2 Taking sustainability as a principle in the water sector

Sustainable development does not just focus on the tasks of environmental protection;
rather it is involved in many adjustments dealing with the methods of resource
utilisation, the flow of investment, and the adoption of technological development and
institutional change as mentioned earlier. These issues are well embedded in both
present and future needs, as explained by Nijkamp and Perrels (1994). “[Therefore]
sustainable cities are cities where socio-economic interests are brought together in
harmony with environmental and [resource exploitation] concerns in order to ensure
continuity in change” (Nykamp and Perrels, 1994: 4). There is also a need for
economic incentives to prevent the negative externalities of development which can
cause urban sprawl to spread from the inner-city areas to a much larger surrounding
area. Nijkamp and Perrels (1994) add that unprecedented changes in the economy, in
line with transformations in technology and altering demography, are the main
characteristics of the modern city. Such shifts also advocate technological innovation
and new institutional and administrative procedures, which can be considered as
operational tools when initiating urban and regional development strategies.

Improved efficiency is likely to be one of the crucial steps in the search for
sustainability, which in return supports the enhancement of local conditions.
Sustainability demands that a number of technical, social, financial and administrative
factors be taken into account. Seppala et al (2001) think that typically, water sector

objectives are based on 1improving operating efficiency and long-term sustainability,

and at the same time aiming for full cost recovery for service use rather than
maximising profits (2001: 45) (see also: Ogden, 1995: 196).

Briefly, sustainability in the water sector is conditioned by three constraints: (1)

providing adequate supply to meet increasing demands, considering population
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growth and rising per capita consumption; (2) improving water management
approaches and technological innovation, in order to enhance water quality and

wastewater reuse to save natural resources; and (3) conserving water resources

through various programmes (report by IAHS, 1997). Such constraints are likely to be
achieved as a fulfilment of the development objectives, if sustainable development 1s
well represented in comprehensive urban and environmental policies.

In addition changes need to be made relating to the economics of the water sector,
including water pricing and the costs of providing services, towards achieving a
sustainable utilities sector. For instance, the costs of water extraction and/or treatment
and delivery should at least be covered by the users, and where they pay these costs it

will lead to accountability and financial sustainability to water services.

2.3.3 Water scarcity and under-provision, a mixed relationship

Water in many countries has been supplied and consumed with scarcity and value in

mind; however, in most countries water has been overused and its economic value has
been ignored (Winpenny, 1994). Ironically, freshwater is abundant throughout the
world on a regional basis, although at the same time it is disproportionately
distributed. Some countries have high per capita water supplies while others exist in a
state of acute water shortage, because of which their social and economic activities
cannot be sustained. Some dry countries rely on groundwater as a major source of

supply, and use it well beyond its renewal rate. Other countries are tapping into fossil

groundwater resources and, where feasible, have initiated seawater desalination
programmes (McGranahan et al, 2001). However, over-utilisation of groundwater can

lead to the limited availability of water in aquifers and increasing pumping costs, as
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well as saltwater intrusion (Johnstone and Wood, 2001). Several factors might
intensify the scarcity of water, such as physical and commercial losses.
Unaccounted-for Water (UFW) is the difference between the quantity of water
supplied to a network and the metered quantity of water used by the consumers. UFW
has two elements: physical losses from leakage, and administrative losses (non-
revenued water supply) due to illegal connections and the under- registration of water
meters (Johnstone and Wood, 2001). No doubt there is a need for efficient water
management, and it can be argued that there is a necessity for even more emphasis on
rational water use and associated measures in this context (Guy and Marvin, 1995).
Because water is still widely provided by public authorities in many countries, public

administrators decide who will get connected, at what price, and in what way the

resource is used. This means access to water services is an issue of political influence
(Johnstone and Wood, 2001) (Also: Bickford and Vehorn, 1982). However, lack of
access to water is an indicator of a society’s underdevelopment and is associated with
lower standards of living. Low-income households will suffer financial difficulties
and a reduced level of well-being, because they will seek informal access to water
which is typically far more expensive; as illustrated by Swyngedouw (1995).

Institutions’ ability to provide for future services depends on various factors (e.g.
finance, availability of resources etc.). There are also many unavoidable influences

which may affect the performance of those organisations, such as energy costs, the

effects of inflation and other influences that affect the national income, and

demographic shifts in population (Bickford and Vehorn, 1932).6 However, it can be

6 In the past the role of the Federal Government in the US was described as that of a distant observer; more recently
this role has been transformed into that of an influential actor in local governance, During the 1970s, local sectors
experienced high levels of growth accompanied by increased public spending. Due to rising wages the public sector
faced more difficulties than the private, which can be attributed to labour intensity in the public sector. Many states
were keen to limit the growth of local government, to avoid further borrowing. As a result there was a sharp decrease

in activity, with stabilisation of spending leading to an inability to provide adequate services. This problem instigated a
population shift from northern cities to southern ones, due to the decline in economic opportunities and lack of
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assumed in general that the shortage of financial resources essential for the provision
of public services represents the core of the issue. Additionally, Boisvert and Senouci
(2000) point out that the World Bank has identified three basic factors that contribute
to deficiencies in the infrastructure sector and therefore its ability to provide
adequately. They are: (1) the lack of market competition in terms of urban services;
(2) the lack of independence of public institutions with regard to management and

finance: and, (3) the weakness in relationships with customers.

2.4 Gaining sufficient finance and international trends, an issue

The need for governments to provide public services for their people requires that
they increase their income to meet future obligations. It must be borne in mind that
businesses rely on cities for providing public infrastructure, and this is decisive in
attracting investment that will create job opportunities (Bickford and Vehorn, 1982).
For example, when the water sector faces the imperative need for major capital
investment which cannot possibly be met by internal cash flow, (i.e. charges paid by
users) in order to provide future services, then the sector will suffer from under-
investment (Kinnersley, 1994). The government may seek a number of financial
mechanisms through economic reform, which can be implemented with less
bureaucracy. This might include the options of service price restructuring, and
potentially, privatisation.

Haarmeyer and Coy (2002) attribute the reasons for the increased cost of providing
good water services to the steady rise in basic improvements, operation and

maintenance costs of infrastructure systems. The increase is intensified by strict

investment funds. This shift has presented the governments of southern cities with the challenge of providing their
increased population with sufficient services. Northern cities have suffered a continuing decline in their taxation base,
despite having to continue providing basic services for the existing population (Bickford and Vehorn, 1982).
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environmental standards and additional requirements related to water treatment
technology, such as membrane filtration and ultraviolet disinfection.

With respect to the management of public services, the last decade has shown some
remarkable shifts and changes in the political environment in Europe. Examples of
this are the emergence of a number of new management methods, as illustrated by
Nijkamp and Perrels (1994) such as (1) Deregulation (concerned with removing the
unnecessary administrative, institutional or bureaucratic barriers); (2) Decentralisation
(concerned with devolving the responsibility for energy policy and production from

centralised agencies on the national level towards a number of agencies at the local

and regional levels); (3) Diversification (involved in creating independence with
respect to resource orientation, as a transition from single to multiple resource
orientation) and (4) Market Orientation (dealing with support for a more competitive
context on the basis of market indications and prices). Seppala et al (2001) argue that
deregulation is introduced to rely on market mechanisms, but in the case of water

monopolistic tendencies, negative externalities and inequitable outcomes will
inevitably cause market failures (2001: 46). This is especially true in the absence of
appropriate regulatory reform, as claimed by Montagu (1994). She also argues that
deregulation is another means of breaking down state monopolies, “either by
removing controls or by challenging the status quo through the courts” (1994: 59).

Swyngedouw (1995) described one of the constraints of investments in water
provision, where the World Bank showed the operative price charged for water supply
in third world countries to be about 35% of the average cost of supplying it “while the
utilities generated only 21% of the project’s total costs” (1995: 393). Capital invested

in water services 1s usually described as a long-term investment, due to their large-

scale projects. Therefore there is the threat of a very slow accumulation of capital,
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because investment in these services 1s not rapidly paid back by consumers;
particularly when charges are kept low to maintain social needs. However, any

imbalance between the use of services and the return on investments should be the

responsibility of government, which will deal with any debts occurring (Pakarinen

and Ylinen, 199)5).

