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1. Introduction





Despite major efforts made in the drinking water sector, insufficient cost recovery is today one of the major obstacles towards financing sustainable drinking water supply in Developing Countries. Moreover, the challenge of financing and cost recovery for sanitation has yet to be met. The situation in Africa is in many respects similar to that in many developing countries outside the continent. The World Bank reported recently that African cities are growing exponentially at an average of over 5 percent per annum and over 9 percent per annum in some cities. Residential population growth is occurring by an increase in density of existing settlements and expansion at the peri-urban fringe, referred to as informal settlements. Many low-income settlements are located within city boundaries. They lack water supply infrastructure, despite being home to substantial proportions of the total urban population. Since investment in conventional water supply infrastructure has lagged behind growth in urban population, many urban water utilities are unable to provide water services directly to all urban dwellers. The growth of small-scale independent water providers is evidence of this fact.





The costs of providing conventional public services in low-income areas (including informal settlements or slums) are prohibitive. With the high levels of debt in many African countries and reduced official development assistance (reduced by 24% between 1992 and 1998), there is considerable doubt that water utilities in Africa can keep up with the water requirements of the rising urban population using conventional water supply infrastructure. This calls for use of cost-effective technology to provide services in low-income areas.





Decades of conceptual evolution, directly or indirectly linked with cost recovery, have highlighted some basic principles, such as the fact that users should pay for water services and that communities and local authorities should have a role in managing water and sanitation services. An important point of departure is the gender and equity perspective laid down in the World Water Vision. It appears though that there are no blue prints generally applicable to all situations and contexts, and there are certain factors which can contribute to sustainable cost recovery, and which can be adjusted or adapted to local circumstances.





There is opportunity to share experiences with a view to integrating cost recovery for drinking water with financial strategies for management of wastewater and sanitation. An important challenge is to develop guidelines and tools that can be used under different social and economical conditions and based on commonly accepted principles. Towards this end, the International Water and Sanitation Centre (IRC) and the International Institute for Infrastructural, Hydraulic and Environmental Engineering (IHE) jointly hosted a recent meeting on cost recovery in Delft, The Netherlands. The meeting provided a forum for experts to share experiences and outline key factors for sustainable cost recovery. The next steps include development of a strategy to address cost recovery issues at international level through the re-establishment of the international working group on cost recovery and the organisation of a wider international forum to mainstream cost recovery.





Sustainable financing is heavily dependent on effective cost recovery. Effective cost recovery should be seen in the context of different service and management options, including community management. A holistic approach is crucial as is the need to consider both utility and community perspectives. In this paper, attempt has been made to bring out both utility and community perspectives. This paper addresses some of the factors or principles of sustainable cost recovery based on research carried out by IRC and WEDC/IHE. Research show that there are alternative financing options to be further explored in the context of both utility or municipality and community managed systems. For instance research on service differentiation and pricing in Mombasa show that it is possible for water utilities or municipalities to improve cost recovery while still meeting the water requirements of the poor. The next section focuses on optimising cost recovery in the context of utility or municipal managed water systems.





2. Cost recovery in the context of utility and municipal managed systems: some lessons learnt in Africa





As a consequence of urbanisation and rapid growth of urban areas in Africa, water utilities and municipalities face an enormous challenge in meeting the water requirements of urban dwellers. Since a large proportion of Africa’s urban dwellers is classified as poor, a key challenge facing managers of water utilities in Africa is to provide services to the rising urban population, including the poor, in a financially sustainable manner. This section examines feasibility of cost recovery in the context of utility or municipal managed urban water services in Africa. Preliminary research findings suggest that water utilities can optimise cost recovery through creation of beneficial exchange relationships with customers and potential customers in low-income areas and by application of appropriate tariff policies.





Background to the research in Mombasa, Kenya





The research in Mombasa sought to utilise the lessons learnt from a pilot project in Durban, which demonstrated the potential for water utilities to serve more customers (including people living in informal settlements) by structuring service delivery with appropriate pricing at affordable cost. A key lesson from this project was that tariff policy is key to sustainability of water services in low-income areas. Together with marketing theory, this lesson encouraged development of a research project that sought to adapt and develop commercial marketing methodologies for use in the water sector. Additional details and preliminary findings of the research are contained in a paper entitled “Optimising cost recovery through service differentiation and pricing: Findings from Mombasa, Kenya.”





Appropriate utility objectives to improve cost recovery





The research assumed that a progressive urban water utility or municipality typically has the objective to improve service provision to customers (including the low-income customers who are currently not served), while meeting its financial objectives. Other key objectives were assumed to be:


To capture more of the water market


To achieve equity in service provision by serving the poor, most of who are currently not served and rely on alternative sources


To improve customer service and


To improve the utility’s financial position


The research sought to check whether these objectives could be achieved through service differentiation with appropriate pricing.





