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The Stratbase ADR Institute for Strategic and International
Studies (ADRI) isan independent strategic research organization
with the principal goal of addressing the issues affecting the
Philippines and East Asia through:

1. Effecting national, regional, and international policy
change or support

2. Fostering strategic ideas based on cooperation and
innovative thinking

3. Providing a regional venue for collaboration and
cooperation in dealing with critical issues in East Asia; and

4. Actively participating in regional debates and global
conversations

With its international focus, ADRi believes that
Philippine regional security and development can be achieved
through the cooperation of the public and private sectors.

ADRI traces its roots to the Stratbase Research Institute
(SRI) established in 2004. SRI focused on providing strategic
solutions to domestic governance, socio-economic, and
other policy concerns. It aimed to contribute to Philippine
development through research and responsive policy
alternatives.

As SRI sought solutions, East Asia’s affairs frequently
inserted themselves into the equation. There was and is a clear
relation between domestic and regional affairs; movement in
one reverberates in the other.
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ABSTRACT

Towards the end of 2019, the Philippine government threatened to cancel
the concession agreements governing Metro Manila’s water privatization
unless certain “onerous” provisions were removed. The paper examines the
so-called “onerous” provisions against the history and track record of the
privatization program, the requirements of project finance, the financing
mode for privatization / Public-Private Partnership (PPP) projects, and the
actual provisions of a project finance loan for the program. Viewing the
program from an operating and financial lens, the paper tries to make sense
of these provisions in the context of the program’s performance over the last
22 years.

In underscoring the impactand logic of Metro Manila water privatization,
the study discussed the positive difference between scope and services,
efficiency, productivity programs, and comparative financial results before
and after privatization. Moreover, the considerations needed to be factored
in water privatization and concession contracts such as operational,
financial, and capital investments, and the water concessionaires’ continuing
due diligence activity in terms of technical, financial & legal aspects were
likewise all accounted for in varying lengths.

After a little more than two decades, around 16.4 million people in
37 cities and municipalities now enjoy 24-hour supply of water; where a
higher level of standard and quality now prevails in the provision of urban
water services. Success is also seen on implementing best practices in water
utility operations and on establishing an enabling policy and regulatory
environment. Cognizant of future negotiations about the contract, any
dialogue or consultation in this regard must be conducted with full
cooperation, transparency and mutual trust between partners whose main
objective is arriving at a mutually beneficial proposition.






METRO MANILA'S WATER PRIVATIZATION:
MAKING SENSE OF THE SO-CALLED
“ONEROUS"” PROVISIONS
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n March 7, 2019, about 6.8 million residents in the eastern
Opart of Metro Manila suddenly found their households with
low water pressure or no water at all (Rivas, 2019a). Such water
supply conditions would last for several weeks, causing tremendous
hardships for a consumer base that has already been accustomed to
enjoying a continuous supply of water on a daily basis. Believing
that the water crisis was artificial and intentionally created to
justify tariff increases, an angered President Rodrigo Duterte
warned the private water concessionaires of terrible consequences
if water did not flow from household taps soon enough (CNN
Philippines, 2019a, ABS-CBN News, 2019). To make matters worse,
the Singapore-based Permanent Court of Arbitration granted
arbitral awards worth PhP 10.8 billion to the concessionaires,
when the court ruled against the government for disallowances
on tariff increases requested by concessionaires (Lopez, 2019;
Valiente, 2019). Despite the conciliatory stance taken by the private
water firms, as evidenced by their offer to no longer pursue these
arbitral payments (Rivas, 2019b), President Duterte announced in

December 2019 that he would cancel the water concessions unless
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certain “onerous” provisions of the concession agreements were
removed (Aurelio, 2019; Romero, 2019). Threatening the firms’
owners with arrest and imprisonment for the case of economic
sabotage, the President demanded that the concessionaires should
simply accept the amended contract prepared by the government
(Aurelio, 2019; Romero, 2019). While it seems that no new contract
has been presented to the concessionaires (see Simeon, 2020), the
following provisions are those deemed onerous by the government,
as stated by the President and the Secretary of Justice during several

speeches and interviews:

« Prohibition against the national government from interfering
with rate setting

o Indemnification of the concessionaire by the national
government for losses arising from such interference

o Financial liability of the national government for early
contract termination

o Inclusion of corporate income tax payments as expenses that
can be charged to the consumers

« Extension of the concession agreements by another 15 years
(until 2037) way before contract expiration (Panaligan, 2019;
San Juan, 2019; ABS CBN News, 2019b; Simeon, 2020)

The first three provisions mentioned can be found in Exhibit
D (Sections 2 and 4) of the concession agreements signed by
Metropolitan Waterworks and Sewerage Systems (MWSS) and
the two concessionaires, the fourth contested provision relates to
the definition of allowable “expenditures” for the concessionaires
(MWSS, 1997a, 1997b), while the last one is found in the concession
agreement extension that was signed in 2009 (MWSS, 2009). Appendix
A provides a copy of Exhibit D of the concession agreements.
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This paper examines the Metro Manila water privatization to
determine the rationale for the inclusion of these provisions in
the concession agreements. It does not discuss and more so, does
not make any attempt to ascertain whether or not these provisions
are indeed onerous, as such a determination is more within the
purview of the legal experts. Given that these provisions will be
the subject of further dialogues between the government and
the two private water concessionaires, the paper does not also
proffer any recommendations with respect to the conduct of
these dialogues. The paper is a product of an academic research
that seeks to comprehend the logic and value of these provisions
as regards the concession agreements that govern Metro Manila’s
water privatization. Towards this end, the first section looks at
the history of urban water provision from the Spanish colonial
era to the present, followed by a comprehensive review of the
privatization program. The next two sections discuss the concept
of project finance, the type of financing used for privatization /
PPP projects, and explain major provisions of a project finance
loan for Metro Manila’s water privatization. The succeeding section
puts into context the so-called “onerous” provisions vis-a-vis the
privatization program that has been in place for over 22 years while
the last section concludes the paper.

