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PREAMBLE

The African Development Bank Group’s vision has development and poverty reduction as a
central goal. Inadequate access to water supply and sanitation is a cause and consequence of
poverty; likewise, inadequate water resources can become a constraint to improved health,
agricultural development and food and energy security. Development of water resources will
have a vital role in socio-economic development in Africa, while making a substantial
contribution to the fight against poverty.

In order to address the impending water crisis, the Bank Group has made several interventions.
Adoption of the Integrated Water Resources Management Policy (IWRM), preparation of the
African Water Vision (AWV) and the Framework for Action (FFA), promotion of the
establishment of the African Water Facility (AWF) and implementation of the Rural Water
Supply and Sanitation Initiative, among others, are some of the major interventions undertaken
by the Bank in recent times. In addition the Bank was given the lead responsibility of
developing and implementing the NEPAD water infrastructure program, which includes water
resources development.

A key aspect of managing scarce water resources is to understand the economic value and
financial cost of water systems. Few Regional Member Countries have realistic policies,
operational strategies or plans for cost recovery and sustainable financing for increased service
coverage, particularly for the poor. Due to the lack of systematic knowledge, strategies for cost
recovery are typically not comprehensive and address only some aspects of sustainability. This
leads to the degradation of water supply, sanitation and irrigation systems, resulting in failure
to deliver reliable services to users.

The Guidelines on User Fees and Cost Recovery for Water, Sanitation and Irrigation Projects,
set in the context of the African Development Bank’s Integrated Water Resources Management
Policy (2000), have been prepared to assist Regional Member Countries (RMCs), service
providers and RMCs investors working in project formulation and appraisal, sector and policy
analysis in the water supply, sanitation, irrigation and related agricultural projects.

The Guidelines acknowledge the widely held view that water is both a social and economic
good and have been designed to assist all stakeholders in the implementation of sustainable
services which support all consumers and users of water.

This document, one of three complementary documents, addresses the issues of rural, non-
networked water supply and sanitation. The other two documents consider urban,
predominantly networked, water supply and sanitation and irrigation services. Fourteen page
summary guidelines are also available for each of the three service offers.



EXECUTIVE SUMMARY

The African Water Vision targets achievement of 95% access to drinking water supply and
sanitation by 2025, whilst the more imminent Millennium Development Goals’ targets with
respect to water and sanitation services are “to reduce by one half, by the year 2015, the
proportion of people who do not have access to safe drinking water and basic sanitation”. The
water and sanitation situation in Africa remains poor, with the region hosting one-third of the
world’s population without access to drinking water supply. Only about 60% of the total
population in Africa had access to water and sanitation as of 2008, according to UNICEF/WHO’s
Joint Monitoring Programme. As a result, approximately 210 million people in urban areas will
need to be provided with access to water supply services, and 211 million people with
sanitation services, if the international coverage targets of the MDG for 2015 are to be met. A
similar number of people in rural areas will also need to gain access. Using the most basic level
of service and technology, the 2015 targets for rural areas could be attained at an extra annual
investment cost estimated at about USD 1.2 billion.

The Bank’s IWRM policy explains that the water sector is expected to fulfil social,
environmental and economic needs. In a context of growing water scarcity, exacerbated by
rapid population growth and urbanization, misallocation of resources, environmental
degradation, and mismanagement of water resources, the Bank Group and its Regional Member
Countries (RMCs) face new challenges which call for a new approach to water resources
management. Water is a single resource with many competing uses. Experience has
demonstrated that water management is both complex and multi-level, and requires a
comprehensive framework. This analytical framework would facilitate the consideration of
interconnections between the ecosystem and socio-economic activities in river basins. A
sectoral or sub-sectoral approach should therefore be replaced by an integrated approach,
which takes into account social, economic, and environmental objectives, assesses water
resources within each basin, evaluates and manages water demand, and seeks stakeholders’
participation. This vision is now widely accepted.

One of the major challenges in scaling up sustainable delivery of drinking water, sanitation and
irrigation services is the constraint of financial resources, for both investment and operations
and long-term maintenance purposes. Since funding by governments (from taxes) and
international development agencies (transfers) is limited, there is an increasing attempt at
mobilizing financial resources from the users through tariffs. Increased user financing also
improves the prospects of financial sustainability. Moreover, the issue of user fees and costs for
sanitation services has not been comprehensively tackled so far by most RMCs. Financing
sanitation presents a particular challenge because finance often comes from two sources: the
individual or household for onsite sanitation and an external source such as government for
sewerage systems. However, owing to social/public health objectives, environmental concerns
and political reasons, subsidies are often provided for sanitation services.