2.5 Water sector reform

The exigent need for huge capital investment required by the water sector to meet
growing demand and provide future services will entail seeking a number of financial
mechanisms through economic reform by governments, as discussed before. This
might include the options of institutional restructuring, and new policies that allow for
new sources of finance (Bakker, 2003). This may be through PSP as well as changes
to the current financing system, including the proper pricing of services (Bienen and

Waterbury, 1989). (Figure 2.1 shows the relationship between these changes). Reform
in the water sector could be embraced to overcome dissatisfaction with traditional

water services provision.
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Interrelated Changes:

should be implemented collectively to avoid having little impact on
the sector
Institutional Changes Improvement to Policy Changes to the Financial
Devising Structure, including Tariff

i " Sector Reform " nput by the

General Public
Process Representatives

Introduction of effective management instruments to
the sector, including separation of responsibilities

Governing the sector Provision of
via effective regulation Services

Figure 2.1: The Reform Process

Kessler (2004) states that the term ‘privatisation’ refers to the direct sale of public
assets to the private sector, unlike the common policies of private provision that
include contracting out and long-term concessions by which public assets technically
remain with the government. In these arrangements responsibility for operating the
assets, delivering services and collecting user fees is transferred to a firm. Private
provision has often taken place after the implementation of a number of policies,
including corporatisation, commercialisation and decentralisation. Kessler explains
these policies as follows:

1. Decentralisation occurs when central government transfers basic service
responsibilities to local governments or authorities, with the aim of locating service
entities closer to the people and improving their accountability. However, local
governments might lack the experience or capacity for efficient supply and provision.

Once local governments encounter fiscal constraints due to the lack of budgetary

resources needed to provide essential services, they will seek private participation if
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the law allows. This option of decentralisation makes the privatisation of water a
convenient political exit strategy for local governments that are unable to meet
financial and technical requirements.

2. Corporatisation is a method by which public services are transformed into
financially independent organisations, and consequently are taken off the general
budget. In this situation of financial autonomy services should be self-financed by
revenue generated from service provision, such as user fees, to fund the operation,
maintenance and system expansion.

3. Commercialisation is a process based on imposing a full cost recovery for the

services used. Consumers are obliged to pay fees that cover the actual costs in order to
gain access to these services. The commercialisation of public services should result
in making them financially more efficient, and hence more attractive to potential
future investors from the private sector. Usually privatisation takes place in an
environment of commercialised services (Kessler, 2004).

Reform initiatives for the water sector as a whole should be led by two main

principles: (1) equity, where every consumer receives an acceptable level of improved

service, and (2) sustainability, by providing a technically, legislatively practical and

financially viable service (Kessler, 2002b; Bakker, 2003).
Watson et al (1996) claim that although institutional arrangements are fundamental in
determining the opportunities and limitations that affect sector resources management,

evaluating their effectiveness and considering reforms to improve their performance

are also important (1996: 45).
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2.5.1 Institutional change as a tool of reform

Sector reform is typically followed by privatisation, if that was the government’s
objective. Achieving efficiency and accountability in the reform of the water sector
may require overall institutional change, including reassessment of both roles and
responsibilities (For more on the reform of public enterprises, see: Cook and
Minogue, 1990). There is also a need to arrange for long-term financial schemes
(including tariff structure) and customer service to promote such changes. Every
programme of institutional change in water services will have its own strengths and
weaknesses, depending on the level of independence granted to the reformed
institutions. Certainly any change to the institutional model should ensure the theme

of simultaneous reporting upwards (to the next level of authority, e.g. local or central

government) and downwards (different categories of consumer) by the service

provider (Kessler, 2002b) (sce also: Bakker, 2003).

Kessler (2002b) argues that the involvement of citizens in government planning for
reforms to the services sector is very important, and should take place through citizen-
based institutions where the representatives are engaged in dialogue about such plans
as an established procedure. Additionally, open and comprehensive citizen
participation in the reform process will certainly ensure accountability both from and
to private companies, so that any critical issues such as unjustified tariff increases can
be addressed (Bakker, 2003). Since the private provider will operate in accordance to
an agreement made with a democratic government in a transparent manner, any
expropriation will not be permitted in the legal terms.

When a water authority is totally owned by the state, its activities will noramlly be

part of a political process in which the effect of directors’ appointments and the

provision of subsidies may control the extent to which efficient operations will be
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achieved; therefore the sector will often make provisions to satisfy the political will
or pressure by way of over-employment, an unreasonable tariff system, political
targeting of new investments, and (most importantly) contracting-out based on
political motives rather than economic criteria. This was the main feature of some
Latin American water systems, resulting in low quality services, areas with serious
under-investment, and a largely disconnected population, among other problems
(Foster, 2002: 64).

However, there are ways to assess the viability of reform in the public services sector.
Kessler (2002b) describes some of the conditions for ensuring the best information,

the greatest accountability and the highest level of social legitimacy in the reform

process. Some of these interrelated conditions are:

(a) Public legitimacy of the process. Approval of overarching policy reform to be by
elected members from the highest legislative body possible, (e.g. parliament at the
national level), thus exhibiting the social legitimacy of public consent through an
adequate system of representation.

(b) Adopting the principle of transparency throughout the process: Integrating public
legitimacy into a policy initiative can be achieved through proper disclosure of policy
proposals prior to their approval and implementation, which will also improve the
policy design in the first place. If the involvement of the private sector in utility
services is being considered this requires transparent procedures, not simply showing
the intention but rather describing the policy actions that will be carried out before,
during and after reform implementation. These policy actions should include the
extent of provision, disclosure of contract terms and mutual obligations, together with

dispute seftlement (and appeal) mechanisms. Clear definition of roles and
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responsibilities at a very early stage will enhance the whole process, and help protect

the rights of all stakeholders.

(c) Holding public meetings for debate: Public meetings are a method of citizen
engagement through a political system featuring openness and a free press where it 1s
possible, to debate alternative proposals. If dialogue follows these procedures it
should be adequately supported by information, data and analysis. Such a forum,
which may include the representatives of concerned groups, can assist in explaining

the government’s plans while providing an opportunity for sceptics or the opposition

to present their reservations and offer constructive criticism of the proposals.

2.5.2 Institutional and regulatory framework

The establishment of an effective and clear institutional framework for the provision
of water services requires concrete descriptions of the responsibilities and powers of
the different organisations concerned with the reform process. When this involves
PSP, it is important to identify to what extent such transactions might be affected by
the political cycle. Evans et al, (2002) argue that institutional issues could create
obstacles in the process of introducing PSP in the water sector. For example, the legal
right to provide water services may have been given to municipalities or regional
departments in accordance with the national constitution, while central government is
expected to provide the largest part of the capital to finance water projects. However,
legal frameworks as indicated by Evans et al (2002) should play a role in reducing the
risks for the private investor that result from regulatory uncertainty, which will

eventually reduce the overall costs of services and bring about lower charges. Such

legal issues can be developed predominantly in the light of institutional and regulatory

controls.
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The institutional framework for water services should define and describe transparent
regulatory functions in the first place, and whether there are comparable examples in
other economic sectors. The appropriate delegation of these functions to a certain
body will be crucial, to ensure that the regulator has primary charge of regulating the
operators’ main responsibilities.

The legal feasibility of the various approaches to sector reform should be explored
carefully by experienced consultants, and painstakingly investigated to determine
which could benefit consumers most in the specific context. If a particular method is
regarded as the best approach to providing services or to promote desirable
improvements it may be necessary to adopt an Act to introduce it, despite the

additional time required (Evans et al, 2002) where this will bring about the outcomes

aimed for by the government.

2.5.3 Tariff reform

This is an important stage in the reform process of any public service. Proposing new

measures within changes to the financial structure can help in attracting new sources
of finance, including changes to the current tariff structure and its system. Along these
lines, Stottmann (2000) argues that “massive under-pricing and failure to collect
tariffs effectively do not allow many utilities to raise the financial resources needed
for maintaining and operating water systems adequately, and prevent the generation
of much-needed funds for investing in system rehabilitation and expansion” (2000:
158).

