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INTRODUCTION

The Indo-USAID Financia Institutions Reform and Expansion (FIRE-D) project, ajoint initiative of the
United States Agency for International Development and the Government of India, assists municipal and state
governments in India to develop safe and sustainable urban environmental services (water, sewerage, and solid
waste) and to ensure that the poor have access to them.

Based in New Delhi, the project aims to achieve this goal in three ways. First, by increasing participation
of municipalities, the private sector, and community organizationsin the devel opment and delivery of commercialy
viable urban infrastructure services. Secondly, by improving the ability of municipal and state agencies and
other urban professionals to manage urban growth, mobilize resources, and improve environmental services.
Thirdly, by supporting the development of a market-based urban infrastructure finance system.

Called the FIRE-D project —the“D” refersto “debt” —the project helps cities mobilize resources by issuing
bonds, obtaining loans from financial institutions, or using other debt financing mechanisms for urban
infrastructure.

Theproject staff, primarily Indian professionals, assists central, state and local government officials. Partner
organizations also provide technical assistance, financing, training, and policy advocacy. The policy advocacy
work with central and state agencies aims to create a supportive environment for cities to make vital reforms.
The project assists Indian cities with project devel opment and financing, resource mobilization, decentralization,
and capacity building.

The project has achieved significant results in the ten years since its beginning in 1994. Some of these
successes, as well as much work that remains to be done, are described in this compilation of selected Project
Notes. This compilation groups the Notes by three closely related themes: municipal finance; policy framework
for municipal finance; and commercial viability of urban services.

Each Project Note captures lessons learned from specific FIRE-D project activities. Comparing Project
Notes on one theme provides a view, over time, of how critical issues related to urban infrastructure have been
identified and addressed in India. By distributing the Notes to urban officials throughout India, the project helps
disseminate key lessons learned. This is one small way to enable urban policy makers and mangers to better
understand what works and what does not.

This compilation includes 14 of the 31 Project Notes published to date. All Project Notes are available on-

line at www.indiaurbaninfo.com under newsletters, www.dec.org under title search “ FIRE(D) Project Note,”
and www.tcginternational.net under documents.
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MUNICIPAL FINANCE TOOLS

Each Project Note captures lessons learned from specific FIRE(D) project activities. Comparing Project
Notes for one theme provides a view, over time, of how critical issues related to urban infrastructure have been
identified and addressed in India.

Onetheme, municipal financetools, focuses onissuing municipal bondsto finance urban water and sanitation
projects. The Municipal Corporation of Ahmedabad was the first city in Indiato issue amunicipal bond, without
astatewarranty, in 1998. Subsequently, seven other Indian cities haveissued bondsfor infrastructure devel opment.
In April 2002, Ahmedabad issued India's first tax-exempt municipal bond to complete its water and sewerage
plan, extending these services to all its 4.5 million residents.

Project Note No. 2, Ahmedabad Water Supply and Sewerage Project, written in January 1998, describes
the project and how the investment would be financed by the municipal bond. The Note then shows how the
issuance of the bond is the culmination of a progressive program of administrative and financial reform within
the Corporation itself as well as of a partnership with the US Agency for International Development (USAID)
and the FIRE project.

Project Note No. 17, Ahmedabad Municipal Bond Issue: India’s First Without a Guaranty, written in July
1999, examines the city’s bond issue and the evolving municipal bond system in India. It then identifies issues
that must be addressed to facilitate other municipalities’ tapping the capital markets viamunicipal bonds. These
issues encompass system development, capacity building, and support for instrument devel opment.

Project Note No. 25, Lessons Learned from the Ahmedabad Municipal Bond summarizes an evaluation of
the municipal bond issuance to identify lessons for other municipalities considering using this means of resource
mobilization. The FIRE project funded the evaluation, conducted in 2000. The Note summarizes the evaluation’s
findings about obtaining a credit rating, structuring the bond and transaction documents, and using the bond
proceeds. Ahmedabad used the bond proceeds and a loan from the financial intermediary, Housing and Urban
Development Corporation, guaranteed by USAID, to build the Raska Water Supply system that serves 60 percent
of the city’s people.

Project Note No. 31, Pooled Finance Model for Water and Sanitation Projects. The Tamil Nadu Water and
Sanitation Pooled Fund. Pooled financing allows smaller and mid sized cities to access domestic capital markets
to finance infrastructure projects. The FIRE project supported the state of Tamil Nadu's Water and Sanitation
Pooled Fund to develop such a mechanism and issue a bond in December 2002that is financing water and
sanitation projectsin 14 small and medium sized towns. This note describes the background of US bond banks,
the objectives and structure of the mechanism, the first example in India (and outside the United States), and the
roles of the Government of India and USAID’s Development Credit Authority.
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Project Note No. 2
Ahmedabad Water Supply and Sewerage Project

The Ahmedabad Municipal Corporation plans to undertake a major investment program for water supply
and sewerage services which will address existing deficiencies as well as the demand for services in the future.
The Corporation also plans to undertake a capital investment program for other services including solid waste
management, roads, bridges and slum improvement. And it will finance these investments, in part, through
India’s first municipal bond issue. This investment program is the culmination of a progressive program of
administrative and financial reform within the Corporation itself, and a partnership developed between the
United Sates Agency for International Development (USAID), the FIRE Project, and the Ahmedabad Municipal

Corporation.

Project Profile

The proposed investment program includes
expansion and improvement of water supply and
sewerage services within the old city limits as well
as newer areas that have been added in recent
years. The main components of the water supply
project include:

*  Source Development through aseries of two french
wells and sixty bore wells
¢ Conveyance System

e Additional underground
pumping stations

* Transmission Linesin seven new areas

*  Augmentation of theexisting distribution system in
fourteen aress.

storage and

The plan proposes to allocate water to
customers at 180 lpcd in the AMC/West, and 150 Ipcd
in the AMC/East. With these alocations, the present
supply shall be ensured to the old AMC limits, and
in the case of the recently extended East, the
supply would be enhanced.

The proposed sewerage project will provide
sewage collection, treatment and disposal facilitiesto a
part of East Ahmedabad which is currently unserviced.
A sewerage project in the developed part of East
Ahmedabad will beimplemented under Phasell, ashort
term plan, between 1997 and 2001.

The total cost of investment in water supply
and sewerage services is estimated to be Rs. 4890
million ($140 million). Total cost for water supply
components is estimated to be Rs. 4393 million
($126 million) and sewerage components to be Rs.
497 million ($14 million). The total costs reflect
base costs, price escalation during construction,
design and supervision charges, physical
contingencies and interest during construction.

The water and sewerage project is
positioned within an Urban Finance Framework. The
project will receive significant transfers from general
sources of the corporation such as octroi and property
taxes. Cost recovery for water supply and sewerage
services will also be enhanced by revision in taxes,
connection charges and other fees related to these
services. In April of 1997, the AMC revised taxes and
charges in the water supply and sewerage sectors by
between 15 and 100% depending upon the user group.
As aresult of these revisions, revenue is expected to
increase by Rs. 500 million ($15 million) during the
1997/98fisca year and by 10 percent per annuminfuture
years. Collection performance isalso expectedtoimprove
by approximately 25 percent. Connection chargeswere
alsorevisedin1997, and theminimum connection charge
was raised to Rs. 300 for a half inch pipe. The AMC
projects 51,000 and 35,495 new connections for water
and sewerage services, respectively, by theyear 2001.

Ahmedabad Municipal Corporation:
A Progressive Record of Reform

During 1992-93, the AMC'’s financial and
liquidity positionwasunder aseverestrain. But during
the next year, the AMC achieved a relatively low
revenue surplus of Rs. 58 million ($1.7 million).
And by 1994-95, the AMC had reached a revenue
surplus of Rs. 490 million ($14 million). This success
gave the city a momentum which allowed it to focus
on investments in  Ahmedabad’s urban
infrastructure and environment through innovative
partnerships with other institutions who have a stake
in the future of the city.

In the fall of 1994, the AMC launched a major
effort to improve collection of octroi and property
taxes. To combat corruption and intimidation at
octroi check-posts, and to address inadequate
information and monitoring, law enforcement officers
andall Deputy Municipal Commissionerswere deputed
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to supervise check posts both day and night.
Municipal accounting systemswere also computerized
and improved.

Due to these measures, octroi collection
increased by over 60%. Turning to property taxes, the
AMC cracked down on evaders by conducting raids,
issuing attachment warrants and disconnecting
water and sewer from those in arrears. Through
these measures, collection of property taxes increased
by over 55%.

The municipality also took an important step
toward the professionalization of itsworkforce. For the
first time in India, the city recruited certified
chartered accountants and recent graduates with
Masters' degrees in Business Administration. In one
year, the AMC recruited forty such professionals
and placed them in key administrative positions
with responsibilities in project management and
oversight. Improvementsinthefinancial situationof the
city allowed it to take up other important activities. Road
conditions of thecity arebeing improved substantially,
and road and bridge widening projects are underway.
Improvements along C.G. Road, one of the main
commercia streets, were implemented through apublic-
private partnership and completedin 1997. The Kotarpur
Water Project, left dormant
for sometime, wascompleted
in1996. Andtheinnovative
Slum Networking program
has beeninitiated which will
improveliving conditions for
the urban poor in a number
or areas.

In 1996, Ahmedabad
became the first urban
local body in India to
request and receive arating for a municipal bondsissue.
Credit Rating and Information Services of India, Ltd
(CRISIL), the country’s premier credit rating agency,
assigned Ahmedabad an “A+" rating for a municipal
bondissueof Rs. 1000 million ($29 million).

The AMC appointed Infrastructure Leasing and
Financial Service, Ltd. (IL&FS) astheinvestment banker
for the municipal bond issue. The municipal bond has
been developed as a structured obligation with the
escrow of octroi revenue of the Corporation to be
monitored by an independent trustee, and special
covenant on additional debt mobilization. With this
structure, the rating of theinstrument was enhanced to
“AA(SO)".

Partnership with USAID and
the FIRE Project

In 1994, USAID took the first step in what grew
to become a multifaceted partnership with the city
of Ahmedabad. The production of Urban
Environmental Workbooks, an urban environmental
mapping exercise, was carried out by the National
Ingtitute of Urban Affairs. The exercise consisted of
the production of a series of city maps reflecting a
variety of features such as water supply systems,
roads, slum areas, sewerage services, etc. The real
utility of the maps was to analyze them in
combinations to demonstrate, for example, the
coincidence between areas unserved by sewers, and
those with a high incidence of gastroenteritis.

This exercise culminated in a workshop,
sponsored by USAID, whichwasattended by municipal
officials, community leaders, and othersinterestedin the
maps’ applications. Ultimately, the mapping exercise
demonstrated theimportance of information anditsrole
informulating public policy.

Building on this theme, USAID next sponsored
a Comparative Environmental Risk Assessment of
the city of Ahmedabad, which was carried out by
the Centre for Environmental Planning and
Technology (CEPT). Therisk assessment identified and
ranked a variety of urban environmental health
threats, such asair pollution or food contamination, in
terms of their severity, impact, mitigation costs and
other factors. The results of the assessment showed
ambient air pollution to be the greatest threat, and
vehicular emissions emerged as one of the
greatest offenders.

Armed with this information, the AMC decided
to take action against the risks identified, and
USAID assisted the AMC to develop a follow-up
agenda. The result was a long-ranging process of
discussion and study by policy-makers, academics,
community leaders and others stakeholders, which
resulted in aproposed Action Plan to combat the three
greatest risksidentified by the assessment: ambient air
pollution from vehicular sources and from
point sources, and water contamination.

The Project Development Process

The AMC then invited FIRE(D) to provide
targeted technical assistance and build its capacity in
municipal accounting and financial manage-
ment, project management and non-tax revenue
generation which would improve the AMC's overall
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financial position. Once the city was ready with
infrastructure investment requirements, FIRE(D), in
association with IL&FS, continued to work with
the AMC to prioritize investment proposals,
conducted detailed financial analysis of the proposed
investments and assist in the technical and financial
aspects of water supply and sewerage project
development. Based on the Project Pre-Feasibility
Analysis developed by FIRE(D), adraft Project Report
was produced which included technical and
financial analysis and a project implementation
plan. In addition to working with the
corporation, FIRE(D) provided assistanceto therange
of private consultants engaged by the city. The
methodology for evaluating and rating municipalities
—thefirst of itskindin India—wasdeveloped by Credit
Rating and Information Services of India, Ltd. with
the assistance of the FIRE(D) Project, and has since
been applied to other Indian cities.

When IL& FS was enlisted by the city to develop
the projects’ financing package, FIRE(D) assisted
IL&FS and the AMC in developing the proposed
bond documents and financial planning. FIRE(D)
also worked with the city to review the report on
the water supply projects produced by the city’s
consultants and provided key assistance in the
integration of water and sewer systems in project
analysis; the need to assess water supply investments
in relation to other proposed investments; and the
need to incorporate the city’s own financial
contribution into project analysis.

Financing Plan for Water Supply and
Sewerage Projects

The proposed projects are expected to be
financed through the internal accruals of the AMC,
debt from the capital markets and aloan from IL&FS
using funds made available by a loan guaranty
through the Housing Guaranty Program of USAID and
other financial institutions, such as the Housing and
Urban Development Corporation and Life
Insurance Corporation of India.

In India’s first issue of municipal bonds, the
AMC will float a Rs. 100 crore ($30 million) bond
issuein January of 1998, with both public and private
placement. The bonds have been listed on
the Ahmedabad Stock Exchange and will also be
listed on the National Stock Exchange. As of this
publication, a mgjority of the issue has already been
booked by financial institutions.

Project Implementation Plan

A special structure has been designed for the
management and implementation of the AMC's
infrastructure investment plan. Project
management consultants will be enlisted from the
private sector to facilitate the process of project design
and approval, tendering, construction supervision,
quality control, audit and budgetary controls and
payments. This structure is based on the approach
developed by the City and Industrial
Development Corporation (CIDCO) of Mumbai to
successfully execute a number of large projects
simultaneously. This CIDCO model has been adapted
tomeet special requirements of the AMC asastatutory
body, and the AMC is expected to adopt this
management approach and eventually reformitsoverall
project administrative structure.

The structure will be lead by a Project
Coordination Cell, responsible for overall project
coordination, monitoring and reporting. This cell will
provide updated information on progress of work
and assist AMC management to take corrective
measures when necessary. A professional
project management consultant will serve as Project
Management advisor to the Project Coordinator,
an AMC officer.

Three Project Management Units — two units
for water supply, onefor sewerage— will consist of 4-
6 AMC engineers who will work exclusively on the
water and sewerage project. These unitswill draw upon
the services of professional design consultants
throughout the design and tender process. Project
Management Consultants will be appointed by the
AMC for management of the construction phase.

To remedy the current time-consuming
approval process, it is proposed that the Standing
Committee and General Body of the AMC give in-
principle approval to the project as a whole, and
that tendersfor the project be directly placed before the
Standing Committee for approva without sequential
review by other committees. When the estimated costs
of the project are ready, the AMC will invite tenders.
in anticipation of approval by the Standing Committee.
It is expected that this approach will help to reduce
delays and cost overruns.
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Project Note No. 17
Ahmedabad Municipal Bond Issue:
India’s First Without a Guaranty

In January, 1998, the Ahmedabad Municipal Corporation issued India’s first municipal bonds not backed
by a state guaranty. For Indian cities that face an increasing demand for services and, at the same time, a
decline in transfers from state and central governments, such bonds are a promising means of tapping capital
markets to finance urban infrastructure. As with any innovation, however, time and effort are needed for the
necessary support systems to evolve. This Project Note describes the Ahmedabad municipal bond issue, the
evolving municipal bond system in India and issues which must be addressed to facilitate the issuance of such

bonds in the future.

In January, 1998, the Ahmedabad Municipal
Corporation (AMC) opened a Rs. 1 billion ($25
million)1 issue of municipal bonds, thefirst to beissued
in Indiawithout astate guaranty. Theissuewas designed
to support the water supply and sewerage components
of a Rs. 5.89 billion ($147 million) infrastructure
investment program that also includes roads, bridges
and solid waste management. A 75 percent private, 25
percent public issue, its success gave momentum to a
growing national consensus that municipal bonds
provide a promising alternative for financing urban
infrastructure. As interest in this new approach to
financing of municipal infrastructure evolves, however,
it isimportant that necessary support and provisions of
amunicipal bond system develop.

Why Municipal Bonds?

India is facing severe shortfalls in the capital
required to finance growing urban infrastructure needs.
Estimates indicate that as much as Rs. 300 billion ($7.5
billion) may be needed annually to provide for India's
cities, while Rs. 30 hillion ($750 million), at most, is
flowing to this sector annually. As a result of recent
liberalization and financial sector reforms, there has
been adecline in mandatory investment through the
directed credit system. Clearly, new sources of financial
resources are needed, and India’s nascent capital
markets present one opportunity.

Municipal bonds represent an approach to capital
market borrowing by municipal and utility authorities,
that presentsanumber of benefits over moretraditional
financing approaches. Most importantly,
borrowing through capital markets imposes market
rigor, which requires project development based on
commercial principles, that is, project structures that
provide for an adequate return on investment, give
attention to risk mitigation and allocation and offer
secure institutional structures. In essence, devel opment
of a municipal bond market represents a step in the

direction of developing a market-based infrastructure
finance system.

Scrutiny by the market also focuses attention on
municipal performance which, in turn, provides
incentives for improved management of municipal
finances and services. Municipa bonds also allow for
greater flexibility inthetiming of investments, because
municipalities are not constrained by annual budget
cycles and grant decisions made at other levels of
government. Inlight of these advantages, interest in
tapping Indian capital marketsfor urban environmental
infrastructure has been mounting.

The Evolving Policy Consensus

Currently, there is an international trend away
from financial intermediation, reflecting global
recognition of the need for more market-oriented
approaches. In India, there has been a growing
consensus among policymakers that municipal bonds
represent a promising alternative. In 1995, discussion
of a municipal bond system was initiated at a national
workshop in Bangalore, sponsored by the FIRE(D)
Project, on the potential and relevance of a municipal
bond system for India.

In the following year, the Rakesh Mohan
Committee on Commercialization of Infrastructure
Projects, established by the Ministry of Finance, issued
recommendationsfor capital market development which
included the development of a municipal bond system
in India. The task force set up to assist State Finance
Commissions (SFC) also recognized the need to
promote municipal bonds, and many SFCs have
included promotion of market borrowing through
municipal bonds in their recommendations.

The Ninth Plan Approach Paper produced by the
Planning Commission in 1997 recommended the issue
and trading of municipal bonds, and the Working Group
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for Urban Water Supply and Sanitation Sector for the
Ninth Five Year Plan recommended direct market access
for local bodies through a municipa bond system.

The First Step: A Municipal Credit Rating

A credit rating is a key element of the pre-sale
stage of amunicipal bond issue, for it provides an
indication of the risk level associated with an issuer’s
ability to repay debt. Therating exercisefocuseson four
major areas relative to the municipality’s profile, its
existing operations; its financial and managerial
performance; and the specific project for which it
intends to borrow funds. In this way, it has also come
to beregarded asasolid indicator of acity’s performance
and competitiveness.

The city of Ahmedabad took the first step toward
issuance of municipal bonds when it requested and
received amunicipal credit rating in February, 1996. India's
first municipal credit rating, thecity receivedan A+ for a
general obligation of Rs. 1 billion ($25 million), which
indicated adequate assurance that investors would be
repaid.

Ahmedabad’s positive rating reflected afinancial
revival that began in 1994. Though the city had
accumulated significant losses up to that point, it
achieved arevenue surplusof Rs. 380 million ($9.5 million)
by the end of March 1995 through strong, committed
leadership and improved revenue collection and property
tax administration. This revenue surplus has been
substantial in subsequent years and is expected to
continue.

The rating was conducted by Credit Rating and
Information Services of India, Ltd (CRISIL) based on
a methodology it developed with assistance from the
FIRE(D) Project. Since then, all three Indian rating
agencies — CARE, ICRA and CRISIL — have become
involved in therating process. The cities of Mumbai,
Pune, Vijayawada and Bangalore have been rated and
34 other cities and utility boards have been or are in
the process of being rated.

Financing the Ahmedabad Water
Supply and Sewerage Project

The city developed a capital investment plan of
approximately Rs. 5.89 hillion ($147 million) in water
supply, sewerage, roads, bridges and solid waste
management. At the same time, it initiated a Rs. 1
billion ($25 million) project to provide sewerage
treatment and slum upgradation with private sector
participation. The city elected to develop the water
supply and sewerage project, worth about Rs. 4.89

billion ($122.25 million), inacommercialy viableformat.
Thefinancing plan was designed based on opportunities
in the capital markets as well as constraints on
institutional finance for urban infrastructure projects.

This component of the Ahmedabad capital
investment program then became eligible for financing
through USAID’sHousing Guaranty (HG) Program under
the FIRE(D) Project. The AMC appointed I nfrastructure
Leasing & Financial Services (IL&FS) asits merchant
bankers, and aninitial financing plan was devel oped that
included municipal bonds. These two institutions,
together with the Housing and Urban Development
Corporation (HUDCO), CRISIL and USAID went forward
to develop and issue the city’s bonds.