History of Water Provision in Metro Manila

During the early years of the Spanish occupation, Manila residents
collected water from nearby streams, aside from rainwater and
water from surface wells, which they stored in jars and loaded

into small boats for transport to their homes (see Figure 1). In
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1690, Father Juan Peguero, a Dominican friar, developed a crude
distribution network composed of an open aqueduct and a small
navigable canal to deliver water coming from a spring behind the
San Juan monastery. However, this network covered only a limited
area and required residents to walk long distances in order to reach
different watering points in the system. In 1743, Francisco Carriedo
Y Peredo, a retired Captain-General, bequeathed PhP 10,000.00 to
the City of Manila as initial funding for the construction of a water
supply system that would deliver water straight to the households
of the city’s residents (Metropolitan Water District [MWD], 1940).

Start-Up

It would take about 135 years though (from 1743 to 1878) before
the city government would be able to build Asia’s first centralized
water system out of the seed capital initially provided. Known as the
Carriedo Waterworks, it was built at a cost of PhP 745,509.00 and
was capable of supplying 16 million liters per day [MLD] of water
to 300,000 residents (MWD, 1940; Metropolitan Waterworks and
Sewerage System [MWSS] 2013). Marikina River served as the main
source of water, which was pumped to the San Juan reservoir and
then delivered by gravity to Manila households. In 1909, the capacity
of the system was increased to 92 MLD with the construction of the
Wawa Dam and a 224-million liter reservoir in San Juan (MWSS,
2013). Figure 2 presents a timeline for water provision in Metro

Manila. For a complete summary, please see Annex B.

Stabilization
Ten years later, the government established the Metropolitan Water
District to provide adequate water supply and sanitation services

for the City of Manila as well as the 14 adjoining municipalities of
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Figure 2. Water Provision in Metro Manila:
Timeline for the Centralized Water System

CARRIEDO METROPOLITAN WATER NAWASA
WATERWORKS DISTRICT
[} [ ] [}
1878 1919 1955
Start Up Stabilization National
Coverage
Population
300,000 people 913,000 1.6 Million 2.5 Million
(1878) (1939) (1948) (1960)
Enabling Law
Act No. 2832 Republic Act No. 1383
(1939) (1960)
MWSS MWSS. MWSS RO
2 CONCESSIONAIRES
° ° o
1971 1997
Metro Manila Privatization
Coverage
Population
8.0 Million 16.0 Million
(1994) (2014)
Enabling Law
Republic Act No. 6234 National Water Crisis Act
(1994) (2014)

Adopted from: Torio (2016). Metro Manila’s water provision has undergone several transformations
over the last century and a half
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Rizal Province. In the process, the Carriedo Waterworks became
part of the expanded urban water infrastructure system (MWD,
1940). Between 1924 and 1944, MWD tapped the Angat River as
the main source of water supply for the metropolis by developing
the Angat-Novaliches System, which consisted of the Ipo Dam
and its conveyance system, a 36-billion liter impounding system in
Novaliches, a 40-million liter treated water reservoir in San Juan,
and a filtration plant in Balara. During the post-war era, a period
of economic expansion and population growth, there was a surge in
urban domestic water demand, which prompted the construction of
new raw water supply aqueducts, expansion of the Balara plant, as
well as installation of new storage reservoirs and distribution mains
(MWSS, 2013).

National Coverage

In 1955, the Philippine Congress passed Republic Act No. 1383,
creating the National Waterworks and Sewerage System [NAWASA],
which took over MWD and all of the local government water
systems. With this Act, the provision of water and sewerage services
was centralized for the entire country. In 1962, NAWASA and the
National Power Corporation signed an agreement for 2,000 MLD
supply of water from the Angat Dam, then still being constructed at
that time. In preparation for the additional volume of water supply,
NAWASA borrowed US$ 20.2 million from the International Bank
of Reconstruction to increase capacities for distribution and water
treatment of its Balara plants (MWSS, 2013).

Metro Manila Coverage
Adopting a new water governance policy, the Philippine

Congress subsequently passed Republic Act No. 6234 in 1971,
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which essentially dissolved NAWASA, created the Metropolitan
Waterworks and Sewerage System (MWSS) to service the water and
sewerage needs of greater Metro Manila, and returned the municipal
water systems to their respective local government units. Based
on congressional records, it appears that the centralization and
decentralization policies for water provision were meant to solve
the age-old problems of operational inefficiency, mismanagement,
and rent-seeking practices of public officials. Moving into the 1980s,
MWSS implemented projects to reduce system losses and build
another treatment plant at the La Mesa Dam, increasing overall
treatment capacity by 1,500 MLD. In 1991, MWSS started the
Umiray - Angat Transbasin Project, with the goal of increasing Metro
Manila’s water supply by 800 MLD (MWSS, 2012a; MWSS 2013).

