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Abstract

The paper presents a consideration of public sector operations as an alternative to the privatisation of water and sewerage services.  Cross-country case studies of publicly-owned enterprises which have succeeded in reconciling efficiency and social purposes and carrying out structural and managerial changes, are compared with some experiences of privatised concessions. Overall, public enterprises appear no less efficient that private companies, while being capable of development-oriented consideration of public interests.

1.  Introduction

Since the Dublin International Conference on Water in 1992, the management of water as an economic good has been promoted as a solution to the challenges facing urban water management in transition economies and developing countries (Nickson, 1996: 2). 

The spread of this new approach has been associated with pressure in favour of private sector participation. For example, the World Bank is particularly active in promoting privatisation (Nickson, 1998: 10-11). As a consequence, transnational corporations are enjoying significant opportunities for expansion. 

However, the assumption that private sector participation is the only possible catalyst for investment and rationalisation can be challenged. Especially in transition and developing countries, private sector involvement in urban water supply often conflicts with public interest, and publicly-owned enterprises (POEs) active in water supply and sewerage are not necessarily less efficient and cost-effective than private companies (Hall, 1998b: 127). 

The paper is intended to contribute to the debate by presenting a number of case studies. The first section presents empirical evidence of the economic and social impact of water privatisation, mainly in Central and Eastern Europe and Latin America. The second section looks at examples of successful public operation of water utilities, ranging from arm’s-length companies to co-operatives, in Western Europe as well as Central and Eastern Europe and Latin America.

A.  Preliminary definitions 

“Privatisation” is defined as including not only the sale of a water and/or sewerage undertaking, on the UK model, but also – and more importantly – including delegated management or concession to a private company, on the French model. 

“Publicly owned enterprises” (POEs) are broadly defined as including any undertaking which has its own accounts, has trading income derived from charges for services provided, and is wholly owned or majority controlled by central, regional or local government. This covers a range of possible forms, including internal trading units (‘regies’ in France or Germany), municipal companies (“eigenbetriebe” in Germany, “aziende municipalizzate” in Italy) or joint stock companies wholly owned or controlled by a public authority (plc, SA, GmbH, SpA). 

Co-operative arrangements are also presented as an alternative to privatisation as defined above. 

Part I: a critical approach to private sector participation in water supply and sewerage 

2.  The economic and social impact of water privatisation

In general, private sector involvement in water supply and sewerage is expected to facilitate investment and enhance the efficiency of operations (Nickson, 1996: 26). In practice, privatisations of water and sewerage services have exhibited economic problems and distortions characteristic of monopolies. Examples are given under five headings:

· Management inefficiencies

· Restricted competition and corruption;

· Excess pricing and restricted access;

· Excess profits and low water quality

· Problems in delivering development objectives

A.  Inefficiency

Private sector management cannot be relied on to be always efficient, as illustrated by two examples. 

· Trinidad and Tobago

In 1994, the Trinidad and Tobago Government decided to delegate the management of WASA, the islands’ water authority to a subsidiary to Severn Trent
. In 1997 there was no significant improvement in the reliability of supply and coverage of sewerage. The management contract, was terminated in April 1999. 
 

· Puerto Rico

In 1995 the management of the Puerto Rico Aqueduct and Sewerage Authority (PRASA) was delegated to PSG, later renamed Compañia de Aguas, a subsidiary of Générale des Eaux (now Vivendi). The contract was criticised in a report issued by the Puerto Rico Office of the Comptroller in August 1999, for “numerous faults, including deficiencies in the maintenance, repair, administration and operation of aqueducts and sewers”. Moreover, PRASA’s operating deficit had increased to $241.1 million, without any noticeable improvement in the service
.

B.  Restricted competition and corruption

Private water companies have exhibited collusive behaviour and other practices restrictive of competition, including corruption, in order to exploit a monopoly position
.   
· France

There is clear evidence of this in France, where water privatisation is dominated by three private conglomerates - Vivendi (formerly Générale des Eaux), Suez-Lyonnaise des Eaux and SAUR/Bouygues
. In a critical report issued in January 1997, the Cour des Comptes - France’s national audit body - stated that the high degree of concentration resulted from “organised competition” and the avoidance of competition through the “repeated use of negotiated procedure”. The report also denounced how bribery and corruption emerged from the system (Cour des Comptes, 1997). 

· Côte d’Ivoire

A subsidiary of SAUR/Bouygues already responsible for supplying water to Abidjan was awarded the concession for the entire country in 1987, without the concession being subject to competitive tender (Nickson, 1996: 20).

· Indonesia

In 1997, concessions for water supply in Jakarta were awarded to two consortia, respectively led by Thames Water and Lyonnaise des Eaux, both with partners close to president Suharto. After the overthrow of Suharto, the two consortia negotiated new concessions with the city council, without a new competitive tender. Court action has been taken to have the two concessions declared void on grounds of breach of Indonesian law (Hall, 1999)
. 

· Corruption

For a detailed account of corruption in utility privatisations, see Hall, D. (1999)

C.  Excess pricing and restricted access

Following privatisation of water utilities, consumers have often experienced rises in tariffs and greater financial demands. In the UK, the number of consumers who were disconnected for failing to pay increased by 200% from 1991 to 1992 (Martin, 1993: 116-125).  In France, the Cour des Comptes report insisted that price rises had to be seen in the context of privatisation (Cour des Comptes, 1997). Other examples include:

· Hungary

Water prices in Budapest in 1998, a year after privatisation, were 175% above the level of 1994, causing concern over the affordability of water prices for large part of the population
. 

· Czech Republic

VaK Jizní Čechy, a subsidiary of the UK-based Anglian Water, increased water rates to households by 100.7% from 1994 to 1997, nearly double the national average. Following the company’s acquisition of the majority of the equity shares in 1999, water rates to households increased by 39.8%, while sewerage rates to households increased by 66.6%, far higher than any other increase in the price of water in the country (Ruzička, 1999: 8, 13).

