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I Water is life – and is becoming
increasingly scarce – introduction
It is that simple to sum up one of the
major challenges faced by international
development cooperation. Adequate
water supply and sanitation have been at
the heart of the German Government's
development cooperation with developing
and emerging countries for 40 years. Yet
despite all the progress achieved, in many
developing countries inadequate water
supply and sanitation remain part of
everyday life for the population. Poorer
parts of the population are particularly
hard hit by these deficiencies. The situation in the sanitation sector is particularly
precarious.

Due to partially negative experiences with
public structures, German Financial Cooperation (FC) has since the mid-90s also been
involving private enterprises in solving water
supply and sanitation problems. This occurs
within the framework of public-private partnerships (PPPs). Contrary to what the term
'partnership' would suggest, these arrangements involve complex business relationships
between various levels of the state on the one
hand, and private enterprises on the other.
Within these business relationships, public
functions are temporarily transferred to private
enterprises. The public authorities, however,
remain responsible for the delivery of the
services to the citizens. Within the scope of
German FC, and on behalf of the Federal
Ministry for Economic Cooperation and Development (BMZ), KfW Entwicklungsbank
(KfW) promotes numerous PPPs; on the one
hand by providing loans, grants and advisory
services on the project level, and on the other

hand at the sector dialogue on the national
level. One key prerequisite for a PPP is that it
presents the best option for sustainably improving water supply and sanitation, having
considered all the alternatives and bearing in
mind the concerns of the poor. Involving
private companies should mobilise additional
funds for water supply and sanitation within
the scope of FC, and raise the efficiency of
resources used both in the operation of utilities and in the sector as a whole.
This paper summarises the experiences of
German FC with public-private partnerships in
the water sector. It demonstrates that PPPs
are one of several possible approaches to
improving water supply and sanitation in
developing countries. For a PPP to be successfully implemented within the scope of
German FC, several preconditions must either
already be in place, or be created. The paper
describes the challenges faced in the water
sector, while subsequently outlining the key
factors for success in PPPs in light of KfW's
project experience.

Water – fundamental for development

Water – because it is so vital – is a social
good, which means that water supply has a
major political dimension. Governments win
elections by promising to reduce water tariffs;
ministers and mayors are ousted as a result of
tariff increases that drive the population onto
the streets; civil society groups call for affordable water prices.
Water tariff policies that were not geared to
recovering costs have left water supply and
sanitation systems economically unviable.
Urgently needed investment is lacking, and
repair and maintenance works cannot be
carried out. In many cases, systems are not
always operational. Among those who suffer
as a result are the poor, whose districts are
usually the last to be connected to the system,
if they are connected at all.
Estimates indicate that twice of the current
investment is needed in order to halve the
number of people affected by inadequate
water supply and sanitation by 2015, as put
forth by the Millennium Development Goals. It
would be misleading, however, to confine the
debate to this lack of investment since other
key deficits would be ignored. In developing
and emerging countries, capacities for absorbing additional investment are often limited, which means that a sudden 'windfall'
would completely overstretch the existing
structures.
In recent years the trend of removing water
utilities from within state and municipal structures as part of their commercialization, and
giving them a certain degree of autonomy with
respect to investment planning and management of operations, has had a positive effect
on their performance. This change has occurred regardless of whether private companies were involved or the utilities retained a
public legal form. Nevertheless, key deficits
persist within the utilities themselves and the
sector as a whole. High water losses and
illegal water consumption are typical problems, as is the fact that many customers do
not pay their water supply and sanitation bills,
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Germany is one of the largest bilateral
donors for water supply and sanitation. In
2009 it committed about EUR 400 million
for this sector, making it the second
largest priority area of German FC.