Concerning tariff-setting and social principles, the framework governing services
should be attached to a non-discrimination standard that is clearly defined to avoid

any undesirable social implications, especially for people on low incomes
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(Brocklehurst, et al, 2002). The issue is whether all consumers should pay the same
tariff (which leads to a certain level of cross-subsidy), or that consumers should pay
according to the costs they impose on the utility. The latter option might have
negative aspects, considering that providing service access is likely to be
proportionately more expensive to those on low incomes, or favourable if they
become financially attractive customers offering the private provider a substantial
incentive (Evans, et al, 2002). In fact, this may be the case if the low-income
households are in unserviced areas; however, if they are residents in areas previously
occupied by more affluent households who have moved out to new suburbs, most of
the cost of basic services provision will already have been met according to the
‘housing filtering theory’.7 Evans et al (2002) claim that the concept of ‘providing
access to public services for all’ should be taken seriously into account by the legal
framework, which would result in a strict obligation for the provider to make services
available to the whole population within its service area.

However, as Rogers et al (2002) put it “economic theory has long ago explained how
correct pricing of private and public goods can lead to gains in economic efficiency”
(2002: 2). In principle tariffs should be set to allow for cost recovery for the services
provided, with a reasonable return on investment for the provider. If the existing tariff
levels are below operating and maintenance costs, tariff reform will be a crucial

prerequisite to self-financing and efficiency, which will eventually make the utility an

attractive area of business for private capital investment.

B e e

7 Housing Filtering occurs when the value and condition of older houses decrease so that they become undesirable
to high-income households, who move into new, high quality housing units in outer areas. A reduction in rents of
older units would offer low income households the opportunity to improve their current housing conditions by moving
into these areas. Moreover, the availability of this housing stock should eventually reduce the financial burden of low
income groups. However, housing quality can be affected by the unit's location, including access to resources, jobs,
and transport; quality of public services, and the neighbours and community surrounding it (Hartman 1998).
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Reform of tariffs usually encompasses specific and realistic changes to tariff levels,

8

not the tariff structure,® in order to maintain a level of service to small consumers or

those on low incomes using targeted subsidies. As a result utility services will
generate revenues matching the actual costs of delivery, and similarly altering the
whole tariff structure to be more responsive to water usage (Evans et al, 2002).
However, any increase in tariff levels should be introduced gradually, together with
obvious improvements in terms of supply quality, reliability, adequate investment for
expansion, etc. In this context, Howe et al (2002) argue that underpricing of water
services “may satisfy political goals, but it also undermines economic efficiency and
results in higher long-term costs to users” (2002: 42). However, a reasonable rate of
return for the provider should be made possible by determining the marginal cost of
water delivery as a basis when establishing the tariff structure and tariff adjustment
criteria.
The best tariff design for a specific service is one which achieves the most desirable
balance among the objectives that are important to the community where these
services are provided (Boland, 1997, see also: Rogers et al, 2002: 5).
Evans et al (2002) also argue that the appropriate tariff for services can be achieved
through balancing a number of challenging objectives. These include:
1. Tariffs should be sufficient to recover the full average costs® of water provision.
2. Water tariffs should reflect what can be described as external costs (the value of
water volumes to other competing users, e.g. agriculture, the environment,
industry). Charging this cost for households is crucially important in arid areas,

where each unit of water is scarce and valuable; this was also pointed out by

8 The tariff structure is a combination of measures and rules used to determine how different categories of
consumers are charged for the use of a certain service, for example, the flat volumetric charge where all residential
customers pay the same amount for every unit of water they use (Evans, et al, 2002).

9 But this should not be solely absorbed by households; rather it should apply to every single user of such services.

41



Water Services Reform and Private Sector Participation Chapter Two

Hearne et al, (2001). However these revenues should be returned to the owner of
the resource, which will often be the public sector, as the private provider will
gather revenues from operational and maintenance costs.

3, Discharge cost is another element that needs to be incorporated in tariffs, due to
the quality effect or impact of discharging wastewater into water bodies such as
rivers, lakes or the sea. The discharge cost is in the removal and treatment of all
wastewater, surface water and drainage from private and common places, and the
disposal of that water.

4. The costs of operation and maintenance should be reflected in tariffs, as these
costs relate to the entire process of provision including wastewater treatment.
Operating and maintenance costs rise as water treatment increases.

Taking social equity into account during the process of changing the tariff system 1s

vitally important, but is likely to be unproblematic if the management of public

services lies entirely with the government. This is not the case where public services
management and/or provision are delegated to investors from the private sector. In
this case, the independent service-regulator will be responsible for carrying out the
negotiations related to tariff reform. Nevertheless, any changes need to be approved
by the government through its regulatory system, and should then be given public
legitimacy. The regulatory body will examine the proposals before giving its

approval, in order to ensure that the changes are reasonable and consistent with the

contract.
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2.5.3.1 SUBSIDIES

It is not an easy task for any government to achieve a balance between the objectives
of improved efficiency in water sector services, and ensuring that such services are
extended to all people at affordable charges. Therefore the government should have a
subsidy scheme by which people on low incomes can access and enjoy water services
(Brocklehurst et al, 2002), particularly if they have undergone a privatisation process
which may have led to increased charges. Fankhauser and Tepic (2006) argue that it is
difficult to operate such a scheme, because it needs competent organisations and
much administrative capacity to implement it effectively. If low income households
are denied access to the water utilities network, they will use private vendors as an
alternative; with the result that they will pay more than the charges imposed by the
utility, as discussed above (in: 2.3.1). The Chilean subsidy scheme introduced in the
early 1990s had a main criterion which emphasised that the charges levied for
extended water services should not take up more than 5 per cent of household income.
Subsidy was targeted to cover the major proportion (25-85%) of charges for a defined
quantity of consumption (20m? a month) for eligible families (World Bank, 1997).
Eligibility is defined according to certain criteria such as region, family size, the
average cost of water, and household income and wealth, and is reassessed every
three years. However, customers who benefit from such a scheme are obliged to pay
their share of the charges, otherwise their subsidy might be suspended (World Bank,
1997: Gomez-Lobo, 2001).

Due to the social sensitivity of water, therefore, the overall social policy and
objectives for the sector need to be clearly defined. Clear definition of such policies

will guide the process of water services provision to bring many benefits to

consumers, among which is ensuring the affordability of the service for low-income
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households. Fankhauser and Tepic (2006) define affordability as “the share of
monthly household income that is spent on utility services”, (2006: 2). In their study
Fankhauser and Tepic (2006: 3) also presume that the cost of water and wastewater
services should not exceed 5% of a household’s disposable income, and this may be
used as an acceptable benchmark (also see: Gomez-Lobo, 2001).!° Foster (2002)
assumes that a subsidy scheme can be implemented by means of a complex array of
cross-subsidies, with the application of substantial surcharges to industrial tariffs,
incorporating legally binding connection targets for certain areas. Allocating subsidies
to those households that need them should be in accordance with defined targets. This
may be based on socioeconomic scores gathered from an accurate household survey,
or follow the national classification of neighbourhoods’ socioeconomic characteristics

based on the physical quality of the housing environment and availability of public

amenities.

2.5.3.2 PAYING FOR WATER

Nauges and Thomas (2000) suggest that the government department responsible for
water and the private operator should agree on three different elements concerning the
water rates. These are; (1) a basic tariff; (2) a formula for annual price revision; (these
two should be determined prior to awarding contracts) and (3) clauses allowing for

exceptional conditions, because operating costs can be affected by variations in input

prices and production revenue, among others.

Typically, there are three options by which a certain volume or unit of water is

charged:

10 Fankhauser and Tepic (2006) identified other benchmarks used for measuring the affordability of water services.
The World Bank put it between 3-5%, for example, while 3% and 2.5% are used in the UK and the US respectively.
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(1) Fixed volumetric charge: By this all consumers are charged the same amount per
unit of water used. Fixed charges are a satisfactory mechanism, if tariffs are proposed
at fair, reasonable and affordable rates that make the entire utility service feasible. It 1s
likely that other costs generated by the operation, maintenance and expansion of
services will need to be reconsidered. Arguments about the fixed rate for water
services could arise in respect of the high costs that may fall on the poor. On the other
hand, this option does not effectively adopt the principle of sustainability in water
usage, as charges are imposed regardless of the level of consumption (Mazzucchelli et
al, 2001: 85; Brocklehurst et al, 2002; Rogers et al, 2002)."