Initial AMC Financing Plan

Municipal Bonds
Loan from IL&FS
(USAID HG Loan through
the FIRE(D) Project)
Institutional Finance Rs 1.52 billion ($38m)
(HUDCO and Life Insurance
Corporation of India)
Internal AMC Resources

Rs. 1 billion ($25m)
Rs. .9 billion ($22.5m)

Rs. 1.47 billion ($36.75m)

Total Rs. 4.89 billion ($122.25m)

Introducing a Structured Debt Obligation

Oneimportant step was to re-examine the project
financial structure and to introduce credit
enhancement. IL&FS, in association with the FIRE(D)
Project, worked with the AMC to shift from a general
obligation bond to a structured debt obligation (SDO).
The SDO provided greater security for investors in
several ways. Revenues from ten octroi collection centers
were earmarked to service the bonds, and an escrow
account was created which would be independently
monitored by atrustee.

Further credit enhancement was achieved through
overcollateralization with aminimum debt serviceratio
of 1.5 and provisions giving investors recourse to the
general revenues of the corporation. Assets were
mortgaged with a1.25 asset coverageratio, and asinking
fund was created for principal repayment. TheAMC then
returned to CRISIL withthisSDO and receiveaimproved
rating of AA-(so). This improved rating strengthened
the perceptions of potential investors, acritical element
in the success of a bond issue.
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Bonds Are Issued

A determination was made to apportion the issue
as 75 percent private placement, that is, sale of the bonds
through pre-negotiated agreements with specific
institutional investors. The private placement was
organized by IL&FS with co-lead managers Kotak
Mahindra, SBI Caps and ANZ Grindlays.

The remaining 25 percent were publicly placed,
that is, a scheduled release for sale through the open
market. Even though publicissuewasexpensiveinterm
of mobilization, theAM C took thisstepto createamarket
image and to help further the agenda for creating a
municipal credit system.

The draft prospectus for the public issue was
approved by the Securities Exchange Board of India,
and in December, 1997, applications were filed with
the National Stock Exchange (NSE) and the
Ahmedabad Stock Exchange (ASE).

In the following month, the issue opened. The
face value of the bonds was Rs. 5,000 ($125) in
multiples of Rs. 1,000 ($25) thereafter, with a coupon
rate of 14 percent, tenor of seven years and principal
repayment during the final three years.

The private placement was allotted to a dozen
Indian financial institutions, including the State Bank
of India, the Unit Trust of India, Housing Development
Finance Corporation, Ltd, and with commercial banks
and mutual funds.

Advertisement of the
public issue was handled by
Mudra Communications, in
newspapers, on buses,
hoardings, city cabletelevision
and kites. Press conferences
were aso held in Ahmedabad
as well as in Mumbai and
Delhi. Brokers conferences
were held in those three cities
aswell asBaroda, Rajkot, Surat and Bhavnagar. Greater
than 95 percent of subscriberswereindividuals, and the
issue was oversubscribed by more than 10 percent.

Since that time, some trading of the bonds has
taken place at the NSE and the ASE. Though trading
has been in small amounts, thisrepresentsthe beginning
of a secondary market.

The Way Forward

Based on this experience, as well as research
conducted by the FIRE(D) Project, it is possible to

identify three main areas that require attention if
municipal bondsareto becomeamore common, reliable
method of financing urban environmental
infrastructure.

System Development

¢ Develop a regulatory framework for permission to
issue bonds and disclosure norms: A structured,
streamlined system for state-level support and
regulation in the areas of borrowing purpose, capital
investment planning, project development and
carefully monitored ceilings on debt would be
essential. In addition, it isalso necessary to develop
disclosure norms in consonance with market-based
corporate debt instruments prescribed by market
regulators in India.

¢ Develop the long term debt market: Currently the
tenor of debt instruments is in the range of five to
seven years, but several measures are being put in
place to develop the long term debt market during
the medium term. Pending this development,
measures to enhance the tenor of municipa bonds
through guarantees for later maturities of principal
repayments and interest payments are needed.

¢ Liberalize investment guidelines for long-term funds
and other resources. Long-term lending is one ap-
proach to providing cheaper financing, and accessto
sources such as pension and insurance funds should
be explored. At present, investment by provident and
insurance funds is controlled by central
government regulationsin favor of government secu-
rities. Investment guidelines for long-term funds are
expected to be released as a part of financial sector
reforms. With this, it will be possiblefor municipal au-
thorities to access long-term funds.

¢ Develop bankruptcy legislation for local bodies and
other issuers: Investor confidence can be
strengthened, to some degree, by legal structures
which provide recourse for bondsthat do not perform
as expected.

* Provide tax and fiscal incentives for the issue of
bonds: The Ministry of Finance (MOF) and Ministry
of Urban Affairs and Employment are developing
guidelines for the issuance of tax free bonds, and the
MOF has sanctioned theissue of Rs. 2 billion of tax-
freemunicipal bonds. Thiswill serveasanimpetusfor
the devel opment of amunicipal bond market.

Capacity-Building for Issuers and Advisors

* Build capacity for project development and
management to ensuretimely and efficient utilization
of bond proceeds: Accessing capital market funds
requires projects developed in commercially viable
formats with adequate attention given to project
management and implementation. One of the most
important aspects relates to identification and
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management of risks associated with project
development and operations. Any risk
management strategy will need to both mitigaterisks
and allocate them to the most appropriate actor, within
the contractual framework of the project. This
requires considerable initial investment in project
development.

* Enact local reforms in accounting and financial
management to meet rigorous disclosure norms;
Reliableinformation isthefoundation of acredit rating
and an essential factor in generating investor
confidence. For thisreason, the FIRE(D) Project has
worked to support reforms in financial accounting,
reporting and management at central, state and local
levels.

¢ Reformtariff structureto improvefinancial viability:
The development of commercially viable
infrastructure projectsrequirestheintroduction of (at
least gradual) tariff reforms and a move toward cost
recovery or an efficient pricing regime.

¢ Share information and experiences among rating
agencies, lenders, investment bankers and financial
advisors: Dialogue among theseinstitutions can only
improve and hasten the development of a healthy
municipal bond systeminIndia.

Support for Instrument Development

* Support credit enhancements through sustainable
and commercially viable mechanisms: One of the
keys is to develop alternatives to the blanket state
government guarantees which have been routinely
used for financing urban infrastructure projects. In
this context, alternatives need to be explored, such
asescrow arrangement with necessary reservefunds;
bond insurance structured on market principles, as
found in the United States and European nations;

financial guarantees; and performance guarantees
such as for raw water quantity and quality.

Compile compar ativeinformation on the performance
of potential issuers to develop industry norms and
benchmarks: A Comparative Performance Indicator
System, which has been developed with FIRE(D)
Project support and appliedin the state of Tamil Nadu
by Kirloskar Consultants, Ltd, isan exampleof sucha
system. By assembling and analyzing information
across cities and over time, it becomes possible to
compare performance and to analyze trends and
relative strengths and weaknesses of urban local
bodies

Develop new structured financing arrangements
within Urban Finance Frameworks: Unlike the
traditiona Project Finance Framework, whichislimited
in scope and focuses only on finances related to a
specific project, an Urban Finance Framework takesin
account thetotality of municipal financesand provides
developers and potential investors with a more
comprehensive picture of the financial setting within
which a project exists.

Develop pooling arrangements for small issuers:
Though the limited financial and physical resources
of most Indian municipalities makes market
borrowing prohibitive on their own, by pooling
together it is possible that scale can be reached, that
enables development of acommercialy viable project
and financing through municipal bonds.

1 Conversion is based on Rs. 40 = US$ 1.
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Project Note 25:
Lessons Learned from the
Ahmedabad Municipal Bond

Municipal bonds are now accepted as a viable option for financing urban infrastructure in India. Recent
Government of India issuance of guidelines for tax-exempt bonds will only expand capital market interest in the
municipal debt market. Last year, the FIRE project eval uated the bond issued in 1998 by the Ahmedabad Municipal
Corporation, India’s first municipal bond not backed by a state guarantee, and identified key lessons for other
municipalities that are considering this means of mobilizing resources. This Project Note summarizes the
evaluation’s findings about obtaining a credit rating, structuring the bond and transaction documents, and

using the bond proceeds.

In January 1998, the Ahmedabad Municipal
Corporation (AMC) issued Rs.1,000 million
(US$25 million) in bonds to partially finance a Rs.
4,393 million (US$110 million) water supply and
sewerage project. This was a remarkabl e achievement
since it was the first municipal bond issued in India
without a state guarantee and represented the first step
toward afully market-based system of local government
finance. The AMC had previously instituted significant
fiscal and management reforms, with technical
assistance from USAID’s FIRE project, including
improved tax collection, computerizing the accounting
system, strengthening AM C’swork force and financial
management, and devel oping a comprehensive capital
improvement program. These reforms laid the
necessary groundwork for AMC's bond issue and
successful implementation of theinfrastructure project.

Laying the Groundwork
Local Reforms

Public sector reform and resource base expansion
are often necessary precursors of abond issue. During
a deteriorating financial situation in 1994, AMC
launched a mgjor effort to improve revenue collection
with afocus on octroi and property taxes. Dueto these
measures, AMC was able to turn around its financial
position and achieve aclosing cash surplus of Rs. 2,142
million (US$54 million) in March 1999. In addition,
management innovations introduced by the municipal
commissioner and supported by staff and elected
officials helped AMC to change its image among the
local citizenry.

Project Development
AMC prepared a capital investment plan of Rs.

5,973 million (US$150 million) for 1996/97 to 2001/
02, which included a water supply and sewerage

Role of USAID’s FIRE Project

The FIRE project’s partnership with the
AMC began in 1994 with the preparation of an
urban environmental workbook and an
environmental risk assessment. In this exercise,
the FIRE staff helped AMC carry out financial
analyses and prepare a corporate investment plan.
Theinvestment plan, prepared in conjunction with
the Infrastructure Leasing and Financial Services
Ltd. (IL&FS), helped AMC to design a water
supply and sewerage project. The FIRE project also
assisted CRISIL to develop a methodology for
carrying out credit ratings of urban local bodies
(ULBs) in India. Ahmedabad was the first city
where this methodology was applied. In addition,
the FIRE project helped create the City Managers
Association of Gujarat in 1998 and sponsored
participation of AMC staff and elected leadersin
training programs and study tours to build their
capacity to undertake and sustain reforms. The
FIRE project’s multifaceted assistance to the city
of Ahmedabad played a vital role in developing
the bond issue.

component for Rs. 4,393 million (US$110 million). AMC
proposed to meet 30 percent of thetotal investment from
internal accruals, while mobilizing the remai ning amount
through a municipal bond and loans from financial
ingtitutions. Thefinancial viability of theseinvestments
was determined on the basis of the Corporation’soverall
financial position, rather than ontheviability of thewater
and sewerage sector alone. Thus, the project was
structured within an urban financial framework that was
predicated on receipt of significant transfersfrom general
corporation revenues such as octroi and property taxes.
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Credit Rating

In 1996, Ahmedabad becamethefirst city inIndia
to request and receive a credit rating for a municipal
bond issue. CRISIL, an independent rating agency, first
assigned a credit rating of “A+” to Ahmedabad’s
municipal bond. Following this initial rating, AMC
revised the financia structure of the bond offering and
added several credit enhancement features, including a
“nolien” escrow account of octroi taxes collected at ten
collection centers. Thisfinancial mechanismisreferred
to in India as a structured debt obligation. However,
because the city pledged all octroi taxes and other
income to bondholders in the event that revenues from
theten collection centerswere insufficient to make debt
service payments, the Ahmedabad issue was in reality
agenera obligation bond. With these modifications to
the bond financing structure, AMC received an
improved rating of “AA."?

Structuring the Bond
Bond Structure

AMC'sgeneral obligation bond contained several
credit enhancement measures (more commonly found in
revenue bond offerings) designed to address political
and repayment risks. These measures, in addition to the
“no lien” escrow account for collection of octroi
revenues, included innovative credit enhancement
concepts such asasinking fund for principal repayment,
anannual debt service coverageratio of 1.5, and property
pledges with a 1.25 asset coverage ratio. However, in
future bond offerings, greater planning and attention to
details will be required to ensure the enforceability of
these special covenants.

Improving Transaction Documents

Thekey financial documentsin amunicipal bond
transaction are the disclosure (prospectus) document
and trust indenture.

ProsPeCTUS

Whilethe prospectusfor the AMC bonds provided
ageneral overview of the economic, environmental, and
fiscal condition of the AMC, and identified internal
and external risks to investors, the degree of detail and
specificity fell below international norms. In addition,
it appeared at times that the prospectus attempted to
explain away risksrather than provide theinvestor with
all the necessary information to reach an independent
evaluation of those risks. The prospectus was written
to comply with disclosure guidelines of the Securities
and Exchange Board of India (SEBI), which were

designed for corporate offerings. This occursin many

countries and can be addressed by developing separate

SEBI guidelinesfor municipal bonds. SEBI launched such

aninitiative as part of the Ma egam Committee review of

existing disclosure guidelines. These guidelines for
municipal bonds should:

e provide the investor with sufficient detail,
specificity, and information to reach an independent
evaluation of risk; and

e clearly defineall covenants, especially debt service
covenants.

TrRUST INDENTURE

A trust indenture is a binding legal agreement
between an issuer and a trustee acting on behalf of the
bondholders. AMC's trust indenture lacked sufficient
specificity inmany critical areas. Asthe market matures,
investors will demand greater specificity in provisions
relating to security pledges and perfection of all security
interest at bond closing. The
Ahmedabad bond prospectus
and trust indenture are in need
of substantial modification to
fully inform investors of the
risks and circumstances of the
bond offering and to properly
secure the financial interest of
the bondhol ders. Development
of amodel trust indenturewould
help avoid future shortcomings
in the structure and security of
bond transactions and enhance
investors' comfort in these financial undertakings.

A model trust indenture should insure that:

e al security interest is in place at the time bonds
are issued or shortly thereafter;

e dl credit enhancementsdiscussed in the prospectus
are included in the trust indenture;

* to manage interest rate risk, call provisions or
redemption clauses are included (they allow an
issuer to call bonds early and take advantage of
market conditions to refinance at lower rates); and

e the trustee’'s duties are precisely defined and
automatically triggered by specific actions.

In a bond financing, the trustee is the custodian
of funds and official representative of bondholders. As
such, a trustee insures compliance with the terms of
the bond trust indenture and represents bondhol ders to
enforce the contractual obligation of the issuer. It isin
the best interest of the issuer, trustee, and bondholders
if the trustee’s responsihilities are established in the
trust indenture without discretion and thetrustee actively
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pursuesthoseresponsibilitieson thebondholders' behalf.
AMC's bond indenture provides an extraordinary level
of discretion to the trustee, which should be avoided in
future bond offerings. As India s bond market matures,
greater specificity of the trustee’s responsibilities and
greater attention to bondholders’ interest will berequired.

Transaction Costs

The transaction costs for the AMC bonds,
including underwriters, brokers, and legal fees, aswell
as advertising and printing expenses, equaled 2.89
percent of the bond offerings or Rs. 28.9 million
(US$722,500). This excludes stamp duty cost. A state
government guarantee of AMC bonds would have
resulted in considerable savings in transaction costs.
However, a state government guarantee fee, annually
assessed at one percent of outstanding principal balance,
would have cost AMC Rs. 49.9 million (US$1.25
million). for this particular financing. This savings
more than offsets the higher transaction costs.

Using Bond Proceeds
Project Implementation

In the bond prospectus AM C pledged to establish
special project sanctioning proceduresto reduce project
delays and to appoint private project management
consultants to facilitate the process of project design,
approval, tendering, construction supervision, quality
control, and payments. AMC did not, however, follow
through on these pledges. Thelack of specialized project
management support and AMC'’s normal approval
process were partly responsible for delays in project
implementation. Under pressure of an impending water
crisis, the AMC rapidly expended bond proceeds to
successfully implement an emergency bulk water supply
scheme, the Raska Water Project, in a record five
months.

Spending Bond Proceeds

Although criticized in certain circlesin Indiaand
abroad, the two yearsthat AMC took to use most of the
bond proceedsiswithin U.S. normsfor similar projects.
Because interest rates dropped after AMC bonds were
issued, the income AMC received on invested bond
proceeds fell below the level of interest payments on
the outstanding bonds, creating what is known as
“negative arbitrage.” AMC claims, however, that this
availability of cash permitted it to obtain highly
competitive tendersfrom the private contractors, which
camein at 10 to 15 percent below the estimated cost.
AMC estimates that this more than offset the loss of
interest on the debt.

The Raska Water Project

Facing a very severe drought situation in
August 1999, city officials decided to use the bond
proceeds together with a Housing and Urban
Development Corporation (HUDCO) loan, backed
by USAID’s Housing Guaranty program, to build
the Raska water project. Designed to supply 6.5
crore (65 million) gallons of water a day to the
city, the project consisted of constructing a pump
house and laying 42 km of pipeline— most more
than two meters in diameter — to bring water to
the city. To ensure that the project would be
completed by theend of March 2000, the municipal
commissioner personally took charge of project
implementation and obtaining necessary
construction approvals from state and central
government bodies.

Theentireproject wascompleted in 130 days,
a record for engineering projects in India. The
municipal corporation worked in partnership with
two private contractors to coordinate 32 sub-
contractors from all parts of India, whose 4,000
workerslabored around the clock. Today, the Raska
project supplies water to 60 percent of the city’s
population. The AMC can provide treated water to
all residents for two hoursin the morning and half
an hour in the evening. Timely completion of the
project not only saved Ahmedabad from severe
water shortages during the summer of 2000, but also
it provided a permanent and reliable source of
surface water for yearsto come.

Utilization of bond proceeds should be accelerated
to the extent possible. Before actual issuance of bonds,
municipal corporations should have in place the
following arrangements: aphased capita investment and
financing plan for project implementation; identification
of benchmarks for project commencement and
completion; final tender documents for the proposed
projects(s); and a separate project implementation group
and project officer who will monitor the progress of
works.

Summary of Conclusions

Great strides have been madein Indiain evolving
the policy and legal framework for local government
access to capital markets. Municipal bonds are now
available asan option for financing urban infrastructure.
Public financing concepts are well understood by the
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financial community and are becoming familiar to the
local government sector. However, to routinely access
capital markets for municipal bonds, ULBs will have
to strengthen their capacity to develop commercially
viable projects. Thiswill require appropriate pricing of
services, improved cost recovery mechanisms, improved
accounting and financial management systems, enhanced
professionalism of the work force, improved service
delivery systems, and devel opment of capital investment
plans. To complement project development, ULBs will
have to institute efficient project management systems
and proceduresto reduce time delaysand cost overruns.
Themost critical factor for obtaining market finance will
be a healthy municipal revenue base.

Furthermore, implementation of public finance
concepts in the form of disclosure and transaction
documents for municipal bonds needs to be improved
to avoid financial difficulties and negative market
consequences in the future. Adoption of a model
prospectus and trust indenture would hel p addressthose
shortcomings, as would the adoption of special
disclosureguidelinesby SEBI for local government bond
offerings. Advanced public finance mechanisms,
including revenue bonds, concession contracting and
special purpose vehicles financing, will also require
greater attention to legal documentation to be fully
successful in India.
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Project Note 31.:
Pooled Finance Model for Water and Sanitation
Projects: The Tamil Nadu Water and Sanitation
Pooled Fund (WSPF)

In the past five years, some of India’s larger municipal corporations have accessed domestic capital
markets to fund infrastructure projects. However, until recently small- and medium-sized urban local bodies
have not been able to access the market. The USAID-FIRE (D) project supported the state of Tamil Nadu's Water
and Sanitation Pooled Fund to develop a pooled financing mechanism and issue a bond that is financing water
and sanitation projects in 14 small- and medium-sized towns. This Project Note describes the background,
objectives, and structure of the state-level pooled finance mechanism, the first example in India, and the role of

page 14 the Government of India (GOI).

The mgjority of urban infrastructure projects
undertaken by urban local bodies (ULBS)
depend on subsidized funds from state governments and
semi-public financial institutions that lend to ULBs
relying on state government guarantees. Thistraditional
reliance on cheap and readily available funding has
hindered the introduction of fair user charges and
efficient operations and maintenance. The declining
availability of state funds and the Reserve Bank of
India’'s endeavor to discipline lending against state
guarantees has limited the flow of funds to ULBs for
infrastructure projects and compelled them to explore
alternative sources and methods of funding.

One such source, direct accessto domestic capital
marketsthat was pioneered under the USAID-FIRE (D)
project, isnow an accepted option for larger, financially
viable ULBs. Since 1996, at least ten ULBs received
investment grade credit ratings and six successfully
issued municipal bonds. Others are in process. In most
cases, bond proceeds funded water and sewerage
projects.

Small- and medium-sized ULBs, particularly in
those states that have abolished octroi,! do not have the
ability to directly access domestic capital markets nor
is direct access cost-effective for them. Another
constraint to the expansion of the municipal bond
market has been the lack of investor interest in long-
term debt. Until now, the term of municipal bonds has
not exceeded seven years because longer-term bonds
were seen by investors as too risky and priced too high
for municipalities to afford.