Privatization

In yet another policy shift, the Philippine government privatized
the operations of MWSS in 1997, given persisting conditions of
high non-revenue water [NRW] levels, low water pressure, and
intermittent water supply (MWSS Regulatory Office [MWSS RO],
2004). At that time, cash flows from operations were minimal,
thus necessitating extensive MWSS borrowings and government
support to operate, maintain, and expand the water system. The
next section provides more details about Metro Manila’s water

privatization.

Metro Manila’s Water Privatization

Like other developing countries, the Philippine government

implemented private sector provision of water services in an
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effort to increase operating efficiency in the sector and reduce
the government’s fiscal burden related to water infrastructure
development (see Araral, 2009). Specifically, the main objectives
of Metro Manila’s water privatization were to increase water and
sewerage coverage, which then stood at 67% and 8%, respectively;
improve operating efficiency, particularly as regards the high
system losses;* and relieve the national government of the fiscal
burden of investing US$ 5 to 7 billion over the next 25 years. Aside
from these benefits, the privatization program was projected to
generate about PhP 107 billion in tax revenues for the government
(International Finance Corporation [IFC], 1996a). The success of a
similar program in the power sector further reinforced the decision
to privatize Metro Manila’s water provision, not to mention the
strong push by the International Finance Corporation and the
multinational water firms to implement the program (Dumol,
2000). Privatization programs in the power and water sectors were
seen as solutions to the country’s then prevailing water and energy
crises. In preparation for private service provision in these sectors,
the government enacted the Electric Power Crisis Act, Build-
Operate-Transfer Law, and the National Water Crisis Act, which
provided the political and legal bases for these programs as well
as the frameworks to expedite their implementation (Torio, 2016,
2018).

Pre-Privatization Scenario

Prior to privatization, MWSS was providing water and sewerage
services to only 67% of the 10.9 million residents in its service area,
which covered 8 cities and 29 municipalities® within the National
Capital Region, the Rizal province and a portion of the Cavite
province. Water supply averaged only 17 hours per day for 825,000
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service connections, of which 7.5% were community standpipes
(IFC, 1996b). Non-revenue water, water lost in the system due to
leakage and pilferage, was also very high, estimated at a level of 58%
(Asian Development Bank [ADB], 1997). This meant that of the
2,800 MLD of water supplied to the system, only 42% were billed
to the consumers. Note that the high accounts receivable level at
that time meant that not all of the billed revenues were collected. In
addition, MWSS had 7,985 employees, which translated to almost
10 persons per 1000 connections, a level higher than the average for
similar Asian water utilities (IFC, 1996b). Given the aforementioned
state of operations, the government had to infuse into MWSS
additional equity of PhP 229 million and PhP 62 million in 1994
and 1995, respectively to ensure continuous provision of water and

sewerage services in the metropolis (IFC, 1996a). Like most public

Table 1. MWSS Pre-Privatization:
Comparative Performance of Asian Water Utilities

Coverage NRwW* Water Availability  Staff/1,000

City (%) (%) (Hours) Connections Ratio
Manila 67 58 17 9.8
Bangkok 82 38 24 4.6
Kuala Lumpur 100 36 24 1.1
Singapore 100 7 24 2.0

Seoul 100 35 24 2.3
Shanghai 100 14 24 6.1
Average (50 utilties) 81 35-40 19 11.8

* Non-Revenue Water - system water loss due to leakage and pilferage

Source: (Torio, 2018). Prior to privatization, MWSS was performing below par compared to other Asian water utilities




Torio 11

water service providers, funding for MWSS operations came most
from equity rather than debt,* a practice that was unsustainable for
the government.

As shown in Table 1, MWSS was faring poorly against water
utilities in Bangkok, Kuala Lumpur, Singapore, Seoul, and Shanghai,
which had a 24-hour water supply, mostly 100% service coverage, as
well as lower NRW and manpower levels. Even if compared to the
average performance of 50 Asian water utilities, MWSS performed
below par, thus, making it a suitable candidate for privatization in
1997.

Private Water Concessionaires

Four international consortia, comprised of the most diversified
Philippine conglomerates and the largest global water companies,
participated in the bidding for two water concessions in Metro
Manila: Benpres Holdings Corporation — Lyonnaise des Eaux, Ayala
Corporation - North West Water, Aboitiz Holdings Corporation
- Compagnie General des Eaux, and Metro Pacific Corporation -
Anglian Water International (Rivera, 2004). Based on the lowest
tariffs offered, the east concession was awarded to Manila Water
Corporation, Inc. [MWCI], a company owned by Ayala Corporation,
Bechtel Corporation, and United Utilities, Inc. (parent company of
North West Water). At the same time, the west concession was won
by Maynilad Water Services, Inc. [MWSI], whose shareholders were
Benpres Holdings Corporation and Lyonnaise des Eaux (Dumol,
2000). The two local sponsors, Ayala Corporation and Benpres
Holdings Corporation, were large Philippine corporations with
business interests in property development, banking and financial
services, electronics and telecoms, with the latter also having