· Philippines

A large Taiwanese investor threatened to leave the Subic Bay freeport after being disconnected in May 1998 for refusing to pay water charges considered as “absurd”. Subic Water, a subsidiary of the United Kingdom-based Biwater, had increased water rates to industrial customers by 400%, from Peso 6 to Peso 32.26 per cubic metre, and planned to further increase rates to Peso 39 per cubic metre by April 1999 
.

D.  Excess profits and low water quality

Pursuit of profit can lead to reduced expenditure on maintenance and operating costs, thus affecting quality.

· UK water companies

In the UK, the water regulatory office suggested in 1996 that Yorkshire Water PLC’s serious failures to ensure a reliable and continuous supply, as well as to control leakage and flooding from sewers had to be related to the company’s dividend policy
. Similarly, in 1995 North West Water appeared to favour increasing dividends to shareholders and overheads’ remuneration rather than investing on the necessary infrastructure developments
. 

· Argentina: Tucuman

In 1995, Aguas del Aconquija, a subsidiary to Générale des Eaux was granted a 30-year concession to supply the province of Tucuman. Although water tariffs doubled following the award, the company failed to accomplish the planned investment programme allowing the water supplied to turn brown
.

E.  Development problems in Buenos Aires

Aguas Argentinas, the privatised utility for water supply and sanitation in Greater Buenos Aires, was unable to collect connection charges for new extensions in poor areas, which meant the company faced a loss of Dollars 60 million. The company then applied cross-subsidy, by charging all clients an extra Dollars 2-Dollars 4 every two months, to cover these ‘social’ connection costs. Consumers challenged the legality of these charges.

3.  Financial distortions from privatisation

Privatisation is supposed to improve the financial efficiency of water operations. However, a number of cases show evidence of the pursuit of privatisation leading to the distortion of financial choices: sometimes as a result of selective financing offered by international institutions, and sometimes as a result of public authorities maximising the fiscal gain to their own budgets even at the expense of the finances of the water undertaking. 

A.  International financial institutions and the promotion of private sector participation

In general, Structural Adjustment Programmes under the supervision of the International Monetary Fund and the World Bank have favoured infrastructure privatisation (Paddon, 1998: 60, 77-78). Other regional institutions such as the European Bank for Reconstruction and Development (EBRD) also promote private sector involvement. The following examples indicate how this support for privatisation can create distortions.

·  Bolivia

The World Bank has insisted that the Bolivian government look to the private sector for investment in water supply and sewerage. As a consequence, in December 1997 the government refused to guarantee a $25m World Bank loan to finance the investment programme of the co-operative SAGUAPAC despite its “excellent track record in the use and repayment of past loans”. Now the World Bank is to provide technical assistance to privatise Bolivian water co-operatives (Nickson, 1998: 10).

· Hungary 

The EBRD is expected to re-finance the 25% equity stake acquired by a Vivendi/Berliner Wasserbetriebe consortium in the privatisation of Budapest Municipal Sewerage Company (FCSM). The ECU 22.7m project appears designed to reduce the investment costs of the two foreign investors, so to enhance the financial performance of the special-purpose company rather than the operational performance of FCSM
. Another objective of the project is to “ease political resistance to private sector involvement” (EBRD, 1999a: 26)
. 
B.  Public budgets and the choice for privatisation

Fiscal reasons are a major factor in the decision by governments and local authorities to privatise water utilities. Receipts from privatisation are applied to reduce taxation or borrowing in other areas and therefore used as an alternative source of revenue to taxation. Such practice can lead to distortions in the correct assessment of the preferable tender submitted in bidding procedures and in general of the benefits of privatisation.  So-called “entry fees” charged by some French local authorities for water concessions were covered by the selected undertakings by marking-up the price of water to consumers
. Similarly, in Spain concessionaires may be bound to pay an annual rent called “canon”, which is usually paid by increasing water rates. The following examples indicate how different forms of hidden taxation can affect consumers’ interests in transition economies.

· Hungary

In 1997, the bid by Lyonnaise des Eaux and RWE for Budapest Water Works was successful, although the bid submitted by another consortium was evaluated as clearly preferable in technical terms, and would have led to water prices being 10% lower: but the Lyonnaise-RWE bid offered to pay an extra Forint 3billion to the city council (Hall, 1998b: 130-131). 

Part II – Public sector alternatives in water supply and sewerage

This second section presents examples of direct public provision of water supply and sewerage through various forms of POEs, and cooperatives. Contrary to common assumptions, there is ample evidence of satisfactory achievement of social and public service objectives through efficient public sector undertakings, in transition and developing countries as well as developed ones.

4.  Efficient POEs in developed countries 

Within the European Union, there has been a tendency to restructure public sector water services from administrative departments within a public authority into corporatised entities, increasingly as independent companies, although still owned by public authorities (Hall, 1998a: 67-71). 

A.  The Swedish municipal model 

In Sweden, water facilities are mostly manned by municipally-owned companies. Some of those are established as public limited companies
, of which Stockholm Vatten AB is the outstanding example. In general, Swedish water companies boast low operating costs and appreciable performances which exclude excess profits. In 1992, the average price of drinking water in Sweden was French Franc 4.4 per cubic metre as compared to Franc 5.8 in France (Barraqué, 1995: 248-254). A 1995 external study carried out by the consultancy ITT compared the costs of water provision between Swedish and UK cities of comparable size. As shown by table 2, the study revealed that Swedish POEs enjoyed considerably lower costs than their private British counterparts. Furthermore, the average return on the capital invested by Swedish companies was positive allowing for full cost recovery, but accounted for nearly a third of that noticed in England (Hall, 1998b: 128).

· Stockholm Vatten AB: a responsible monopoly holder

Table 2 indicates how in 1995 Stockholm Vatten AB’s performance was better than the Swedish average and compared even more favourably to that of British water operators. The other achievements of Stockholm Vatten in recent years are also significant and worth considering. 