United States Bond Banks as
a Relevant Model

A number of states in the United States created
state-level pooled financing structures, often called bond
banks, to support borrowing by smaller municipalities
that otherwise would find it difficult to directly access

the capital market. A bond bank is a state-sponsored
intermediary that borrows from the capital markets,
usually with some state or federal credit enhancement,
and typically uses the proceeds to purchase debt
obligations of local governments. Bonds generally are
secured by loan repayments of the pool of local
borrowers, as opposed to one locality, which helps
reducerisk for investorsand interest ratesfor borrowers.

For more than 30 years U.S. state bond banks
have provided more than $40 billion in financing for
municipal needsat or below market rates. They finance
local water and sewer projects, schoals, transportation,
solid waste management facilities, and economic
development. They are considered to be one of the most
significant contributions to the municipal bond market
during the past ten years.

Bond banks generally do not issue bonds backed
by state guarantees. However, most states pledge some
form of credit enhancement to provide borrowers
interest rate savings. The most common enhancement
is the state grants-in-aid intercept. Under this
arrangement, if alocal borrower failsto make atimely
payment of principal and interest, state grants to that
locality are “intercepted” to make the debt service
payment. Also, most bond banks do not rely on state
funds to cover operating expenses; instead they charge
various kinds of feesto local borrowers.

Based on this model, the FIRE project supported
Tamil Nadu’'s effort to develop a pooled financing
mechanism and to structure abond issue whaose proceeds
arefinancing small water supply and sanitation projects
in 14 small- and medium-sized towns.

Objectives and Structure of Indian
State-Level Pooled Finance Mechanisms

Theobjective of astate pooled finance mechanism
isto provide acost-effective and efficient way for smaller
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UL Bsto accessthe domestic capita market for investment
in urban infrastructure. Another objective, for state
governments, is to introduce new institutional
arrangements for mobilizing urban infrastructure
finance. Participating in this mechanism will also
encourage UL Bs to undertake basic reforms.

The following generic structure for a state-level
pooled finance mechanismisapplicableto Indian states,
each of which must select its own specific mechanism.
It is a hybrid of project specific and genera revenue
bonds in developed countries.

» Sate entities. The bond issuer will be atrust
or special purpose vehicleformed under the IndiaTrusts
Act that will serve asadebt fund. The debt fund, similar
to abond bank inthe U.S., will be the pooled financing
entity. Itwill beset upwithaninitial debt servicereserve
contribution from the state government. An asset
management company should be named to manage the
trust or debt fund.

*  Source and use of bond proceeds. The fund's debt
will be offered to domestic investors. The funds
raised by the bond issue could be used either to
purchase the bonds of participating ULBs or be
disbursed as loans to them.

e Debtserviceplan. Thehierarchica order of sources
for bond repayment is:

a) Project revenues, i.e., water tariffsand interest on
deposits of connection fees, forwarded regularly
to the debt fund, which would maintain an escrow
account;

b)If necessary to make the annual bond payment,
the escrow account would be supplemented by
the fund’staking municipal tax and fee revenues
or intercepting state government transfers;

c) Debt service reserve fund (DSRF) equivalent to
onetotwo years of annual debt service payments.
The DSRF would be established upfront, before
bond closing, and replenished annually if needed
by the state government with optional
participation of All-India Financial Institutions
(Fls) or international donors; and

d) Additional credit enhancements may be negotiated
with potential investors. They could come from
the state government, the GOI Pooled Finance
Development Fund (PFDF), acoalition of ULBS,
Fls, or donors. These entities may guarantee all
or aportion of outstanding principal and interest
payments through the DSRF or additional
mechanisms. These credit enhancements would
vary by bond and by state.

The state pooled financing entity could be
assigned the following functions:
¢ support ULBsindevelopment of commerciadly viable

infrastructure projects (CVIPs);

* prescribe guidelines for ULBs to strengthen their
overall financial position;
e accesscapital markets on behalf of ULBS;

* access GOl PFDF for additional credit
enhancement;

e accessthe GOI City Challenge Fundto cover initial
transaction costs such asrating feesand to institute
the reform process in ULBS;

*  manage disbursal and repayment of bond; and

* increasethe size of the debt service reserve fund.

Tamil Nadu and USAID Establish India’s
First Pooled Finance Fund

The Water and Sanitation Pooled Fund was set
up following extensive discussionsamong state officials,
Tamil Nadu Urban Infrastructure Financial Services,
Ltd. (TNUIFSL), GOI, USAID, and the FIRE project.
Thekey entitiesinvolved each had different roles. The
WSPF was incorporated as atrust in August 2002 with
a six-member Board of Trustees consisting of state
officials and TNUIFSL’'s CEO and with an initial debt
service reserve contribution from the state. USAID
provided a backup guarantee through its Development
Credit Authority (DCA). TNUIFSL, the asset
management company of the Tamil Nadu Urban
Development Fund (TNUDF, a multi-sector urban
development project financed
by the World Bank), manages
the fund.

The purpose of the trust,
WSPF, is to channel financial
resources including financing
raised from private marketsinto
high priority infrastructure
investments, contributing
directly to improved living
standards of the urban
population. It will finance and refinance water and
sanitation projects of small and mid-sized towns. This
fund was set up to enable local bodies to participate in
the capital market without increasing the contingent
liabilities of the state.

The FIRE project supported the efforts of WSPF
to structure a Rs. 30.41 crore (US$6.4 million) bond
issue whose proceeds would finance small water and
sanitation projects in 14 locales. The bonds have a
face value of one lakh each (approximately US$2000),
9.20 percent annual interest rate, 15-year maturity,
redemption in 15 equal annual installments, and are
puttable/callable at the end of 10 years. The bondswere
assigned a credit rating of Ind AA (SO) by FITCH and
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LAA (SO) by ICRA. Whilethebondswere unsecured, a
multi-layered credit enhancement mechanism was set up,
with thefollowing order:

e ULBs set apart monthly payments equal to one-
ninth of their annual payment into escrow accounts
they hold, and transfer the same during the tenth
month into the WSPF's escrow account;

* In case ULB project revenue payments are
insufficient, the WSPF may withdraw funds from
ULB bank accounts where tax collections are
remitted and/or directly intercept state transfer
payments;

* Bond Service Fund (BSF), a state-funded Rs. 6.9
crore reserve fund (an amount equal to about one
and a half times annual debt service) set up before
the bond issue, would then be tapped; (BSF is not
an entity; rather it is state funds held in liquid
securities by the WSPF.)

e USAID’s guarantee of 50 percent of the bond’s
principal through DCA would replenish the BSF,
if needed.

The DCA guarantee—of upto 50 percent of the
authorized amount of US$6.4 million with a 15-year
term — facilitated the success of the issue. Its two
objectives were to lengthen the term of the bonds and
to provide local bodies improved access to financia
markets. This USAID DCA activity supported the
development of CVIPs, private sector participation in
them, decentralization, enhancement of infrastructure
service access to poor communities, improvements in
water and sanitation policy, capacity building of city

officias, and fiscal and other reformsin small and medium
ULBs. Restricting the DCA guarantee to 50 percent of
principal (effectively 25 percent of outstanding debt
service) promotes private sector appraisal and
participation.

The Fund appointed M. S. Darashaw & Co. of
Chennai to bethebond manager. The company privately
placed the bond issue with domestic investors in
December 2002. The list of subscribers and amounts
are:

Karnataka Bank Rs. 2000 lakhs
ICICI Bank Rs. 1000 lakhs
City Union Bank Rs. 25 lakhs
Gujarat Industries

Power Co Ltd., PF Rs. 11 lakhs
Metlife Insurance PF Rs. 5 lakhs
Total: Rs. 3041 lakhs

(Rs. 30.41 crore)

Thiswasthefirst successful bond issue of itskind
outside of the U.S., using a pooled financing structure
for financing water and sanitation projects of small and
medium municipalities. A key to its success was that
all projects pooled demonstrated collection of user
charges and/or fixed fees from citizens.

Beneficiaries. Themajority of the proceedswere
disbursed to UL Bsin January 2003, in amountsranging
from 16 lakhs (US$33,000) to 547 lakhs
(US$1,140,000). Most are refinancing TNUDF loans
at lower interest rates, for projects that are underway.
Eight projects are connecting urban areas on the

Funds from bond issue

FLow oF Funps

PrivaTe PLACEMENT——mMM

WATER & SANITATION

BONDHOLDERS | PooLep Funp (WSPF)
debt service
payments interest Funds to complete
and principal | UrBAN LocaL Bobies g——2] ProJecTs |
User fees, etc.

[1. WSPF Escrow AccounT |

funded by ULB project revenues

maintained by WSPF by tapping ULB current
account revenues and/or intercepting transfer
payments

[ 2. Bonp SERVICE FunD |

debt service reserve fund
funded and maintained by the state at 1.6
times annual debt service payment

3. THIRD PARTY GUARANTEE |

triggered when BSF is exhausted for 90 days
USAID guarantees 50 percent of principal
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periphery of Chennai with the new KrishnaWater Supply
scheme. The new water mains, tanks, and pumps will
increase the daily supply significantly to an average of
about 50 liters per capita per day, still far below
international norms. Another three are similar water
projectsintownsnear Chennai; afourth is85 kilometers
away. One project will provide underground drainagein
Madurai and another a solid waste management scheme
in Coimbatore. Most of the areas with new access to
water aresums. Half of all thebeneficiariesare estimated
to be low income with monthly incomes of Rs. 2,500~
5,500 (US$50-120).

Role of the Government of India in
Supporting Pooled Financing

On the basis of this highly successful pilot, the
GOlI’s Ministry of Urban Development and Poverty
Alleviation (MOUD) requested FIRE project support
in developing a Rs. 400 crore (US$80 million) GOI
Pooled Finance Development Fund. The fund will
make grants to states to facilitate the establishment of
state pooled financing entities and to use for credit
enhancement. The long-term goal isarevolving credit

enhancement system. It will also provide technical
assistance grants to state pooled financing entities to
assist ULBsto implement reforms, develop CVIPs, and
access private sector financing for urban infrastructure
projects.

With FIRE project support, MOUD isdeveloping
guidelines to help states create their own pooled
financing mechanisms. For example, access to PFDF
will be subject to participating UL Bs agreeing to specific
standards, such as accounting and financial
management standards, pricing and tariff reforms, and
environmental management and water conservation
measures. The PFDF will evaluate state applications
for grants and award funding on a competitive basis to
facilitate the establishment of state pooled financing
entities. To qualify, states must designate a state pool
financing entity and provide matching grantsto a credit
enhancement reserve account. Ultimately, the state
pooled funds will help the GOI better achieve its
decentralization efforts by improving provision of
sustainable infrastructure services by UL Bsthroughout
India.
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POLICY FRAMEWORK FOR MUNICIPAL FINANCE

Over theyears, the FIRE project partnerslearned to address the preconditions for citiesto obtain financing
and tap domestic capital markets. Cities must improve their credit worthiness and management of municipal
funds. Several Project Notes describe the project partners' efforts to develop municipal accounting standards
and assist cities to adopt them. One note describes the development of a municipal credit rating system for
India. Another examines a proposed independent regulatory framework for water and sewerage in an Indian
state that would assist cities to increase their water tariff revenues.

Project Note 11, Municipal Accounting and Financial Reporting Sandards in India: Promoting Reform
at Both Policy and Practitioner Levels. Written in September 1998, this Note describes the FIRE project’s
approach to the Institute of Chartered Accountants of India (ICAl), which developed the accounting standards
for businesses, to develop standards for municipalities. It also describes the initiation of work with the state of
Tamil Nadu to develop an accounting manual for its cities. The Note describes the financial information needs
identified by the credit rating agencies and financia institutions. The ICAI Guide and Tamil Nadu manual aim
to meet these needs.

Project Note 22, Introduction of an Improved Financial Accounting System in Urban Local Bodies in
India: The Successful Satewide Reform Initiative in Tamil Nadu. The state of Tamil Nadu was the first to
introduce a double entry, accrual based accounting system to all its urban local bodies. The Note describes the
efforts to develop the manual, test it in ten cities the first year, and implement it statewide the next. Written in
October 2000, the Note concludes with suggestions how to introduce the system in other states.

Project Note 24, Valuable Tool for Urban Reformin India: Technical Guide on Accounting and Financial
Reporting by Urban Local Bodies. This Note describes the project efforts to prepare the ICAI technical guide,
summarizes its contents, and describes the plan to disseminate its recommendations. The contents cover the
objectives and basis of accounting reports, accounting standards and their application to cities, transition to the
suggested system, and form and content of municipal financial reports. (April 2001)

Project Note 20, Developing a Municipal Credit Rating Systemin India. Working closely with the Credit
Rating Information Services of India, Ltd and ICRA, Ltd, the FIRE project helped introduce a credit rating
system to Indiain 1966. First Ahmedabad and subsequently 30 other Indian cities obtained credit ratings. This
Note, written in late 1999, summarizes the rating methodology developed by CRISIL and discusses the ratings
of Ahmedabad and Vijayawada municipal corporations.

Project Note 27, Independent Regulatory Framework for Water and Wastewater in Maharashtra. The
state Water Supply and Sanitation Department assigned the Sukthankar Committee to develop a road map for
improving the sectors. The Committee recommended setting up an independent state agency to regulate water
tariffs and service standards. This Note describes the rationale for and functions of the proposed entity as well
as identifying issues in tariff setting and community participation in regulation.

FIRE Project Notes



Project Note 11.:
Municipal Accounting and Financial Reporting
Standards in India

As cities in India turn to capital markets and the private financial sector to finance urban environmental
infrastructure, the need for reform of finance and accounting practices at the local level has become apparent.
Transparent financial information and standardized accounting practices not only enable more effective
governance, but they form the foundation of municipal credit ratings. In response to this need, the FIRE(D)
Project is working at local, state and national levels, with both policy-makers and practitioners, to reform
accounting standards and develop uniform financial reporting standards in India. This Project Note describes

these efforts and issues that have emerged in the process.

The Need for Accounting Standards and
Uniform Financial Reporting

In Indiatoday, financial reporting by urban local
bodies consists of very simple single-entry cash based
systems of reporting against budgetary outlays. While
these systemsdo conformto stateor city level legidative
requirements, they are increasingly recognized as
insufficient.

Though the two basic purposes of financial
reporting by any entity are to provide information
regarding the status of its financial performance and
status of its financial position, current practices do not
serve either purpose.

Likewise, completeness and accuracy of
accounting data is an important principle of financial
reporting. Yet the current accounting systems and
practices neither record financial information
completely nor do they guarantee the accuracy of this
information.

Accounting standards provide uniform treatment
and disclosure of accounting for important account
heads such as depreciation, inventory and revenue
recognition. Currently, however, there are no
established accounting standards upon which uniform
financial reporting can be based nor atechnical guide
on how to apply the standardsfor local bodiesin India.

Initiating Reform at the National Level

Recognizing the need for reform, the FIRE(D)
Project approached the Institute of Chartered
Accountants of India(ICALl), India s premier accounting
body which, among other things, establishes
accounting standards for all business entities in India.
At the sametime, this initiative was supported by a
request from the Union Ministry of Urban Affairs and
Employment to develop amodel accounting system for

local bodies. ICAI immediately took thelead and created
a study group to develop a technical guide with
the support of the FIRE(D) Project.

In a country as large as India, with statutory
requirements that vary greatly from state to state, it is
difficult to address all accounting and reporting issues.
However, ICAl iscurrently reviewing all known issues
and matters relating to such bodies for incorporation
into the technical guide. The guide will subsequently
have to be adopted and adapted by state governments
for applicationtolocal bodies. It may aso beworthwhile
for ICAI to publish aperiodical to provide information
regarding pertinent financial management and
accounting topics to state legislative bodies and to
local governments.

The need for such principles and standards was
also cited by the Securities Exchange Board of India
(SEBI) in its approva of the Ahmedabad municipal
bond issue. The Board considered the city’s accounts
and financial statements, which are not based on
Generally Accepted Accounting Principles (GAAP), as
arisk toinvestors to be disclosed in the prospectus of
the issue. To address this problem, the technical guide
will describe principles of accounting and financial
reporting for urban local bodies, keeping in mind
accounting characteristics of various governmental
funds such as fiduciary and proprietary funds.

Working for Reform at the State and
Local Levels

At the local level, a number of cities have taken
stepsto reform accounting systems. For example, in
1990, the World Bank provided support to six citiesin
the state of Gujarat — Ahmedabad, Baroda, Surat,
Rajkot, Bhavnagar and Jamnagar — to improve
accounting systems. Different firms of public
accountancy were engaged to develop improved systems
and manuals for these cities, which were left to the
respective cities for implementation. While the
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experiences of these cities have varied, most are still
working to produce financial statements after a period
of eight years. The FIRE(D) Project conducted adetailed
study of the results of the World Bank efforts in
Ahmedabad, and its findings have been provided to the
ICAI study group to assist in its work.

At the state level, Tamil Nadu has taken the lead
in preparing a revised accounting manual for all
local bodies, which will then support the introduction
of a computerized double entry accrual based
accounting system. Both the FIRE(D) Project and |CA
are assisting in this effort, and a software company has
been engaged by the Tamil Nadu Urban Development
Fund to develop accounting software based on the
revised manual.

Financial Information: The Foundation
of a Municipal Credit Rating

The FIRE(D) Project then turned to credit rating
agencies and financia institutions and asked that they
identify current constraints to evaluating the financial
status of local bodies. According to Credit Rating and
Information Services of IndiaLimited (CRISIL), based
on its experience rating the credit of local bodies, some
of the most basic information isrelatively inaccessible,
such as:

Revenue Receipts. This
includes estimates of slippage of
octroi; cash in transit and cheques
under transfer; demands raised
under the current property tax
cycle; duration of arrears; arrears
under transfer of revenue grants,
and revenue break up for various
consumer segments.

Revenue Expenditures. This
includesinformation such as expenditure classifications
for each core service such aswater supply, public health
or solid waste management; amount payable on
expenditure accounts; and interest accrued and due or
not due.

Capital Receipts. This includes proper
classification of state government loans and state
government grants, and identification of receipts and
utilization of project specific loan funds. Projected and
actual drawdown schedule of loans must also be
identified, as well as proceeds from the sale of assets.

Capital Expenditures. This includes project-
specific accounting of major capital works. Accounts
should show original estimates, revised estimates (cost

escalation), amounts actually incurred for a specific
project, actua repayment of state government loans, and
appropriation of revenue expenditure on capital
works (capitalization of expenses).

Performance Indicators. Important information
such askey indicators is not available at all through
current systems. Key performance indicators include
details of existing capacity for water treatment and water
storage, hospital beds and patients treated, waste
handling capacity, frequency of road resurfacing, per
unit O&M or indirect cost of output for treated water,
student enrollment and the operating status of capital
works.

Overall information deficienciesalso exist. Intra-
budgetary transfers and undisbursed or un-utilized
budgetary provisions are shown as opening balancesfor
the next fiscal year. Likewise, thereisno clarity on un-
utilized funds, such as the transfer of surplus in the
revenue account to capital expenditures, or deposits or
advancesreceived for specific projects. Information and
reporting systems are inadequate, causing delaysin the
finalization of accounts, and thereis alack of efficient
audits.

The Perspective of Financial
Institutions

Similarly, financial institutions have identified
systemic constraints which must be addressed. These
fal inthreemain areas.

Single Entry, Cash Basis Systems. One chief
constraint is the fact that provisions of Municipal Acts
regarding the maintenance and auditing of accountsare
not specific enough to effectively maintain a double
entry accrual basis of accounts. The resulting single
entry, cash basis system does not provide information
required to determine the financial performance
of municipal bodies or to provide for an accurate
comparison with other municipal bodies.

Human Resources. In addition, the level of
competency of current human resources is inadequate
for introducing and maintaining a double entry system
of accounts. Moreover, accounting personnel at the
local level are typically clerks who are frequently
transferred among departments over the course of
their careers. This practice has the unfortunate effect
of inhibiting their ability to specialize in accounting.

Non-Transparent Policies. The view presented in
a local body’s financial statements, regarding its
financial state of affairs and its surplus or deficit, can
be significantly affected by the accounting policies
followed in the preparation and presentation of those

FIRE Project Notes



financial statements. The disclosure of significant
accounting policiesisnecessary if theview presentedis
to be properly appreciated. Currently, however,
accounting policies are not spelled out by
municipal bodies in the presentation of their accounts.
For this reason, there is no uniformity among
presentations. Also, fixed assets registers are not
maintained since they are not mandatory and
depreciation is usually not accounted for.

Developing a Technical Guide

ICAI, with the assistance of the FIRE(D) Project,
iscommitted to developing atechnical guidel for urban
local bodies bodiesthat clearly reflects three main
objectives. First, financial reporting must be based on
the accrual basis of accounting. Second, financial
accounting and reporting must conform to accepted
accounting standards and policies, based on the
standards that are developed. And finally, accounts of
local bodies must be audited by independent and
external auditors.

In support of this effort, the FIRE(D) Project is
working with the ICAI study group to provide manuals
and background material on governmental
accounting standards and financial reporting devel oped
by local bodies within India as well as overseas.
FIRE(D) has also worked with members of the study
group to provide exposure to municipal standards and
financial reporting in the United States.

