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STATE FINANCE COMMISSIONS 
USER CHARGES FOR URBAN SERVICES 
A Note submitted to the Working Group IV on Augmentation of Resources 
Meera Mehta August 12, 1995 

One of the tasks of the State Fmance CommIssIons IS to strengthen the fmancIaI 
capacIty of local governments. In this respect, It IS Important to Identify measures for 
augmentIng theIr resources to fulfll theIr obligatory functIOns. This note focuses on the 
possIbIhty of user charges for thIS purpose It, however, also hIghlIghts the role of user 
charges In ImproVIng the qualIty of urban serVIces Based on the conceptual underpinnings 
and current practices, a set of recommendations are suggested for the consIderatIOn of State 
Fmance CommIsSIOns 

What are User Charges? User charges for the purpose of this note are defined as 'the 
charges levied for the use of or for access to a given serVIce.' It IS possIble to Introduce user 
charges only in those CIrcumstances where the 'prinCIple of exclUSIOn', (that IS excludIng 
those who do not pay) can be applied at least in prinCIple In the context of urban local 
governments, these may Include any of the follOWIng serVIces, namely, water, sewerage, 
prImary solid waste collectIOn, parks and playgrounds, education and health facIlitIes and 
transportation. TheIr actual use for a given servIce wIll depend on the past local practices for 
that servIce, prevailIng state pohcles (especially for educatIOn and health facllItIes) and the 
local polItical Will 

Need for User Charges: The levy of user charges IS important from three perspectIves FIrst 
IS the narrower VIew of user charges being an addItIOnal source of revenue to augment the 
resources of local governments. ThIS can of course be consIderable Importance, as for many 
of the services, at present less than a half of the operatIOn and maintenance costs are beIng 
recovered. Secondly, however, therr value also lies In enabling the authoritIes to approach 
the service from a demand perspective. In more polItical terms, it makes It possible 'to 
ensure that local Citizens get zn local services what they want, and are WIlling to pay for' It 
also becomes possIble to have more accurate Information on service costs and usage. This, 
however, is dependent on the willingness to charge an appropriate price for this service The 
thrrd perspectlve for user charges, the possibility of improving the rate of return on 
Infrastructure Investments through proper user charges, is also dependent on approprIate 
pncIng. ThIS WIll be critical m the coming years as the limited budgetary allocatIon for thIS 
sector IS lIkely to be constrained further. Expenence from some of the developed countries 
hke the US suggests that substantial revenues can be generated through user charges 

Principles for User Charges: Charging for servIces has to serve many funCtions, mcludmg, 
'ralSlng revenue, covenng costs, the need to meet financwl targets or reqUlred rates oj return 
on assets, checkzng abuse oj servlces, the need to target subSIdIes and the purSUit of equity , 
The speCIfic prInCIple of determming charges is based on the function or purpose which IS 
pnmanly attached to levymg of user charges SpecIfIcally, the pnnciple for charges reqUIre a 
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discussion of following aspects; 

1. Extent of Costs Covered by Charges. The extent of costs to be recovered through user 
charges IS dependent on the fmancial pOsItIOn and prionties of local governments This 
concern will be relevant, If the mam purpose of user charges is to cover costs Ideally. for 
full cost recovery, all the costs related to operatIon and mamtenance, debt servlcmg and 
depreCiation need to be mcluded 

11 Market based Charges' If the concern IS mamly to raIse revenue, the effort should be 
made to assess the market pnces or the abilIty and Willingness to pay of dlffelent consumer 
groups. ThIS would be possible only for those servIces where such alternatIve markets do 
eXIst or through mnovative market assessment methods. It would also be useful to explore 
the pOSSIbilIty of mtroducing vanatIons m charges over user groups or even over space m 
relatIOn to vanatlOns m service costs and demand 