yet do not suffer any sanction as a result.
In addition to lacking investment and weak
institutions, inadequate tariff levels and structures equally constrain the sustainable improvement of water supply and sanitation in
developing countries. Tariff revenues often do
not even cover operating costs, let alone
investment costs. Other challenges arise from
the pronounced gap in quality and funding
between urban and rural regions. A further
challenge is the rapid growth of slums in the
capitals and major cities of developing countries, a situation that remains unresolved. A
lack of clearly defined land and housing ownership rights also make appropriate water
supply and sanitation more difficult.
In view of these manifold challenges, it is no
surprise that improving the situation in the
field of water supply and sanitation in partner
countries is a key priority area of German FC.
Water supply and sanitation in developing countries face enormous challenges:
•
•
•
•
•
•
•
•
•

investment gap
inefficient structures of operators
political interference
sector policy: inadequate regulation, no
incentives for efficiency
overstretched municipalities
rural-urban gap
population growth and urbanisation
water scarcity and conflicts over use
climate change

German FC projects and programmes are
based on the principle of integrated water
resources management. Measures range
from investment in water supply and sanitation infrastructure, the support of institutional
structures, to the promotion of sector reform
programmes.
Wherever it is conducive to sustainably improve water supply and sanitation services,
and wherever circumstances permit, private
expertise and capital are also involved. The
overarching objective is at all time an afford
able access to hygienically safe water supply
and sanitation for more people.

III PPPs and water – experiences of German FC in developing countries
Since the mid-90s, German FC has been
involving private companies in water supply
and sanitation projects as operators and
investors. The water sector constitutes, as a
result of prevailing low tariffs and political
interference, in many countries (and in contrast to other infrastructure sectors such as
telecommunications, energy, and transport),
not an attractive prospect for private investors
for purely commercial project funding. For
many partner countries, a mixture of private
sector engagement and public provision will,
at least in the medium term, be the only viable
option for involving private businesses in
water supply and sanitation.
The major challenges for a goal-oriented,
effective commitment of FC within the framework of PPP that accompany this approach
are providing appropriate promotion and
protection of private investment while avoiding
unnecessary subsidies, creating effective
incentive mechanisms while avoiding undesired windfall gains, and stimulating competition without distorting it.
PPPs supported by German FC in the water
sector range from short-term service contracts
to management contracts, lease contracts,
concession agreements and joint ventures.
The current focus is on management contracts. For KfW, PPPs are and have always
been only one instrument among many. Alternative models (commercialised public structures such as associations of communes or
municipal enterprises) have also been further
developed and promoted. By the end of 2009
a total of more than 50 PPPs in the water
sector with a funding volume of EUR 500
million (including projects under preparation)
had been promoted, with focus on subSaharan Africa, Eastern Europe/Caucasus
and Latin America.

Promoting PPPs aims at generating efficiency
benefits. These benefits can be summarised
as follows:
• Less political interference and ring-fencing
of utilities. PPPs help ensure that income
generated in water supply and sanitation
is not used by politicians for other purposes, but is returned to the utility concerned or the sector.
• Holistic, integrated approach embracing
planning, construction, financing, operation and where applicable recycling services, under the responsibility of a private
contractor (life-cycle approach).
• Politically unpopular decisions such as
layoffs in the event of unproductive and /
or excess employment and the disconnection of customers who do not pay their
water bills are more likely to be taken in
PPPs.
• Incentive systems such as performancebased remuneration, bonuses / penalties.
• Commercial orientation. The profit motive
of the private sector ensures that within
the framework of a PPP the agreed standard is achieved as efficiently and thus as
inexpensively as possible, while taking
into account the social concerns. Under
appropriate conditions this can raise costeffectiveness, and increase customerand service-orientation.
• The legal form leads to rules and practices affecting organisation, labour law,
reporting duties and transparency that
promote efficiency.
• The introduction and implementation of
PPPs often goes hand in hand with an increased willingness for reform among
sector policymakers in the developing
country.
• PPPs set performance standards in the
sector that can also be applied to public
enterprises not involved in a PPP.
The evaluation of numerous PPPs in which
private enterprises have been or are involved
in municipal water supply and sanitation to
varying degrees demonstrates that certain
conditions must be in place in order to establish and implement a PPP, and successfully
achieve the anticipated efficiency benefits.