(2) Progressive Block Tariff (PBT): This 1s also known as the increasing tariff system,
in which the rate per unit of water increases in increments as the volume of
consumption increases. The price of water units consumed increases progressively
from the first block to the next block above. Typically the charge for the first block 1s
kept low, putting into practice the concept of a lifeline services rate for disadvantaged
residential users. Industrial and commercial customers are usually charged more than
residential customers in all blocks, which brings about a cross-subsidy from other
categories to residential customers and from high-volume residential users to low-
volume residential users. However if the PBT structure is chosen by the government
as its favoured system for water charges then the operation and maintenance costs
should be reflected in the first block of the structure, while the upper blocks cover
their actual costs. This option of progressive volumetric charges can encourage
sustainable use of water, since wise usage will reduce the cost of water and sewerage

bills for consumers (Mazzucchelli et al, 2001: 85; Brocklehurst et al, 2002; Rogers et

al, 2002).

11 P;Isl; see. Paper No. A4, ‘Payin? for Water' February 2003. Water Policy Series A; Water & Domestic Issues.
Available on http://www. servicesforall.org
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(3) Non-volumetric charge:'* This option is based on the size of property, which can
be determined through the local property tax bill, using the existing property bands as
a guideline to determine how much the water charge for each household should be.
For instance, most dwellings in England and Wales are subject to a Council Tax bill
based on the value of the property and how many adults occupy it. The property (e.g.
house, bungalow, flat, etc. and whether it is owned or rented) may be placed in one of
eight valuation bands, depending on its open market value (with adequate publicity
being given to the sale) on the 1* April 1991, the date on which every domestic
property in England and Wales was valued for banding purposes. However,
improvements or alterations to a dwelling may lead to a change in its council tax
banding. The bands are determined by the Listing Officer at the Valuation Office
Agency in accordance with a statutory appointment under s.20 of the Local
Government Finance Act 1992." Table (2.1) showing the current valuation bands and

the proportion of Band D charge that has to be paid in England:

Table 2.1: The eight valuation bands of properties

Band Property Value (as at 1~ April 1991) Proportion of Band D Charge

__Up to and including £40,000 6/9ths

PhsmalBudidiialasansanns

R T R e s /. | T A
552,091 . _§68,000 ! Bigﬂ'lﬁ V-

£68,001 - £88,000 e ——

R P T SRR AR S
£120,001 - £160,000 13/9ths

£160,001 - £320,000 | ~ 15/9ths

£320.000 or more ' ~ 18/9ths

In a study undertaken by the American Water Works Association Research

Foundation of water utility customer attitudes, initiated in 1993 and updated in 1998,

getting safe and reliable water to consumers was 10 times more important than

12 This option arose from discussion with the supervisor of this study.

13 It could however be argued that this might result in households with higher incomes paying more for water. On the

other hand this could mean some inequity, especially for older pensioners, those left occupying higher tax band
properties but consuming little water.
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providing them with reasonably priced water services. In 1998, “[the] overall
perceptions remained about the same as the 1993 results” (Howe et al, 2002: 43).

[n summary, table (2.2) illustrates the basic criteria that should inform the

groundwork to be done during the early stages of reforming the water sector.

Table 2.2: Qutline of criteria to tackle some issues and implications when planning reform

Issue Implications Essential criteria for policy framework

Institutional  Lack of certainty may delay 1. Responsibilities should be identified and appointed
Framework the process at the consumers’ before the reform.

expense 2. Powers need to be clearly assigned regarding who

......................................................................................................................................................................................................................

Regulatory Regulatory agency usually 3. Autonomous regulation should be supported by law
Framework concentrates on regulating to ensure compliance by the operator.

the main operator functions 4. The scope of the regulator’s responsibilities should
...................................................................................................... be Identified to include all relevant operations. . . .

Form of PSP  Some forms of PSP may not 5. In accordance with given circumstances, the form of
be allowed by law, such as PSP should be chosen after thorough assessment.
Divestiture 6. New legislation can be delivered if required to permit
a suitable form of PSP,

lllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllllll

Tariff and Tariffs setting Rules may lack 7. Rules for setting tariffs should be clearly determined
social aspects clarity and transparency in law.

8. The minimum levels of service access need to be
into effect within tariff system.

9. The setting of tariffs should embrace affordability for

.......................................................................................................................................................................................................................

Consultation Users should have the 10. Consumers’ preferences and priorities must be
procedures opportunity to express their  dealt with through proper channel of consultation.
views in consultation 11. Involvement of all stakeholders should be

considered in the light of established procedures.
Source: adapted from Evans et al, (2002)
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2.6 Involvement of the private sector in water services

The reform of any public service such as water is likely to require the introduction of
effective management instruments, including the separation of responsibilities for
governing the services and providing them. PSP and potentially full privatisation of
provision may be expected. This section looks at the involvement of the private sector
in the provision of water services, and describes the reasons for involving private

investors in this process; together with the existing options for such involvement, and

the possible implications.

2 6.1 Reasons behind the involvement of the private sector

There is a spectrum of ways to privatise water services, such as transferring
responsibility for operations, maintenance, supplies or treatment systems from public

to private investors. In other circumstances there may be a complete transfer, 1.e. the
sale of publicly owned assets to a private entity. A variety of combinations is possible
(Gleick et al, 2002; Howe et al, 2002). Grimsey and Lewis (2002) claim that the
involvement of private investors can be attributed to their perception of the move
from ‘taxpayer pays’ to ‘user pays’ for the provision of infrastructure services, which
could improve economic use of those services (2002: 108).

The main reason for the involvement of private companies is the need for capital
investment, when public sources of finance are no longer sufficient to cover the
escalating costs of providing and expanding water systems.'* As Kinnersley (1994)
puts it “even in Britain, one of the Thatcher Cabinet’s main reasons for privatising
water utility services was the agreed assessment that £24 billion had to be invested in

them in ten years, to catch up on arrears after years of restriction on capital

14 Haarmeyer and Coy (2002) claim that many Eastern European countries have considered privatisation as a
strategy to attract capital to their less developed water systems. This is in order to improve water services and
modernise the infrastructure, in line with their aim to join the EU with its environmental standards.
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spending” (1994: 4). Ministers supported the idea that financing these investments

would not be possible through government borrowing (see also: Ogden, 1995). Howe
et al, (2002) claim that inadequate spending on infrastructure systems in American
cities was due to shrinking city budgets, which led to a large backlog of deferred
maintenance and expansion. This was a key factor engendering local officials’ interest
in new options that promised to relieve those pressures, including PSP. Deane (2002)

assumed that PSP would bring expertise and successful management practices to

short- and medium-term operating and maintenance contracts.
Gleick et al, (2002: 22) described the driving forces that made governments consider

water privatisation. These are shown in the table below:

Table 2.3: Driving pressures for privatisation

Driving Pressures Reason

Societal Privatisation may help to meet demand via new investment
“Commercial | Businesses and economic development and growth (e.g. developing countries)
Flnanclal Prlvatisatuoncanmnbillsecapltalinarapidandcosteffectlveway .................................................................
Ideologlcal Leadmgtosﬁ\aﬁerandmare "é"fﬁ'gi"éﬁ'i"ﬁEQ'Eanh"igﬁ'im(E:"g".'"i’ﬁ'a"UEi'f"i'gfi;é'a'"Ea'ﬂ'ﬁ'ii:ig'éi ...............................
Pragmatlc ................................... Watersystemsoperatnonscanbecompétentandafﬂcient ....................................................................................

Also see: Cook and Kirkpatrick, (1995; 2000) and Bienen and Waterbury, (1989)

The provision of infrastructure by the private sector is not new; traditionally, the
private sector has played a key role as contractor or consultant (Howe et al, 2002) or
supplier of equipment and services. Private sector contributions remain crucial to
alleviating the burden falling on publicly funded programmes. In the US some 20 per

cent of the population 1s served by privately managed utilities, and in Europe such

involvement dates back to the 19" century (Rogers et al. 2002; Stottmann, 2000:159).
PSP is likely to be useful in improving the efficiency of water utilities. Although there

are certainly many examples of efficiently managed public water services, in other

cases utilities have suffered from serious problems under public management such as
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inadequate maintenance, weaknesses in their cost recovery system, and a growing

demand for finance that must be met by governmental spending. These problems,

among others, may be attributed to the following factors described by Johnstone and

Wood (2001):

1) Inefficient management, arising from the lack of financial resources on one hand
and having multiple objectives on the other. This is obvious where a government
is both the owner and the provider, in the absence of well-established priorities.

2) Public management lacks flexibility and independence, as operational processes
are determined to a large extent by bureaucratic requirements.

3) Public utilities face difficulties resulting from lack of access to the investment

capital necessary to provide good quality services, and to manage the processes of

expansion, improvement and maintenance.