major interests in power generation and distribution, as well as
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toll road operations. North West Water, the international operator
for the east zone, was a UK-based water and sewerage company
operating in the Manchester area while that for the west zone,
Lyonnaise des Eaux, was a leading French conglomerate in the field
of environmental services (Rivera, 2004). In 2004, the consortium
of Maynilad Water Services, Inc. returned the west concession to
the government as operational difficulties and the effects of several
global crises resulted in accumulated company losses of PhP 8.3
billion since the commencement of the program. After restructuring
the company’s debt and equity capital, and undertaking a major
rehabilitation program, the government was able to re-privatize the
west concession through an international auction for the rights to
84% ownership of MWSI (Torio, 2016). Two local infrastructure
conglomerates, DMCI Holdings and Metro Pacific Investments
(MPIC), won the bid with an offer of more than US$ 500 million,
thus completing the re-privatization of Metro Manila’s west zone
(ADB, 2008).

Concession Agreement

Upon commencement of Metro Manila’s water privatization
program in July 1997, the two private concessionaires were
granted the sole right to manage, operate, repair, and install all
assets necessary to provide water and sewerage services in their
respective areas of operations. In turn, the concessionaires were
allowed to bill consumers directly and collect payments for services
rendered. Until 2022, the year the concession agreements expire,
the concessionaires will hold legal claims to all properties, plants,
and equipment they contributed to the system. Upon expiry, all
titles, rights, and interests in those assets would automatically
vest in MWSS (MWSS, 1997a, 1997b). During the second-rate



TorOo 13

rebasing, the concession period was extended by another 15 years
to minimize the tariff increases that would be needed to cover
capital investments for new water supply and wastewater projects.
These projects included the governments bulk water supply
project for Metro Manila as well as the concessionaires’ wastewater
projects that would assure compliance with the Clean Water Act
and the Supreme Court’s directive on Manila Bay’s clean up and
preservation (MWSS, 2009). However, amidst the 2019 water crisis
in Metro Manila, the MWSS board of trustees revoked the resolution
approving this 15-year extension of the concession period (CNN,
2019b). Whether or not this means that the concession agreements

will expire in 2022, still remains unclear.

Metro Manila’s Water System

Under MWSS’ regulatory control, the private concessionaires
provide water and sewerage services to around 16.4 million
residents in 21 cities and 16 municipalities of greater Metro
Manila area (MWSS, 2012b; MWSI, 2019a; MWCI, 2019a). Figure
3 shows the flow diagram of Metro Manila’s water system. About
97% of its water supply comes from the Angat Dam, located 58
kilometers from Metro Manila, while the balance is accounted for
by groundwater and water sourced from Laguna de Bay (MWSS,
2012b). MWSI receives 60% of the urban water supply from Angat
Dam which it uses to serve 9.6 million consumers (Saulon, 2019a)
while MWCI utilizes the balance of 40% to provide water services
for 6.8 million consumers (MWCI, 2020). From Angat Dam, the
water initially goes to the IPO Dam, where it then flows through
three tunnels until it reaches the Bicti Settling Basin. From there,
water is conveyed by six aqueducts to the Novaliches - La Mesa
Portal, which distributes the water to the La Mesa and Balara
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Figure 3. Metro Manila’s Water System

LA MESA TREATMENT
PLANT NO.2

Manila Water

E

BALARA TREATMENT
PLANT NO.2

(g ()
TO EAST ZONE
DISTRIBUTION SYSTEM !‘

Source: Adopted from (MWSS, 2014). Metro Manila has a “North to South” water supply infrastructure which
supplies 4.0 million cubic meters/day to 16.4 million people in 38 cities/municipalities
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treatment facilities of MWSI and MWCI, respectively. Excess
water from the portal goes to the La Mesa Dam, which will be
treated at the Balara plants at a later time. On a daily basis, 4,000
MLD of treated water from the La Mesa and Balara plants are
then distributed through 35 pumping stations, 25 reservoirs, and
more than 10,000 kilometers of underground pipelines (Japan
International Cooperation Agency et al, 2013). With a “North to
South” water infrastructure system, water from the north of Metro
Manila flows into the households of 16.4 million people on its way

to the southern peripheries of the concessionaires’ service areas.

Performance Scorecards: Pre- and Post-Privatization

Like performance scorecards commonly used by the MWSS,
private concessionaires, multilateral agencies, and analysts (see
MWSS RO, 2004; Wolf, 2007, Wu & Malaluan, 2008; International
Finance Corporation, 2010; Fabella, 2011; Rivera, 2014), Table
2 shows the pre- and post-privatization service levels. Despite a
mere 48% increase in new water supply since the commencement
of the program, the concessionaires were able to increase the
number of people served by 125%, through programs that
increased service connections by 190%. Note that this new water
supply was supplemented by the 36% reduction in non-revenue
water, particularly the volume of water that was recovered from
leakages. Moreover, households connected to the concessionaires’
networks are able to enjoy a 24-hour supply of water that is of good
quality and pressure. Such substantial service level improvements
may be attributed to higher operating efficiencies brought about
by new management and operating paradigms as well as capital
investments worth more than PhP 374 billion (see Bernardo,
2019).
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Table 2 . Metro Manila: Pre- and Post-Privatization Service Levels