In 1995, the company underwent a major reorganisation aimed to enhance operating efficiency and long-term sustainable development (Stockholm Vatten, 1998: 4). In order to attain both objectives, cost recovery is preferred to profit maximisation
 thus freeing the necessary resources to enhance the quality of the water supply and wastewater services provided and to improve the company’s environmental impact (Stockholm Vatten, 1998: 8-11). The company’s financial viability is based on the stability of the operating conditions, which are generally characteristic of water supply and sewerage (Stockholm Vatten, 1998: 48-49).  

The quality of the water services provided to the community is remarkable. Since 1994, losses from the water pipe network were constantly reduced and in 1998 364 leaks were detected over the 2,200 kilometre pipe network as compared to 400 in the previous year (Stockholm Vatten, 1998: 22-24). All the quality requirements set by the European Union Directive on Drinking Water adopted on 3rd November 1998 “are already satisfied by a comfortable margin” (Stockholm Vatten, 1998: 19). Sewage is treated not to affect the environment once it is released. In 1998, sludge from the company’s treatment plants was approved for spreading on arable land, thus meeting Swedish requirements which are “already very strict in an international context” (Stockholm Vatten, 1998: 15, 27). As a result of the ecocycle-oriented business and of the focus on reducing the emission of environmentally harmful substances, the conditions of the Stockholm archipelago are continuously improving (Stockholm Vatten, 1998: 32-33).   

The Swedish municipal model suggests that the public provision of water can be preferable not only for social and environmental concerns, but also when financial and economic indicators are considered.  
B.  Water POEs in the Netherlands

Almost all the 25 water companies currently existing in the Netherlands are public limited companies whose shareholders are municipalities and in some cases provinces. Historically, their growth in size is due to a continuing process of concentration aimed at economies of scale and operating efficiency (Dane et al., 1999: 49-62). 

In general, the level of the service provided appears good, as high quality water is provided at an affordable price (US$ 1.26 per cubic metre), which could yet decrease as a result of further concentration. Other indicators of the performance of the whole Dutch water industry include the low Unaccounted-for-Water, accounting for 4% of the water produced, and the high productivity of 792 connections per employee (Blokland et al., 1999a: 183-184). In addition, Dutch water companies have proved successful in environmentally-friendly initiatives such as monitoring harmful substances and minimising pollution as well as preventing future pollution (Schwartz et al., 1999: 119-130). 

The performance of Dutch water companies appears related to the institutional framework supporting the functioning of public limited companies. The managing director enjoys all the autonomy ensured by the statutory provisions governing the company but is financially responsible for the losses caused. The high degree of transparency and accountability in the conduction of operations is then complemented by the representation of consumers’ interests through locally elected bodies. The price cost principle is fully applied but cost recovery does not result in the realisation of excess profits, due to the limited interest of public shareholders in maximising the return on investments and to the practice of restricting the payment of dividends (Blokland et al., 1999b: 63-80). This has not impaired the POEs’ ability to finance investment programmes by resorting to the financial market. Water companies’ creditworthiness is in fact based on the stable business conditions in which they operate (Braadbaart et al., 1999a: 81-91).

C.  Municipal water companies in Germany 

The German system of water supply and sewerage is characterised by thousands of utilities for which municipalities are responsible. Following a prolonged administrative reform of municipalities, the number of utilities has decreased from 15,000 in 1957 to 6,500 in 1987 but still remains extremely high (Barraqué, 1995: 21). In 1996, more than 80% of the population received water supply by POEs (Hall, 1998b: 122), organised according to various modes ranging from the direct public provision to the public limited company (Bolton, 1995: 7-9).

In general, considerable costs reflect high employment levels as well as environmental and service standards. The World Bank has estimated that the restructuring of the highly fragmented German system along regional lines would reduce current costs between 50% and 70%. It is worth noting that in Eastern Germany the water industry was regionally structured but following reunification decentralisation to municipal level was introduced, partly as a political issue (Hall, 1998b: 128-129). 

The case of the German water industry still suggests that, even where the financial viability of public operators is questioned, the restructuring of the sector can enhance cost-effectiveness without detriment to social and environmental objectives. The observed examples of successful public operation of water utilities in the European Union encourage the consideration of similar experiences in Central and Eastern Europe and Latin America, which could be more easily reproduced in other developing countries. 
5.  Examples of efficient POEs in Central and Eastern Europe

The two cases below are intended to demonstrate that, even outside relatively rich areas such as Western Europe, POEs can be financially and technically viable while pursuing social objectives. 

A.  Debreceni Vizmu, Hungary

With its 220,000 inhabitants, Debrecen is one of the largest cities in Hungary, located in the easternmost part of the country. In 1992, the former state-owned water and sewerage operations were transferred to the newly established local municipality and later separated from the heavily subsidised baths operations. Plans for water supply and sewerage privatisation were repeatedly rejected until 1995, when local authorities opted for a public alternative in the light of the lower costs to the local community. The municipally-owned and -controlled Debreceni Vizmu has subsequently succeeded in procuring the necessary resources to finance its long-term investment programme. Furthermore, its overall performance appears satisfactory in terms of operating efficiency and effectiveness while broader social objectives are actively pursued.

By the end of 1993 the conservatives who were in power in the municipality of Debrecen decided to contract out water supply and sewerage to the private sector and thus invited tenders. The concession was first awarded to Générale des Eaux but Eurawasser, a joint subsidiary to Lyonnaise des Eaux and Tyssen, began an intense lobbying activity to modify the decision. Those efforts proved successful in August 1994, when in an extraordinary meeting the municipality decided that its former vote lacked the required legal majority and annulled the awarded concession. A new concession was awarded to Eurawasser, which planned to invest Forint 6-8bn as compared to Forint 3bn proposed by Générale des Eaux. Eurawasser’s plans also included a 50% reduction of the workforce in 10 years. Following a change in the local government’s majority, the municipality voted in May 1995 for the annulment of the concession to Eurawasser, this time on substantial rather than procedural grounds. The main argument was in fact that the transnational corporation’s projected investment had little technical justification and therefore resulted in unnecessary costs. 

On the other hand, due to its technical expertise the council’s own water undertaking appeared competent to carry out the necessary work. Local employment considerations were also accounted. Debrecen city council eventually opted for retaining water supply and sewerage under municipal ownership and control, while sanctioning the business plan elaborated by the management with the support of the trade unions. 