4) Lack of competitiveness arising from the disciplines of the market means there 1s

little incentive to provide effectively managed services. (See also: Lokiec and

Kronenberg, 2001)
It is worth noting that the whole of a water system (water pumping and treatment,
distribution, sewerage and wastewater treatment) will benefit from economies of
scale, thus efficiency in provision, operation and maintenance can be better achieved

if they are assigned to a single entity. Subsequently the government devolves these
responsibilities to such a body that may allow multiple providers to participate in the

sector at particular stages (Johnstone and Wood, 2001; Kessler, 2002b).
To a large extent, anticipation has been raised concerning the potential of private
investment to meet the backlog in basic water supply and sanitation. It is clear, as far

as water sector reform 1s concerned, that the traditional provision by public services

should be replaced. This is due to various issues related to the performance of the
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public sector, as outlined below in figure (2.2). Thus dissatisfaction with public

services provision may encourage governments to live with any other alternative

possible, including privatisation.

Decline

Figure 2.2: Issues of water system deterioration

Sall and Parker (2000) argue that PSP has an impact in lowering the costs of
production; they also claim, like Stottmann, (2000) that PSP generally aims to
increase economic efficiency by:
1. Improving investment opportunities to help organisations and their
projects to be objectives for capital markets.
2. Initiating a new reward structure which will allow the development of
new and successful management practices and technical expertise.
3. Setting up objectives with a clear vision of profit-orientation instead of
focusing on ambiguous criteria related mainly to the public interest.

4. Removing political interference, investment barriers and unnecessary

controls in order to manage the organisations efficiently, while at the
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same time meeting the various demands of interested groups (Sall and

Parker, 2000: 253). (Similar reasons were described by Lee and

Jouravlev, 1997).
Generally, PSP is interrelated to the ownership of public services; however, the
transfer of ownership from public hands to private entities that operate according to
efficiency standards will eventually improve performance. Although such a transfer
may be required, competition is still needed for efficiency. Privatising public utilities
is much more than a simple switch of ownership of services; successful activities of
this kind require innovative reform of existing conditions in an attempt to maximise
the benefits of such a shift.

Nickson (1997) argues that for water services to overcome difficulties successfully,

two important issues have to be addressed:

1. Giving water its economic value. This will certainly lead to more efficient and
equitable use, and contribute to better conservation and the protection of water
resources. Water should be charged on the basis of its long-term costs, not
only to recover measurable costs but to incorporate other environmental
benefits and costs. However this should not marginalise people on low
incomes who find it hard to pay the new, higher charges.

2. Managing water should be a process of participation which involves all the

stakeholders, including users, planners and policy-makers at all the different

levels.
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2.6.2 Motivation for promoting private provision of public services, water as an

example

Kessler and Alexander (2003) have described four motivations associated with the
promotion of PSP in water services. They can be summarised as follows:

Motivation No. 1 — To Stabilise Budgels

Privatisation can bring important benefits for budget stability and balance, by
releasing scarce budgetary resources that can be redirected to meet other pressing
social goals. A budget surplus might arise when a government sells off public assets,
or puts them under private management and receives payment in the form of licence
fees. However, a problem arises when a government privatises services that are
functioning well, or sells attractive assets that generate revenue, perform efficiently
and satisfy a broad customer base. In spite of that, privatisation is normally organised
by a Finance Ministry, and those bodies tend to view the process in narrow
transactional terms with the focus on maximising the fiscal revenue from the asset
sale (Kessler and Alexander, 2003).

Motivation No. 2 — Attracting Capital for Investment

The private sector has access to far more capital resources than governments,
especially for sectors marked by high delivery costs, such as infrastructure. In reality,
when a government has failed to invest in marginalised people because of budget
constraints or the nature of its political priorities, private capital may represent the
only viable way of reaching such excluded citizens. Normally, foreign direct
investment (FDI) will be readily attracted to countries with high quality institutions
that promote investment protection treaties and offer various incentives. Although

attracting FDI will provide extra funds to finance infrastructure projects after selling

some or all of the assets (such as utilities) to foreign investors, a well-established
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regulatory system is needed to safeguard national interests from influence over public

policy through the control of information and management decisions (Kessler and
Alexander, 2003).

Motivation No. 3 — Improved Efficiency and Performance

Advocates of privatisation often portray the public provision of services as
bureaucratic, lacking any incentives to innovate, and being unresponsive to consumers
needs. Conversely, PSP is expected to improve efficiency and expand service in terms
of coverage and quality, to satisfy the demands of existing and new service
customers.!”> For example, Chile’s privatised water system has made safe water
available to 97 percent of its urban population, compared to 80 percent before
privatisation. However the government should impose strict requirements through
proper regulation of the operator regarding delivery and output, ¢.g. the number of
connections, to avoid any uncertainty. As an example of the impact of weak
regulations, before being resold in 2002 Bulgaria’s private water company routinely
overcharged customers, randomly cut off services, and failed to respond to consumer
complaints (Kessler and Alexander, 2003).

Motivation No. 4 — Making Reform Permanent

One of the most convincing arguments for the private provision of public services is
that it helps make reforms dependable. Changes in any political system create a
degree of uncertainty associated with the accomplishment of reform, and PSP is a
useful way to remove relevant policies from the political agenda. In extreme cases,
investment might be at the risk of political expropriation. Actually, expropriating

private property (and to a lesser extent withdrawing a legal contract) would be

15 Kessler and Alexander (2003) assume that the possibility of innovation in private provision of services is likely to
be from cost-cutting., e.g. in maintenance or new investment, rather than in extensive improvements to the water

system as a whole. In this context, it can be argued (as by Hickson and Pugh, 1995) that the success of privatisation
programmes cannot be universalised, because what has been successful in one place may not succeed in another.
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considered radical behaviour, especially by investors upon whom governments are
depending to create jobs and economic growth. Governments can also make public
service reforms permanent, through legally binding constraints (Kessler and
Alexander, 2003).

Legge (1993) described in her research some reasons why natural monopolies (e.g.
water services) could be an area for PSP. (1) It can increase productive efficiency,
whether or not a monopoly is involved: for instance, pressure from shareholders
looking for a return on their investment. (2) Wider share ownership among people
who are investors as well as customers, and are interested in a good service at a fair
price, make an irresistible combination and effective lobby in favour of efficiency. (3)
Private investors can draw on capital markets to fund expansion. However, these

should be supported by a regulator to protect rights, encourage efficiency and promote

innovative practice and technological advances. Figure (2.3) shows that the regulatory
task must begin with the PSP process itself if it is to serve the objectives mentioned
above, and this must be a successful replacement for any previous mechanisms of

government.
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Figure 2.3: Typical structure model of PSP
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2.6.3 Patterns of involvement by the private sector

Kessler (2004) believes that the idea of privatisation initially gathered popularity and
political support during the rising tide of neo-liberalism during the 1980s. (Also in
Howe et al, 2002). Since that time, political leadership and the voters have moved to
become increasingly receptive to changes that shift the ownership of assets from
governments. Kessler (2004) adds that this idea of privatisation was exported from
North America and Europe to other parts of the world marked with inefficient or
failing publicly-owned services, especially in Latin America and Africa as well as
East Asia. Furthermore, the international lending agencies convinced the governments
of these poorly managed public services that selling them off to the private sector
would be the best option to promote growth. This trend for privatisation received
further support during the 1990s, as the post-Soviet countries privatised many of their
public organisations (Ernst, 1994). Kessler and Alexander (2003) claim that
international firms concerned with water services operations (and to some extent,
international finance institutions and other development banks) have adopted a range
of approaches to fulfil the objective of expanding their operations (Cook and
Kirkpatrick, 1995; Deane, 2002; Holland, 2005). Such approaches include: (1)
advocating privatisation through sponsoring and funding activities; (2) capitalising on
water scarcity to ensure profitability, which would affect the affordability to certain
consumers in the event of weak regulation; (3) developing expertise in water
management and services plus relevant technologies to maximise the opportunities
arising from their involvement in water services provision; (4) taking a multi-utility
service approach via large-scale projects that comprise power, water, sanitation and
other services, in order to meet the broadest demand and gain maximum profitability;

and (5) creating joint ventures and buying major (or even smaller, but innovative)
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firms that are considered to be distinguished in their area of water operations. Kessler
and Alexander (2003) add that the former International Monetary Fund (IMF)
Director Michel Camdessus admits that, compared with other types of infrastructure,
the water sector has been the least attractive to private investors, and the amounts of
capital investment involved have been the smallest (Kessler and Alexander, 2003).
Possibly private investors have had less motivation to be active in water supply and
sanitation because of the amount of capital required, and the nature of long-term
investment with relatively low return. The highest value privatisation programmes
have taken place in the developed countries, compared with similar activities in
developing nations (See: Cook and Kirkpatrick, 1995).