1997 | 2018
. . % Inc./
| t
Service Indicators Pre- MWSI  MWCI Combined® (Dec)
Privatization (West Zone)® (East Zone)?
Population Served 7.3 9.6 6.87 16.4 125%

(Millions)

Service Connections, # 825,000" 1,407,503 986,756 2,394,259 190%

Water Supply 2,800 2,515 1,632 4,147 48%
(Million Liters/Day)

Non-Revenue Water 58% 30% 11% 22% (36%)
Water Service Coverage 67% 94% 93% 94% 37%
(Population %)

24-Hour Availability 67% 98% 100%  99% 32%
Water Pressure 100% 99%° 100%

(@7 psi)

Water Quality 100%* 100%°  100%

Note: '(International Finance Corporation, 1996b); > Unless otherwise stated, (MWSI, 2019a);
3 Unless otherwise stated, (MWCI, 2019a); * (MWSI, 2020); °* (MWCI, 2020a);
S (Saulon, 2019a); 7 (MWCI, 2020); ® Authors’ estimates

Adapted from: Torio (2016, 2018). Regular performance scorecard shows generally improved services provided by
the concessionaires in terms of NRW levels, water supply availability, water pressure, and water quality

While water tariff increases may have played a vital role in the
attainment of higher profitability levels (as exhibited by net profit
margins as well as returns on asset and equity in Table 3), credit
must also be given to the concessionaires for initiating efficiency
and productivity programs, and investing heavily in capital assets
that have resulted in improved water services. Through NRW level

reduction and new water service connections, the concessionaires
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have managed to increase revenues by 881%. At the same time,
they kept operating expenses at 37% of total revenues as compared
to MWSS’ level of 74%, thus increasing operating and net income
margins. Plowing back their earnings and incurring higher
levels of borrowings, the concessionaires invested more towards
the rehabilitation and expansion of the water networks. The
concessionaires’ combined debt and equity of PhP 225 billion have
made it possible to increase the asset base of Metro Manila’s water
system by 579%. Though it seems that raising this level of debt
was easy for the concessionaires, this was not the case during the
first few years of the concession. Nevertheless, getting the loan in
place at the early stage is a critical factor in every privatization /
PPP project. The succeeding sections examine this matter in more
detail. It is important to bear in mind that all of these operational,
financial, and capital investment considerations must form part of
the discussions pertaining to Metro Manila’s water privatization
and its concession contracts.

Moving forward, one major factor that may depreciate the
service level improvements already in place is the new water supply
source needed to address the increasing urban water demand. The
2019 water crisis in Metro Manila may already be an indication
of current water demand outstripping available supply. Yet, there
is still on-going debate as to who is responsible for developing
new water sources. MWSS insists that these types of projects are
under its jurisdiction, noting that its program for water resources
and infrastructure aims to ensure the availability of new water to
meet Metro Manila’s water demand starting 2011 (MWSS, 2020a).
However, former MWSS officials involved in the water privatization
have stated that the concessionaires should be responsible for water

source development since they cannot be held accountable for their
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Table 3 . Comparative Financial Results: Pre- and Post-Privatization

1995 2018
MWSS' MWSI? MWCI® Aggregate % Inc.

Revenues 3,873 21,761 16,234 37,995 881%

Operating

Expenses (2,862) (9,429) (4,804) (14,233) 397%

Operating

Income 1,011 12,332 11,430 238,762  2,250%
Net Income (157) 7,341 6,521 13,862 -

Current assets 4,034 15,720 12,549 28,269 600%

Non-current

Assets 28,816 91,732 103,061 194,793 576%
Total Assets 32,850 107,452 115,610 223,062 579%

Current

Liabilities 1,758 17,490 21,789 39,279  2,134%

Non-current
Liabilities 9,337 41,806 44,115 85,921 8,202%

Total Liabilities 11,095 59,296 65,904 125,200 419%
Total Equity 21,7556 48,156 49,706 97,862  1,028%

Debt/Equity

Ratio 0.5 1.2 1.3 1.3 -
Net Profit

Margin - 34% 40% 36% -
Return on

Assets - 7% 6% 6% -
Return on

Equity - 15% 13% 14% -

Note: Except for financial ratios, all figures are in million PhP. 'IFC(1996a),
2MWSI(2019a), *Author’s computations from MWCI(2019a)

Adopted from: Torio (2016). Comparative pre- and post-privatization financial data show higher profitability levels
for the concessionaires due to improved operating efficiencies and massive capital investments
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service targets without an adequate supply of water (Bernardo,
2013). Things get further complicated when the government flip-
flops on the modality for building the structure, which will take
several years to complete. A case in point is the Kaliwa Dam, a 600
MLD reservoir that will address Metro Manila’s water demand for
the next several years.

Located within the Rizal and Quezon provinces, the Kaliwa
Dam project was already being bidded out under the government’s
PPP program prior to the national elections in 2016 (MWSS, 2015).
Two international consortia were preparing their bids for the
project which would have been completed by mid-2020, had the
bidding pushed through. However, the new administration decided
to construct the dam using Chinese official development assistance
funding in lieu of the PPP option (Garcia, 2019), believing that the
former approach would be faster and easier to complete (Oplas,
2017). Until today, project construction has not yet commenced,
with MWSS still negotiating for the purchase of the land where the
tunnel outlet portal will be built (MWSS, 2020b).