As a result, in July 1995, Debreceni Vizmu (Debrecen Waterworks Incorporated Company) was created as a separate entity from the municipality, with its own accounts. The business plan developed by the management relied on the fact that income from water and sewerage services is usually fairly stable and can be calculated on long-term basis. Three important elements were considered in structuring the company’s finances: depreciation built into end-user charges; cost recovery through the adoption of a flexible pricing policy; acceleration of the investment process through the use of bank loans. More importantly, the business plan ensured that all costs were covered, including depreciation, without generating unnecessary profits. The price of water had in fact already been increased because of the fall in demand after 1990, due to a fall in household consumption and industrial closures. The projected investment ranged between Forint 2-2.5bn, a considerably lower amount than that proposed by the two transnational corporations, and was particularly aimed at the extension of the sewerage network, the improvement of the wastewater system and the introduction of biological cleaning. The infrastructure developments were to be partly financed with the company's own resources and partly from external loans.

The sources of external finance used by the company included ECU 490,000 granted by the European Union Phare Programme, funds from the EBRD, state subsidies and, most importantly, a loan from an Hungarian commercial bank. The Hungarian banking sector was happy to finance the investment programme as the conditions of stability offered by the company’s activity provided adequate security for bank loans. Moreover, the company was proposing a finance scheme similar to that already used by the Hungarian government to finance the construction of motorways: in both cases, this was based on commercial bank loans guaranteed by the European Investment Bank. 

In 1996, Kereskedelmi es Hitelbank Rt (K&H - The Trade and Credit Bank), one of Hungary's largest commercial banks, signed a Forint 829m credit line with Debreceni Vizmu to finance its investment programme. The two parties agreed that the long-term loan, to be refinanced by the European Investment Bank, would be provided in two instalments to be repaid respectively by 2003 and 2005. The loan conditions included an agreed formula for calculating the prices charged to consumers, determining tariff increases up to 2010. A crucial part of the agreement was represented by the further condition that the finance remained under the control of the company rather than the local authority. The bank was prepared to lend Forint 1bn, but the company declined in order to avoid unnecessary costs to consumers.

The decision by the municipality of Debrecen in favour of the public sector alternative appears confirmed in many respects. First, the relative cost of financing the necessary investments has proved to be much lower under public provision. 23 kilometres of pipework had been finished by April 1997, at a cost of Forint 320m, equal to 40% of the amount Eurawasser would have spent on the same work. Furthermore, the purchase of local supplies rather than French-manufactured equipment, such as meters, has proved more cost-effective. For example, plastic pipes were purchased at 30% less than the French companies would have paid, with no transportation costs. As a consequence, the infrastructure had been developed more extensively while prices resulted 75% lower than offered by the private concessionaires (Hall, 1998d). 

Second, direct public provision of water supply and sewerage prevents the volatility of profits which tends to be associated with public sector participation. In this sense, in Hungary the experience of the city of Szeged can be compared to that of Debrecen. Vivendi owns 49% of Szegedi Vizmu, the company which runs the water operating concession in Szeged. A separate works company, 70% owned by Générale des Eaux and 30% by the local municipality, has also been established. Szegedi Vizmu pays the works company a fixed annual fee, described as “very high”, for the execution of all the maintenance work. Moreover, the works company has exclusive rights to works contracts issued by Szegedi Vizmu. This arrangement allows the French transnational corporation to use its works subsidiary as a vehicle to export a high share of the profits realised by Szegedi Vizmu (Hall, 1998b: 131-132). 

Finally, employment considerations were internalised in Debreceni Vizmu’s business plan so that 300 more people are employed compared with the 50% reduction in the workforce planned by Eurawasser (Hall, 1998d). 

In 1998, Debreceni Vizmu appeared to be a profitable company prioritising the timely implementation of its investment programme. The company carried out most of the development works with its own resources; only in construction its own building section was supported by sub-contractors (Debreceni Vizmu, 1999). Table 5 shows the financial performance of the company in the last two years of operation. Table 6 allows to compare Debreceni Vizmu’s overall performance with that of three Hungarian privatised water companies. Those are Eaux de Kaposvàr and Pécsi Vizmu, both subsidiaries to Lyonnaise des Eaux, and Szegedi Vizmu. Overall, Debreceni Vizmu appears no less efficient than the privatised water companies.

B.  Lodz Water Company, Poland

Lodz is a large industrial city in western Poland, with a population of around 900,000. In 1993, Générale des Eaux proposed the privatisation of water supply and sewerage through a plan including the establishment of a new public-private mixed company and private investment. This provoked a prolonged and public debate which eventually led, in 1994, to the rejection of privatisation in favour of a less costly public sector alternative plan jointly developed by the company’s management and local trade unions. 

The proposal advanced by Générale des Eaux was based on financing the development of a new sewage treatment plant. In return for arranging credits to finance this investment, a new joint company, with Générale des Eaux as the majority shareholder, would take over the running of the water and sewerage companies. It should be noted that the proposed ECU 60m credits were in kind, in the form of equipment, works and services, therefore not involving any significant financial risk for the company. Furthermore, Générale des Eaux would have been able to profit from unused credits, such as unwanted equipment and unnecessary works. 

The joint plan formulated by the management and trade unions relied on an alternative source of investment finance, the Polish National Environmental Fund. The Fund finances projects in environmental services meeting the criteria set for community benefits, through the provision of loans at zero interest. The alternative plan also envisaged the restructuring of water supply and sewerage to a separate publicly-owned company with its own accounts. 

Not only was the privatisation proposal rejected, the debate led to critical investigation of an existing construction contract with Générale des Eaux subsidiary OTV. The construction work of the sewerage plant was being done late and uneconomically, so that the city council had to bring constant economic cases against OTV for failures. Following a report by the public prosecutor in March 1995 the city council rescinded the agreement and regained full ownership of the works company. 