Sewage plant, Palestinian Territories

As simple and obvious as it may sound, it
should be primarily be taken into account that
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a PPP must be worthwhile for all parties
concerned – including the customers.
Where this is not the case, a PPP will fail and
not contribute to an improvement of the situation. What additionally needs to be kept in
mind is the time and cost intensiveness of
PPPs. Project preparation and implementation
are more complex and involve more work than
public procurement – both for development
cooperation and partner institutions. It is
therefore crucial to assess realistically how
large the savings resulting from the increased
efficiency will be in relation to the additional
costs (transaction costs). The targets for
raising efficiency should not be overambitious
(a typical weakness of first-generation PPP
contracts), and a sufficient timeframe should
be allowed for achieving these targets. Sound
knowledge of the technical condition of the
infrastructure and the economic situation of
the utility is therefore indispensable. In turn,
this presupposes the availability of an adequate database. In many cases, however, the
quality and availability of information are
inadequate, and a reliable database has to be
compiled before a PPP is launched. Although
this raises the project costs and duration
further, this process, improves transparency in
the sector; the PPP prompts, in many countries for the first time, a comprehensive survey
of technical and economic data. Although a
publicly-commissioned comprehensive review
of the overall process delays the implementation of a PPP, experience indicates that in
case of a positive outcome, this promotes
strong commitment of the public authorities
involved.
High transaction costs, risk assessment,
private investor's expectations of return on
investment, as well as ongoing costs for
international management personnel, indicate
that only PPPs with international involvement
should be considered for large urban municipalities and utilities. Only then there is sufficient potential to raise efficiency to an extent
that more than offsets the costs of launching a
PPP available, especially where the PPP
involves an entire water supply and sanitation
system. In smaller municipalities it may be
appropriate to allow for the subsidisation of a
PPP with international involvement from the
outset. For certain plants (e.g. the operation of
a sewage treatment plant), or for PPPs with
participation of the local private sector, it is
sometimes worthwhile to implement a PPP on
a smaller scale.

and adequate public capacities for monitoring
the water supply and sanitation enterprises –
and therefore also PPPs. The reform process
must promote the human right to water within
the sector. KfW supports this process through
PPPs by designing their contractual arrangements so as to ensure that particularly poorer
citizens benefit from the project.
Water basin, Albania
It should always be remembered that for
international investors, a PPP becomes all the
more financially attractive, the greater the
number of PPPs that are being planned in the
same country (due to a reduction of transaction costs).
However, a PPP should not only be financially
worthwhile, it must also be politically feasible.
In many societies water is considered a public
good; fear of rising tariffs and a deteriorating
supply situation often provoke resistance to
private-sector engagement. Appropriate
responses to this include information as well
as education and communication work, and a
contract that takes into account people's
concerns. A political consensus at the local
and national level is also a key prerequisite for
the successful implementation of PPPs in the
water sector. The public in the project region
should be involved at an early stage, so as to
win their support for the project.
It may prove appropriate to design the PPP on
a 'step-by-step' basis. In management contracts the project can begin by transferring
initially only a low level of responsibility and
risk to the private sector. Later on, the issue of
possibly involving the private company to a
higher degree, moving toward a more extensive PPP model, can be reviewed once again.
In the case of lease contracts, the project
should accentuate to the public and policymakers that the assets will remain public
property. This will help demonstrate that the
PPP cannot be described as a 'sell-out' of
water supply or sanitation to a private operator.
A further key factor is a sector policy that
creates positive incentives for higher efficiency of utilities in the water sector. Often
sector reforms are needed in order to improve
the situation in the sector, regardless of
whether a PPP is implemented or not. Sector
reforms must separate service delivery from
regulation, and create a regulatory system