It should be emphasized that the new water source project
for Metro Manila has been in the planning stage since the
commencement of the program. In fact, the technical and business
assumptions used during the bidding for the MWSS privatization
stated that the new water source would be aligned by 2007 (MWSS,
1997a, 1997b). Without this new source, conditions of low water
pressure or no water supply at all will persist, like what happened
during the 2019 water crisis. In such a situation, the efficiency
improvements that were put into place through new operating and
management paradigms, as well as large capital investments, will be
rendered insignificant and worthless.

While the scorecards present significant improvements in
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service levels and quality, there is still further need to determine
whether or not such improvements in consumer welfare have
been experienced by all, particularly those that belong to the
marginalized sector of society. Understanding the diffusion of
consumer welfare across the socio-economic spectrum is important
to Philippine policymakers, especially with respect to complaints
of non-governmental organizations, consumer groups, and urban
poor organizations about the access and affordability concerns
of the poor households. To further define the scope of the paper,
please note that it will not delve into the state of equitable water
provision for Metro Manila’s water privatization. For discussions
on the assessment of the privatization program from an equity lens,
please see Torio (2016, 2018).

Metro Manila: In the Context of

Global Water Privatization

Contextually, Metro Manila’s water privatization program may
be considered as the largest and longest-running privatization
program for a water utility (Torio, 2016). Marin (2009) estimates
that private water firms serve only 7% of the urban population
in the developing world. In 2006, the Metro Manila and Jakarta
water privatizations were acknowledged as having contributed the
most number of new connections across all similar privatization
programs in the developing world (Hall & Lobina, 2006). However,
several years later, Jakarta’s privatization would be in disarray and
eventually, be forced to stop by a court ruling because of poor
service delivery (Hall, 2010, Elyda, 2015). As such, Metro Manila’s
16.4 million water consumers would probably constitute a large
portion of the urban population still being served by private water

firms.
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While private sector participation in the water sector grew
tremendously in the 1990s, many privatization contracts have been
terminated early or not renewed upon their expiration (Gleick et al,
2002; Hall & Lobina, 2006; Castro, 2007; Marin, 2009, Bakker, 2010).
Essentially, cancellations increased for all utility sectors, which
were affected by the Asian, Russian, and Argentine financial crises,
but the highest rate was seen in the water sector, a reflection of its
high investment-high risk nature. Furthermore, private water firms
moved away from long-term concession agreements and turned
to short-term, low-risk contracts, such as management contracts,
which required little or no investment (Bakker 2010). Related to
this, Hall and Lobina (2006) note that 80% of all water lease and
concession contracts in sub-Saharan Africa have already been
terminated while Harris and Roa-Garcia (2013) report that most
Latin American concessions are no longer operational and several
of these countries have already pursued constitutional amendments
banning water privatization. Outside of China, there were only six
urban domestic water concessions, four of which were in Jakarta
and Metro Manila (Hall & Lobina, 2006). Across Europe, there has
been a resurgence of public sector delivery of municipal services,
most notably, the re-municipalization of water services in Paris, the
headquarters of Veolia and Suez, two of the world’s largest water
multinational companies. Their subsidiaries had provided water
services in Paris before the city government took over the water
operations in 2010 (Hall, Lobina, & Terhorst, 2013).

Metro Manila’s water privatization has been operating for more
than 22 years, a remarkable feat in the global water privatization
discourse. In some ways, such longevity is also a testament to
the concession agreements binding both the government and the

two private water concessionaires. Notwithstanding the return of
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the concession by the winning bidder, the concession agreement
has allowed the Philippine government to obtain a replacement
operator in the west zone, which has made significant progress
in improving operating efficiencies. Additionally, the private
concessionaires have expanded their operations both locally and
in other Asian countries - MWCI, with 8 Philippine/4 Asian water
projects (MWCI, 2019a) and MWSI, with 5 Philippine/2 Vietnam
water projects (Metro Pacific Water, 2020).

Financing PPPs: Project Finance

For the winning bidders, the special-purpose vehicles [SPVs] they
formed during the privatization bidding exercise would eventually

Figure 4 . Contractual Arrangement for Metro Manila’s Water Privatization
WATER SERVICES

GOVERNMENT

CONCESSION AGREEMENT
SHAREHOLDERS

EQuITY CONCESSION

COMPANY*

DEBT
LENDERS (PROJECT FINANGE) SERVICE PROVIDERS

* Special Purpose Vehicle

Source: Torio (2020). Diagram shows contractual arrangement between the government and the concession company
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become the concession companies providing water and sewerage
services in their respective service areas (see Figure 4).

Upon takeover of the concessions in 1997, these two private
water firms would have to avail of multimillion-dollar loans to
support capital investment programs with a combined worth of
US$ 7.0 billion (see PPP Center of the Philippines, 2020) for the
next 25 years. While some of the major shareholders had experience
in operating water utilities, each concession company was just a
shell company without any track record in water utility operations,
construction, and loan repayments. Moreover, almost all of its
personnel would come from a pool of MWSS’ officers and staff
who would need to be absorbed by the two private concessionaires,
in compliance with a requirement of the concession agreement.
Essentially, the main asset of the company was the concession
agreement, the provisions of which, the government’s privatization
team hoped would address not only the concerns of the bidders but

those of the lenders, as well.