According to Haarmeyer and Coy (2002) two broad models can be distinguished
globally in the strategies of private companies involved in water markets. The first is
when firms provide services across multiple utilities, through bundling services such
as water, electricity, gas etc. This model can be described as the multiutility approach,
and is largely practised in the European context. It can be a useful model in
developing countries that have less developed markets and little competition in the
services sector. The second model is apparently when companies “focus on one utility
sector, either a certain segment or an integrated suite of services in the same sector”.
This model is common in the USA, and to some extent in the UK. The viability of this
approach can be attributed to the level of deregulation and competition in the service
sectors, which makes specialisation a business necessity for the companies concerned
(Haarmeyer and Coy, 2002: 25).

At present, there are various models and trends in the way water services are

managed. Nickson (1997) illustrates four trends which have emerged in the field of

water management, these being: (1) The global trend towards PSP in water services;
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many countries in Africa who have adopted it still have to introduce reforms to their
regulatory systems. (2) Another trend related to the French model (franchising) and its
associate arrangements, which many Latin American countries have taken as their
preferred option. (3) The trend that takes PSP through divestiture of assets; this is the
British model, which has not been followed anywhere except in England and Wales
(plus to some extent in Chile and New Zealand, as asserted by Holland, 2005).

(4) The German model, which takes best practice in the private sector as a benchmark
to monitor improvements in the performance of the services provided and operated by
the public sector; many countries in the southern part of Africa have been very
successful in increasing the efficiency of their services by adopting this model.

According to the World Bank (1997), currently two terminologies are being discussed

internationally to explain the new role that the private sector might play:
1. Private Sector Participation: PSP refers to the role that the private sector can

play in services provision. There are different levels of private sector

involvement from service contracts, lease and concessions, etc.

2. Public Private Partnership (PPP): PPP is a contractual agreement of
cooperation and mutual interest between public and private sectors (perhaps
via a joint venture) for the purpose of designing, planning, funding,
constructing and/or operating a service or facility for use by the general
public, which would traditionally have been carried out by the public sector
acting independently. PPP aims to improve management, in order to deal with
any particular risk-taking and the rewards created by delivery. Ongoing
monitoring of the performance of the partnership is important to ensure its

success. This idea gets its popularity from the principle that both parties can
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contribute to maximise the benefits and enhance the quality of provision. (See

also: Grimsey and Lewis, 2002; Seidenstat, 2002: 465).
Nickson (1997) as well as Howe et al (2002) argue that there is as yet no single
approach that suits every country, because there are variables which must be taken
into account such as the general political goals and the legal and cultural environment,
as well as the size of the public sector (See: Bienen and Waterbury, 1989, Schwartz,
1995). In this context, Cook and Kirkpatrick (1995: 19) argue that the outcomes of

privatisation in terms of the ideal performance depend on the objectives set for such a

policy, which is the key initial step by the government.

2.6.4 The diversity of PSP

Although water services in most of the developing countries are provided by the
public sector, Johnstone and Wood (2001) argue that recent years have been marked
by a shift in the scale of the private sector’s role in providing such services. This may
be illustrated by the growth in capital expenditure of more than 80% between 1984
and 1997. They add that sustainable regulatory frameworks in infrastructure should be
created as this would prove their trustworthiness for investors, production efficiency,
and be accepted as legitimate by consumers and other groups of stakeholders.
Lindfield (1997) argues that PSP could be carried out either by financing and perhaps
operating government organisations that provide services on a commercial basis, or

financing and operating services via contracting arrangements. Johnstone and Wood

(2001) believe that PSP in infrastructure in the form of contracting, concessions etc.

has made it one of the most rapidly growing businesses in the world. PSP ranges from

management and service contracts to leases, concessions, divestiture and build-

operate-own-transfer (BOOT) agreements.
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They further explain that the principal reason underlying the provision of water
services by public authorities was the need to take advantage of the economies of

scale, but when a single authority carried out the entire process this led to a natural
monopoly with greater potential for inefficiency because “the sunk costs of the major
infrastructure investments in the water supply and sanitation sector are significant
and do not justify duplication of infrastructure” (Seppala et al, 2001: 43). This led to
expensive solutions, given the supply-led approach encouraged by governmental
subsidies and unreliable water supply. These approaches were characterised as ‘over-
engineered’, with a high level of inefficiency and low level of service. In fact, poorer
households usually get the smallest portion of subsidised services while they pay the
full cost of any provision (Johnstone and Wood, 2001).

Stottmann (2000) as well as Johnstone and Wood (2001) described seven areas in

which the private sector could be involved in providing water services, which were

also discussed by Lee and Jouravlev (1997). Some of them were also highlighted by

Seidenstat (2002). Each area is highlighted as follows:

1. Service Contracts: Various duties could be performed by private participants in a
short-term contract that carries no obligation or responsibility for the operational
system. This could include reading meters, repairing leaks etc. The public

authority holds overall responsibility for the system operation and its

maintenance. Service contracts could last for an average of 1-3 years.

2. Management Contracts: Management contracts are expected to allow the private

contractors in a short-term contract, with no private capital input, to have daily

responsibilities for operating, maintaining and expanding the system, without any
commercial or legal obligations to the customers. Furthermore, the contractor will

be required to continue improving the management of the system according to a
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set of stipulations and standards. These contracts usually last between 3 and §

years.

3. Leases: In this type of contract the private sector takes responsibility for operating
and maintaining services owned by the public sector, for a period of time and
under the stipulations of a contract through renting programmes. However,
responsibility for financing and expanding the system remains with the public
sector, with no hability for the private contractors. Alternatively the contractor is
motivated to increase fee collection, because revenues are returned with minimum
operating costs which are normally determined according to the debt for the
service capital. These contracts usually last between 5 and 15 years.

4, BOOT Contracts: Through this contract a private contractor will provide capital

investment to develop a project (e.g. water treatment plant, etc.). The process

involves Building, Owning, Operating and Transferring (BOOT). This kind of

investment is described as large and long-lasting, as it must be in order to cover
the capital expenditure. The private contractor might experience difficulties
generated by the requirements of the public authority, which aim to meet a certain
level of demand. A private operator is required to finance, construct, operate and
maintain the service facilities for a period of time, before transferring it back to
the public authority. These contracts usually last for more than 20 years. In the
case of desalination plants, this contract should include a ‘take or pay’ water

purchase agreement as a guarantee for the developer in return for his investment

and to show commitment by the host government (Lokiec and Kronenberg, 2001).
5. Concessions: The concessionaire in this form is fully involved in uncertain

investments, which include financing, operating, maintaining and expanding the

system through a long-term contract. The contractor collects payments from
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customers, accepting the condition that the revenues may not cover the costs or

any penalties imposed by government’s regulator if the service standards have not

been met. In fact, such a long-term contract will normally enable the contractor to
recover his Investment costs. In terms of scale, concessions are typically
substantial to serve at regional or city level and might be approved on the basis of
bidding for the tariff. These contracts usually last from 25 to 30 years.

6. Shared ownership: This is an obvious form of PPP, when services are provided
through a cooperative agreement between public and private organisations.
Accordingly they share: (a) responsibilities for the provision, (b) representation on
the board of directors, and (c) division of profits. Of course the provision of
services can be allocated for specific urban or rural areas.

7. Full Divestiture: As long as there 1s a well-established regulatory system in place,
full ownership and responsibility can be vested in the private sector. To generate
more revenue, public assets are sold to one or more private investors. Divestiture
is described as full privatisation, where the ownership of public assets is
transferred entirely to private investors after their sale by tendered bids. Public
authorities take control over the process of executing the divestiture, in order to
maintain the government’s interests.

In practice PSP arrangements are often hybrids of the above options (Stottmann,

2000). The decision about the preferred form of PSP will be made on a case-by-case

basis, taking into account the distinctive nature of national concerns and objectives.