Thetechnical guide under preparationwill include
anumber of recommendationsto meet the expectations of
various user groups.

Generally Accepting Accounting Principles.
Standard and model financial reporting formatsfor urban
local bodies must be based on generally accepted
accounting principles (GAAP). Thetechnical guidewill
provide guidance on the development of “notes to
accounts,” compilation of accounts, and development
of appropriate accounting policiesintheareasof grants,
depreciation, treatment of retirement benefits, valuation
of inventory and fixed assets. It will also provide
guidance on development of opening balance sheetsto
transition from the present single entry to adouble entry
accounting system.

Fund Accounting. Guidance on governmental
fund accounting, to be based on a set of separate self
balancing accounts or funds to track revenues and
expenditures, will be provided. This will allow
financial managers and other decision makers to plan
and budget their finances effectively and also allow
detailed and accurate analysis.

Public Utilities. The technical guide will also
address public utilities in all service areas, to assist
municipal staff, outside bodies and professionals to
understand their accounting and reporting
requirements.

Auditing. The technical guide will address audit
techniques unique to local bodies and recommend that
financial health be assessed through both internal and
external audits. Government Accounting Sandards
Board. The technical guide will provide
recommendations for creating aboard similar to the
Government Accounting Standards Board inthe United
States for the purpose of issuing
governmental accounting standards.

Adaptation by States. Though the technical
guide aims to achieve a uniformity of approach, it
will also allow flexibility in certain areas due to
local conditions or statutory requirements.
Recommendations are expected to be adapted to local
conditions and approved for implementation by
each state legislature. To facilitate this process, ICAI
will sponsor a number of workshops, conferences
and continuing education programs. The Housing
and Urban Development Corporation (HUDCO)
has also offered to adopt one pilot city and assist in
the implementation of the recommendations.

Conclusion

Ultimately, the adoption and implementation of
the technical guide will provide local bodies with
more accurate and complete financial information,
which will help improve governance and, in particular,
the delivery of services, resource mobilization and
utilization of scarce financial resources.

From the states' perspective, it will provide
better financial information upon which to base
performance- linked grants, and it will enable states to
better oversee local administration. Adoption of
the guidelines will provide financial institutions
with the necessary financial information on a more
timely basis upon which to consider requests from
local bodies for investments in urban infrastructure.
And credit rating agencies will be better able to rate
the credit of local bodies on a timely and cost
effective basis.

Finally, improved accounting and financial
reporting will allow for more accurate and complete
intra- state and inter-state financial comparison
among local bodies. Ultimately, this will assist states
and the central government in developing and
implementing policies and programs for local bodies.
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Project Note: 22
Introducing an Improved Financial Accounting System
in Urban Local Bodies in India

As cities in India begin to develop projects that reflect principles of commercial viability and explore
private sector participation, the importance of reliable information on municipal finances has come to the fore.
The municipal accounting system is the source of this information, and there is a serious need for reform of the
current system. The Sate of Tamil Nadu has taken the lead in introducing a double entry accrual based system
state-wide with technical assistance from the FIRE project. This experience offers valuable lessons for other
states and local bodies and is complemented by efforts of the Institute of Chartered Accountants of India. This
Project Note describes the efforts of Tamil Nadu and an approach to adopting similar reform in other states.

In January 1999, the State of Tamil Nadu approved
ameasureto begin pilot testing of a double entry accrual
based accounting system in two municipal corporations
and 10 municipalities. With the pil ot project successfully
in progress, the state inaugurated this new system in its
remaining three municipal corporations and 92
municipalitieson April 1, 2000. Tamil Nadu is the first
state in India to initiate such extensive accounting
reformson astate-wide scale.

Such extensive reform at the local level is
challenging, especially since the accounting system
affects all departments of an urban local body (ULB).
But UL Bs havebecomeincreasingly awarethat if efforts
to develop commercially viable infrastructure and
to explore private sector participation are to succeed,
thisreform is essential.

The Need for Double Entry Accrual
Based Accounting

Since 1994, the FIRE project has been working
with Indian cities to help develop urban
environmental infrastructure projects capable of
attracting private sector investment. One of the chief
stumbling blocks has been the inadequacy of
information on municipal finances. The present
accounting system does not provide enough information
for analysts to assess the financial performance and
position of a ULB. A financial statement is only as
reliable as the system that produces it, and the single
entry cash based system in use by most ULBstoday is
subject to anumber of defects. Inasingle entry system,
the accuracy of books cannot be verified. The absence
of asset accounts limits control of fraud and
misappropriation of assetsand profit and loss statements
and balance sheets cannot be prepared. A double entry
accrual based system enablesthe preparation of reliable,
detailed financial statements subject to checks and
balances. These statements provide adequate financial
information for decision-making.

Constraints to the Introduction of a
New Accounting System

Several key constraints must be overcome
to implement the new system. First, municipal
staff currently lack the competency required tointroduce
the new accounting system. Accounting personnel
are typically clerks who are frequently transferred
among departments, preventing them from specializing
in accounting. Introducing the new system will
reguire training not only for accounting staff, but also
for those in other departments. Second, changes in
accounting and financial reporting requirementsrequire
legislative changes at the state and/or city level. Third,
an opening balance sheet must be prepared to implement
the new system. This requires the collection of
information on fixed assets, including their location,
servicelevelsand value, and determination of liabilities
as of the date the fiscal year begins.

A final constraint is the fear of penalty. The
present accounting system does not allow the financial
health or net worth of a municipality or municipal
corporation to be assessed. Nor do current financial
reports explain significant accounting policies. As a
result, they allow a municipal body to hide its
inefficiencies. The new system would not alow this.
Some administrators fear that they may be penalized
based on the possible negative net worth position that
would berevealed for thefirst timein the new financia
statements. In fact, financial position reflects the
accumulated performances of current and previous
administrations.

Approach to Improving Municipal
Accounting Systems in India

Realizing these challenges, the FIRE project
approached the introduction of the new accounting
systemonthree levels. Onthenational level, FIRE staff
worked with the Institute of Chartered Accountants of
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India (ICAI) to develop atechnical guide on accounts
and a new financial reporting system for urban local
bodiesin India. At the sametime, the FIRE project was
assisting the Government of Tamil Nadu to develop a
model system at the statelevel. Then it helped the Tamil
Nadu Urban Development Project (TNUDP) to
implement the new accounting system at the city level.

Reforming urban accounting and financial
reporting systems throughout India is a continuous
process with different institutions playing key roles.

* The ICAI finalized a Technical Guide on
Accounts and Financial Reporting System for
ULBsin India in September 2000. The guide is
designed to assist states introduce a new
accounting system based on generally
accepted accounting principles.

* Central and state ministriesthat coordinate matters
related to local government should employ ICAI
guidelines in making relevant legislative changes,
developing accounting systems and manuals
adapted to municipal needsand circumstances, and
providing necessary support for implementation,
especialy by employing accountants.

* Municipalities and municipal corporations must
assume responsihility for implementation and should
encourage staff to specialize in accounting.

*  Consultants may be tapped to help municipal staff
set up double entry accrual accounting systems.

e Training institutions should develop
training modules specifically for municipal
staff. They could provide on-the-job training
in addition to classroom training.

* Financial institutions should support the
development and implementation of the
improved accounting systems. They could
provide incentives such as rebates or lower
interest rates to reward ULBs for the new
financia reporting formats.

* International development agencies must continue
to support the efforts of the ICAI, Ministry of Urban
Development, states, municipal bodies, and training
and financia institutionsto carry out accounting
systemreforms.

Tamil Nadu - A Case Study on
Introducing Accounting Reforms

The State of Tamil Nadu decided to change to a
double entry accrual accounting system in late 1997
because it wanted to be able to present acceptable
information to funding agencieson thefinancial position
and performance of UL Bs. The state government began
the process by appointing a committee chaired by a

retired joint director of the Local Fund Audit in January
1998. State officials asked the FIRE project to help
the committee develop a manual and implement the
new accounting and financial reporting system
throughout the state. At thetime, therewereno guidelines
on how to do thisin India.

The committee submitted its first draft of an
accounting system manual for all ULBs in the state in
June 1998. This draft was discussed in detail with
the Commissioner of Municipal Administration,
the Director of Local Fund Audit, and the Chief
Executive Officer of the Tamil Nadu Urban
Infrastructure and Finance and Services, Ltd. The
Finance Department of the state also reviewed the draft.

Thefirst part of the Accounting Manual for Urban
Local Bodies in Tamil Nadu deals with accounting
procedures, the second part provides the chart of
accounts, and the third part presents the new forms and
formatsto be used inthe new accounting system. Every
procedure, account and form was specifically designed
for the state’s ULBs. The committee developed
separate procedures for key municipal functions,
including taxes and fees accounting, water supply and
drainagefund accounting, suppliers/materia accounting,
contractors accounting, loans and grants accounting,
etc.

In January 1999, the state Department of
Municipal Administration and Water Supply
decided to test the new system in 12 selected
cities. The pilot began at the start of the new
fiscal year onApril 1, 1999,

Meanwhile, the state Secretary referred
the Tamil Nadu manual to USAID andthe FIRE
project for their review and referral to the
recently-formed ICAl committee devel oping accounting
standards for ULBsin India. The FIRE project and the
Housing and Urban Devel opment Corporation (HUDCO)
organized aroundtable to discuss issues raised by the
ICAI committee. Senior officials of the Tamil
Nadu government, consultants writing the manual,
ICAl committee members, and FIRE project and
USAID staff met in September 1999 and reached
unanimous decisions on severa key issues. The issue
of applicability of existing Indian accounting
standards for municipal assets and revenue was raised.
As aresult, a chapter on “Norms of Recognition of
Municipa Assets and Revenue” was inserted in the
Tamil Nadu manual. The ICAI committee reviewed
these norms but has not yet reached consensus on
guidelinesfor valuing certaininfrastructure fixed assets
of municipa bodies, such asroads, parks, and municipal
lands.
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The municipalities in the pilot showed initiative
in introducing the new accounting system. They set
up the new accounts and maintained them on a
double entry basismanually. They collected information
on assets and liabilities using the forms in the manual
and, with the help of consultants, produced opening
balance sheets. Based on this success, in January 2000
the state Department of Municipal Administration and
Water Supply instructed that the new accounting system
be started in the remaining municipalities on April 1,
2000. Tamil Nadu thus became the first state to
introduce comprehensive accounting reforms state-
wide.

In order to ensure a smooth changeover to the
new system, the state aggregated the 107 ULBs into
25 groups based on location and size. TNUDP-II,
funded by the World Bank to oversee implementation
of the new accounting system, contracted with 25
chartered accountant firmsto assist ULBsintroduce the
new accounting manual. In March 2000, TNUDP-II,
with technical and financial support from the FIRE
project, conducted a three-day program to train staff of
each municipality and a one-day orientation to
familiarize the accounting firms with the functioning
of ULBsand the proposed municipal accounting system.
A qualified chartered accountant and an accountant will
visit each ULB and assist in implementation of the
new accounting system for 18 months. The firms
are providing on-the-job training, trouble-shooting,
and helping to prepare financial statements based on
the new system.

Tamil Nadu’'s accounting reform is one of the
best examples of the reforms underway in India's
urban sector. The process of revision of the manual
continues, inlight of ICAI’srecently prepared technical
guide and the state’s ongoing review of the system.
TNUDP-II is monitoring progress through two
committees: one at the regional, field level and another
at the state level. The state contracted with a firm to
develop accounting software for the ULBs that will be
introduced after it has been tested with cities using the
new system manually. The state’'s goal is that all its
ULBs prepare year-end financial statements on an
accrual basisfor thefiscal year ending March 31, 2001.

The Tamil Nadu example shows that
accounting reforms can be successfully introduced
state-wide where there is effective political and
administrative leadership, thewillingnessof local officias
to take bold initiatives, and continuous support by the
state government and donor agencies, such as the
World Bank and the USAID FIRE project.

Key Steps to Introducing an Improved
Financial Accounting System

The process of introducing accounting reforms
will vary by state. There are certain lessons, however,
that one can take from the Tamil Nadu experience. The
FIRE project staff summarizesthekey stepsasfollows:
* Assess the present accounting system,

including the current methods of recording
revenues and expenses,

*  Structure the new municipal accounting systemin
accord with ICAI’s technical guide on accounting
and financial reporting for urban local bodies;

e Collect information on municipal
properties, including dimensions, usage and val ue,
in order to prepare an opening bal ance shest;

*  Propose appropriate legislation required to change
the municipal accounting system;

*  Undertake the following tasks (often these can be
done by consultants): - Prepare amanual detailing
the new accounting system and procedures, chart
of accounts and forms/formats; - Develop normsfor
recognition of assets and revenue in accord with
ICAI's national accounting standards; - Conduct
both classroom and on-the-job training of municipal
staff; and - Provide professional support to the
municipal staff for at least the first 18 months
of implementation of the new accounting system;

e Computerize the accounting system to
increase capacity of local staff to maintain the new
system,

* Implement the new system together with the old
one for at least eighteen months to alow time for
phased transition to the new system and for officials
to gain confidence and experience in operating it.

Conclusion

Transparent financial information and
standardized accounting practices not only enable
effective governance, but also form the foundation for
carrying out municipal credit ratings, development
of commercially viable urban infrastructure projects,
and involvement of the private sector in the delivery
of urban services. Most urban officials in India agree
with the need to introduce a double entry accrual
based accounting system. For the past five years, the
USAID FIRE project has worked to establish an
ingtitutional basisfor thisreform. Now, with theissuance
of ICAI’'stechnical guide and the State of Tamil Nadu's
revised accounting manual and experience introducing
itinall itsmunicipalitiesand municipal corporations, it
will be much easier for other states in India to
introduce improved accounting and financial reporting
systems.
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Project Note 24.
A Valuable Tool for Urban Reform in India:
Technical Guide on Accounting and Financial
Reporting by Urban Local Bodies

The Institute of Chartered Accountants of India (ICAI) published a technical guide on accounting and
financial reporting by urban local bodiesin Indiain October 2000. The guide, prepared by a national committee
representing both urban local bodies and the accounting profession, is an important tool for urban financial
reformin India. The Indo-USAID FIRE project supported the conceptualization and development of this guide.
ThisProject Note describesthe origin of the guide, summarizesits contents, and outlines | CAl’s plan to disseminate

its recommendations.

At present, urban local bodies (ULBS) that seek
to mobilize additional resources internally or
from outside sources to meet growing infrastructure
demands are severely constrained by a cash-based
accounting system and financial statements. Cash-based
accounting does permit monitoring of compliance with
the prescribed use of funds and spending limits set in
the budget. It does not, however, provide information
about a ULB’s financial position and performance
required by financial analysts and decision-makers.

In order to increase available options for loans
and other mechanisms to raise money, and enhance
their capacity to negotiate favorable terms, ULBs need
to present complete and reliable financial information.
Only financial statements based on a double-entry
accrual (or modified accrual) basis can provide users a
statement of assets and liabilities (balance sheet) and
matching revenue and expenditures statements. These
financial statements enable usersto determine not only
effective compliance with budget conditions, but also
the efficiency of municipal operations and the overall
financial status of the urban body. Consequently, many
states, cities and national organizations are making
serious efforts to study, develop and implement new
accounting systems, standards and reporting formats
for ULBsin India.

The Institute of Chartered Accountants
of India and Its New Role

One of the most important efforts to reform
municipal accounting in India is being led by the
Institute of Chartered Accountants of India. ICAI is
well positioned for this challenge due to its historical
mandate and the wide distribution of its members
throughout India. The ICAI was established on July 1,
1949 under The Chartered Accountants Act, 1949 to
regulate the accounting profession in India.
Headquartered in New Delhi, a Central Council
comprised of 30 members manages the Institute;

members elect 24 and the central government appoints
six. Regiona Councilsarelocated in Mumbai, Chennai,
Calcutta, Kanpur and New Delhi and 87 branches of
these councils are found throughout the country. (The
Institute al so has nine chaptersin Africaand the Middle
East.) The Institute's membership has grown to nearly
90,000 and 70 percent of its members are practicing
accountants.

The Prime Minister of India, Mr. Atal Bihari
Vajpayee, in a speech at ICAl’s 50" anniversary
celebration, acknowledged its valuable contribution in
establishing accounting norms and standards for
industries and commercial enterprisesin Indiasincethe
country’sindependence. Looking ahead, he challenged
ICAI to take the lead in developing a proper financial
accounting and reporting system for the social sector,
whichincludesrura and urbanlocal bodiesin India. The
ICALl isfulfilling its commitment to the urban sector by
conducting the necessary research and developing
materials to introduce an improved accounting system
forULBs.

Preparation of the Technical Guide

The Indo-USAID FIRE project realized the
demand for an improved accounting system based on
its experience assisting municipal corporations, other
ULBSs, and state agencies to introduce a commercial
orientation in urban infrastructure services and to access
private financing for them. In 1997, the FIRE project
staff made a presentation to the ICAI's Professional
Development Committee, which set up a five-member
study group immediately after the presentation. This
group was later expanded into a 12-member
subcommittee of the Institute’s Accounting Standards
Board. Members included eminent accounting
professionals and urban government officials. After
detailed study of the practical problemsfaced by ULBs,
the subcommittee prepared the Technical Guide on
Accounting and Financial Reporting by Urban Local
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Bodies. The guide is intended to be a first step in the
Institute’songoing guidanceto local officials. The FIRE
project supported the subcommittee’s efforts from its
inception.

Contents of the Technical Guide

The purpose of the technical guideisto providea
broad framework for and direction to state governments,
ULBs, ICAI members, and others as they work to
improve urban accounting and financial reporting
systems. Urban local bodies include municipal
corporations, municipalities, and town panchayats. The
chapters of the ICAI technical guide deal with the
following issues:

* objectives of financial reporting by urban local
bodies,

* basis of accounting measurements;

® accounting standards and their application to
ULBs,

® issues in transitioning from present to suggested
accounting systems;

e form and content of financial reports; and

* implementation.

Thefollowing paragraphs highlight the main points
of each chapter.

Objectives. Financial
reporting by urban local bodies
is intended to satisfy the
information needs of various
users. The three principal user
! groups are the ULB itself,

including elected officias; the

public; and creditors owed for
- the provision of goods,
services and loans. These
. groups need financial
information to:

1. determine compliance with laws, rules, and
regulations;

2. evaluate efficiency and effectiveness; and

3. assess financial position.

Basis of accounting. This phrase refers to the
timing of recognition of revenues, expenses, assets, and
liabilities in accounts. At present, ULBs in India are
generally following the cash basis of accounting.
Transactions are recorded — and revenues and expenses
recognized — when the related cash receipts or cash
payments take place. The cash basis of accounting fails
to meet most of the financial reporting objectives. The

limitations of the cash basis of accounting for ng
performance and financial position have led to the
adoption of the accrual basis of accounting. Accrual
accounting is the method of recording transactions by
which revenues, costs, assets, and liabilities are
recognized in the accounts in the period in which they
occur. The guide also discusses a “modified accrual
basis’ of accounting. In thissystem, revenues and other
increments to government funds are recognized in the
accounting period in which they become both
measurable and available to finance the expenditure of
the fiscal period.

Accounting standards and their application.
Accounting standards lay down the rules for measuring
and presenting accounting information. They apply to
any entity engaged in commercial, industrial or business
activities, evenif these activitiesareonly asmall portion
of the entity’s activities. The technical guide clarifies
that these standards apply to ULBs since “virtually all
...do carry on some activities of a commercial or
business nature, e.g. supply of water.” In order to
address the particular problems of ULBs, each
accounting standard and its applicability to ULBs in
practical situations is discussed in Chapter 5, the core
of the guide.

Transition. Themajor stumbling blocksfor ULBs
in the process of transition from a cash basis to an
accrual basis of accounting are unrecorded assets and
unrecorded liabilities. Based onfield experience, FIRE
staff estimates that unrecorded assets are a far greater
problem of thetwo for urban local bodies. Inthe accrual
system, assetsare recorded at the amount of expenditure
to acquire or construct them, with costs amortized over
their useful life. Under the current cash system of
accounting, however, documents about the costs of fixed
assets acquired or constructed in the past may not be
available or the value of assetsreceived as donations or
endowments may have been recorded as“ nil” sincethere
was no cost to the urban body. The ICAI guide suggests
using the estimated market value of these assets at the
timeof thetrangitiontothenew accrual system. Liabilities
that may not be recorded under acash system are pension
payments and gratuities due to employeesin the future.
Obtaining an accurate record of all assetsand liabilities
is required to construct a balance sheet showing an
entity’sfinancial position.

Formats of financial statements. Financial
statements arethe end product of the accounting process.
Through them, financial information is communicated
to various users to assist them in making economic
decisions. For the information in the financial
statements to be useful, it should have certain
characteristics. The guide describes these qualities:
understandability; relevance; materiality; reliability;
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faithful representation; substance over form; neutrality;
prudence; completeness; and comparability. However,
the guide recognizes that there are constraints to
providing such relevant and reliable information in the
financia statements. Theconstraintsrelateto timeliness
and cost. If there is undue delay in the reporting of
information, it may loseits relevance. And the benefits
derived from disclosing theinformation must exceed the
associated costs of providing it. All ULBsmust grapple
with these two constraints.