The overall performance of Lodz water company appeared to confirm the soundness of the choice for a public sector alternative. The trade unions estimate that up to 1998 some US$8m was saved by not having to pay for the investment proposed by Générale des Eaux.. Investment in the sewerage system, financed by the city council and the state investment Fund, was slow but steady. And in February 1998, water and sewage rates in Lodz compared favourably with the rates in Gdansk, where water and sewerage have been privatised.

C.  AQUA S.A.

In Poland there is also an example of the municipally-owned water plc. Since 1990, this was pioneered with apparent success by AQUA S.A., majority owned and controlled by the municipality of Bielsko-Biala in southern Poland. A detailed report on this case has been recently published (Warner, 1999: 169-177). 

6.  Examples of efficient POEs in Latin America 

The cases below are intended to show how efficient water POEs are to be found in developing countries, with particular reference to Latin America. Furthermore, modern POEs operating in the region appear flexible enough to respond to the challenges of water management in large cities and even metropolis.

A.  SANAA, Honduras

Servicio Nacional de Aguas y Alcantarillados (SANAA) was created in 1961 as a state-owned enterprise responsible for water supply and sewerage in Honduras. It experienced a long period of decay and inefficiency until 1994, when it underwent a process of thorough restructuring although still retaining public ownership and control. The case study provides an overview of the achievements in the reinvention of SANAA until September 1998.

The situation of SANAA before 1994 was characterised by centralised and poor management, lack of co-ordination between operating departments and absence of a clear development strategy. Labour relations had deteriorated, productivity was also affected by the fact that employees received few incentives and had low self-esteem. All this contributed to cause operating inefficiencies and customers’ disaffection in the vicious circle described in Figure 1 below. 

In 1994, a report of the Inter-American Development Bank acknowledged SANAA’s deteriorating situation, with aggregate losses of Limperas 105.7m (SANAA, 1998: 41), and recommended privatisation as the only solution. The management opted instead for internal reorganisation of the company and obtained full support from the trade unions. The reinvention of SANAA was hence made possible by a two-pronged strategy based on motivating and valuing human resources, on the one hand, and on internal restructuring directed to enhance operating efficiency on the other. 

Dedication, enthusiasm, integrity, pride and unity were circulated as buzzwords for the diffusion of core values. Also, employees were involved in auto-diagnostic exercises on key organisational aspects (strategic planning; service quality; financial management; organisational culture and structure; information technology; research and development; customer relations; production, operation and maintenance) which then served to assess the success of the transformation process. Restructuring took place through decentralisation, contracting out and reduction of overstaffing. Also, following the decentralisation of services, billing was conducted locally and made more accurate thanks to the use of information technology. Employment levels were reduced by 35% from 2,400 to 1,600 workers. Finally, cost recovery was pursued augmenting the price of water by 100% in three years, while social considerations retained a subsidy for the first 20 litres per household. 

As a result, the auto-diagnostic appraisal of the overall performance of SANAA grew from 34% in September 1994 to 67% in January 1998, and the company’s financial situation improved as shown in Figure 2 below.

Since 1994, the company’s capacity to build pipeline networks increased three-fold in three years. In the same period, the capacity to supply water to the capital city Tegucigalpa increased five-fold. Leaks were also reduced so that in Tegucigalpa savings amounted to 100 litres per second. The continuity and reliability of supply also improved allowing the majority of the population to receive piped water 24 hours a day. The example of SANAA was recognised by the United Nations as a Model Project to promote internationally
. Restructuring under public ownership and management has in fact unleashed operating efficiency and rationalisation without imposing the economic and social costs associated with water privatisation.

B.  SABESP, Brazil

Companhia de Saneamento Básico do Estado de São Paulo (Sabesp) was established in 1973 as a mixed economy enterprise resulting of the consolidation of distinct POEs responsible for the provision of water supply and sewerage in São Paulo. With a service area covering 366 urban centres and the majority of the 22 million inhabitants of the Brazilian state, Sabesp is deemed to be the world’s largest water utility. The state-owned company has since 1995 undergone extensive restructuring aimed at organisational modernisation and operating efficiency
, without nonetheless privatising its management and core operations. The case study focuses on the company’s improving performance and operational conditions up to 1998.

Following statutory changes introducing greater managerial autonomy, the restructuring of Sabesp began in 1995. After recording financial losses for four consecutive years, Sabesp had accumulated the equivalent of UK£ 600m in short-term debt and ought to centre on cost recovery. By the end of 1995, simultaneous efforts to expand revenue generation on the one hand and cut excessive costs and inefficiencies on the other proved successful in reversing the company’s financial outlook. In the course of 1995 alone, the population in the service area supplied with treated water increased from 84% to 91%, while the population receiving sewerage services increased from 64% to 73%. In the same period, delinquent accounts plunged to 8%. With a moderate and one-off reduction, employment levels declined and extensive use of outsourcing in ancillary operations contributed to reduce costs by 45%. The same attitude towards cost recovery and expansion of the commercial basis has been maintained since then, allowing the company to finance its investment programmes essentially through lending institutions and its own funds
. 

Increasing revenues have derived from the extension of connections, partly due to the expansion of the service area to adjacent municipalities delegating water supply and sewerage management and operation to Sabesp in the light of its outstanding performance. In 1998 alone, the company extended its operations to the territory of six additional municipalities. With the concession for the municipality of Osasco in Greater São Paulo, the population serviced has grown by approximately 650,000
. Furthermore, the increase in the number of connections is supported by continuous growth in staff productivity. At present, 100% of the population in the service area receives treated water of good quality and 80% receives sewerage services
. The extension of the company’s commercial basis has also been complemented by a more flexible pricing policy, an example of which is the 3.12% tariff increase set in 1998 as compared to 9.8% in 1997. Table 7 below provides a comprehensive overview of Sabesp’s financial and operating performance from 1994, before inception of the restructuring process, to 1998.