To keep up with the rapid increase of population and achieve food security by 2015,
agricultural production in the region must increase at an annual rate of 6%. This implies that,
substantial new investment in agriculture is needed to meet targets for poverty alleviation and
food security. The Food and Agricultural Organisation (FAO) estimates that about 75% of the
growth in crop production in Sub-Saharan Africa required by 2030 will have to come from



intensification. Since irrigation and other forms of agricultural water management are the key
to intensification, it is also clear that much of the required new investment must be in
agricultural water development.

Statistics also show that lending for irrigation in Sub-Saharan Africa (SSA) declined considerably
in the 1990s and 2000s. Though there could be various reasons for this decline, the common
denominator is the disappointing performance of development to date in terms of sustainability
and returns on investment. Some RMCs do not charge any user fees for agricultural purposes.
On the other hand there is no uniformity in regard to the principal considerations adopted by
the RMCs in fixing user fees for irrigation water.

The overall objective of recovering costs, financial and economic (operating expenditure,
capital maintenance, cost of capital, indirect sector support costs including environmental and
economic regulation and resource opportunity costs) is desirable in the context of IWRM. In
particular economic and financial costing of water in its various uses guides appropriate
allocation of water resources and assures appropriate waste water management according to
polluter pays principles. However, many factors come into play while trying to make this
objective operational.

First, the point of departure varies by country, sector, and sub-sector: in some cases cost
recovery is extensive and well established and effectively implemented at some level (eg
recovery of full operating expenditure and a degree of capital maintenance costs in some
sectors in Morocco). In other cases, cost recovery may be minimal - either through lack of
policy commitment to the objective or poor implementation of policy.

Second, notwithstanding the goal of integrated water resources management, there is variation
by sector and sub-sector in what is feasible. For example, the potential to recover costs is high
in productive sectors such as irrigation - where cash incomes should increase by significantly
more than the full cost of investment. Significant cost recovery is also possible in urban water
supply, though usually requiring modest cross-subsidies. Whilst remaining possible, it has been
limited in many sanitation investments, other than those undertaken directly by households.

Third, willingness to pay (and willingness to charge) is a related issue which varies by country
and within countries (urban/rural) and by technology (networked/non-networked water and
sanitation services).

In sum, these factors create a continuum of contexts and opportunities for cost recovery
interventions, which in turn influences what is feasible and desirable and the timescale that
may be required to meet specified policy objectives. These three Guidelines, through a step-
by-step approach, will facilitate progress in such diverse cases. The bottom line is that failure
to attain financial sustainability of water, sanitation and irrigation projects will greatly hinder
scaling-up and therefore hinder achievement of the MDGs for the water sector.
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STRUCTURE OF THE GUIDELINES: HOW TO USE THIS DOCUMENT

The three complementary Guidelines on Rural Water and Sanitation (Watsan), Urban Watsan
and lIrrigation, are designed to meet the needs of all stakeholders, service providers and
investors working in project formulation and appraisal, sector and policy analysis in the water
supply, sanitation, irrigation and related agricultural projects. The Guidelines include practical
checklists to ensure consideration of the IWRM objectives in project preparation as well as
sectoral analysis.

Regional Member Countries (RMCs) of the AfDB have a range of policies, operational strategies
or targets for setting user fees. There is also considerable commitment to poverty alleviation in
the region and recognition of the limited ability of many to pay for services. Therefore any
IWRM policy should be implemented progressively. This situation has important implications for
the design of these Guidelines: user fee systems are usually founded on a combination of
policies and long-standing practice.

Approaches to national, regional and specific location tariff setting vary widely. Where
investments are local and project-specific, this can create a tension in that it can be unrealistic
to expect significant changes in national policy on the basis of a single investment operation,
which in the national and sectoral context may be relatively small. Production and
implementation of the Guidelines is intended to help stakeholders in Africa have a common
basis to engage on the issue of cost recovery and setting charges.

The Guidelines are divided in two main parts: the Guidelines and the Knowledge Resources (see
figure in next page). Both parts discuss the three main sub-sectors: networked and/or urban
water supply and sanitation, non-networked and/or rural water supply and sanitation and
irrigation.

Each of the three complementary documents discusses one of the three main sub-sectors: -(i)
rural, non-networked water supply and sanitation; (ii) urban, networked water supply and
sanitation; and (iii) irrigation.