Contracts play a defining role in any publicprivate partnership. The success of the project
often stands or falls with the quality of the
contract. The risks (exchange risk, planning
and design risk, tariff risk, operating risk etc.)
should be allocated according to how much
they can actually be influenced by the respective contractual parties. Whereas operating
risks must be borne where possible by the
private side in the form of performance-based
remuneration (including responsibility for local
personnel), conversely the risk of politically
motivated tariff adjustments should not have
to be shouldered by private operators.
PPP contracts seek to project and define
future developments of supply systems and
demand, ecological trends, tariff adjustments
– in a nutshell the entire reality of water supply and sanitation – over a period of decades.
This can hardly be achieved. Contracts must
therefore be flexible enough to accommodate
changes, and include robust mechanisms for
renegotiation that give considerations to both
contractual parties. In this regard, the contractual definition of the first year as a probationary period, during which additional technical
and business experience can be gained,
portrays one option. This enables the parties
to subsequently define binding parameters of
performance.

PPP Water Supply in Kavaja (Albania):
Performance-based remuneration of the
private operator – successfully linking business and development-policy objectives.
Under the management contract promoted
by FC, a private operator bore the operating
risk. More than 40% of the operator's total
remuneration was based on performance
indicators such as increased supply hours,
reduced water losses and increased revenue generated by improved billing of consumption and higher collecting efficiency.
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A large proportion of the management contracts promoted by FC have been financed
through subsidies for management fees – and
not exclusively from tariff revenues. Management contracts that are particularly short term
(running for 2-5 years) involve a considerable
risk of not being able to maintain the improvements once the contract has expired. A
clear strategy for strengthening the enterprise
until it is transferred back to the public or
municipal operator should be defined and put
in place early on, to ensure that the achieved
improvements are sustainable.
The general framework conditions that must
be taken into account in PPPs financed by
FC, and key elements to be included in the
contract on which a PPP is based, are summarised below:
PPPs for water supply and sanitation that are
supported by FC must:
• be embedded in policy and sectoral
frameworks that allow regulation, control
and monitoring of the sector and the PPP;
• be based on a sound technical and economic database;
• present a low-cost alternative to other
structures, once efficiency gains and
transaction costs have been considered;
• be accepted and supported by the population, as well as local and national decision-makers;
• respond to the risk of corruption with strict
contracting rules, the use of contracting
agents, and monitoring mechanisms;

• include realistic deadlines for achieving
realistic performance indicators;
• incorporate robust mechanisms for contractual amendments and mediation;
• be able to reliably assess risks, and allocate those risks to the contractual party
that is able to influence them;
• take into account the needs of the poor;
and
• create incentives to the sustainable return
of responsibility for operation, especially
in short-term contracts (e.g. training of
personnel).
IV PPPs – one option to improve water
supply and sanitation
KfW's project experience demonstrates that
the situation of the population can be improved perceptibly and sustainably by involving private companies and investors in the
water sector. Whether this potential exists in a
specific case, and if it does, whether a PPP
presents the most inexpensive and politically
appropriate solution, are questions that must
always be raised in any given situation. A
PPP will only be financed and promoted by
German FC if it proves to be the best option in
a given case, and makes a substantial and
cost-effective contribution toward improving
water supply and sanitation.
Special attention is given to establishing
transparency before contracts are concluded,
on drawing up realistic and foresighted contracts, and on appropriate structures for regulation and monitoring.
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Moreover, PPPs supported by FC are subjected to rigorous cost-benefit analyses, and
project appraisals also examine the possibility
of involving smaller local companies (e.g. for
water supply in small towns). Planning the
project, designing the contract and implementation of a PPP are supported by KfW experts
and the consultants and auditors financed by
KfW. This means that KfW – as well as providing funding – often plays the role of 'honest
broker' in critical situations, mediating between the public and private actors involved in
a PPP.
A PPP need not always be the right solution,
though. Where professional public structures
are in place, or where the potential exists for
several municipalities to join forces and form
an association, these are promoted and supported. In these cases it is likewise necessary
to create incentive mechanisms (achieving
targets must be worthwhile, regardless of the
legal form). In the medium to long term, costcovering tariff structures must also be established, while taking social concerns into account. Finally, mechanisms must be put in
place to allow the regular monitoring of technical and economic performance.
Further information / contact:
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