Ameliorating the balance sheet was the precondition for the company to implement the largest investment programme since it was established, totalling Real 3.4bn in four years of which Real 1.2bn in 1998 alone
. The outcomes are not only confined to the extension of service coverage, but also encompass the improved quality of water and environmental services supplied. In 1998, Sabesp was the first Brazilian company to obtain the certification ISO 9002 and was acknowledged by ISO GUIDE 25 for the third consecutive year. Moreover, Sabesp appears strongly committed to the restoration of the environment. The first part of a UK£ 900m project to clean-up the Tiett river, considered to be the largest environmental scheme in Latin America
, was completed in 1998. Concurrently, the quality of coastal water and shores as well as internal soil has progressed
.

In 1999, the financial performance of the company was severely affected by a combination of currency devaluation and high interest rates, as significant external debts had to be paid in the first three months of the year. After realising a record profit of nearly US$ 500m in 1998, Sabesp is now facing a loss of approximately US$ 650m, despite no change in its operating performance. Such a marked reversal of the previous four-year positive financial trend cannot undermine Sabesp as an example of successful restructuring within the public sector: the surge in the cost of foreign currency debt is not a result of factors intrinsic to the organisation itself. Moreover, the company enjoys a good reputation with the citizens of São Paulo and, in view of its achievements, privatisation has been rejected so far
.

The overall performance of Sabesp since 1995 shows how the company, managing to enhance operating efficiency and effectiveness while pursuing social and environmental objectives, has to be regarded as a model public service undertaking, delivering sustainable development.  

C.  SAGUAPAC, Bolivia

Cooperativa de Servicios Publicos “Santa Cruz” Ltda (SAGUAPAC) was established in 1979 as a co-operative in order to overhaul, manage and operate water supply and sewerage in Santa Cruz, Bolivia (pop. 1 million). The decision to set up a water co-operative was primarily induced by the weakness of local government, together with the strong sense of regional autonomy shared by the local community. SAGUAPAC is the only co-operative society in the world responsible for water supply and sanitation in a major urban centre. 

All the 96,000 domestic customers living in the nine water districts of the municipality are members of the co-operative. Customers indirectly elect part of the administrative board, vested with the power to appoint the general manager, and part of the supervisory board which supervises the administrative board. 

SAGUAPAC’s has undertaken major investment projects and introduced full cost recovery. The World Bank financed a first investment programme from 1979 to 1986 and granted a US$ 13.3m low-interest loan in 1990. The programme was completed in 1996 with the extension of water supply to 272,000 inhabitants and sewerage to 46,700. Not only were all the original objectives met, but the funds saved were also used to construct additional sewerage works. It is estimated that the co-operative accordingly accomplished 125% of the proposed objectives.  

Table 8 below shows the degree of efficiency attained by SAGUAPAC, measured according to various indicators and compared to other Bolivian water utilities.

The average water tariff set by SAGUAPAC is relatively high in comparison with other Latin American countries, but its level is estimated as affordable for large part of the population. There is a subsidised rate for the first 15 cubic metres of water consumed by households per month. An attempt to contract out billing to the private sector was terminated shortly after its inception in the early 1990s. The practice followed by the private contractor of disconnecting customers for failing to pay water rates was in fact judged as excessive and in contrast to the co-operative’s sense of social responsibility (Nickson, 1998: 2-8).

7.  Examples of efficient POEs in other countries

Successful restructuring and operation of water POEs can be found elsewhere, as the following examples show. 

A.  South Africa

The extension of proper water services to all the areas covered by the city council of Cape Town, including previously neglected black townships and white residential areas, was made possible by a participatory restructuring exercise. With the support of local trade unions, the municipality has succeeded in raising service standards by improving the management of the available resources and infrastructure. In particular, meters were installed or replaced, leaks were reduced and water pressure improved. Standpipes were also installed in new areas. The evident success of “in-house” restructuring has prompted local authorities to reject plans for privatisation (van Niekerk, 1998). 

B.  Philippines

Overall, Water Districts cover 480 municipalities including urban and peri-urban areas. The technical and financial performance of Philippine Water Districts, with particular reference to cost recovery, is well above the Asian average. This seems to be a result of the organisational structure which allows for government shareholdings, insulates management from undue political interference and provides for customer representation. The Local Water Utilities Administration also has an important role as technical support agency, development bank and informal regulator (Braadbaart et al., 1999c).
8.  Results and conclusions 

In the light of the case studies above, the present emphasis on private sector participation in water supply and sewerage appears excessive. A number of conclusions can be offered:

· A more prudent consideration of its consequences is required in the international financial institutions and development agencies promoting privatisation as well as in local decision-makers responsible for the operation and management of water utilities. 

· Privatisation carries significant risks in water and sanitation, given the nature of the service as a natural monopoly, the de facto lack of competition on an international scale, the difficulty of regulating multinational companies, and, especially in transition and developing countries, the potentially high economic and social costs of monopolistic behaviour by commercial operators. 

· POEs in water supply and sanitation can clearly function as modern, transparent, publicly accountable development-oriented enterprises capable of reconciling commercial efficiencies with social considerations. POEs appear no less efficient than privatised water companies.

· The evidence does not bear out the view that public sector water supply and sewerage is affordable only by developed countries: the capacity to run such organizations is observable in transition and developing countries as well. 

· There is no evidence to support the common assertion that public sector provision is suitable only for small and medium settlements: efficient public sector operation of water utilities is found in large cities and metropolis.

· It is clearly advisable for public authorities to develop a credible public sector option when considering private sector involvement, in order to introduce elements of benchmark competition and commitment to socially and environmentally-friendly objectives. 

· Public authorities should focus more explicitly on objectives of service delivery, and other basic operating principles: continuity, equal access and universality, and enhancing the openness of the industry. Proposed restructurings can then be more precisely evaluated against these objectives, instead of a narrow consideration of the fiscal gains to the municipal or government budget.

The authors intend to pursue more detailed research on these topics, and welcome any comments or criticisms of this work.

Notes

� Source: PSIRU database; “TRINIDAD & TOBAGO Water utility contract”, Caribbean Update Predicasts PROMT: 5 Jun 95.


� Source: PSIRU database; Giuseppi, R. “Severn Trent – it’s time to go!”, Trinidad Guardian: 1 Mar 99. 