The distinctive nature of management options can be seen in the ownership and

responsibility of assets and the way services are provided, as in the following figure

(2.4).
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2 Public Water Co. Joint Venture Divestiture
z
Q.
'E Concession
'g BOT, BOOT ete
E Corporatisation
E - Lease contracts
® % Management contracts
§ Cooperatives
Q
E’ Service contracts Delegation to
s Private
Sector
o Municipal or
E Provincial Authority
Public Mixed Private

Ownership of Assets

Figure 2.4: Modes of Public and Private Management and Ownership of water utilities.

(Adapted and reproduced by the author from Webster and Sansom, 1999, in: http://www.thewaterpage.com)

The competition among private investors for BOOT contracts will benefit the public

sector in terms of cost effectiveness. On the other hand, concessions are considered to

be an appropriate approach to improve performance and financing. However a well-

established regulatory framework and reliable information about assets, as well as a
sustainable system of cost-recovery tariffs, are fundamental for successful
concessions. If BOOT or concessions options cannot be implemented, other
management contracts should be looked at as a means to improve existing conditions

in the water sector through delegating certain tasks and/or responsibilities, with

improvement in mind.
An overview of contract types and their characteristics is given below in terms of
risk/responsibility allocation between the public authority and private provider, in

addition to the way the private operator is remunerated, with the aim of helping when

assessing the interaction between contract type and service provision. However, this
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will not cover all the types and variations that exist; rather, a simple typology is

proposed here that can then act as a reference intended as an aid to analysis, for the

purposes of this discussion only.

Table 2.4: Main aspects of some contract types

Contract Type

Management/
Service

~Jesponsibilites.

Lease

...................................................................................

Concession

Nature of contract

Wide range of tasks;
Service: Installing or
reading meters, repairing
pipes, collecting accounts.
Management: Cover
management and
maintenance

Private operator conducts
operation and maintenance
responsibilities of services,
without obligation to invest
capital into the system. The
private operator pays the
government for the lease
contract.

This contract grants a long-
term entitiement to the
private operator to utilise
assets, including
responsibility for
investment. Existing
assets, including any
created by the operator will
be returned to the
government at the end of
concession,

ravigEssnabeaguRagione

Characteristics associate with the Contract:

Responsibility/Risk

in both contracts
operational responsibility is
limited to the private
operator, and determined
by certain benchmarks of
performance,
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Private operator would take
on extended responsibility
for all management
(technical and commercial)
of existing functions. New
investment for system
expansion would be funded
by the government.
Commercial risks are
allocated to the private
operator, and depend on
the difference between the
generated revenues and
the lease fee owed to the
government.

llllllllllllllllllllllllllllllllll LTIl T IS T

Management and
investment responsibilities
are totally allocated to the
private operator.

Payment

An agreed fixed fee to the
contractor. In some cases
further payments can be
made linked to specific
performance benchmarks.

Segeie et ennia pprue i RN R ERarn el it renlagenunn

Private operator will keep
generated revenues, after
deducting the agreed lease
fee which will be remitted to
the government that
typically funds the costs of
system investment.

Occasionally the operator
might receive additional
rewards if efficient
performance targets are
met.
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Revenus generated from
service charges.
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Source: (The World Bank, 1997, Lee and Jouraviev, 1997, Stottmann, 2000: Johnstone and Wood, 2001; Holland,

2005).

Having considered the contract designs described above, their nature and key

elements, it may fairly be said that management or service contracts place limited

responsibility on the private operator who will normally be compensated through an

agreed fee conditional upon a set of performance targets. A contrast is seen in the

concession contract, where the responsibilities and risks fall entirely upon the private

operator.
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It is likely that if more risk has been allocated to the private operator in contracts,
more efficiency will be achieved in terms of improvements because the private
operator will adopt every available method to cut costs. This of course requires a
qualified regulator to supervise the process successfully. Typically management
contracts do not place responsibility on the private operator for setting tarifis,
expansion or levels of service., In some contracts (e.g. leasing) the operator may
receive a reward if the service coverage targets have been exceeded, by his additional
investment and the permission of the regulator. Similarly, the concessionaire might
become responsible for planning and funding new investment under the government’s
conditions. These are significant incentives for the provider to expand the service, and
to augment revenues in order to meet the cost of serving new consumers. This should
encourage the operator to develop innovative services at an affordable price, given the
approval of the regulator that the tariff structure and levels are consistent with those

efforts.
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3.1 Introduction

The preceding chapter looked at the issues around potential involvement, as well as the
motives behind the promotion of private provision of public services. This chapter begins
by presenting some background information concerning certain issues opposing
privatisation, with a brief account of the international water market. The chapter also
explores some of the issues that face the developing world. An analytical review of some
international experience 1s presented in order to support discussion of the issues being
investigated, plus the lessons that can be learnt from such practices. The chapter then
explores further the likely benefits to be achieved by PSP for the water sector and its

customers. The chapter also considers the requirements for potential partners and

examines the issues around choosing the most appropriate one, beginning with
identifying the basic aims of PSP. As for the preparations for PSP, some conditions for
these are also highlighted in this chapter. There are some common features, like those
recommended for assessing the viability of reformed public services. Subsequently the
chapter considers some of the concerns associated with PSP in water services, starting
first with some general concerns for governments and consumers, then goes on to explore
the question of whether water should be considered a public good or an economic
commodity. This chapter reviews the literature concerning competition, as this is crucial
to good contracting in order to maintain efficiency and satisfaction for customers. The
chapter concludes by discussing critically how PSP should be arranged under an effective

regulatory framework to function and oversee the overall operations, and describes some

general aspects that need to exist within that framework, in addition to certain

fundamentals that may improve regulatory governance.
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3.2 Background

With the increase in global consumption of water resources which is doubling every two
decades, more than twice the rate of population growth, governments around the world
are finding themselves under pressure from multinational institutions advocating
privatisation of water services. This is despite the worsening water crisis being
experienced in many parts of the world (Barlow and Clarke, 2004). As discussed in
Chapter Two, advocating water privatisation is based on the belief that a market system is
an efficient way to meet the growing demand for the wide range of water services.
However, some international experience has demonstrated that dealing with water as a
pure economic commodity in the open market does not address the needs of the poor and
under-served population. In this case privatised water will be delivered to those who can
pay for it according to market mechanisms, particularly if a proper regulation regime is
not in place to protect vulnerable consumers.

Opposition to privatisation is based on central economic issues—prices, profits, jobs and
development. Privatisation of water is normally seen as making service prices higher,
being oriented towards profit-making with unjustified higher wages for senior
management. It may be the cause of redundancies, and create an insecure working
environment (Hall et al, 2005:292). The context, technology and strategy of water
privatisation are necessarily different from one place to another. Meanwhile small

businesses, like large multinational water companies, must all play their part in the

phenomenon of water privatisation. Some countries have chosen to invite a giant firm to

take over their water system, while elsewhere a number of smaller companies have been
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appointed to undertake their separate tasks. These usually operate without becoming
visible to the public.

Water is becoming an increasingly valuable commodity due to limited resources,
pollution and the escalating costs of storage and other related systems. These factors are
making water supply a capital intensive process, with a long time necessary to recoup the
initial investment, let alone making a reasonable profit. Yet this situation is critical,
because new investments are most urgently needed in regions where the population are
least able to pay: particularly those regions that lack well-established basic infrastructure
assets (Stephenson, 2005). Surely this is because of the dilemma between what is
considered as a right and something for which an individual should pay to gain access.
Stephenson (2005: 265) presumes that the international market for water is about 400
billion USD per year, but this includes only urban water businesses. The market is largely
(30%) in Western Europe; meanwhile the growth in the water market stands between 8-

10 per cent annually, which is made up largely from the developing countries. This is

confirmed by the figures in Table 3.1, illustrating the need for future capital investment.

Table 3.1: Requirements for capital investment in certain parts of the world

m

Region Water investment requirements for Percentage of unaccounted-for
10 years in USD water loss
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Source: Stephenson (2005)
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3.3 The developing world, an international experience

Developing countries can be divided into two main categories, i.e. countries in transition
with a higher growth rate and rapid industrialisation and urbanisation, and countries with
a slower growth rate. It is not appropriate to lump all developing countries together as
low income societies (Ujang and Henze, 2006).