111 Average versus Margmal Costs WhIle for full cost recovery, average costs are 
conSIdered, for economic pricmg to achIeve effiCIency, margmal cost pncmg IS generally 
advocated. The difficulty here may be that in most cases margmal cost hnked pnces1 WIll be 
too hIgh m relatIon to current pnce levels. Secondly, and more Importantly, many of the 
assumptIons of economIC theory do not really hold m the real world for mfrastructure 
serVIces Actual eVIdence of margmal cost pncmg IS also rather rare 

Current Practices: Systematic mfonnation regardmg user charges for urban serVIces IS not 
readIly avaIlable for Indian citIes A few studIes for water supply and sewerage services, 
however, indicate that user charges are fairly common and contribute SIgnificantly to the total 
earmngs m this sector However, their contrIbution, especially m relation to total serVIce 
costs, varies considerably across CIties. Aggregate infonnation for expendIture and earnmgs 
suggests that the extent of cost recovery ranges from as low as 20 percent to over 100 
percent in different cities. In most cases, charges are for consumption, but often levied as a 
flat rate on connections. These charges are progressive with either the higher consumption 
blocks or larger SIZed connections paymg a higher rate. Generally, non-domestIc charges are 
at least 2 to 3 times higher than the domestic rates and help to cross subsidIze the latter 
Charges for new connections, though commonly practiced, do not contribute slgmficantly to 
total revenues.2 Similarly, development charges are levied by many authontIes. but these are 
not clearly linked to actual costs.3 There IS considerable potential for explonng new types of 

1 For mfrastructure investments generally average mcremental cost lS taken rather than short run 
margmal cost, due to the lumpy nature of these mvestments and their long hfe 

2 In recent years, many cltles have, however, started using these successfully Fort example, m Onssa, 
advanced reglStration charges have been mtroduces In Tlruppur, Tamtlnadu, advanced charge!. for water 
supply connectIOns have Yielded surplus revenues after meetmg the dlStrmuhon system cmts 

3 An exception worth notmg here lS the approach followed by City and Industnal Development 
Corporation, Bombay, for pncmg land CIDCO mcorporates the present value of all on-<;lte and off-Silt: 
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user charges, like impact fees, valorization charges, capacity allocatIons, etc. 10 Indian CItieS 
Another important aspect of current practice relates to the state level control on the rales for 
user charges. In many states, the local governments have little real autonomy 10 flx10g these 
rates, as state-WIde pnces are fixed or state approval IS essentIal for any reVISIOns 

On the whole, it appears that user charges are probably one of the least tapped of 
potential sources of revenue for local governments However, the world over there IS 
probably now a greater realizatIon of thIs, as the 1OformatIOn for some of the developed 
countries suggests that the share of user charges 10 total mcome of local governments has 
10creased durmg the last decade In India, the notion of pubhc servIces attached to most 
urban mfrastructure, has so far rendered thiS optIon rather unattractive However, these also 
represent conSIderable potentIal, especIally as the logic of local provIsion and delIvery of 
serVIces IS based on the premIse that the proXimIty to the user groups makes It pOSSible to 
make the servIce more effectIve and relevant It IS hkely that the necessary 10creases 10 user 
charges can become pOSSible more easIly WIth con-comrrlltant mstItutIOnal changes WhICh 
make the servIce more user responsive, rather than bemg supply dominated 

Overcoming Constraints to User Charges: Despite their potentIal usefulness, actual practice 
suggests a lImIted use of user charges so far. It IS thus necessary to review the constraInts 
WhICh are lIkely to hamper theIr use In practIce and IdentIfy means to overcome these 

AffordabIhty for the Poor- One of the most often VOIced concerns IS the probabIlity of 
pncmg out the poor as theIr affordabihty levels may be lower than the reqUIred price levels 
WhIle thIS may be a genuine concern, at present, the low and highly subsidIzed services for 
many of the urban services in fact do not accrue to the poor at all There are several pOSSible 
ways of ensuring 'life line rates for the poor'. In case the charges are based on level of 
consumption, It is possible to keep very low rates for the lowest consumptIOn block to ensure 
hfe lme rates at affordable pnces. ProgressIve charges on hIgher consumptIon blocks can 
help to provide the nec:essary cross subsidIes In case of flat rates, it would be pOSSIble to 
levy lower affordable rates for localities or reSIdential areas which are dommated by urban 
poor commumtles. 