Summary of the research





The research followed a common principle of strategic marketing, which is


Where are we now?


Where do we want to be?


How might we get there?


The research involved carrying out a comprehensive customer survey and willingness to pay study in all segments of the urban population. Data on customers and potential customers was obtained and a picture of existing water services obtained. Customers’ preferences and willingness to pay for water service options priced at different levels were also obtained. In the informal settlements, focus group discussions were conducted to collect additional data on the urban poor including their perceptions and preferences for water service options. An institutional analysis of the utility and its water supply infrastructure was carried out and information on the operation environment was obtained.





The data collected was used as the basis for making projections of necessary improvements in water supply infrastructure. Proposals for institutional and management improvements necessary for provision of the required services at the prices indicated by respective segments of customers and potential customers were made. Results of the customer survey, willingness to pay study and the population profile were used to estimate take up of service options. Projections of costs for improvements and the revenue that the utility can obtain from improvements in water services were worked out, assuming a modest level of management efficiency at 20% unaccounted for water (UFW) and 85% bill collection efficiency. Average incremental costs (AIC) were used for infrastructure improvements. Revenues were estimated with tariffs set at willingness to pay levels for each segment of the population. The costs of providing the required services were then compared with proposed revenues.





Summary of findings and lessons learnt





The current situation is clearly not sustainable; many potential customers are not receiving services from the utility while those connected to the utility’s network are receiving inadequate services. The utility currently sells about 22 369 116 m3 of water and collects about KSh462 841 404 per annum, which translates into KSh21/m3 (about US$0.30/m3). The current level of cost recovery does not enable the utility to meet its social and financial objectives. There is, however, tremendous potential for the utility to improve services to all and collect more revenue. Provision of adequate and sustainable water services require substantial investment in water supply infrastructure, particularly in additional bulk supply and improvement of the distribution system. The utility needs to make substantial improvements in management and customer services.





Projections of expenditure and income reveal that the utility can substantially improve services and meet the water requirements of customers and potential customers in Mombasa and environs, and achieve financial sustainability with tariffs set at willingness to pay levels for each service option and market segment. Assuming that management improvements to ensure commercial management are undertaken and proposed service options promoted in respective market segments, the proposed scenario and income is summarised in the table below.





�
Table of proposed service options and projected revenue


Proposed water supply options�
Expected volume of water sold and paid for (m3/yr)�
Proposed water tariffs based on WTP survey (KSh/m3)�
Projected income from each option (KSh)�
�
12-24 Hour supply at individual House connection�
14 691 250�
60�
881 475 000�
�
12-24 Hour supply at shared House (flat) connection�
766 500�
55�
42 157 500�
�
12-24 Hour supply at yard connection with utility storage tank�
2 146 200�
50�
107 310 000�
�
12-24 Hour supply at yard connection (no utility tank)�
2 146 200�
45�
96 579 000�
�
12-24 Hour supply at water kiosks with storage and structure (privately or community managed)�
1,124,200�
25�
28,105,000�
�
12-24Hour supply to commercial, industrial and institutional customers�
22 925 650�
120�
2 751 078 000�
�
Total�
43,800,000m3�
�
KSh3 906 704 500�
�






The table shows that the total projected revenue for the utility is KSh3 906 704 500 per annum. The proposed average water tariff is KSh89/20 (about US$1.20) per m3. Assuming that the total annual costs to cover both capital and recurrent expenditure (including loan repayments) remains at the estimated amount of KSh3, 854,400,000, then the utility can make a modest profit of KSh52 304 500 (about US$716 500) per annum. This means that the utility can meet both social and financial objectives and still make a profit. This profit can be used to improve water services in other un-served areas. 





The results demonstrate the importance for water utilities to determine customer preferences and then provide service options that people want and are willing to pay for. This approach has the potential to enable the water utility to improve services to both existing and potential customers. The water utility can therefore meet the requirements of all customers (including the poor) and improve cost recovery. The utility can clearly meet it social objectives (equity in service provision) and improve cost recovery.





The next section looks at cost recovery in the context of community managed water services.














3.0 Cost recovery in the context of community managed water services in low income urban communities





It has often been stated that in order to enhance willingness to pay for services and achieve cost recovery in low-income communities, beneficiaries should have a role in managing their water services. Community management of water services has been tried out mainly in the rural areas, but also in some low-income communities in urban settings. An example here in Kampala is the water supply component of Kawempe Division Primary Health Care Project, where community based organisations are being assisted by Save the Children (UK), to manage public water stand taps in Bwaise. This project is facing several challenges common to community managed projects. International experience confirm shortcomings associated with community-managed water supply projects to be:


o	Poor management capacity of communities


o	Poor financial management capacity of members of communities


o	Costs of operation and maintenance of the schemes are not well known to the community members


o	Misuse of funds


o	Tariffs do not cover all costs


In view of the above-mentioned problems, IRC carried out research, whose output was to identify key factors that contribute to sustainable cost recovery in the context of community managed water supply services. The seven key factors for sustainable cost recovery are briefly highlighted below (Brikke & Rojas, 2000):


i.	The community should be assisted to set a clear strategy for cost recovery that articulates the concepts of equity, efficiency, participatory process and capacity building.