The recommended formats provide for the
disclosure of aggregate figures of revenues, expenses,
assets, and liabilities on the face of the balance sheet
and the income and expenditure account. The guide
recommends that these statements should also disclose
relevant information for each type of activity to help
usersassess the efficiency and effectivenessof the ULB
in carrying out different types of activities. Since many
urban activities are not separately priced or are
subsidized, this may require additional explanatory
information. Finally, the guide encourages ULBs to
present more than the minimum information required by
the suggested formats. The purpose of the suggested

Implementation in Tamil Nadu
and Other States

Tamil Nadu is the first state in India to
introduce an accrual based accounting system in
all municipalities and municipal corporations,
which it did effective April 1, 2000. Tamil Nadu
officials provided key input in the preparation of
ICAl'stechnical guide. The Institute and the FIRE
project also provided technical assistance to those
developing Tamil Nadu's accounting system
manual. Thus, Tamil Nadu and ICAI
complemented each other in developing the state's
accounting system manual and the Institute’s
technical guide. The FIRE project was the catalyst
and supported both ICAI and Tamil Nadu in setting
the overall framework for change and the practical
example for other states in India to follow. The
states of Karnatka, Maharashtra, Gujarat,
Rajasthan, Andhra Pradesh, Madhya Pradesh, and
Punjab are al making efforts at the state and city
levels to improve their urban financial accounting
systems.

formatsisto bring uniformity to financial reporting that
would allow users to make inter-and intra-state
comparisons. However, ULBs and state governments
arefreeto devel op an accounting system withinthe | CAl
framework and guidelinesthat meetstheir specific needs
and requirements.

Implementation. Implementation of these
suggestions would require widespread changes to the
accounting systemscurrently in usein most ULBs. The
success of themovetoward improved financial reporting
depends to a large extent on how well the transition
processis managed. The guide recommendsthat states
and ULBs take the following principal steps to
implement its suggestions:

* review the current legislative framework with
regard to accounting systems,

*  develop accounting manuals, starting with manuals
aready developed by other states;

e carry out common training programs for ULB
accounting personnel;

e promote the participation of municipa personnel
in the transition process,

* institute financial audits; and

* use the services of chartered accountants in
implementing the new accounting system.

ICAI Action Plan

Currently there is a great demand by local and
state governments to adopt the new, generally accepted
accounting principles and procedures for local
governments in India.  ICAI will continue to play a
leadership role in this regard. The ICAIl plans to
continue its support of municipal accounting reforms
by:

e continuing to formulate accounting standards
applicable to urban local bodies and other similar
government organi zations. For this purpose, it will
consider applicable laws, customs, practices, and
the operating environment of local governments
in India. It will also review the Government
Accounting Standards issued by the U.S.
Government Accounting Standards Board.

*  continuing to develop acomprehensive framework
for preparation and presentation of financial
statements by urban local bodies;

* issuing clarifications and interpretations of its
Accounting Standards;

* producing Guidance Notes and other literature on
accounting and financial reporting by urban local
bodies;

* responding to the issues arising out of the
implementation of the suggestionsin its Technical
Guide; and

e conducting workshops, training programs and
seminars to provide guidance to local and state
officials regarding implementation of these
suggestions.
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Conclusion

The primary purpose of local governments is to
maximize the provision of urban services within
available resources. Accordingly, urban bodies are
accountablefor their operational and fiscal performance
to citizens, investors, lenders, and all other stakeholders.
Operational accountability refersto the extent to which
local governments have met their program objectives
efficiently and effectively, given their resources. Fiscal

accountability requiresofficialsto demonstrate that their
activitieshave complied with laws, rules, and regulations
concerning theraising and spending of funds. Financial
statements enabl e users to measure the degree to which
alocal government has met both requirements. With the
introduction of the recommended changes in the basis
and system of accounting, the financial statements of
urban local bodiesin Indiawill be ableto provide users
with better information on the qualitative and quantitative
aspects of alocal government’s performance.
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Project Note 20:
Developing a Municipal Credit Rating System in India

Snce the city of Ahmedabad received India’'s first municipal credit rating in February, 1996, over 30 cities
are following suit. While the rating is a key element in accessing capital markets, these ratings have also come
to be recognized as important indicators of urban competitiveness. Throughout this process, the FIRE(D) Project
has been working to facilitate the development of a municipal credit rating system in India, supporting both
cities and rating agencies as they move forward. This Project Note describes the rating methodol ogy devel oped
by Credit Rating Information Services of India, Ltd. (CRISIL) and discusses ratings of the Ahmedabad and

\Vijayawada Municipal Corporations.

In 1995, the Ahmedabad Municipal
Corporation (AMC) took the ground-breaking step of
requesting a credit rating from CRISIL. The rating
exercise, however, had never been performed for a
municipality. CRISIL, with support from the FIRE(D)
Project, worked to develop a methodology based on
careful study of urban local bodies in India and
international experience in the rating of municipal
bonds.

Since then, CRISIL’s rating exercise has evolved
tofocus on six major areasrelativeto the municipality’s
profile and existing operations; its financial and
managerial performance; and the specific project for
which it intends to borrow funds.

To further seed the development of a municipal
credit rating system, the National Institute of Urban
Affairs, aFIRE(D) Project Partner, took the step of
contracting with Investment Information and Credit
Rating Agency (ICRA) to develop a credit rating
methodology and apply it to three agencies.

Over thirty cities have now turned to CRISIL,
ICRA and Credit Analysis and Research, Limited
(CARE), India's other leading rating agency, to request
credit ratings.

In addition, the states of Andhra Pradesh and
Keralaare considering plans to have their major cities
rated.

A credit rating is a key element of the pre-sale
stage of amunicipal bond issue, for it indicates the risk
level associated with an issuer’s ability to repay debt.
Accessing capital markets, though, requires projects
developed in commercially viableformatswith adegquate
attention given to completion of projects within a
specified time and cost. This, in turn, requires
considerable investment in project development, with
intensive technical assistance, supported by
documentation and dissemination of experiences to
maximizebenefits.

A credit rating has also come to be regarded as a
solid indicator of a city’s performance and
competitiveness. Andhra Pradesh and Kerala are
considering plans to have their major cities rated not
necessarily only for prospective bond issues, but for
financial management and monitoring purposes.

Regardless of the purpose, once arating has been
issued, continued surveillance by the rating agency
isimportant toidentify changing conditionsand trends in
performance.

Credit Assessment of Municipal Bodies

CRISIL has identified six main areas of
assessment.

1. Legal and Administrative Framework

Analysis focuses on the authority and
responsibility of the municipality with regard to
services, both obligatory and discretionary, taxation and
borrowing of funds. This includes not only the city’s
powers of taxation, but specific measures that might
have been taken to rationalize tax rates and add clarity
to the system. In terms of borrowing, the manner in
which sinking fund balances are transferred and
monitored is also considered.

2. Economic Base of the Service Area The
economic base is analyzed to assess the potential for
enhancing revenue-generation by the municipal body.
Key factors include population and projected growth
rates, levels of commercial and industrial
activity, characteristics of thetax base, per capitaincome
levels, and other indicators of economic activity such
as the number of vehicles registered or requests for
telephone connections. Today thesefactors have limited
use except in octroi-levying cities, because of the lack
of aclear link between the economic and tax bases of
thesecities. It isexpected in thefuture, however, that as
cities move toward full cost recovery for services, the
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economic base will be an important indicator of users
ability and willingness to bear taxes and user charges.

3. Details of Municipal Finances Analysis is
based on aconventional framework reflecting arevenue
account and acapital account. Receipts and expenditures
for the past 5 years are assessed separately, and the
accounting policy followed by it are considered key
inputs in the analysis. The first phase of analysis
assesses overall surplus or deficit of the
revenue account. Both tax and non-tax revenue as well
as state grants are reviewed. Recommendations of the
relevant State Finance Commission are evaluated, if
applicable. The second phase examines service related
expenditures —water supply, sewerage, education,
public health, public safety, etc.—and head-wise
expenditures—wages and salaries, operating expenses,
repairs, maintenance and debt-servicing. In caseswhere
wages, salaries and debt-servicing constitute amajority
of the costs, flexibility and the potential for expenditure
control will be limited, impacting the credit rating
adversely. Finally, a debt profile is
constructed, considering sources, tenure, interest rates
and repayment schedules for all outstanding debts of
the municipaity.

4. Existing Operations This evaluation begins
with a comparison of mandatory and discretionary ser-
vicesof the municipality, with more favorablelight shed
when there is emphasis on those services that are man-
datory. Operating efficiency is evaluated with regard to

core servicesaswell asthe organizational arrangements
for delivery, existing infrastructure and level of revenue
expenditure on these services. Effortsto curtail revenue
expenditure areregarded favorably. Past trendsin terms
of capital outlays and receipts are used to indicate fu-
ture trends in these areas, based on comparison of bud-
geted and actual outlays, projects undertaken, relative
management performance, and service augmentationin
relation to standard norms.

5. Management The foundation of the financial
health of a municipal body is its managerial capacity.
This requires review of the organizational structure;
administrative systems and procedures; project
management skillsof the management; thelevel of control
exercised on expenditure; management of political forces;
and initiative taken to enhance resources and improve
collection mechanisms.

6. Project Analysis The project proposed to be
financed by bond proceeds has to be analyzed in detail.
Analysis focuses on existing levels of service;
improvements envisioned by the project; project cost;
means of funding; and the effect of debt funding on the
debt service coverage of themunicipal body. There must
be adequate comfort with the debt servicing capacity of
the issuer. The proposed project will involve specific
operations and maintenance expenditures which may be
financed by existing cashflows, and this canimpact debt-
servicing capacity.

Introducing the Structured Debt Obligation

Municipal bonds are of two general types. General obligation (GO) bonds carry the full faith and credit of the issuing
authority, and are appropriate for general services such as roads or street lighting, for which it is difficult to levy user
charges. Revenue bonds, however, are tied to specified sources of revenue from the facilities or services which they
finance. In the US, which has the most devel oped bond system in the world, the prevalence of revenue bonds has grown to
over 70 percent in the past twenty years. The revenue bond structure in the US is backed by strong and credible covenants
related to the revision of user charges, debt service coverage ratio and additional debt mobilization.

In India, the urban sector is plagued by a number of constraints, including a low taxes base; lack of credible credit
histories; sectoral constraints related to cost recovery, especially for water and sewerage; and an image as a “social” sector
which results in a lack of market rigor. Given these constraints, far reaching reforms have to be initiated before municipal
bodies can attain the status of issuing project-based, non-recourse debt findings in the form of revenue bonds. In light of
the lack of atrack record and market image of municipal bodies, investors are unlikely to accept even the GO structure.

Within this context, the FIRE(D) Project, in association with CRISIL and IL& FS, worked to introduce Structured Debt
Obligations (SDO) for municipal authorities, based on earlier experiences in the power and irrigation sectors. The primary
benefit of an SDO is to raise the credit quality of the proposed instrument by earmarking reliable and predictable streams
of revenue from specific tax and/or non-tax sources of the municipal body. These earmarked cash flows, which are the
primary source of debt servicing, are kept separate from the issuer’s general funds and are monitored by an independent

trustee.

The SDO approach may enhance the rating of a debt instrument compared to the stand alone creditworthiness of the
issuer, leading to easier access to the capital markets and potentially less costly financing. The cities of Ahmedabad,
Vijayawada, Nashik, and most others which have requested ratings, have taken the SDO approach.
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Rating Structured Debt Obligations

SDOs are debt instruments secured by cashflows
from a specific asset or source of revenue which arethe
primary means of servicing obligationsto debt holders.
In thisway, an SDO is a credit enhancement
mechanism. (See box on previous page.)

The linkage between the performance
requirements of the issuer and the origination of the
cashflows is one of the key considerations in assessing
the extent to which the SDO would enhance the stand-
alone credit quality of the issuer. The corresponding
reductionin credit risk allowstheissuer easier accessto
the capital market. CRISIL has considered two basic
mechanisms—escrow accounts and guaranties—as
credit enhancement mechanisms for specific debt issues.

In the case of Municipal Corporations, octroi and
property tax revenues constitute steady sources of
cashflow and can be segregated and deployed toward
debt servicing. These pre-specified cashflows can be
escrowed (collected inadesignated account) and further
utilized for the specific purpose of debt servicing. Such
repayment structures are overseen by a trustee who
ensures that the issuer adheres to pre-specified
arrangements for collection and further alocation and
all other terms of the SDO are satisfied.

With an SDO approach, a city may be able to
draw greater confidence and interest in its bonds. For
example, Ahmedabad’s first credit rating—issued in
1996 for a general obligation bond issue of Rs. 1 billion
($25 million) —was A+, indicating adeguate security
for investors. After a re-examination of the project
financial structure and introduction of credit
enhancement, Infrastructure Leasing & Financial
Services (IL&FS), in association with the FIRE(D)
Project, worked with the AMC to shift from a general
obligation to an SDO.

The AMC returned to CRISIL thefollowing year
and received an AA(so), indicating a high degree of
security. When the bondswerefinally issued in January
of 1998, the public portion of the issue was
oversubscribed by more than 15 percent.

The Vijayawada Municipal
Corporation Rating

In November, 1997 CRISIL assigned arating of A-
(SO) to the Vijayawada Municipal Corporation (VMC)
for aborrowing of Rs. 30 crore ($7.5million), indicating
an adequate degree of certainty regarding timely
payment of financial obligations. In October 1999, this
rating was reaffirmed by CRISIL. To achievethisrating,

the VMC pursued credit enhancements which rely on a
pre-specified manner of borrowing over a four year
period, for loansranging in maturity from sevento thirty
years.

Vijayawada has had a healthy financial track
record, financing capital expenditures with revenue
surpluses. The revenue account has had a consistent
surplus since 1993-94, with a sharp increase in 1996-
97. Tax arrears have decreased because the VMC is
following a prudent practice of rapid settlement.

The city’s outlook for property tax collectionsis
positive given the fact that the government of Andhra
Pradesh proposes to introduce an area based system of
property tax assessment. The VMC has recently
increased assessments and the number of properties
eligible. Because the VMC has not revised tax rates
since 1962, it islikely that the executive wing may find
support for rate
revisions, specifically for non-
residential properties.
Further revenues are expected to
be gained primarily from
commercial property development,
and to a lesser extent from water
supply services and lease
payments from a solid waste
disposal project.

Like the AMC, the VMC's credit rating was
enhanced by the devel opment of an escrow mechanism.
But unlike the AMC, the VMC does not collect octroi;
the majority of its revenues derive from property taxes
and rental of commercial properties. Thus, the debt
instrument proposed by CRISIL is a Special Tax Bond
under which cash flows from gross property tax
collections and commercial property development are
to be collated and discharged to a designated escrow
account. Thesefunds will be monitored by atrustee until
the point at which agiven year’s account is sufficient
to cover the interest payment and principal repayment
for that year.

To further enhance its credit, the VMC, in
consultation with HUDCO, CRISIL and the FIRE(D)
Project, proposes to adopt a senior-mezzanine debt
structure under which Class | securities, municipal
bonds, receive priority in terms of repayment, and Class
Il securitieswill berepaid only after meeting obligations
on Class |. While the credit of the VMC is highly
susceptible to the amount of debt or market borrowings
mobilized, the advantage of such astructured borrowing
program isthat it ensures linkages between the overall
revenue receipts position and the debt-servicing
lighilitiesof theVMC.
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Project Note 27:
An Independent Regulatory Framework for
Water and Waste Water in Maharashtra

A need clearly exists for major reforms aimed at a sustainable improvement in water and sanitation
servicesin Maharashtra, asin other Indian states. Wthout a changein basic approach, policies, and institutional
framework;, it will beimpossible for the state and |ocal governments to provide universal access to these services,
especially for the poor, and ensure their sustainability. The state Water Supply and Sanitation Department
(WSSD) appointed the Sukthankar Committee to develop a roadmap for improvement in these sectors. The
committee recommended setting up an independent entity to regulate water tariffs and service standards. This
Project Note describes the rationale for and proposed functions of this new state-level entity, considerations for
tariff determination, and the community role in regulation.

Maharashtra is the most urbanized state in
India. While its water and sanitation
coverage is better than most other Indian states, service
levelsin most areas are grossly inadequate. Some areas
experience severe water scarcity, especially in summer
months, and water must be brought in by tanker trucks.
In rural areas, only 55 percent of the villages and 65
percent of the neighborhoods have a supply of more
than 40 liters per capita per day (Ipcd). Of the 15
municipal corporations, only Mumbai and two others
meet the urban norm of 177 Ipcd. Serviceisintermittent
everywhere. Few cities have properly planned drain and
sewer lines; nearly two thirds do not have an
underground drainage system. This situation contributes
to the pollution of the water supply. On average, 39
percent of rural and 10 percent of urban water samples
are contaminated. Adverse consequenceson health and
economic development are widely recognized.

Given the poor level of service, citizens are
unwilling to pay for it. Thisleadsto avicious cycle of
under performance for both sectors. Since water tariff
collection is low, and user fees are not collected for
sanitation, cities must use general revenues for
operations and maintenance (O&M). Mumbai is the
only city in the state with a surplus in its water and
sewerage account. Financially-strapped cities underfund
maintenance and prior investments decline in value.
Thus, physical leakage is now estimated at 40 to 55
percent of piped water supply. Forty three urban bodies
in Maharashtradeclined to take over new water projects
built by the Maharashtra Jeevan Pradhikaran (MJP), a
state-level water and sewerage board, largely because
they do not have the financial and technical resources
required to maintain them. With rapidly increasing
population and industrialization, the current system is
neither economically nor environmentally sustainable.

The Need for Regulation

The core problem, according to the WSSD and
Sukthankar Committee analysis, is that there is no

emphasis on consumer preferences and source and
system sustainability in the old supply-driven approach.
A mutual self-help, community orientation is
appropriate for rural areas, while a commercial
orientation is best for urban areas. The key challenges
while moving to a market driven model in the urban
sector are: to ingtill a paying culture among users; to
instill acustomer focus among utility managers; and to
increase transparency in operations.

Because water is viewed as a gift from God, it
has been assumed that it would be priced cheaply.
Declining investment in the sector is traced to the lack
of reasonable and sustainable tariffs. Almost all urban
bodies in Maharashtra have tariffs that do not cover
costs; cost recovery of only O&M varies from 5 to 83
percent. Therates of many local authorities do not meet
minimums set by the state, nor are they revised once
fixed. Low collections, as low as 25 percent in rural
areas and ranging from 25 to 90 percent in urban areas,
and inadequate metering exacerbate the problem.
Residents need to be convinced that tap water and
sewage connections are services that ought to be paid
for, that water is a precious commodity. The lack of a
customer focus and poor service result in people’'s
unwillingness to pay.

The main bottleneck is the lack of appropriate
institutional arrangements that results in a lack of
transparency and accountability. Traditionally, the
water supply and sanitation sector evolved as a state-
dominated sector. The state built transmission lines,
service reservoirs, large pumping stations, distribution
networks, and large treatment plants. Current
incentives lead officials to focus on large, politically
appealing, augmentation projects; there are no
incentives to focus on operational and economic
efficiency. Thus, skewed investment patterns result in
the neglect of maintenance. The parastatal agency, the
MJPR, which finances, designs, and buildsthesefacilities,
also handles policy, regulation, and operations of
residential water supply. Another state agency, the
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Maharashtra Industrial Development Corporation
(MIDC), runs a separate water supply for industries,
eliminating the opportunity for cross subsidization
between residential and industrial users. Little attention
is paid to waste water. Municipal corporations and
urban bodies have been given responsibility for O& M
of systems that they did not design and given the right
to set and collect tariffs. Local politicians promise free
water or low water tariffs to improve their election
prospects. Often government institutions are working
at cross-purposes, many with contradictory roles, and
political interferenceiscommon. A major restructuring
is necessary if the goal of universal, sustainable access
isto be achieved.

Key Committees Studying Water and
Sanitation Sector Reform

The Maharashtra Water Supply and Sanitation
Department appointed a committee under the
chairmanship of Mr. D.M. Sukthankar in January
2000 to prepare aroadmap for theimproved provision
of water and sewerage throughout the state. Other
committee members were Mr. Venkat Chary of the
M aharashtraElectricity Regulatory Commission; Mr.
Nasser Munjee of the Infrastructure Development
Finance Company (IDFC); Mr. B.V. Rotkar, formerly
of theMJP; and Mr. V.P. Rgjaand Mr. S. Prabhakaran
of WSSD. The committee's assignment was to study
rural and urban water supply schemes and master
plans and to make suggestions for improved
performance of existing assetsincluding institutional
and tariff restructuring, private sector participation,
creating a competitive environment for water and
sewerage services, strengthening the MJP, and
improving groundwater resource management.

In December 1999, the WSSD set up a Core
Group of officers from the Government of
Maharashtra, MJP, the Groundwater Survey and
Development Agency, the USAID FIRE project,
IDFC, and Infrastructure Leasing and Financial
Servicesto prepare aroadmap for encouraging private
sector participation in the sector. The activities of
the Core Group dovetailed with those of the
Sukthankar Committee. The USAID FIRE project
managed the Core Group, the technical secretariat
of the Sukthankar Committee. This group sent the
draft framework, including a proposed act to set up
the new regulatory commission, to all urban local
bodies in the state for their review and comments.