Infonnation Base on Costs and Demand: The second constraint relates to a lack of adequate 
information on costs and the abilIty and willingness to pay of different groups For the cost 
informatIOn, It would be necessary to build thIS up through separate accounts or funds for 
speCific groups of services (e.g water and sewerage) and adoptmg commercial accountIng 
for these sectors. ThIS has already been recogmzed and adopted in some local governments 
In the state of Maharashtra, the new ordmance under the 74th ConstitutIon Amendment, 
reqUITes such separate accounts for some of the tmportant services For the demand Side, 
Information IS difficult, espeCIally when there IS no market for these servIces ThIS may, 
however, be done by using contmgent valuation methods or market research techmques used 

costs ill flXillg a reserve pnce It also vanes the actual pnce ill relatIon to affordablhty ot different user 
groups 
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for other commercial products. This may be supported later by monitoring customer 
satIsfactIOn and complaints for the gIven service. 

State Pohcy Framework For many of the serVIces, charges (or proVIsIon of near free 
servIces) are determined at the state level It IS clear that to satisfy many of the prmciples 
discussed above, greater local autonomy m settmg the charges is essential In order to 
overcome the problem of lack of local polItIcal WIll to mtroduce the reqUIred reVISIOns, the 
power to force upward reviSIOn (or refuse downward reviSIOn), may be kept WIth the state 
government. However, the power to introduce upward reviSIon may be with the local 
governments ThIS becomes especially relevant in VIew of theIr constItutional status and the 
assurance of pohtIcal representation. 

IneffICIenCIes m Service ProVISIon and Collection of Charges: Another major concern, 
espeCIally for mtroducmg full cost recovery (or effICIency) charges, IS the perSIstent 
10efficiencies in serVIce prOVISIon (as eVIdent from very hIgh adm10IstratIVe costs or a hIgh 
level of system leakages) and 10 collection of charges (as evident from on an average only a 
half of the actual demand bemg collected) These would 1Otroduce meqUltIes and push up the 
charges to unnecessanly hIgh levels. To reduce ineffIcienCIes, It would be necessary to 
1Otroduce greater transparency m the system of sett10g the charges and collectIOn 
procedures,4 as well through necessary management Improvements WIth greater 
transparency through such measures, publIc pressure would force a reductIon m serVIce 
1Oe(fIciencies 

Past PractIces and Pohtical Wlll: The most important constraint probably relates to a lack of 
polItIcal WIll to introduce the substantial price revisions WhICh are reqUIred due to the past 
practIce of very low charges This necessitates that reVISIons are phased out over a three to 
five year period and introduced 10 politically opportune tImes The main concern 10 
wIllmgness to pay for servIces also relates to a skeptICIsm regarding any concrete 
Improvement in servIces. It may thus be necessary to show results, even in smaller more 
manageable areas, before introducing revisions. WhIle the polItical oppositIon is often 
emphaSIZed, it will reduce if studies and actual practice mdlcate a far greater wilhngness to 
pay for services than the present higbly subsidized rates which permit only low service levels 
and qualIty and are often regressive in their impact on the poor Another measure whIch may 
be used for some selected services is to move towards pnvate proVIsion of servIces through 
franchise or concessIOns. ThIS would help to take the pricing deciSIOn out of the polItIcal 
realm. However, the mterest of low-income consumers wIll need to be protected 10 such 
arrangements 

Recommendations for State Finance Commissions: Based on the above reVIew, a set of 
recommendations are suggested for the consideratIOn of State Fmance CommISSIons WhIch 
would both help to more fully realize the potential of user charges as well as improve the 

4 For example, accordrng to the Maharashtra ordrnance for the 74th eAA, the ('omml~~loncr I~ 
reqUIred to make an annual statement on the subSidies accrurng for different mUllIclpal SCIVILC~ 
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qualtty and coverage of urban servIces. 