The developing countries, in particular those in the second category, are facing a situation
where economic activity is declining leading to rising unemployment, political instability
as a consequence, and the further under-provision of basic services because of limited
public financial resources. The provision of water services in many developing countries
is dependent on how the residential areas are laid out; normally, densely populated areas
with less planned development and possibly squatter communities are likely to lack
adequate services of all kinds, especially water supply and sanitation, among other basic
necessities (Ujang and Henze, 2006: 9).

The future challenge for many developing countries is to meet the Millennium
Development Goals for water and sanitation, as proposed by the world community on
many occasions. One of those goals, as an example, is to reduce by half the number of
people without access to safe drinking water by 2015 (see: Allen et al 2006).

Following these lines, Ujang and Henze (2006) have summarised the problems in
developing countries that relate to water services provision. These include (1) insufficient
exploitable water resources, especially in arid areas; (2) insufficient expertise, creating
gaps between optimal policies and implementation; (3) insufficient funding for water
supply and sanitation programmes, because of competing public expenditure on other

sectors due to rapid urbanisation and population growth, and (4) inappropriate
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management systems and institutional frameworks for providing water facilities. It may
be accepted as a fact that in many developing countries water supply systems fall short of
present and future needs (Allen et al, 2006:47).

Water privatisation is one of the many conditions that determine the scale of loans
provided by international lending agencies. The government of a poor country in the
developing world that is seeking international financial assistance to reform its public
sector without offering PSP in water services may find it difficult to obtain the necessary
funding from those agencies (Cann and Jones, 2006). In other words, the governments of
poor countries are forced to eliminate any choice other than options that are based on
private investment and/or operations involvement. This has proven to have a negative

influence upon the development and promotion of existing good local practices in

managing and operating the utility sectors within public provision.

3.4 Examples and case studies

In the following sub-sections an analytical account is provided of some different
experiences taken from around the world, particularly from Latin America, Africa and
Asia. This should provide a basis of literature to underpin the discussion in the following
chapters, and provide additional support to the lessons that may be learnt from failure or

success as they have been experienced in other parts of the world. Together these will

inform the work of attempting to reform water services in Saudi Arabia.

3.4.1 Water privatisation in Latin America

Many Latin American countries benefit from an abundance of fresh water. The region

contains four of the world’s 25 largest rivers, the Amazon, Paran, Orinoco and
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Magdalena; the combined run-off of these four rivers is about 22,800 km3. almost
equalling the combined run-off of the other 21. However the steady destruction of water
sources, along with inequitable access, has left most Latin Americans ‘water poor’.
Furthermore, millions live without access to clean water. While the region’s available
resources could provide about 3,130 m’ of water every year to every person, the average
resident has access to only 28.6 m3 per year. This compares with the annual average of
118 m3 in North America and about 64 m3 in Europe (Barlow and Clarke, 2004).
Privatisation has provoked more popular dissatisfaction and criticism in Latin America
than in other parts of the world, resulting in political opposition and violent
demonstrations. Nellis et al (2004) argue that a number of technical studies of
privatisation in Latin America have indicated an improved level of performance and
operating efficiency. They (2004: 2) add that in Argentina, Brazil, Chile, Colombia,
Mexico and Peru efficiency gains have risen to a remarkable average 67 per cent. This is
in addition to further extension to the network coverage with an increased number of
connections, as well as improvement in the quality of services.

At the same time privatisation has delivered a positive flow of funds with a reduction in
public debt for many governments in Latin America, by means of cost rationalisation,
relative elimination of subsidies and increased national income from taxes imposed on
profitable private companies. For instance, “in the first four years following sales in
Bolivia the government received 429 million USD, none of which was derived from sale

proceeds” (Nellis et al, 2004: 2). Normally the cash flow in such circumstances is used to

ease public debt and fiscal deficit, and increased public expenditure on social needs.

However, it can be argued that the reason why infrastructure privatisation (and
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particularly water) has drawn most criticism in Latin America may be attributed to the
perceived loss of sovereignty where national assets come under the control of
multinational companies. This is in addition to the belief that privatisation increases the
price of basic services and is likely to lead to increased unemployment., These are the
reasons identified in many Latin American countries, according to a survey undertaken in
2001 by ‘Latiobarometro’. These researchers found negative attitudes to privatisation,
especially in Uruguay, Bolivia, Chile, Mexico, Venezuela and Argentina (Nellis et al,
2004) (see also: Kohl, 2002).

Bolivia:

The violent protest against water privatisation is exemplified by the case of Cochabamba,
Bolivia, where the process went wrong in 2000. Cochabamba put its water system up for
auction in 1999; but there was only one bidder for the long-term concession. This
company, Aguas del Tunari, was jointly owned by the large American construction firm
Bechtel and Edison, the Italian utility business. The company promised to expand water
services with great improvements in performance and efficiency across the system.

At the beginning of the operation the company imposed an average tariff increase of
about 43% for consumers. In January 2000, as a consequence of the tariff increases there
were massive public protests in the streets. Workers went on strike to show their
opposition to the takeover of the water system. The government was forced to declare a
state of martial law in the city. These protests may have been sparked by price increases
but they gained momentum from the critical levels of unemployment and economic
instability. The concession was later cancelled, and this was followed by the resignation

of President Hugo Banzer Suarez (Nellis et al, 2004; Barlow and Clarke, 2004). The other
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side of the story is however, that the publicly-owned water utility had been desperately
inefficient for many years and had failed to supply the poor with water; instead they had
to buy water from private vendors. The subsidised tariffs were of most benefit to

privileged middle class consumers, yet even they suffered from an unreliable service

(Barlow and Clarke, 2004).

The case of Cochabamba illustrates a situation that must be of great concern in the
context of economic reform: privatisation being introduced to a utility sector without
proper regulations that legislate for price increases when required, while at the same time
protecting vulnerable groups of consumers such as those on low incomes. Violent street

demonstrations and burgeoning opposition have led other concerned governments to

reconsider their plans to privatise utilities in Panama, Lima, Rio de Janeiro and many

other cities in the region.

Argentina:

Argentina is regarded as the leading nation in Latin America to have introduced

privatisation in water services provision; 70% of the population there is supplied with
drinking water by private companies (Haarmeyer and Coy, 2002). The French company
Vivendi won a 30-year concession in 1995 to manage water supplies in the Argentine
province of Tucuman. When taking control, the company imposed an immediate price
increase of 68 per cent on all customers. Despite this tariff uplift that should have
increased its revenue, the company failed to achieve the expected return on its investment
and water services did not improve. This under-performance was the first setback

experienced by water privatisation in the country, when coupled with price increases

(Cann and Jones, 2006; Haarmeyer and Coy, 2002). People refused to pay for water that
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had turned brown, and a campaign of non-payment was organised. A new provincial
government came into power, leading the government to take over the water regulatory
body. These popular protests, and poor performance by the company led to the
termination of the 30-year concession after just over two years, in October 1998
(Haarmeyer and Coy, 2002; Cann and Jones, 2006). Even World Bank experts believed
that the tariff increase at the beginning of operation was probably a misjudgement. In
December 2001 the government rejected plans to award a new privatisation contract for
Tucuman. Instead, a utility was set up with 90% owned by the province itself and the
remaining 10% owned by the workers’ union. It continues to operate in that way (Cann
and Jones, 2006; Haarmeyer and Coy, 2002).

Another example of unsuccessful privatisation in Latin America can be seen in the extent
and time-scale of the tariff adjustment, which affect poorer consumers in particular. For
instance, the Buenos Aires water and sewerage concession permitted the private operator
to impose a connection charge of between 1,000-1,500 USD (spread over two years) to
be paid by consumers in areas where the average monthly income is around 245 USD
(Nellis et al, 2004: 3). The responsibility for such charges indisputably lies with the
government department concerned with the concession. In this situation the private

company should not be blamed for the charge, since it must remain accountable to its

shareholders and not its customers; on the other hand the government must be

accountable to its people, and should try by every possible means to mitigate the charges

proposed or imposed by the private operators. However, in Buenos Aires the water

services overall showed substantial improvements in their management and operation, as

described in section 3.5 which examines the potential benefits to be achieved from PSP.
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It can fairly be said that the many privatisation contracts that resulted in criticism and
challenge were reconsidered because of unanticipated shifts in market conditions,
contract renegotiation by opportunistic private investors, and public sector inability or
unwillingness to meet the stipulations of the contracts, e.g. tariff changes (Nellis et al,
2004: 3).

Honduras:

<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>