The committee submitted the Sukthankar
Committee Report on Operation, Maintenance and
Management of Rural and Urban Water Supply
Schemes to the state government for review on
February 28, 2001.

Proposed New Independent Regulatory
Commission

The Sukthankar Committee strongly
recommended the establishment of an independent
Maharashtra Water and Waste Water Regulatory
Commission (MWRC) to achieve substantial and far
reaching reforms in the water sector in Maharashtra.
Its primary objectives would be to determine arange of
tariffs for water and waste water, to protect consumers
from abuse by the new City/Regional Water Supply
Entities (CWSESs) which will have monopoly power in
the licensed areas, to create a conducive environment
for attracting viable investments in the CWSEs to
improve service quality, and to promote economic
efficiency in the sector. It will serve as a catalyst for
reformsby removing arbitrary decisionsin setting tariffs
and service standards, which will help lead to new sector
investments.

The committee believes that this independent
regulatory framework will facilitate the restructuring
of existing service providers indirectly through
monitoring tariff determination and servicequality. The
MWRC will facilitate increased transparency,
accountability, and aconsumer orientation by requiring
public consultation and generation of publicinformation.

The MWRC would be responsible for regulating
both water supply and waste water disposal services.
Specificaly, itskey functionswould include:

1. Regulation of the quality of service being
provided by local bodies and to be provided by the
licensed entities, or those working under contract with
the local body, or the MIDC. Service quality would
include quality of water supplied, quantity and hours
of supply, reliability and continuity of supply, timely
redress of consumer grievances, service coverage, and
waste water disposal according to agreed standards.

2. Economic regulation of tariffs to be charged
by the service providers (local bodies, CWSEs, other
serviceagenciessuchasMIDC, MJP, City and Industrial
Corporation, and private sector entities.) Thetariffswill
be determined on the basis of afair chargeto customers
and to ensure the viahility of service providers.

3. Issueand regulation of licensesto the proposed
CWSES, in association with one or morelocal bodiesor
other agencies such as the MJP and the MIDC. The
MWRC will issuelicensesto al new entrants, including
private operators, in the sector after following a
transparent procedure.
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4. Coordination with other regulators for
environmental regulation, especially related to drinking
water quality and waste water disposal standards. The
Department of Health sets standards for drinking water
quality and the Maharashtra Pollution Control Board,
under the Environment Department, regulates waste
water disposal. The MWRC will coordinate with these
regulators enforcing standardsto the extent they pertain
to tariff setting.

5. Collection and dissemination of sector
information to enable the MWRC to establish good
regulations and to assist different interest groups,
especially consumer councils, to recognizeimproprieties
by the local water supply entities. Identification of
relevant information and its independent collection and
dissemination will be the key to effective regulation.

MWRC's jurisdiction will be al local bodies,
autonomous service providers (the CWSEs), and private
sector water service providers operating under long-term
contracts with local bodies, MIDC, the MJR, and rural
local bodies. Single village schemes, however, will not
be under its purview.

Considerations for Tariff Setting

The thorniest regulatory issue revolves around
determining water tariffs.
Tariff setting should
ensure a fair charge to
customers in relation to
services consumed and
thecommercia viability of
the providers. Tariffs
shouldincludeincentives
to utilities to improve
operational and economic
efficiency —for example,
by reducing leakages,
unaccounted for water,
and energy costs aswell asimproving collections. The
MWRC would establish mandatory guidelines and
principles, such as recovering costs for desired service
levels, to help tariffsgradually move toward thisgoal. It
would conduct regular reviews of thetariffs set by local
bodies and, over time as more information becomes
available, develop yardsticks to measure progress.

The WDSS and the Sukthankar Committee
recognizethat it may be necessary to subsidize services
for the poor and disadvantaged for whom even lifeline
ratesare not affordable. They maintain that the subsidies
must be explicit and well targeted. This contrasts with
the current situation in which residences and businesses
that can afford to pay are receiving water at no or low

cost in hidden subsidies. The committee recommends
that local bodies find innovative ways to address the
needs of the poor by securing the active involvement of
community based organizations and by appropriate
design of private sector projectsthey put out for bid. It
warns that, without explicit inclusion of the poor in the
reform process, reform may be derailedin their name.

Community Role in Regulation

To makethe new regulation and tariff setting more
responsive to community needs and willingness, the
new entity should initiate a process for effective
community participation. First, the MWRC should set
up or strengthen consumer councils that can articulate
consumer demands and preferences and provide them
capacity building support. Second, the MRCW should
set up an effective public consultation process for
licensing and tariff determination. To be meaningful,
such consultation must be backed up by timely provision
of relevant information to the public about existing
service levels, financial investments and expenses,
hidden subsidy transfers, etc. The Sukthankar
Committee, noting that enforcement of environmental
regulations is weak, recommended that monitoring of
water quality be contracted out to the private sector and
non-governmental organizations (NGOs). With access
to relevant information, NGOs and other community
groups can be powerful advocates for reform. The
Citizens' Charter, adopted by the utilitiesin Hyderabad
and Chennai, helps introduce a consumer focus to the
service. Just as in the power sector, research suggests
that usersarewilling to pay for water aslong astangible
improvements can be demonstrated.

Conclusion

The 73 and 74" Constitutional Amendments,
which devolve responsibilities to local governments,
present an excellent opportunity for reform of the water
and waste water sectors along the lines proposed above
for Maharashtra. State funding and MJP technical
expertise are being transferred to local governments.
The funding transfers should be conditioned in part on
local utilities' progress toward meeting the standards
for service quality and community participation. This
will reinforce, in an affirmative cycle, greater customer
participation, acommercial orientation by the utilities,
new investment priorities, and improved service and
coveragethat ismore economically and environmentally
sustainable.
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COMMERCIAL VIABILITY OF MUNICIPAL SERVICES

The FIRE(D) project aimsto increase the participation of municipalities, the private sector, and community
organizations in the development and delivery of commercialy viable urban infrastructure services in India.
Several Project Notes deal with aspects of commercial viability of these services and they also indirectly relate to
strengthening municipal finance.

Project Note 13, Tiruppur Area Development Program: Focus on Urban Infrastructure and Private Sector
Participation. Thecity of Tiruppur and its partners— the state of Tamil Nadu, the Tiruppur ExportersAssociation,
the financial intermediary Infrastructure Leasing and Financial Services, and USAID -- recently closed on the
loans and broke ground for construction of this project that was seven years in development. It will be the first
water supply and sewerage project to be built and managed by a private company in Indiaand will meet the city’s
current and future needs. The Note, written in January 1999, describes the project’s evolution, the partners
work, and the key innovations.

Project Note 28, Sate Incentives to Increase Efficienciesin Urban Water Supply in Maharashtra. Greater
efficienciesin conserving energy, reducing leaks, collecting tariffs, and leveraging state funds help citiesimprove
their services and position them to obtain outside investments. This Note, written in March 2002, describes the
state's efforts to help cities increase efficiencies and private sector participation through an incentive grants
program. Sangli isthefirst to receive an incentive grant for a comprehensive upgrade and eventual expansion of
its water supply.

Project Note 21, Constraints to Developing Commercially Viable Urban Environmental Infrastructure
Projects. A review of FIRE(D) project experiences in developing commercially viable infrastructure projectsin
Indiaduring the first five years showed that success eluded supporters “ more often than not.” This Note, written
in November 1999, describes the major constraints as weaknesses in cities management of development and
implementation processes, weaknesses in private sector capabilities and risk management, and lack of clarity in
sub-sector priorities. The Note describes these and other constraints and approaches to addressing them.

Project Note 14, Balancing Commercial Viability With the Needs of the Poor in the Development of Urban
Water Supply and Sewerage Projects. Since commercial viability requires the introduction of tariff reforms and
moving toward cost recovery, there is a common apprehension about their impact on the poor. The FIRE (D)
project works to ensure the access of the poor to improved citywide services. This Note, written in January 1999,
reviewsissues of tariffsand subsidies, and discusses approaches and policy changesto help citiesimprove services
and provide poor residents access to them.

Project Note 8, Assessing the Market for Urban Environmental Services: Demand, Preference and

WiIlingnessto Pay. This Note describes aframework for rapid assessment of the market for infrastructure services
and a methodology that can be used in the pre-feasibility phases of project development. Written in early 1998.
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Project Note 13:
The Tiruppur Area Development Program

As the liberalization of India’s economy continues, he critical role of urban environmental infrastructure
in economic development is coming to the fore. In the industrial town of Tiruppur, the private sector, with the
support of the state government, took the initiative to form India’s first public limited company to implement a
water supply and sewerage project — a project which will not only meet the growing demand of the city's
industrial users but increase the supply to domestic consumers and provide the city of Tiruppur with its first
sewerage system. This Project Note describes the evolution of the Tiruppur Area Development Program, the
private and public sector partners involved in its development and theinnovations this project brings to the

urban infrastructure sector.

Economic Growth and Urban
Environmental Services

Over the past decade, the city of Tiruppur has
emerged as the largest exporter of cotton knitwear in
India, producing 75 percent of India sknitwear exports.
Between 1985 and 1996, the value of the city’s exports
grew by a factor of nearly 200 to Rs. 35 billion —
remarkable growth, achieved despite a very low level
of city services. But due to this tremendous growth, as
well as the migration of workers into the city, the
demand for services and the stressoninfrastructure also
multiplied over this time.

The municipality of Tiruppur and surrounding
villages suffered greatly from inadequate levels of
infrastructure. Thelow level of water supply, theabsence
of sewage collection and treatment systems, poor
and congested roads, inadequate solid waste collection
and insufficient power supply resulted in poor living
and working conditions. Improper waste management
resulted in contaminated water bodies and aquifers.

But the city’s economic interests suffered as
well. Water is key to the operation of the knitwear
industry, and because the city’s supply wasinsufficient,
industries turned to groundwater resources and
private tankers charging inflated rates. This situation
inhibited growth and investment in the area, and
ultimately it was the city’s private sector that took the
initiative to develop awater supply and sewerage system
which would meet the needs of both domestic and
industrial users.

Project Development

In 1990, the Tiruppur Exporters Association
(TEA) joined with the people of Tiruppur to request
that the Government of Tamil Nadu (GoTN) take action
to improve Tiruppur’s infrastructure. As a result, the
Chief Minister of the state created a High Level

Committee under the chairmanship of the state’s Chief
Secretary to promote rapid implementation of a
development program in that area.

Progress was slow, however, and responsibility
was given to the newly formed Tamil Nadu
Corporation for Industrial Infrastructure Development
Limited (TACID). TACID developed anintegrated area
development project and invited Infrastructure Leasing
and Financial Services Limited (IL&FS), a private
company, to assist inimplementing commercially viable
projects. It was these three partners — TACID, TEA
and IL&FS — who worked together, with technical
assistance from the FIRE(D) Project, to design
components of the program as public-private
partnerships.

With a focus on water supply and sewerage,
IL&FS took the lead and prepared a feasibility and
investment banking report, detailed technical designs
and costing, which provided details of the technical
proposals, costs, revenue potential, financing strategy,
commercial viability, institutional arrangements,
implementation structure and risk management plan.
An Environmenta and Social Report was also prepared.
Combining an environmental impact assessment and a
review of rehabilitation and resettlement concerns, the
goal of the assessment was to identify and minimize
any negative impacts of the project.

The Project Implementation Structure

The GoTN did not have adequate resources to
finance and implement the TADP itself, nor was it
possiblefor the municipality of Tiruppur, with its small
annual budget and limited management capacity. To
implement the TADP, therefore, the New Tiruppur Area
Development Corporation Limited (NTADCL) was
created in 1995 as a public limited company with
equity holders consisting of the Government of India,
TACID, TEA and IL&FS. In the urban infrastructure
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sector, thisis a unique institutional structure in which
both public and private sector institutions — including
the principal beneficiaries — have joined together to
finance and implement an urban environmental
infrastructure project.

The NTADCL will act as a BOT operator and
enter into a concession agreement with GoTN, under
which the NTADCL isresponsible for implementation,
operation and maintenance of the TADP. In return, the
NTADCL receives the right to revenue streams from
theindustrial usersand bulk supply to the municipality,
to meet its costs.

The NTADCL, in turn, will contract its
obligations to construct and maintain the new systems
toaBOT operator from the private sector. Thisoperator
will be responsible for transmission, treatment of water
supply, distribution of water outside municipal limits
where most industries are located, and treatment of the
collected sewage, and maintenance of the sewage
treatment plants. The operator will also supply bulk
water to the Municipal Council, which manages
distribution systems within the municipal limits.

Selecting a BOT Operator

The NTADCL appointed technical and
engineering consultants to prepare a technical
specifications report and enlisted legal assistance from
domestic and international lawyersto prepare drafts of
key contracts. The NTADCL also prepared a Request
For Proposals (RFP) document to beissued to potential
BOT operators, which contained detailed technical
specifications, afinancial feasibility report, drafts of key
contracts, instructions to bidders, evaluation criteriaand
bid proposal forms. The contractual framework, the
most critical part of a BOT project, contains six major
agreements which enable financing and determine the
level of risksinvestors and lenders. These also detail
allocation of responsibilities, risks and recourse
measures.

The NTADCL then initiated an international
competitive bidding process for the award of the
construction, operation and maintenance contracts for
the TADPin December, 1997 with theissue of aglobal
pre-qualification notice. Inthefirst stage, nine consortia
were prequalified, based on their experience with
construction of similar projects, capacity to operate
infrastructure systems and financial strength. Next, a
short list of 4 consortiawas prepared based on the ability
to build the facilities on time, to specifications and
within cost; the ability to operate the facilitiesaccording
to international standards; and the ability to finance
construction period costs.

In the third stage, an RFP was issued to those on
the short list, requesting a detailed proposal covering
engineering design, financial commitments, price of
delivered water and supporting financial statements
and bid security. The bidders were asked to submit
separate technical and financial bids. Responses to the
RFP werereceived in August, 1997, and one bidder was
selected. Final negotiations are underway and the
contracts are expected to be signed in early 1999.

Project Profile

TheTiruppur AreaDevel opment Program (TADP)
encompasses a variety of infrastructure investments
including water supply and wastewater management
as well as roads and telecommunications. Water
supply and sewerage componentswereidentified initialy
to be implemented in a commercial format. When it
is commissioned, this project will increase the total
piped water supply from 54 mid at present to 239 mid,
serving industries and households of the Tiruppur
Master Plan Area and surrounding villages. And the
sewerage system, Tiruppur’sfirst, will serve the entire

municipdity.

Water Supply

scheme was designed to serve
an ultimate demand of 126 mid
fromindustry and 93 mid from §
households. Comprised of
headworks, a treatment plant,
conveyance mains, service
reservoirs, booster stations,
distribution systems and other
appurtenances, the supply scheme includes withdrawal
of 185 mld of water from the confluence of the
Bhawani and Cauvery Rivers about 55 kilometersfrom
Tiruppur.

Eventually, the water supply system will serve a
popu- lation of 1.4 million by 2030, and residents of the
city will be supplied with 60 Ipcd — alevel far above
the current meager supply. This level of supply meets
the norms set by the Tamil Nadu Water Supply Board.

At the sametime, local industry will be provided
with asupply of reliable, high quality water, and will be
freed from dependency on expensive water vendors and
individual bore wells, realizing economic benefits as
well as enhancing the recharge of groundwater
resources.
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Innovations of the Tiruppur Area Development Program

Water Supply and Sewerage Project
The TADP introduces the first public-private partnership for a water supply and sewerage
project in India and brings a number of other innovations to this sector.

. The first water supply and sewerage project to be structured in a commercial format
. The first project-specific public limited company for water and sewerage with equity
participation of major beneficiaries, state and central governments and financial institutions

. Thefirst concession by a state government to a public limited company to draw raw water for
domestic and industrial uses and to collect revenues

. Thefirstindex-based user chargesand direct cost recovery for urban environmental services

. Construction, operations and maintenance of infrastructure and related services by

experienced domestic and international operators

Sewerage

The new sewerage system will serve apopulation
of 639,500 in the town by the year 2030 and will have
the capacity to treat 50 mid of household sewage. It
will consist of a collection system, pumping stations
and two sewage treatment plants. Low cost sanitation
facilities, including water closets and septic tanks
connected to the sewerage system, will also be
provided for 88 slum areas, with a popul ation of 57,780
(about one quarter of the city’s population).

The origina TADP was to include an industrial
effluent collection and treatment system but this
component is now expected to be provided through
other means. The bleaching and dyeing unitsin Tiruppur
had been placed under a court order to provide for the
collection and treatment of their effluent. By mid-
1998, however, these industries had not done so, and
the Madras High Court directed the Tamil Nadu
Pollution Control board to take immediate action.
Because the collection and treatment component of the
TADP could not be constructed in time to comply with
this new order, the component was deleted from the
TADPdesign and these units are now constructing their
own effluent plants.

Financing Plan and Financial Viability

Thetotal cost of the TADP, inclusive of escalation
and interest during construction, is estimated at $200
million. The project will be funded through a
combination of debt and equity, with participation of
both the public and private sectors. On the equity side,
holders will bethe Government of India, TACID, TEA,
IL&FS and the private sector BOT operator.

Debt will be raised through financial institutions,
the capital markets, and a loan from IL&FS. IL&FS
has obtained a $25 million loan through USAID’s
Housing Guaranty Program which guaranties a loan
through the US market for aterm of 30 years. Thislong
term debt hasenabled NTADCL toimprovethefinancia
viability of the project, and the debt/equity ratio is
expected tobe 2:1.

Recovery of investmentswill be achieved through
a composite water charge which is the result of
crosssubsidization among industrial and domestic
users. Gross revenues each quarter (excluding O& M
expenses and taxes) will first be appropriated towards
payment to lenders and then to equity holders. Any
shortfalls will be added to the total cost of project, and
surpluses will likewise be deducted from total cost.

The financia viability of the project is based on
an assessment of the demand for water by both
households and industry, which indicated awillingness
to pay by both parties. Pricing for industry has been
determined on an opportunity cost basis, based on rates
currently paid to private tankers, while pricing for the
domestic sector is based on current pricing practicesin
thestate. These chargeswill enablethe project to recover
capital and maintenance costs of the water supply as
well as the sewerage systems.

Support from the FIRE(D) Project

While the FIRE(D) Project provided targeted
project development support to the TADP partners, it
also provided broader training and capacity building to
these partners and to the city of Tiruppur.
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Project Development

TheFIRE(D) Project team recommended aProject
Report format to IL& FS for submission to USAID for
HG funding, and then reviewed the Project Report.
FIRE(D) also provided technical assistance in the
identification of project risks and the preparation of a
mitigation plan. At the request of IL&FS, the FIRE(D)
team reviewed the bid documents and assisted in
developing abid evaluation framework.

Capacity-Building

Looking beyond the TADP, FIRE supported the
training of IL&FS officials in development of private
public partnerships in water and waste water projects
and the negotiation and financing of investments in
infrastructure projects.

The FIRE(D) team also provided
technical assistance and training to Tiruppur
Municipality to improve its capacity to deliver urban
services and mobilize resources. The FIRE(D) team
worked with city officials to conduct several
assessments related to infrastructure priorities, pricing
and cost recovery and consumer demand. A City
Infrastructure Priorities Assessment provided an
estimation of infrastructure requirements,
financial projections and a prioritization of service
provision options. An assessment of Pricing and Cost

Recovery issues suggested three strategic options
based on the target of achieving full cost recovery for
water supply over a period of eight years. And a
Demand Assessment, assessing consumer demand and
willingness to pay for water supply and sewer services.

The FIRE(D) team also carried out atraining needs
assessment of the city and assisted the Tamil Nadu
Institute of Urban Studies to conduct a series of
training activities for the council in the areas of water
supply and drainage, solid waste management and
resource mobilization. And at the request of the
Municipal Council, the FIRE(D) team also provided
assistance to improve municipal accounting and to
enhance presentation of the municipal budget.

To promote successful innovations by other Indian
cities, the FIRE(D) Project sponsored a study tour for
the Tiruppur Municipal Council and elected women
Councilorsto learn about innovative programsin solid
waste management, slum upgradation, community
based financial systems and low cost sanitation in the
cities of Delhi, Ahmedabad, Baroda and Surat. Some
of these innovations are now being implemented in
Tiruppur. With the active participation of the municipal
councilors, local NGOs and representatives of business
and trade associations, the FIRE(D) team facilitated
development of a solid waste management strategy
which now has been approved for implementation by
the municipal council.
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Project Note 28:
State Incentives to Increase Efficiencies in
Urban Water Supply in Maharashtra

Improving the efficiency of existing water and sewerage systems is a cost-effective way for municipalities
to improve these services and extend themto all residents, including the poor. Greater efficienciesin conserving
energy, reducing leaks, collecting tariffs, and leveraging state funds help cities meet their immediate water
demand. These changes also position municipalitiesto mobilize resources for sustainable projectsto rehabilitate
and augment existing public works. This Project Note describes Maharashtra’s efforts to help municipalities
increase their efficiency in water supply and sewerage service delivery and enhance private sector participation
through a new incentive grants program being used by Sangli-Miraj-Kupwad Municipal Corporation.