� Source: PSIRU database; Ruiz, C. “Privatisation goes awry”, report: 11 Aug 1999. As operational costs have been increasing in recent years, the reduction in the PRASA payroll appears to be offset by the costs of contracting out to the private sector. Cases were reported in which “PRASA work brigades have had to redo work that private contractors didn’t do right”. 


� In general, price increases unjustified by the investments realised can be observed following the award of a concession influenced by corruption or other forms of restricted competition. 


� The same companies are also the major operators at global level, with more than 70% of the water market (Hall, 1998b: 121-122)


� The tendering procedure which led to the award of the original concessions was organised under the auspices of the World Bank. However, the World Bank has failed to produce any public statement calling for investigation of the alleged corruption. Interestingly, the European Bank for Reconstruction and Development defines corrupt practice as “the offering, giving, receiving, or soliciting of any thing of value to influence the action of a public official … in connection with the procurement process … in order to obtain or retain business” (EBRD, 1999b: 3).  


� Source: PSIRU database; “Inflation is taken over by the public utilities”, NEPSZABADSAG: 16 Dec 1998. The increases expected for 1999 were criticised by Budapest city councillors and local organisations as excessive and groundless. Finally, it is just the case to note that Budapest Water Works Rt was privatised in 1997 amidst the expectation of reductions in the price of water supply as a result of increased efficiency. Source: PSIRU database; “Eight bidders for Budapest Water Works privatisation”, MTI-ECONEWS Reuter Textline: 24 Sep 1996.


� Source: PSIRU database; Mercene, R. “Pull-out of investors halted”, Today: 1 Jun 1998. It should be noted that water rates charged to investors at Subic bay can be compared to rates in Manila (Peso 3.50-4.50 per cubic metre), while rates charged to investors in Angeles City were Peso 18 per cubic metre. 


� Source: PSIRU database; “UK’s Ofwat says Yorkshire Water dividend policy “should not impair” business”, AFX News: 20 Jun 1996.


� Source: PSIRU database; “Water firm is told to wipe out droughts”, Manchester Evening News: 05 Jul 1995; “A scandal of water cut-offs in North West”, Manchester Evening News: 12 may 1995. 


� Source: PSIRU database; Hudson, P. “Muddy waters – Overview of troubles with Argentina’s water infrastructure”, Latin Trade Business & Industry: 5 Mar 1999. Following the refusal of the large majority of customers to pay water bills, the company rescinded the contract and the operations were retained under public control. Vivendi subsequently filed a $100 m suit against the government and an ICSID (International Centre for the Settlement of Investment Disputes) arbitration panel is currently examining the case.   


� Source: PSIRU database; Bugge, A. “Argentina agrees to revise water concession terms”, Reuter News Service – Latin America: 21 Nov 1997.


� Source: PSIRU database; “EBRD Board backs Budapest scheme”, Global Water Report, FT Bus Rep: Energy: 4 Dec 1998. More precisely, the stake acquired by Vivendi/Berliner Wasser Betriebe is to be sold to a special-purpose company, with the EBRD as a shareholder. The EBRD will hold 30% of the special-purpose company (ECU 22.7 m), while Vivendi and Berliner Wasser Betriebe together will hold 70%. Part of the EBRD’s 30% equity stake in the special-purpose company will be sold to the sponsors at a pre-agreed price (covered by commercial confidentiality) at an agreed moment (also covered by commercial confidentiality). This is likely to allow the two companies to re-finance their equity participation in FCSM at more favourable conditions than those offered by the private banking sector.


� Source: PSIRU database; “EBRD Board backs Budapest scheme”, Global Water Report, FT Bus Rep: Energy: 4 Dec 1998. The EBRD’s interest in the special-purpose company is in fact associated with a political and regulatory risk “carve-out”. In other words, in case of political and regulatory risks the EBRD will not exercise its right to sell the equity to the private sponsors until the cessation of those risks. 


� The practice to charge an “entry fee” to selected companies has been criticised by the Cour des Comptes in its 1997 report on the French water industry. In St. Etienne a court has ruled that levying such indirect tax is illegal. See Hall (1998b: 130-131).


� The public limited company organisational mode is the European equivalent to the joint stock company of the USA. 


� This results of the legal and statutory limits imposed on the company’s Board of Directors in setting the rate to be charged over the duration of each three-year plan. “The charging principle is determined by the Municipal Council, whereas the level of charging is set by the company’s Board. It is calculated pursuant to the Act on public water and sewage systems in accordance with the cost price principle, and it covers the company’s necessary costs for operating the business, although as a rule it does not enable the business to make a profit” (Stockholm Vatten, 1998: 8).  


� Source: SANAA management, Honduras - restructuring the state water company (SANAA) with full trade union involvement, PowerPoint presentation: Sep 1998.


� Source: Sabesp.


� Source: PSIRU database; “Brazil looks for Foreign Investors”, Global Water Report, FT Bus Rep: Energy: 8 May 1997.


� Source: Sabesp.


� Source: Sabesp; http://www.sabesp.com.br/noticias/lucro.htm.


� Source: Sabesp; http:// www.sabesp.com.br/noticias/lucro.htm.


� Source: PSIRU database; “Brazil looks for Foreign Investors”, Global Water Report, FT Bus Rep: Energy: 8 May 1997.


� Source: Sabesp; http:// www.sabesp.com.br/noticias/lucro.htm.