PART 1
TOOLKITS

1. Purpose of the toolkits

2. Toolkits for user fees and cost
recovery: the five steps and summary
checklist

3. Toolkits for non-networked and/or
rural water supply and sanitation - this
document

PART 2
KNOWLEDGE RESOURCES

4. Review of AFDB user fees and cost
recovery policies

5. Review of other Bank’s policies on
user fees and cost recovery policies

6. Summary of country experiences and
literature on user fees and cost
recovery

7. Knowledge resources on non-
networked and/or rural water supply
and sanitation

achieve different purposes.
\

Section 2 comprises the core of the
Toolkits. It includes details of the main sets
of principles and steps relating to the
process of setting user fees and cost

This section lays out the purpose of the
User Fees and Cost Recovery Toolkits. It
explains the main concepts and how both
user fees and cost recovery are relevant to

recovery.

and sanitation

Section 3 outlines the main steps for setting
user fees and cost recovery for rural water
\

recovery and user fees.

Part 2 provides access to country
experiences and literature review on cost
SN—
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TERMINOLOGY

Various terms are used in the literature as well as in project documents. The Guidelines try to
use the following terminology consistently:

USER FEES
(SERVICE CHARGES
OR TARIFFS)

Includes any payments made by beneficiaries which are required because the service is
provided - these include direct payments for actual service (e.g. charges per cubic meter
of water delivered); fixed charges (e.g. a charge for being connected to a water or
drainage service), or an increased land tax because irrigation services are available. User
fees, service charges, customer charges, tariffs, prices are all used here to describe the
same concept.

SOCIETAL
CONTRIBUTIONS

Contributions to financial sustainability from national taxation (and international taxation
or transfers, through donor intermediation) for both indirect support costs, capital
expenditure and, more rarely, operating expenditure.

SERVICE COSTS
COST RECOVERY

Includes the range of expenses incurred in providing water services - routine operation and
minor maintenance expenditure; capital expenditure (cost of construction and long-term
capital maintenance of facilities) plus costs of financing that capital expenditure. Direct
support costs, overheads and appropriate levels of regulation may also be included in
service costs.

Measures the extent that user fees and any other direct contributions, for example
voluntary labour, are adequate to meet service costs. Financial sustainability describes the
extent to which society as a whole (including international society) contributes in a
committed, long-term manner to support services, either through full cost recovery
through user fees or through a combination of user fees and societal contributions.

11




The sub-sectors definitions used throughout the Guidelines include:

NETWORKED
AND/OR URBAN
WATER SUPPLY

NETWORKED
AND/OR URBAN
SANITATION

NON-NETWORKED
AND/OR RURAL
WATER

NON-NETWORKED
AND/OR RURAL
SANITATION

Refers to conventional piped water supply comprising abstraction (from ground or surface
water), some form of treatment and distribution to households, commerce and industry.
Although described as urban this conventional water supply approach is also used in
secondary towns and in some rural areas where economic wealth or water scarcity begin to
justify the investment in networked provision. A networked and/or urban water supply
system anticipates a ‘customer orientation’ in the supply of services where cost reflective
tariffs are viable.

Refers to piped waste water collection (sewerage), treatment and disposal, combining a
number of houses or sources of waste. The waste network might discharge directly to a
convenient water course but preferably, if less affordably, the waste will receive some
form of treatment, with possible levels including primary (sedimentation), secondary
(biological treatment) and most unusually tertiary where there is a demand for immediate
re-use. Treatment processes also necessarily include some level of sludge treatment,
sludge being the concentration of solid and precipitated parts of the sewage, including the
waste from the treatment processes. A networked and / or urban sanitation system
anticipates a ‘customer orientation’ in the supply of services where cost reflective tariffs
are viable.

Describes point sourced water with no piped distribution system. The point source can be a
borehole, a well, a spring or a rainwater catchment tank. Water is transferred to homes by
carrying using various modes, including by carts. In the context of these Guidelines on cost
recovery, rural and/or non-networked water tends to refer only to human powered
abstraction methods, handpumps for example, where operation costs are minimal. For this
reason gravity flow water systems are included in this category even though they may
develop into networks delivering to houses. Some urban areas, particularly secondary
towns and peri-urban areas, also access water through point sources and therefore require
a similar approach to cost recovery. In larger urban areas these point sources may be seen
as part of the transition to accessing the conventional piped network. It anticipates a
‘community orientation’ towards the supply of services where community involvement and
contributions may be more significant than direct user fees.

Refers to on-plot and on-site sanitation which is also widely used in many urban areas. On-
plot sanitation refers to the various types of pit latrine and septic tank which dispose of
human wastes within the boundaries of the housing plot. On-site sanitation might include a
limited network from a small number of households discharging to a communal septic tank
or treatment pond on the housing site. It anticipates a ‘household orientation’ towards the
supply of services where direct household payments for services delivered are more
significant than ongoing user fees.