1. Need for User Charges: 

l. All murucipal authorities should 1Otroduce user charges for any of the followmg 
services which they provide 
Water supply, sewerage, soltd waste collection, parks and playgrounds, 
transportation 

11 For educatIon and health servIces, If there is any mumcipal contnbutIOn, user charges 
need to be introduced. For the state or central contributIOns, levy of user charges Will 
depend on the larger policy framework 

III For any other serVIces where It IS possible to levy user charges, these must be 
encouraged 

2. Type of charges: 

User charges need to be introduced for both access and consumptIOn The former 
would essentially be in the form of a one time charge or entry fee for tak10g a 
connection It could also 10clude specific annual charges per connectIOn ConsumptIon 
charges, on the other hand, would be penodic 10 nature and should Ideally be hnked 
to volume of consumptIon. 

11 Consumption charges for water and sewerage need be combmed in a smgle penodlc 
charge. 

III Municipal authorities need to explore the use of more InnovatIVe land based measures, 
Impact fees, linkage, etc to augment the total revenues and reduce the pressure on 
direct user charges. 

3. Principles for user charges: 

i. On the whole, princIple of at least full cost recovery should be used for water, 
sewerage and solid waste collectIOn services. Full cost recovery means includ10g the 
follow1Og components in the cost estimates. 

Operation and maintenance of the system, including manpower, materials, 
bUIldings, for runnmg the servIce and billing and collection 
Debt servIc10g on all outstanding 10ans/borrow1Og for the servIce 
DepreciatIOn on fully paId up portIOn of fixed assets 
Appropnate share of general admirustration for thIS service, provIdent fund 
contributIOn, etc 
Payments for raw or bulk water to external agencies, If any 
Any outstandmg dues/arrears for thIS service (for raw or bulk water, 
electricIty) 10 phased manner based on state level pohcy 

11 Muruclpal authonties should be encouraged to use volumetric consumption charges 
Ideally thIS should be based on 3 to 5 consumptIOn blocks, with the lowest pnced at 
levels which WIll ensure m10Imum hfe hne rates to at affordable pnces to all 
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consumers. For others, appropriate progressive rates should be used to ensure full 
cost recovery 
A grace period of 5 years may be given for all mUnIcIpal authonties to mcrease rates 
gradually to ensure full cost recovery. Exception can, however, be made for those 
mUnIcIpal authontIes where the UnIt costs of water/sewerage are hIgher than a state 
level medIan. In such cases up to 50 percent of the revenue surpluses may be assIgned 
to these services 
User charges in all mUnIcIpal authonties must be indexed for mflatIOn, as measured 
by the CPI (urban manual) for the state. 
Adjustments in the proposed rates for the next year may be made to the extent that 
total revenues exceed the total costs in the preVIOUS year 
The authority for determmmg the exact level of user charges, once the above 
pnnciples are met, should vest with the authonty supplymg the serVIce 

Incentives for performance: 

SFCs should consIder lInkmg the performance on user charges to transfers of grants 
and share m taxes 
IncentIves for enhancmg user charges may also be lmked to permISSIOn for and 
support to mUnICIpal market borrowmg for mfrastructure 
Another form of incentIve may be credIt enhancement through a state guaranty fund 
created by poolmg avaIlable grants for these servIces 

Support for introducing changes: 

SFCs should consider small grants for muniCIpal authonties to mtroduce the necessary 
changes m their accountmg systems, create a necessary data base on costs and market 
prices, training m rate setting and fmanclal management, etc 
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