ii.	Factors influencing Willingness-To-Pay (WTP) for water services should be identified and improved upon accordingly. It is a prerequisite that the WTP should be estimated as accurately as possible. 


iii.	Costs of water supply services should be optimised through a process of identifying, estimating and analysing the costs, choosing appropriate technologies and service options that are affordable to low-income communities, establishing the optimal cost recovery level and minimising operation and maintenance costs.


iv.	Financial responsibilities for the community and other stakeholders should be clearly specified, well documented and distributed to the relevant stakeholders.


v.	The scope of a tariff should be established and an appropriate tariff set.


vi.	Alternative sources of funding for community water supply schemes should be explored to supplement cost recovery through water tariffs. Possible alternative sources include community financing, private or co-operative funding, targeted subsidies, general water levies, soft loan mechanisms and grants.


vii.	Development of an effective financial management system through effective budgeting, billing, revenue collection, bookkeeping, financial monitoring and control. These elements can be strengthened through capacity building of the responsible members of the community.


The next section provides a summary of various experiences on cost recovery in low-income urban communities.





4.0 The need to share experiences on cost recovery





Examples cited in this paper show existence of wide experience on cost recovery in Africa and elsewhere. Many experiences are promising while others face constraints. There is need and potential benefits for sector professionals to share experiences if we are to come to grips with sustainable financing and cost recovery. In addition, sharing of experiences can facilitate learning and adoption of successful strategies in other areas. 





The IRC and IHE jointly organised and hosted a meeting on cost recovery in Delft, The Netherlands on 1st and 2nd February 2001. The meeting provided a forum for experts to share experiences and outline key factors for sustainable cost recovery. The participants at the meeting discussed experiences on cost recovery in the context of low-income communities. Some of the key points that emerged based on analysis of issues and constraints were as follows:


i.	There are several promising research projects and many interesting case studies on the subject of cost recovery for water services in low-income communities. With a view of building on this knowledge and experience, there is need to map out international experiences, past and ongoing.


ii.	There is an urgent need to clarify concepts and vocabulary for better information of decision makers, planners, managers and various stakeholders;


iii.	There is a need to map out cost recovery strategies and scenarios based on better analysis of costs. The results, combined with equity considerations, should provide guidance for cost recovery.


iv.	Cost recovery needs to be addressed more holistically, and an interdisciplinary approach is essential to realistic solutions. This will create synergy between different types of actors and stakeholders working on cost recovery.


v.	It is possible and necessary to use both urban (including small towns), and rural experiences to address cost recovery in different contexts;


vi.	There is a big gap on cost recovery relating to other aspects such as sanitation, wastewater and water resources management. There is therefore need to address economic elements of water in an interdisciplinary manner, beyond drinking water.


vii.	It is necessary that national governments set and enforce the necessary legal framework for sustainable cost recovery in water supply services, highlighting equity and gender considerations.


Among the priorities is the need to develop guidelines and tools for managers and planners, and reaching a wider target group in the context of capacity building for cost recovery in demand responsive environment.





5. Conclusion





The challenge of financing water and sanitation services in Africa is so great that cost recovery is not an option but a necessity. Cost recovery is possible and should be addressed in a more holistic manner, for both water and sanitation. It is necessary to build on the research experiences and apply sound pricing policies that also address equity and gender while ensuring financial sustainability. For this there is need for capacity building to enable all stakeholders to play their roles. Towards this end, there is need for all stakeholders to mainstream sustainable financing and cost recovery in the water and sanitation sector. 





Research shows that there is need to understand the customer and make concerted effort to effectively involve the community in setting strategies for cost recovery. There is sufficient evidence that community involvement has the potential to increase willingness to pay, decrease costs of service provision, and hence improve cost recovery.





Water utilities and municipalities have a crucial role in financing water and sanitation services. Utilities and municipalities should forge beneficial exchange relationships with other service providers such as the small-scale independent water providers for mutual benefit, and to the benefit of all customers, most of who are poor. Such relationships could be effected through innovative structuring of partnerships with the private sector and communities, an appropriate pricing policy and flexible payment systems. Improvement in utility management efficiency (and adoption of commercial management practices) can go a long way to reducing the costs of service provision and result in lower tariffs. Improvement in management efficiency can improve services to customers and potential customers with the resultant increase in willingness to pay and improved cost recovery. Research has demonstrated that improvement in utility performance and achievement of social objectives of equity and financial objectives of recording a profit are not in conflict. Application of commercial management practices is indeed the way forward to achieving the twin objectives of serving the poor and achieving financial sustainability.
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