12



Other terms used in the Guidelines include:

Value of water

Willingness to pay for water and sanitation services; computed time, convenience and
health benefits. Incremental income received by the farmer as a result of irrigation
services, divided by the quantity of irrigation water used.

Wider externalities or values that society believes should be recognised as part of the value
of water, particularly related to scarcity and ecological and environmental sustainability.

Sustainability ‘Sustainable development is the management and conservation of the natural resources
base, and the orientation of technological and institutional change in such a manner as to
ensure the attainment and continued satisfaction of human needs for present and future
generations.” (FAO, 1988).

Seven criteria for water sustainability recognised in AFDB policy and Guidelines:

1. Guaranteed access to basic amount of water for human health - quantity

2. Basic water requirements

3. Quality standards

4, Renewability of water resources

5. Data collection and dissemination

6. Institutional mechanisms to prevent water conflicts

7. Water planning and governance
Economic The efficient allocation of resources is an important consideration in developing pricing
objectives policies for services. Economic theory suggests that optimum allocation of resources is

achieved when price equals the marginal cost of supplying the service, which is the
increment to total cost of producing and delivering an additional unit of output under
specified circumstances. While this situation is rarely, if ever achieved in practice, the idea
that water, a scarce good, should not be wasted and that reallocation from low- to high-
value uses should be encouraged is an important concept in formulating user fees.

Economic theory also highlights important divergences between economic costs, social
costs and, environmental impacts (due for example to external effects) which should be
taken into account.

Financial objectives

Full financial sustainability implies that the agency has access to sufficient revenues and
societal contributions to cover operating and minor maintenance costs, capital
maintenance costs, debt service on loans and dividend payments on equity capital where
required. In addition there is a need to ensure ‘financeability’, that is the ability to
generate sufficient funds to ensure adequate interest cover on loans, to meet the timing or
cash flow requirements for repayments of debt capital and to be able to finance a
proportion of capital expenditures from internally generated funds. Where service
providers or utilities operate commercially the rate of return on assets is a useful test of
their financial sustainability.

The extent to which this criterion is met through user fees varies widely across countries
and sectors. In general, the more commercial utilities (telephones, power) come closest to
financial sustainability through cost reflective user fees, while other sectors - especially
rural water supply, sanitation, and irrigation - have tended to be more dependent on
support from government. These Guidelines support the move towards achieving financial
sustainability through user fees, recognising that demands on government resources are
such that support is not always forthcoming, particularly for the critical component of
capital maintenance.

(Continues next page)
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Service
differentiation

In water supply, sanitation and irrigation there are a wide range of technologies that can
be chosen by users and consumers to best fit their particular needs, affordability and
willingness to pay. This range is generally more extensive than recognised, for example in
urban water there is not simply the choice between standposts or conventional house
connections but the possibility of group connections, street connections, prepaid meters,
informal connections etc which can provide a higher level of service than standpost kiosks
but at a lower cost than conventional connections.

Price
differentiation

Price differentiation is used to describe tariffs that reflect the potentially lower costs of
the service differentiation approach and also describes the use of tariffs that benefit from
cross-subsidies within the sub-sector aimed at the particular needs of different segments of
the population, for example a lower tariff for low-income users.

Cost reflective
charging or pricing

The principle that for economic and allocative efficiency total direct user fees should
‘reflect’, that is be approximately equal, to total service costs.

Cost reflective

Revenue (collected under cost reflective pricing) should be distributed/shared out to

revenue reflect the costs incurred by the organisations involved in service delivery, both direct and
distribution indirect.
Operating and Expenditure on labour, fuel, chemicals, materials, plant & equipment, purchases of any
minor maintenance | bulk water. These will be detailed for each of the sub-sectors. There is some uncertainty as
expenditures to what to include in opex, ie the distinction between minor maintenance and capital
(Opex) maintenance as well as the issue of what overheads or support costs should be included.

Capital expenditure

Expenditure on new fixed assets or expenditure on enhancing the quality or service of an

(Capex) existing system of fixed assets
Capital Expenditure on asset renewal and replacement, based upon serviceability and risk criteria.
maintenance Accounting rules may guide or govern what is included under capital maintenance and the
charges extent to which broad equivalence is achieved between charges for depreciation and
/expenditure expenditure on capital maintenance.
(CapManex)

Support costs

Expenditure on direct support costs such as environmental and economic regulation
including customer involvement costs. These will be detailed for each of the sub-sectors.
Indirect support costs such as capacity building at a national scale are not considered.

Cost of capital

Expenditure on the weighted average cost of capital (see Toolkits for Financial
Governance, 2005) representing interest payments on debt and dividend payments to the
equity providers, weighted according to the balan