Many studies, such as the Sukthankar
Committee Report, have documented the
need for improved water and sewerage services in
Maharashtra’s cities and others in India. The state
government provides grants and loan guarantees to
urban local bodies (ULBs) for new water supply
projects. Consequently, many augmentation projects
have been initiated to meet the water demands of a
growing population. However, inadequate attention
is given to operations and maintenance (O& M),
customer service, water |eakage, unauthorized
connections, theft, and
energy conservation of
existing systems. As a
result, unaccounted for
water (UFW), the
difference between the
amount of water produced
and supplied to the
distribution system and the
amount sold, is a large
portion of thetotal quantity

i of water supply. UFW is
estimated to range from 50 to 65 percent in the state.

Financial analyses have shown that local bodies
expenditure on O&M for water is more than revenue
earned from water tariffs, and UFW isthe mgjor reason
for this. Also, about 50 to 60 percent of the water
system’soperational costsarefor energy—for electricity
and fuel to pump water from intake to treatment plants
to customers.

Reducing Water and Energy Losses

Reducing costs and increasing revenues by
operating more efficiently enables municipalities to
obtain resources to invest in rehabilitating existing
works and building new ones. Three tools help local
officials assess the situation and plan improvements,
especially if the studies conclude with specific,

prioritized recommendations and an action plan geared
toimplementation.

* Leakdetection surveysidentify leaksintransmission
pipelines and throughout the distribution system.
They help officialsto design leak reduction programs
to stop leaksthat waste or contaminate treated water.
They also help officials to develop a plan for
maintenance and repairs, to improve connections
to consumers, and to improve water quality.

* \Water audits measure production and use of water,
and include enumeration of all consumers
(registered and unregistered), a map of the
distribution network, measurement of water flow,
and a check of the functioning of water meters.
Officials can use them to help create citizen
awareness of the need to conserve water, improve
water billing and collection, locate water theft,
regularize unauthorized connections, control
unrecorded water, increase meter use, and keep
accurate records of water use.

* Energy audits include an inspection of energy
consumption and of pumping stations and how
efficiently they use energy. The audits identify
energy saving measures and their costs. Suitable
energy conservation measures can reduce energy
costs between 25 and 40 percent.

In September 2000, the state government directed
that its municipal corporations and class A cities (cities
with more than 100,000 residents) undertake these
assessments and develop action plans to reduce
unaccounted for water and bring about energy
conservation, either with their own staff or with

1 Incentives to ULBs for Water Audit, Energy Audit, Water
Leakage Detection and Reduction and Private Sector
Participation, issued by the Government of Maharashtra
Water Supply and Sanitation Department, September 27,
2000.
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technical service providers approved by the state. In
the same resolution, the state announced a restructured
capital grants program and directed these cities to
encourage private sector participation in the sector and
introduce a double-entry accrual-based accounting
system.! Five subsequent government resolutions
contained guidelines and procedures to implement the
new capital grants program.?

Restructuring the Capital Grants and
Guarantees to Create Incentives for
Reform

The state government wanted to provide
incentives for municipalities to improve the efficiency
of their water and sewerage services and to encourage
private sector participation. It decided to restructure
the program of capital grants and state government
guarantees for loans for water supply schemes. In the
past, the state water board, the Maharashtra Jeevan
Pradhikaran, built new works using capital grants and
loans from domestic financial institutions—such asthe
Life Insurance Corporation of India and HUDCO—
which were guaranteed by the state, and turned them
over to ULBs. With decentralization, the ULBs are
now responsible for capital works as well as O& M.

The restructured capital grants are divided into
two parts: 30 percent of the total is for Initiative
Incentive Grants. These grants allow ULBsto conduct
water audits, energy audits, and leak detection studies
and support implementation of recommendations based
on these studies. The state laid out procedures for these
audits and programs in March 2001.

Theother 70 percent of the capital grantsprogram
isfor capital works, as before. But now this portion of
the capital grants and all loan guarantees are
conditioned upon the cities preparing a “time-bound”
action plan and having taken effective steps toward
completing a water audit, an energy audit, and taking
measures to reduce water |leakage.

2 Procedures and Guidelines for Water Audit, Energy
Audit, and Reduction of Unaccounted for Water, March 21,
2001; Guidelines for Private Sector Participation in
Increasing Performance and Investments for Water Supply
and Sewerage, June 12, 2001; Financing Patterns for
Water Audit, Energy Audit, Leak Detection and
Rehabilitation Schemes, November 3, 2001;
Administrative Approval and Government Grant-in aid to
the Program of Water Audit, Energy Audit and Water
Leakage Detection of the Sangli-Miraj-Kupwad Scheme,
December 3, 2001; Approved List of Technical Service
Providers for.. Water Audit, Energy Audit, Water Leakage
Detection, Leakage Conservation and Energy
Conservation of Water Supply Schemes, January 17, 2002.

Sangli, the First Municipal Corporation to
Access the Incentive Grants

The cities of Sangli, Mirgj, and Kupwad merged
into one municipal corporation in 1998. Located on the
banks of the Krishna River in southern Maharashtra,
Sangli isamajor business center. The present population
is estimated at 450,000, including 31,000 slum residents.
The existing water and sewerage systems are more than
40 years old and no new schemes have been undertaken
in nearly 20 years. Poor water quality, a main concern of
residents, is due to inadequate sewage collection,
treatment, and disposal, as well as the dilapidated water
supply network and facilities.

The USAID FIRE project is supporting the Sangli-
Miraj-Kupwad Municipal Corporation as a model for
medium-sized cities for improvement of service delivery.
The FIRE project isundertaking acomprehensive program
of technical support to the city in the areas of PSP in
water and sewerage, accounting reforms, energy/water/
leak detection audits, solid waste management, resource
mobilization, and improved service access to the poor.
The city is implementing an accrual accounting system
and computerizing itsrecords. It hasintroduced area-based
property tax assessments for new properties and issued
service contracts for solid waste collection.

The Sukthankar Committee visited the city to
discuss the need for reforms in the water sector with
officials. At a workshop in Pune in February 2000,
corporation officials decided to work with FIRE and
Infrastructure Leasing & Financial ServicesLtd (IL&FS)
to develop a demonstration water supply and sewerage
project with PSP. The general body unanimously approved
this new approach later that year. The first phase of the
project proposes reduction of leaks and energy savings,
improved O& M practices, customer service, staff training,
and preparation for second-phase investments. The first
phasewill beimplemented through athree-year management
contract. The second phase consists of attracting
investmentsto augment the service, and will beimplemented
through along-term contract such asaconcession that will
use a special purpose vehicle jointly operated by the
corporation and IL&FS.

The corporation applied to the state government
for agrant under the restructured capital grants program.
The state government announced its support for the first
phase in December 2001. The state will provide an
Incentive Grant of Rs. 60 million (US$ 1.25 million) to
cover 75 percent of the management contract cost. It is
expected that the state will award another grant to cover
23.3 percent of the system rehabilitation costs. The
corporation entered into an agreement with IL&FS to
support the city in the development of the project on
February 2, 2002. The corporation met private sector water
operators to discuss development options the following
week and will begin the bidding process soon. The
corporation’s proposal played an important role in the
state’ sformulation of government resol utionsto implement
the new Incentive Grants program.
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Urban Local Body State Grant Share | Local Body Share

Municipal Corporations 75% 25%

Class A Municipal Councils 75% 25%

The state government detailed the financing
patterns of the Incentive Grants in a November 2001
resolution that set up the program on an experimental
basis from 2002 to 2005. The grants can be used for
audits and for system rehabilitation.

Funding of Water, Energy, and Leakage
Audits

The state will provide agrant of 75 percent of the
costs of awater audit, energy audit, and leak detection
survey; thelocal body isrequired to provide 25 percent
of theaudit costs. Municipal corporations should carry
out these studies within three years and municipal
councils within two years. Grants will cover
procurement of essential equipment, including
computers, consultant services, and staff training to
conduct these audits on an ongoing basis. The urban

Urban Local Body State Grant Share | Local Body Share

Municipal Corporations 23.3% 76.7%

Class A Municipal Councils 25% 75%

body may use aconsultant from the approved Technical
Service Providers(TSP) list.> Thecity must spendits25
percent sharefirst, and the state will pay ininstallments
based on progress, with the final 20 percent payment
coming after a satisfactory review by the state.

Financing of System Rehabilitation

The urban body, with the help of the TSP, will
propose rehabilitation worksthat are needed to take care
of the deficiencies and improve efficiency, based on the
findings of the audits. For municipal corporations, the
statewill provide 23.3 percent of the rehabilitation costs
in grant funds; for municipal councils, 25 percent. The
local body will raise the remainder, most likely from a
combination of its own revenues, loans, or from the
market. Eligible activities include public stand posts,
repairs and replacement of damaged meters and pipe
connections, improvement in operation of water treatment
plants, repairsand replacement of old pumps and motors
to conserve energy, and creation of an effective system

8 Published in a Government Resolution on January 17,
2002, following advertisement for pre-qualification of
technical service providers in June 2001.

for water billing and collection, including the purchase
of computers. Routine maintenance and repair works
arenot eligiblefor Incentive Grants. The TSPwill assist
the city through the competitive bidding process and
monitor the firm undertaking the rehabilitation work,
but the responsibility for ensuring completion lies with
the ULB. Eighty percent of the state grants will be
released to the urban body based on work progress.
Thefinal twenty percent, however, will bereleased only
after the state ascertains that the anticipated water and
energy savings and increase in revenue have actually
been achieved.

Encouraging Private Sector
Participation

The state issued guidelines for private sector
participation (PSP) to increase performance and
investmentsfor water supply and seweragein June 2001.
The resolution noted that traditionally the state
commissioned construction of water supply schemesand
turned them over to ULBs for operation and
maintenance. When O& M is not done properly, losses
result in the breakdown of theworks, whichisfollowed
by a request to the state to build a new scheme. PSP
can help cities make efficiency improvements that
mobilize internal and external resources, and thus
leverage state funds to help break this vicious cycle.

There are many aspects of existing schemes that

can be managed more efficiently through PSP, e.g.,
metering, billing, collection, O&M, and repairs of the
distribution system. Before entrusting water supply
projects to private operators and deciding what type of
contract is best, many factors should be carefully
weighed. Three optionsfor private sector participation
are:

* Management contract for three to five years. The
private operator will be responsible for managing
the existing water supply system and employees,
and its payments are linked to performance.
Sharing profits can be an incentive to the operator
to exceed stated goals in hilling and collection,
reducing UFW, and saving energy. The ULB is
responsible for making investments and
rehabilitating the system.

* Leasecontract for six to ten years. The operator is
responsible for incurring expenses for O&M and
repairs, collection of water charges, and minor
equipment and pipeline replacements. The ULB
should have fixed an appropriate water tariff before
entering into the contract and the operator should
pay a lease fee for using the water supply. The
ULB will be responsible for making new
investments in the system.
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* Concession contract for 20 to 30 years. The
contractor is responsible for new investment, as
well as O&M. The tariff setting mechanism is
defined in the contract to ensure the contractor
adequate revenues. The contractor will turn over
the system to the ULB at the end of the contract.

The ULB should invite competitive bids when
selecting private organizations. The state guidelines
detail aformat for the bid documents and describe how
they should be advertised and evaluated. A timetable
of progress and a report on performance should be
included in the terms of the contracts. To ensure
transparency, officials should consult with elected
representatives, consumer associations, experts in the
field, and the private operator throughout the process.
Theguidelinesconcludewith alist of theresponsibilities
of the private contractor and ULB during the contract
period.

Conclusion

Maharashtra has led the way in state efforts to
reform water supply and sewerage services. Its efforts
to provide urban bodies with incentives to meet rising
water demand by more efficient operations, through its
restructured capital grants program, promisesto benefit
participating citiesand their residents. The Sukthankar
Committee Report set aroad map for the future of water
services in the state. The report also proposed a new
regulatory framework to improve service standards for
water and sewerage and a more equitable and effective
way of determining water user fees. The Initiative
Incentive Grants will complement the proposed
regulatory framework and will help local bodies
implement the new road map.

FIRE Project Notes




page 44

Project Note 21.:
Constraints to Developing Commercially Viable Urban
Environmental Infrastructure Projects

Despite recent efforts in project devel opment, successin devel oping and implementing commercially viable
projects has eluded the urban environmental infrastructure sector more often than not. A review of experiences
in project devel opment revealsa number of constraints. Chief among them are weaknessesin process management,
private sector capacity and risk management and a lack of clarity in sub-sector priorities. This Project Note
describes these and other constraints and approaches to addressing them.

Despite recent efforts in project development,
success in developing and implementing commercially
viable projects has eluded the urban
environmental infrastructure sector more often than
not. Even when project development has appeared to
be adequate, process management and political
commitment have wavered.

This, of course, hasbeen true of other sectors such
as the power sector, where new governments have
resorted to renegotiations and even cancellations of
contracts which were signed by previous governments.
Evenin afew caseswhere projects appear to be heading
for technical and financial closure, project devel opment
and negotiations have generaly taken a long time and
considerable resources. It is, therefore, necessary to
identify the main constraints which inhibit the process
so that these may be addressed.

Weaknesses in Process Management

The entire notion of developing and
implementing projects in a commercial format is a
relatively new trend in India. In the case of most urban
sector projects, initial sponsorship must come from
public sector agencies. However, unlike conventional
projects, these projectsrequire considerable efforts in
evolving project documentation, devel oping institutional
arrangements for project structures, securing approvals
and clearances from stakeholders, financial structuring,
selecting a contractor, operator or concessionaire and
ensuring overall financial closure.

A wide range of actors have to be involved in all
these processes, and consistent coordination is necessary.
In addition, there is a constant need for the sponsor to
pursue project related activities to mitigate and
minimize risks. Both capacity and legitimacy are
required to perform these roles.

Typically, however, most public sector agencies
do not have the necessary human resourcesto carry out
these tasks, and projectsfail to take off because process
management support has been missing. It is in
recognition of this critical role that state governments
have begun to set up project development facilities and
fundsto manage development of projectsin commercial
formats.

Appropriate institutional arrangements and
clarity for stakeholder consultations is also important,
however there are no forathrough which to provide for
these effectively. Consultations are likely to be ad-hoc
in nature, and while urban planning legislation
generally requires dialogue, the processes usually
followed are not very effective.

Lack of Clarity in Sub-Sector Priorities

There is a lack of clarity in appropriate models
and approaches in urban infrastructure sub-sectors such
as water, sanitation, solid waste, roads and public
transportation, area development and management
improvements. Commercial structuring will require
different approaches in each area, and there is need for
debate at the national level and guidelinesfor each sub-
sector. While suggestions in this regard have begun to
emerge, these need to be reflected in a clear policy
statement first at the national level, which could then
be adapted by state governments to suit the local
contexts. For example, based on recent reports, thetable
above highlights possible priorities in selected sub-
sectors.

Risk Management

In view of the lack of any strong regulatory
frameworks, the burden of risk management largely falls
on contract documents. While contractual documents
could handle the risks during construction and
operations period, there are considerable risks at the
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Mustrative Priorities for Selected Sub-Sectors of Urban Infrastrociore
Sector Apprapriate focuy and priovities
Water Supply *  Long term concessions performance-based management contracts for entire
and. ) distribution systems
Sanitation _ e . - . . .

*  Commercialized water utility with comporatization or profit centre basis, with
management contracts {with private sector or community groups) for different
tasks such as reduction of physical leakages, improved consumer services, billing
and collection of water charges, etc.

*  Community contracts for provision of services in low income neighborhoods

Salid *  Primary collection through contracts with community organmizations and NGOs
Waste . .
M *  Secondary collection through performance-based management contracts with
anagement .
private contractors

*  Management contracts for collection and disposal of special wastes such as from
hospitals and markets

*  Rafe disposal of sohd waste through BOOT contracts

Roads BOOT arrangements for by-paszses and bridges
and Public *  Needs to combine land development with mass transportation related projects on
Transportation a BOT basis

*  Possihility of comporatization or profit centre basizs of public transportation

agencics

project development stage itself. This is evident from
the number of projectswhich have been abandoned, due
to either inadequate project preparation or political
exigencies. These development stage risks will need to
be handled through better project preparation and
process management.

Other risks can be handled through development
of regulatory frameworks and greater attention to
contract development. Both deserve critical and urgent
attention. An important aspect in risk management
relates to the need to identify the party best able to
handle the risks and develop cost-effective risk
mitigation strategies. The Ministry of Urban Affairsand
Employment (MOUAE), along with some state
governments, could support these developers through
the proposed national policy reform group and the
project support facility.

Detailed risk assessment and mitigation measures
will need to form part of the project development
process. Water supply and sewerage projects with PSP
will require a risk management plan for the entire
project period, from development and construction to
operations.

One of the key areas in this regard is to develop
alternatives to the blanket state government guarantees
which have been routinely used for financing urban

infrastructure projects. Alternatives such as escrow
arrangements along with the necessary reserve funds
and performance guarantees, such as for raw water
quantity and quality from a state government under a
water concession,
need to be explored
further.

The Tiruppur
Project, for example,
has provided for
such a facility. The
Government of Tamil
Nadu hascommitted to
establish a water
shortage period fund
through anon-lien
account withaninitial
corpus equivalent to six months revenues. In addition,
therisksof receivablesto Tiruppur Municipality for the
chargesfor bulk water supply are mitigated through the
escrow account charged to the New Tiruppur Area
Development Corporation Limited (the Special Purpose
Vehicle created for the project); a revolving security
deposit equivalent to one month receivables; and an
irrevocable letter of credit from the municipality of the
sameamount. The bulk of revenues for the project come
fromindustrial users, who will also providearevolving
security deposit equivalent to three months' receivables.
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Private Sector Capacity and the
Procurement Process

Commercial project structuring will, in most
cases, require someform of private sector participation,
at least in the implementation arrangements. The entire
idea of PSP rests on the assumption that there exist
domestic (or eveninternational) private sector firmswith
interest and capacity towork in thissector. A systematic
assessment of private sector capacity and the effort
needed to develop it—for different sectors and for
different forms of private sector participation—is
necessary.

Based on a more casual analysis, it appears that
while there may be local firms capable of taking on
construction activities, there are only a few who can
take on large scale integrated turnkey contracts. Most
domestic firms, however, have very limited, if any,
experience on the operations side of water and sewerage
systems. Thisis mainly because there has never been a
demand for such services. Only afew international firms
have opened officesin Indiaand possess or are ready to
take on operations- related contracts in India.
Strengthening the capacity of Indian firms through
appropriate joint ventures, in addition to training
support, is necessary.

The role of the private sector in services such as
water supply and sewerage also needs to be reviewed.
More participatory arrangements with involvement of
user groupsin the planning, design and implementation
process need to be evolved. This necessitates that
traditional construction or even operator firmstakeafar
moredevelopmental approach with greater effortstoward
community participation.

There is also a lack of clarity in procurement
process. No clear benchmarks and guidelines exist and,
therefore, the process has varied significantly in terms
of the bidding process, extent of preparedness of
sponsor agencies and bid evaluation criteriaand process.
Often, despite the competitive process, many bidders
have expressed doubts about the authenticity of
selection. Inadequate preparation, especialy for PSPtype
projects, increases bid preparation costs, and risks due
to inadequate information tend to inflate bid prices.

An emerging trend in concession type
arrangementsfor water and sewerage servicesistowork
through amemorandum of understanding (MOU). This
route has been adopted in Karnataka and in Andhra
Pradesh. It must be understood that if a proper
regulatory framework isin place for water tariffs and
service standards, and adeguate disclosure norms can

be applied to the concessionaire, it will be possible to
adopt this route meaningfully. Thiswould be similar to
the licensee system under the Central Electricity Act. It
must be recognized, however, that without such a
framework, it will not be possible to evolve ameaningful
system.

Thisframework would also require aprovision for
competitive bidding for any procurement of major
construction activities. In such cases, initial selection
of the MOU partner may be done through a preferred
bidder route. This is often referred to as a “beauty
parade” as the initial selection is based on technical
and financial capacity, aswell asoperational experience
based on a business judgement. It is likely that such
processes, if carefully supported through state
governments, will provide useful local demonstration
cases.

The Need for a “Champion”

The inability of some infrastructure projects to
take off is dueto the lack of a*“champion” to guide the
process through. It is common among public agencies
to find that officers in charge of project development
are transferred half way through the process. This
increases project development risks to a great extent.
The champion for a particular project may come from
any of anumber of different stakeholder groups. For
example, apublic agency sponsor may be an elected
representative or an administrative officer. In other
cases, the champion may be a local consumer group
which seeksto improve its accessto services, (asinthe
case of the Tiruppur Area Development Project) or a
financial institution which also takes on the project
development role.