Project Finance: All about Project Cash Flows

Given such a scenario, how then would project sponsors finance
a water privatization project? In the context of privatization /
Public-Private Partnerships [PPP],’ the general mode of financing
is “project finance”, a type of lending that focuses mainly on the
cash flows of the project, coupled with an extensive evaluation of
the various risks associated with the construction, operations, and
financing of said project, as well as the allocation of these risks
through contractual arrangements and support mechanisms (see
Yescombe, 2007). It is also known as a non-recourse or limited
recourse financing, given that security is generally linked to the

project’s ability to generate cash, with no or limited recourse (claim)
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on the sponsors’ assets (Furquharson, Torres de Mastle, Yescombe,
& Encinas, 2011; Comer, 1996). As the project’s fixed assets have
practically no value outside of water operations, the creditors do not
rely on them as security but more so, on the concession agreement
between the government and the private water firm (Furquharson,
et al., 2011), together with the other contracts/agreements that are
able to generate cash (e.g. insurance policies, licenses, permits, etc.)

for the company.

Project Finance Features

There is no standard project finance structure for privatization /
PPP projects. Many factors, such as the utility sector, sponsors,
country, economic conditions, political environment, etc., influence
the financing structure needed for the project. However, there are
underlying features that are common to project finance in general.

Yescombe (2007) and Comer (1996) enumerate these features:

o New and ring-fenced, capital-intensive projects — Project finance is
associated with large PPP projects that require enormous amounts
of debt and equity capital. Most of the time, these are new and
ring-fenced projects that are carried out through a special-purpose
vehicle.

o Highly-leveraged — Transactions tend to have high debt to equity
ratios, with debt ranging from 65% - 80% of the company’s total
capital.

o Finite life — As it is an SPV, the company’s life normally coincides
with that of the project, especially if all assets will be transferred to
the state at the end of the cooperation period. Hence, the project
finance debt must be fully paid before the project life ends.

o Non-recourse or limited recourse financing - With the project
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company as the borrower, lenders rely mostly on the robustness of
future project cash flows, with no or limited guarantees provided
by the company’s investors.

o Project contracts as creditors’ main security — These contracts are
tied to the company’s ability to generate cash flows. Physical assets
not being used for the project company’s operations are of no use
to the lenders, as these assets will not fetch reasonable values even
if they are able to sell them.

o Close control by lenders of project company’s activities — Lenders
always try to micro-manage the company, especially those activities
that affect the company’s cash flows.

o Restrictions on dividend payments — Lenders will ensure that
utilization of available cash prioritizes debt servicing over dividend
payments.

o Risk identification and allocation - Lenders would like to
understand the different types of risks the project may face, which
would affect cash flows moving forward. In this regard, they would
like the risks to be identified and allocated to the party best capable
of controlling them.

o Higher transaction costs — Project finance entails much
information, monitoring, and documentation which increases the

transaction costs when compared to regular corporate loans.

In contrast, approvals for regular corporate loans are based on the
strength of the company’s balance sheet, previous cash flows, and
profitability record. As the borrowing company will be in business
for an indefinite period, it can continue procuring corporate loans
over time. In addition, lenders have access to the cash flows of all
the borrower’s businesses, and physical assets are used as security

for the loan. Under normal conditions, creditor banks also do not
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impose restrictions on the day to day operations of the company
(Comer, 1996; Yescombe, 2007). For a more detailed comparison
between corporate finance and project finance, please see

Appendix C.

Risk Profile for Metro Manila’s Water Privatization
For privatization / PPP projects, the term “risk” is associated with
unforeseen events or outcomes that negatively affect the provision
of services or the financial viability of the project (Yescombe,
2007). In turn, both results affect the project’s ability to generate
the necessary cash flows needed for operations, investment, and
debt-servicing. Thus, any privatization / PPP project would require
identification of all possible risks across the different project phases,
assignment of these risks to parties best able to handle them, and
implementation of mitigation measures to minimize their impact.
Contracts should, therefore, incorporate provisions for proper
assignment and mitigation of the risks that have been identified for
the project. Without proper risk management, the price of service
may be too expensive, the quality of service may be below par, the
project company may not be able to raise the necessary financing,
or in the extreme case, there would be a failure of privatization.
For this paper, the risk profile for Metro Manila’s water
privatization will be discussed in terms of systematic risks and
project-specific risks. Systematic risks are those that are associated
with the project’s external environment, such as political risk,
economic risk, etc. while project-specific risks are those that arise
due to the project’s nature or implementation, such construction
risk, operating risk, etc. (see Chan et al., 2011). Since systematic
risks are not within the control of the private water concessionaires,

mitigation measures would require either government support or
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tariff adjustment. Conversely, project-specific risks would have to
be borne by the concessionaires, and hence, they would have to
come up with measures that properly address these risks. Creditors
examine the risk profile and its management plan and use this
information to draft the loan provisions that would ensure full
repayment of their loans.