� Source: SINTAEMA.
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Tables and Figures


Table 1. Performance of WASA, Trinidad and Tobago (1995-1998)


�
Customers supplied 24 hours a day (%)�
Population receiving sewerage services


(%)�
Leaks estimated


(n = number of leaks)�
�
1997 


(Source: London Economics, see note 2)�



< 30.0�



30.0�



< 45.0 (%)


(Unaccounted for water)�
�
1995


(Source: see note 1)�



 28.0�



30.0�



 4,000 < n < 4,800�
�
Table 2. Water costs: a comparison between Swedish and English cities, 1995


(Source: ITT, as in Hall 1998b: 128)


Water company�
Ownership�
Cost to customer�
Cost of operation�
Capital maintenance�
Return on capital�
�
Stockholm�
M�
0.28�
0.17�
0.03�
0.09�
�
Manchester�
P�
0.91�
0.40�
0.20�
0.31�
�
Bristol�
P�
0.83�
0.48�
0.19�
0.15�
�
Gothenburg�
M�
0.38�
0.11�
0.05�
0.21�
�
Kirklees�
P�
0.99�
0.52�
0.31�
0.15�
�
Hartlepool�
P�
0.73�
0.35�
0.08�
0.29�
�
Helsingborg�
M�
0.42�
0.42�
0.05�
-0.05�
�
Waverley�
P�
0.82�
0.48�
0.22�
0.12�
�
Wrexam�
P�
1.25�
0.57�
0.35�
0.32�
�
�
�
Swedish average�
0.36�
0.23�
0.04�
0.08�
�
British average�
0.93�
0.48�
0.20�
0.23�
�
M = municipally owned; P = privately owned; Cost per cubic metre of water delivered, purchasing power parities, US$.


Table 3. Stockholm Vatten AB: financial fundamentals, 1995-1998 (SEK million.)


(Source: Stockholm Vatten, 1998: 48)


�
1998�
1997�
1996�
1995�
�
Net turnover�
976�
1001�
937�
891�
�
Operating result�
196�
152�
218�
227�
�
Result after financial expenses�



1�



-47�



47�



48�
�
Degree of self-financing�
53%�
31%�
47%�
51%�
�
Table 4. Comparative prices of water and sewerage, Lodz and Gdansk, February 1998 (Zloty per cubic meter, for households) (Source: Hall, 1998c)


�
Lodz�
Gdansk�
�
�
�
Water supply�
0.93�
�
�
Sewerage�
0.60�
�
�
Combined�
1.53�
2.41�
�
Table 5. Debreceni Vizmu, financial fundamentals, 1997-1998


(Source: Debreceni Vizmu, 1999: 9; Note: ‘000s Forint)


�
1997�
1998�
�
Operational result�
56,994�
201,485�
�
Result of financial transactions�
-37,323�
-56,701�
�
Usual contracting result�
19,671�
144,784�
�
Extraordinary result�
18,188�
3,423�
�
Pre-tax profit�
37,859�
148,207�
�
Result according to balance sheet�
34,687�
129,352�
�
Table 6. Main indicators: 


a comparison between public and privatised water companies in Hungary, 1998


(Source: Debreceni Vizmu, 1999)  ( M = municipally owned; P = privately owned.)


Company�
Debreceni Vizmu (M)�
Eaux de Kaposvár (P)�
Pécsi Vizmu


(P)�
Szegedi Vizmu (P)�
�
City�
Debrecen�
Kaposvár�
Pécs�
Szeged�
�
Population, ‘000s�
222�
73�
183�
174�
�
Population served with potable water, ‘000s�
220�
73�
170�
174�
�
Population served with sewerage, ‘000s�
177�
46�
146�
109�
�
Length of pipeline, km�
572�
249�
781�
643�
�
Length of sewer network, km�
337�
131�
365�
309�
�
Total value of equipment used, 


Forint million �
9,647�
2,492�
7,922�
5,685�
�
Full time labour�
558�
142�
409�
238�
�
Average monthly wage per capita, Forint�
80,095�
67,093�
74,456�
75,260�
�
Tariff for water per household, 


31. 12. 1998, Forint /ccm�
97�
78�
130�
75.3-73.9�
�
Sewerage fee per household, 


31. 12. 1998, Forint /ccm�
60�
52�
77�
53.1-53.3�
�
Net income from water supply, 


Forint million�
2,165�
659�
2,114�
1,036�
�
Total net income, Forint million�
2,343�
727�
2,385�
2,107�
�



Figure 1. Vicious circle affecting the performance of SANAA before 1994 


(Source: SANAA management, PowerPoint presentation, Sep 1998) � EMBED PowerPoint.Slide.8  ���


Figure 2. Financial performance of SANAA, 1992-1997


(Source: SANAA management, PowerPoint presentation, Sep 1998)


� EMBED PowerPoint.Slide.8  ���


Table 7. Financial and operating performance of Sabesp, 1994-1998


(Source: Sabesp; http://www.sabesp.com.br/noticias/lucro.htm)


�
1994�
1995�
1996�
1997�
1998�
�
�
�
Operating profit�
-18.2%�
5.5%�
4.4%�
14.4%�
17.9%�
�
Profitability of net assets�
-3.6%�
0.3%�
0.7%�
3.4%�
6.4%�
�
Indebtedness (Liabilities/ Net assets)�
36.9%�
34.2%�
37.0%�
39.6%�
42.3%�
�
Connections, drinking water (‘000s) �
4,013.300�
4,111.400�
4,324.600�
4,601.400�
4,954.700�
�
Connections, sewerage (‘000s)�
2,765.800�
2,869.500�
3,019.100�
3,276.800�
3,558.900�
�
Population supplied with water (millions)�
16.2�
17.0�
17.5�
18.2�
18.7�
�
Population receiving sewerage (millions)�
11.9�
12.5�
12.9�
14.1�
15.0�
�
Employees�
20,516�
18,861�
18,467�
19,129�
19,340�
�
Connections/ employee�
330�
370�
398�
412�
440�
�



Table 8: Bolivian water utilities: Key indicators of efficiency, 1997 


(Source: World Bank, as in Nickson, 1998: 6)


					SAGUAPAC		SAMAPA	SEMAPA


					(Santa Cruz)		(La Paz)	(Cochabamba)


Financial efficiency


Average water tariff ($/cu.m)		0.55			n/a		0.63


Personnel cost ratio			0.60			0.65		0.49


Collection efficiency			 96%			111%		61%





Technical efficiency


Unaccounted for water			23%			33%		54%


Employees/1000 water connections	4.02			4.43		6.49


Metered connections			100%			98%		64%





Effectiveness


Water coverage			80%			84%		57%


Water availability 			24 hours		n/a		n/a








© Unless otherwise stated, this report is the copyright of the PSIRU and the organisations which commissioned and/or financed it
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