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Introduction

Overview

This report examines innovative financing mechanisms that can help
attract new financial resources into water and sanitation services (WSS). A
particular focus is placed on mobilising market-based repayable financing
(such as loans, bonds and equity) as a way of bridging the financial gap to
meet the Millennium Development Goals and other crucial sector objectives.
The Camdessus and Gurria reports, published in 2003 and 2006 respectively,
formulated a number of recommendations in this area.* This report examines
the extent to which these recommendations have been implemented and how
financial innovation may need to adapt to the rapidly evolving global context
and the ongoing financial and economic crisis.

Market-based repayable finance is difficult to mobilise for WSS due to
a number of constraints, which are referred to as “critical mismatches”. A
key constraint is that the sector is often perceived by potential providers of
market-based repayable finance (such as banks, institutional investors, pri-
vate equity funds, equity investors, project sponsors, etc.) as a “high risk/low
return” sector when the fundamental economics of the sector (with relatively
stable and almost “recession-proof”” demand for the services and long-life
buried assets) would rather place it in the “low risk/low and steady return”
category.

This report investigates how innovative financing mechanisms can help
shift those perceptions in order to attract repayable finance so as to finance
critical investments. It assumes that other reforms can be carried out in parallel
(as described in the Gurria report, World Water Council, 2006), such as tariff
and governance reforms in particular, to ensure that strong and stable revenue
flows are generated so as to reduce risk and enable repayment of external
finance over time. Whilst the present report fully acknowledges the need
for such hard policy choices to be made (particularly on the issue of tariffs),

* Winpenny, J. (2003).
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it does not go into detail about how this could or should be done, as this is
addressed in the background reports for the Horizontal Water Programme,
such as the report on private sector participation (OECD 2009c) and the report
on tariffs (2009d) as well as previous water-related OECD work.

In the context of the financial crisis, many sources of repayable finance
have dried up and innovations that previously allowed improving the credit
rating of a glven entity (and thereby reducing its costs of borrowing), such as
bond wrapping or securitisation, have largely disappeared. More than ever
before, public finance has a role to play in leveraging market-based repayable
finance. This may not necessarily require higher volumes of public finance
but a more targeted use of such scarce resources. For example, building
domestic institutions that channel international public finance at the decen-
tralised level may be a very appropriate use of scarce public funds.

This report looks into the experience of developing innovative financial
instruments in OECD countries as well as in middle-income and developing
countries and investigates how specific country experiences could be usefully
applied and scaled-up in other countries. Particular focus is placed on financ-
ing provided to asset-holders and water service operators (public, private or
community-based) but also, to a degree, to households themselves when they
are in charge of investing (for example, to build household latrines). This
excludes financing to the sector as a whole for policy development.

Target audience

The readers targeted by this Report are policy makers in both OECD and
non-OECD countries concerned with water, environmental policy, finance
and development. The Report addresses specialists, but is also intended to be
accessible to non-specialist readers. With this in mind, it tries to be jargon-
free and sparing in its use of technical vocabulary. The objective is to explain
potentially complex financial structures to the non-specialist and to increase
awareness of the significant contribution that innovative financing can make
for providing WSS for all.

Structure of the report

The report has four chapters:

Chapter 1 sets the stage. It starts by defining potential sources of finance
for water and sanitation services (WSS) and sets out why this report focuses
on how to attract market-based repayable finance to the sector and why inno-
vation may be required to do so. It then recalls the recommendations made by
the Camdessus and Gurria reports in this area and reviews the changes that
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took place in the sector since then, which may call for a change in emphasis
in the way those recommendations are taken into account.

Chapter 2 examines how market-based repayable finance can be mobi-
lised in the water sector for different types of potential recipients. It seeks to
evaluate why, in practice, such financing sources have failed to develop in
a significant way, due to a number of “critical mismatches”. Finally, it sum-
marises what are key drivers for financial innovation to attract market-based
repayable finance.

Chapter 3 looks in more details into the set of innovative financial instru-
ments that can be used in the sector. It reviews how such tools have been used
over the last ten years and examines in more detail Official Development
Assistance (ODA) can be used to catalyse market-based repayable finance
into the sector.

Chapter 4 reviews how the global financial crisis is likely to affect the
potential development of such financial innovations going forward and what
the implications for the role of public finance are.

Finally, the bibliography contains a list of the key references for this report.
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