Inadequate Institutional Arrangements

The lack of commercial orientation among
authorities charged with service provision also
constrains project development. For example, under the
74th Constitutional Amendment, in most states
provision of water supply and sanitation services vests
with thelocal or municipal authorities, and amunicipal
department is usually charged with this activity.
However, thereisno clear link among investments, costs
and revenues from the service. Further, there is a lack
of clarity of objectives, and efficiency in service
provisionishampered by political interventionsin day-
to-day functioning. Tariff policies are often skewed in
the name of reaching the poor, who receive hardly any
municipal services. A review of institutional
arrangements, especialy for services such as water,
sanitation and public transportation.
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The change in this regime will require a move
towards agencies which, under a contract to the
municipality, can operate as a business entity. Such
activitiesmay begin by devel oping separate departments
which operate on a profit centre basis. In the
future, corporatization of such agencies may then be
explored. Thiswill, however, also requirethat strong and
well thought-out regulatory arrangements be
developed.

In most states, there will aso need to be some
reform of the state water and sewerage boards. Chennai
Metro Water Supply and Sewerage Board, for example,
has decided to explore the possibility of
corporatization, along with the necessary regulatory
framework. While the MOUAE needs to develop
aternative models, some of the more reform-minded
state governmentswill need to explore devel opment and
implementation of such institutional reforms.
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Project Note 14:
Balancing Commercial Viability with the Needs of the
Poor in the Development of Urban Water Supply and
Sewerage Projects

The devel opment of commercially viableinfrastructure projectsrequirestheintroduction of (at least gradual)
tariff reforms and a move toward cost recovery or an efficient pricing regime. Consequently, it is common to find
apprehension among elected representatives, academics and bureaucrats when the focus turns to the impact of
such projects on the poor. However, significant benefitsfor the poor may be derived froma commercial orientation.
The FIRE(D) Project has worked to explore implementation arrangements that ensure access for low income
groups to city-wide systems. This Project Note reviews tariff and subsidy issues, approaches to integrating the
needs of low income settlements with city-wide services and policy issues to be addressed in the future.

A review of water and sanitation services in
Indian cities highlights the poor condition of these
services, inadequate coverage and low standards of
service provision. This situation is further aggravated
by a lack of customer orientation. While any
improvement in this situation will require widespread
institutional and financial reforms, special attention has
to be paid to approaches to ensure that the poor will
gain in equal measure from these changes. Contrary to
conventional wisdom, it is possible to ensure access to
servicesfor the poor while moving to more commercial
orientation in the provision of services.

Financing, Tariffs and Subsidies

To achieve a balance between commercial
viability and access for the poor, special attention must
be givento theissuesof financing, tariffsand subsidies.
In the past, most services within slum settlements have
been supported with large subsidies. Such subsidies,
however, are common not only for the poor but for most
of the domestic sector. In fact, while low tariffs
are justified on the grounds of affordability for the poor,
these services often do not reach the poor at all.
Subsidized systems even prevent wider coverage
because future investments become difficult.

It is important to distinguish between
infrastructure and consumption charges. Infrastructure
charges arelevied in lieu of access to municipa water
and sewerage networks. With respect to consumption,
it is possible to ensure affordable access to the poor
through lifelineblocksat affordabl e ratesthrough cross-
subsidization. Some economists, however, argue
against rising block tariffs because they distort price
signals. Alternatives such as direct concessions or
credits (perhaps through vouchers) to low income
communities are often suggested.

However, subsidies on consumption charges are
useful only to those poor communities that have
gained access to municipal services. To ensure access,
city level programs to provide utility networks within
low income settlements at “affordable” connection
charges are necessary. Three aspects are important in
this regard.

A Total Slum Approach

It has been common to take piecemeal approaches
to slum development, and depending upon the funds
alocated in a given year, some activities are taken up
in different slum areas. This approach, however, does
not recognize the overall needs of the slum area with
an appropriate plan to raise it to a “normal”
development level. Though achieving minor
improvements, the arearemains a “slum settlement.”

Slum redevelopment efforts in Indore,
Ahmedabad and Baroda, however, reflect an approach
which focuses on improving the entire slum area in a
comprehensive manner, to integrate it with the city’s
“normal” housing developments. This represents a
shift from “full subsidy spread thinly over all
settlements” to “partial subsidy with full improvements
in al settlements.”

It then becomes possible to charge residents for
the services received, because willingness to pay tends
to be higher for individual services at better
standards. For example, under the Parivartan Project
in Ahmedabad, slum communities pay one third of
the full cost of development. It also enables more
rational planning at the settlement level, considering
terrain conditions and possibilities for commercial
development. The experience under slum networking
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projects suggests that it is possible to reduce
infrastructure costs considerably while achieving higher
service levels. And because this approach enables the
slum settlement to beintegrated with “normal” housing,
normal property taxes can be levied subsequently,
enhancing local revenues. Ultimately this enhances the
social status of the settlement.

Definition of Property and Infrastructure
Charges

It isimportant to link the total slum approach to
land use and land development regulations. Most cities
impose a connection charge for linking a property to
the municipal network, and in the interest of equity, it
isimportant that an individual slum house or plot be
recognized as a separate property. Then each house
becomes eligible for a connection as are other
properties, and the sslum community is not required to
bear the costs of infrastructure provision.

Reduction or removal of subsidies, however must
apply to all residents, not only slum dwellers. For
example, in Ahmedabad, the connection charges for
slum dwellers under the Slum Networking Project
(which now includes an individual toilet) may be close
to full prevailing tariff, and not the two-thirds subsidy
asit isdescribed. This anomaly, though, isthe result of
the tenure status and lack of recognition of each
slum house as a separate property, and requiresareview
of the land sub-division regulations and the definition
of property under the municipal legislation. The lack
of legal tenureisamajor obstacleto enhancing coverage
of slum settlements within this framework. In the short
term, approaches such asland sharing, which have been
used successfully in India and Thailand, should be
explored.

Deciding on Appropriate Subsidy Levels

Evidence from municipal programs suggests that
considerable subsidies are being poured into slum
areas without adequate transparency, accountability or
improvement. Subsidies for urban infrastructure
should be internalized at the city level or linked to
available programs of state and central governments.
Subsidies must also be fixed transparently in relation
to the overall magnitude of the slum population of the
city.

Subsidies should be linked to acceptable
minimum standards, aswell asavailability of total funds
to reach the target population within a defined time
frame. Financing for infrastructure at standards above
this level can then be linked to effective demand and

willingness to pay at the community level. In order to
make this processtransparent, aspecial fund may be set
up which may be used with performance incentives
for low income communities. Other sources outside
of local budgets, such as the local corporate sector
and other government programs, may also beidentified
to maximize the contribution to such afund.

Community-Based Systems for
Management and Credit

Both domestic and international experience suggest
the need for participatory approaches to the provision

of services within slum communities. Recent efforts page 49

in Ahmedabad and Baroda and projects in
Andhra Pradesh provide useful examples. Effort isalso
necessary to extend participation in the selection of
service levels in relation to ability and willingness to
pay for services.

Local involvement in planning and management
management

requires strong community
organizations (CMO).

on payment for services
requires building the |
capacity to pay
through community-based
credit systems (CCS).
CMOs and CCSs provide
an institutional base on &
which a
participatory approach can
be developed. The role of
women intheseingtitutions
will be crucial; not only do
basic services impact the lives of women to a greater
degree than men, but available evidence indicates
that women’s participation in CCS has been a critical
success factor.

Development of these community-based systems
for credit and management must receive priority as
both require considerable lead time before mature and
responsible organizations can emergeat thelocal level. It
isotherwise common to find amunicipal authority ready
with engineering plans for large water and
sewerage projects without any plans to integrate
slum settlements, because the planning and
implementation capacity for development within
settlements does not exist. It is therefore necessary to
ensure that the formation of CMOs, CCSs and
developing community consultation processes become
routine activitiesat the local level.
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Alternative Approaches to Integrating
Needs of Low Income Settlements

It isimportant to consider not only the provision
of infrastructure and services within slum
communities, but also the ability to create linkages to
macro-level infrastructure, and the placement of
responsibility for maintenance and operation of
infrastructure and services. Within aproject framework,
three approaches can be identified to integrate low
income settlements with city-wide systems.

Slum Infrastructure as Part of an Integrated
Construction Contract

Provision of infrastructure within all slum
settlements can be included in the main construction
contract for city-level systems. The construction
contractor, then, must have the capacity to work with
community-based management which will be crucial
to ensure proper services. Also, atotal slum approach
requires the provision of al services (water sewerage,
drainage, sanitation, roads and streetlights) in an
integrated manner, and the contractor must bewilling to
adapt to these needs.

I ssues of tenure must be addressed before such a
contract is let. This approach is most likely to succeed
in smaller cities where slums and low income
settlements are likely to be less complex in relation to
physical and tenure issues. The construction contract
under the Tiruppur Area Development Program in
southern Indiaincludes such a provision. In most other
cases, however, it may be difficult to integrate
infrastructure for slum settlements into a broader
construction contract.

Parallel Programs for Slum Infrastructure

When integration within one contract is not
possible parallel programs may be devel oped. Linkages
between the two activities need to be ensured so that
the slum community can connect with the city system
easily and the timing of activities is synchronized. It
isalso essential to integrate financing and subsidy
issues with the overall financing framework for city-
wide systems.

The Slum Networking Project in Ahmedabad, for
example, is being implemented through a
partnership among stakehol ders— the city government,
communities, SEWA Bank, NGOs and private sector
sponsors. In Nagpur, under a GTZ project, a parallel
program is also envisioned with the involvement of

NGOs. Such parallel programs can incorporate the
lessons related to community based systems more
effectively.

Provision of Slum Infrastructure as Part of a
Concession for a Full System

A long term concession which clearly specifies
the coverage and standards of services to be achieved
over timehy the concessionaireisacompletely different
approach. In India this is a new approach, but it is
likely to be attempted in a city in Maharashtra where
the possibility of a long term concession is being
explored. A few citiesin Karnataka haverecently signed
a Memorandum of Understanding with private
operators to incorporate the type of private sector
participation which may lead to such an arrangement.

This approach benefits simultaneously from
flexibility, the potential for community participation, and
the efficiencies of the private sector in providing
services. The concessionaire for water and sewerage
services in Buenos Aires, Argentina was appointed in
1994 and has shown great flexibility by involving
communities and providing infrastructure networks
within low income communities. Development costs of
new networks are shared among all water users, and
the concessionaire has decided to abolish water
connection taxes which were found to be too expensive
for the newly connected, who were largely from low
income communities. Ultimately, this has led to lower
costs and better service coverage.

Issues in Institutional Arrangements

A common shortcoming among slum
improvement low income communities to a broader,
city-wide approach. “Scaling up,” however, is often
misunderstood, and the city-level approach requires a
completely different set of rules. It may be difficult
to change rules already put in place to serve a few
communities but which are irrelevant for a city-wide
approach. In evolving such an approach, several
issues must be addressed.

First, thereisaneed to integrate lessons from the
past, and an effective mechanism for integrating these
lessons must be developed. Second, the participation
of stakeholders is critical, especially city
government, community-based management
organizations, private sector providers or contractors,
community credit systems and NGOs. Often these
groups have limited capacity, and institutional
arrangements must reflect this fact. Finally, given the
complexity of institutional arrangements and the
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participation of a number of stakeholders, it is critical
that the rules are defined up front and the roles of
different user groups are clarified from the beginning,
and through consultation. At the sametime, there is a
need for flexibility to allow lessonsfrom actual practice
to be incorporated progressively.

The Way Forward

The FIRE(D) Project will continue to explore
implementation arrangements that ensure access for
low income groups to city-wide systems. State and
local governments now need to support evolution of
innovative approaches through policy measures such
as:

* making explicit efforts to integrate access of low
income groups with city-wide water supply
and sanitation services;

¢ linking tax exemptions, fiscal concessions,
government guarantees and other support to access
for low income groups;

¢ building the capacity of stakeholders, particularly in
low income groups;

e rationalizing loca tariff structures; and

* J|everaging limited subsidies by setting rules for
citylevel requirements, rather than only for a
few settlements.

As local governments in India move forward to
adopt emerging private sector participation and new
financing arrangements, it is critical that adequate
emphasis be placed on ensuring the access of low
income groups to these new systems.
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Project Note 8:
Assessing the Market for Urban Environmental
Services: Demand, Preference and Willingness to Pay

It is routine to assess the market demand for any commercial or industrial product before its introduction
and over its lifetime. Yet this has not been true for urban environmental services, which have been regarded as
essential public goods. Rational planning of infrastructure investments, however, must be based on an informed
under standing of the market — consumer demand, preference and willingness to pay. And as cities begin to turn
to the capital market for financing of infrastructure, the related issues of appropriate pricing and cost recovery
become increasingly important. This Project Note offers a framework for rapid assessment of the market for
infrastructure services which can be applied in the prefeasibility phase of project development.

The Need for Market Assessment

Rational planning of infrastructure and services
must be based on informed understanding of the
market for these services. While many servicesare seen
in the “merit good’ category, it is essential to
understand user preference and willingness to pay, to
maximize both effectivenessand efficiency. New modes
of infrastructure finance now being explored in the
wake of financial reforms in India demand, in turn,
appropriate pricing and cost recovery for these services.

Market assessment focuses on the serviceswhich
flow frominfrastructure and
not the facilities
themselves. In other words,
it focuses on the outputs, not
the process. Therefore, in
addition to water supply and
solid waste management
services, the market for
treated water effluent and
solid waste disposal
systems also must be
assessed because these
produce revenueswhich help financetheinfrastructure.

Traditionally, the market for urban services has
not been the subject of assessment because these have
been regarded as essential public goods. Further, many
of these services are natural monopolies and
therefore lack market alternatives. However, recent
advances in contingent val uation methods and hedonic
analysis, as well as the emergence of private markets
in many cities in response to inadequate services,
are helpful in developing market assessment
methodol ogies.

In light of these factors, a market assessment for
the service in question is essential. The framework
presented here focuses on the market for water
supply services. This assessment will help to identify

thetype of serviceimprovementswhich are preferred by
different user groups, their ability and ‘willingness to
pay’ for services, and will provide guidelines for tariff
setting and likely effective demand at different price
levels.

Focus on Demand

It is common to find some notion of demand
assessment in any report on a water supply project. In
most cases, however, this is essentially an assessment
of water requirement using prevailing norms and
local consumption patterns. While this could be a good
starting point, it ignores preferences and willingness
to pay of different user groups and related quantity
implications. Very often this approach tends to suggest
very high levels of shortages without a clear indication
of economic viahility.

At the sametime, most attemptsto improve water
supply have focused on subsidization, based on the
assumptions that households are too poor to pay for
water and that to achieve equity, government funds must
be spread fairly and, thus, thinly. On the other hand,
some international institutions have argued that even
the poor can pay 3-5 percent of their incomes for water
supply. This focus on supply has failed to solve the
problem, and future research and planning should be
grounded in a better understanding of demand — what
consumers want and are willing to pay for. A number
of research studies have investigated the determinants
of demand — such as socio-economic background,
characteristics of the existing system, price, distance
and reliability — with surprising findings. Some of
these studies are described in Box 1.

Market assessment for urban services is not
common in India, and a systematic approach
incorporating basic economic concepts has not been
developed. The following approach combines relevant
theoretical concepts with the practical needs of planners
and decisionmakers regarding investment decisionsand
price setting. Thisapproach reflects aRapid Assessment
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Box 1: The Impact of Willingness-to-Pay Studies
Willingness-to-pay studies can have important impacts on public sector planning and decision-making,
as the following cases demonstrate.

A 1993 study in rural Kerala used contingent valuation method to test the sensitivity of households to
the monthly tariff for water from a yard tap compared to the higher cost of a household connection with
improved quality.! The contingent valuation method allowed respondents to consider hypothetical changes,
and the study found that the real constraint to providing household connections was not the high cost but the
limited availability of local credit.

A 1990 study in Ukanda, Kenya examined the value that households assign to time spent collecting
water.2 By providing a choice of two water sources and identifying two decision factors, the price of the water
and the time required, revealed preference analysis found that the value assigned to time saved due to
improved water supply is much higher than previously believed.

A study of the private sector water vending system in Onitsha, Nigeria, demonstrated that households
willingness to pay for quality service may be surprisingly high.® There, the quality of service from the local
water authority was perceived to be low, and most peopl e purchased water from private vendors. To compete,
therefore, the local authority must not only provide more affordable rates but provide a better product in

terms of quality and reliability.

study found that:

standpost service.

A 1995 study of Baroda, India, is one of the few such studies to focus on urban areas in India* This
e About 85% of households without household connection expressed willingness to pay for improved

¢ Among households with individual connections, about 63% were found to be willing to pay for better
pressure, and 11% for better quality. Nearly 80% of those with household connections were willing to
pay more even if service was not improved, as much as three times the current municipal rate.

e Approximately 58% of households were willing to pay a one time connection charge.

* The percentage of income householdswerewilling to pay for water declined asincomesincrease, though
WTP for the highest income group was only 60% higher than that of the lowest income group.This
suggests limited scope for cross-subsidization of water supply across income groups.

which may be conducted as part of Project Pre-

Feasibility Analysis, as developed by the FIRE(D)

Project; more detailed assessment would be essential at

a later stage.

1. IpentiFy CoNSUMER GROUPS.

Thefollowing criteria are suggested.

Price Elasticity of Demand for Services. For example,
for many industrial and commercial users, as well
as upper income households, the price elasticity
will be very low, while for domestic users,
especially the low-income, price will have a
significant impact on consumption.

Feasihility of Varying Connection Charges: This will
depend on past pricing practices, local
administrative arrangements for pricing and cost
recovery, administrativejurisdictions of authorities
and political acceptability of varying rates.

The Nature of Demand: This varies in terms of
quantity, quality and reliability; for example,
industrial users may be bulk consumers with low
quality requirements, in contrast with domestic
consumers.

Ability and Willingness-to-Pay for Services: This is
essential for price-setting both across and within
user groups.

2. ConpbucT A RapiD DEMAND ASSESSMENT FOR

EacH CoNsUMER GROUP.

Demand for urban environmental servicesis far
more complex than atypical consumption commaodity,
and the following dimensions should be explored.
Level of Consumption: the quantity consumed

through the connection or waste disposed of
through a service.

Access. the user decision to locate in an area where
service is available or to pay for laying of a
distribution/ collection network.

Connection: user decision to connect to a network
and the type and size of connection taken.

The assessment should address user preference
and willingness to pay in relation to each dimension of
demand. To determine what the markets will bear, it
is necessary to identify a range of prices for each
user group across the relevant dimensions of demand.
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Box 2: Sample Bid Game Questionnaire

1. Would you be willing to pay Rs. 25 per month for
1 kilolitre of public water? If so, proceed to #2. If
not, proceed to #5.

2. Would you be willing to pay Rs. 50 per monthfor
1 kilolitre of public water? If so, proceed to #3. If
not, proceed to #5.

3. Would you be willing to pay Rs. 100 per month
for 1 kilolitre of public water?If so, proceed to #4. I
not, proceed to #5.

4. Would you be willing to pay Rs. 200 per month
for 1 kilolitre of public water?

5. What isthe maximum number of rupees per month
you would be willing to pay for 1 kilolitre of public
water?

Source: Adapted from WASH Project Field Report No.
316, USAID

For example, in an unserviced peripheral area, WTP
may be assessed for access (a development charge),
connection to the system (a one-time fee) and
consumption (possibly metered charges). For domestic
low-income user groups in particular, maximum
affordablerates for ensuring lifeline services should also
beidentified.

In many Indian cities, private markets for urban
services have emerged either because public services
have been absent or their quality and reliability are poor.
The demand assessment must include areconnai ssance
survey to identify prices being charged by the private
operators to different customers.

Atthispre-feasibility stage, asimplebid gamemay
be used in reconnaissance surveys as well as focus
groups and discussions with users. For a sample bid
game questionnaire, see Box 2.

3. Deverop DetaILED TARIFF CATEGORIES.

Detailed tariff categories can be developed which
reflect the types of charges which can be levied on
different service groups. Though a wide variety of
charges may be levied, most service authorities do not
adequately tap this potential in a meaningful manner.
Tariff categories will depend to a great extent on the
existing and past tariff charges, the complexity of the
system, and the administrative and management
capacity of theutility authority to determine appropriate
charges and to conduct billing and cost recovery in an
efficient manner.

4. MAke INITIAL DEMAND FORECASTS.

Estimation of the likely growth in the number of
connections and consumption for each user group can
be done by collating growth trends with project
provisions, through the following steps.

Estimation of Connections: across user groups
over project life based on past growth rates,
augmentation or extension of distribution networks,
facility standards, capacity utilization and agency
capability

Setting Service Levels. quantity across user groups
based on existing service levels, number of
connections and available capacity

Estimating Total Consumption and Production
Requirements: for each user group, including a
share of unaccounted-for water

Estimating Quantities across Tariff Categories: total
connections, quantity of water, new connections,
and total annual ratable value; alows for revenue
forecasts

5. IniTiaL TARIFF SETTING AND DEMAND
ADJUSTMENT.

Initial tariff proposals for each user category can
be identified based on the market assessment, WTP of
different user groups and proposed service
improvements. Thefeasibility of each proposal must be
tested in terms of political implications, affordability,
existing price levels and past revisions.

Based on these proposals, it must be
determined whether tariff changes will have an impact
upon demand. Consumption forecasts will be adjusted
based on the price elasticity of demand. While price
elasticity estimates should be worked out for a detailed
market assessment, notional adjustment for important
user groups can be made based on judgment.
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