Upon signing of the concession agreements, the private
concessionaires would have to contend with the following risks
in the course of providing water and sewerage services for Metro

Manila’s consumers:

Systematic Risks

o Political risk — Associated with changes in the political
landscape (Comer, 1996), particularly with respect to the
probability of succeeding administrations not honoring
the concession agreement or unilaterally changing major
provisions. This may also pertain to changes in national
policy or law that may negatively affect the privatization
program.

o Contractual risk - Associated with non-enforcement
of the concession agreement (in part or in whole),
particularly with respect to government’s responsibilities
and undertakings

o Regulatory risk — Associated with a weak regulatory
agency, especially on matters involving tariff adjustments

o Economic risk — Covers local currency depreciation,
inflation, and convertibility of local currency into foreign
currency

o Force majeure — Associated with any unforeseen event

that may reduce the projects ability to generate cash,



28 \WATER PRIVATIZATION: MAKING SENSE OF THE SO-CALLED ‘ONEROUS® PROVISIONS

especially water supply reduction due to the climate
change (El Nifo) or network infrastructure damage due

to earthquake

Project-specific Risks

o Construction risk - Covers delayed completion of
construction work and cost overruns

«  Operational risk — Inability to meet NRW targets and
increase household connections; poor operating and
maintenance practices

o Commercial risk — Inefficient billing and collection
processes

o Financing risk - Inability to get project financing; also

linked to high interest rate and short repayment period

Risk Mitigation

A study by Torio, De Vera, Timbang, and Siriban. (2013) examined
30 Asian water PPP projects to determine the type of government
support provided and tariff adjustment mechanisms used to
mitigate the effects of systematic risks, which are normally beyond
the control of private sector providers. Worth a total of US$ 12.5
billion, these water projects were in the form of concessions, leases,
and bulk water supply contracts that were implemented from 1985
to 2012. For these water PPP projects, governments provided
guarantees on the rate of return, the supply of water, and off-take
purchase, and extended direct lending to the project, as well. In
terms of tariff adjustments, these projects were allowed mechanisms
to increase tariffs based on the inflation rate, foreign exchange
losses and even, a fixed annual rate. Torio et al’s (2013) study also

looked into transportation and energy PPP projects and found out
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that these projects had been given more government support and
tariff adjustments than water PPP projects, such as government
equity and viability gap funding, plus tariff adjustments for interest
rate movements. Appendix D presents a summary of Torio et al’s
(2013) findings on government support and tariff adjustment
mechanisms provided for 99 Asian PPP projects (transportation,
water, and energy), with a combined project cost of US$ 77 billion.

For the MWSS privatization, the framers of the concession
agreement recognized that there are inherent systematic risks
and as such, included certain provisions to address different
these risks. First and foremost, the concession agreement
encourages consultation and negotiation between MWSS and the
concessionaires for any dispute, especially those associated with
political, contractual and regulatory risks. If the two parties are
unable to jointly resolve the dispute, they can avail of arbitration
proceedings, which are in accordance with the rules of the United
Nations Commission on International Trade Law. However, the
concession agreement states that any decision or award of the
Appeals Panel® during the arbitration proceedings shall be final
and binding upon the two parties, who shall waive their rights to
appeal for a review of the award by any court, regulatory body or
tribunal. Finally, if MWSS or the concessionaire fails to perform
any material obligation, and such violation remains outstanding for
a certain period of time, the other party may declare an event of
termination, subject to an early termination amount being paid to
the concessionaire (MWSS, 1997a, 1997b).

The concession agreement provides for the mitigation of
systematic risks arising from unforeseen events or force majeure
through water tariff adjustment mechanisms. One such mechanism

is the extraordinary price adjustment, which uses the discounted
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cash flow methodology to adjust tariffs for foreign exchange
losses and lost revenues due to water supply reduction and other
unforeseen events. Inflationary effects on goods and services
purchased by the concessionaires are recovered by means of a pass-
through tariff adjustment using the country’s official inflation rate
estimates. Water tariffs are reviewed every five years by way of the
rate rebasing exercise that is undertaken by the MWSS Regulatory
Office together with the two private concessionaires. More details
on tariff adjustment mechanisms are provided in a later section.
For the Metro Manila water privatization, Table 4 below presents
the author’s assessment of the risk mitigation measures that are

provided for by the concession agreement.

Table 4 . Mitigation Measures for Systematic Risk

Systematic Risk Reason Mitigation Measure
Political Change of administration Consultation &
or law negotiation /
Arbitration /
Contractual Non-implementation of Early termination /
concession agreement Performance
undertaking
Regulatory Tariff adjustment
Foreign Peso devaluation Tariff adjustment
Exchange (EPA mechanism)
Inflation Change in prices of Tariff adjustment
goods/services (Pass-through)
Currency Assured conversion of Performance
Convertibility PhP to USD undertaking
Water Supply Climate change Tariff adjustment
Reduction (EI Nifio) (EPA mechanism)
Other Force Unforeseen events Tariff adjustment
Majeure (EPA mechanism)

Note: EPA - Extraordinary price adjustment ”

Source: Table developed by Author (2020). Certain provisions of the concession agreement address
systematic risks inherent in the privatization program
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Project-specific risks are borne solely by the concessionaires.
As is common practice to all PPP projects in general, construction
risks may be passed on to sub-contractors through fixed contract
amounts that have penalties for delays. Operating and commercial
risks require that the concessionaires adopt best practices related
to water utility operations while financing risks requires them to
avail of the best financing available from the market. Given that
the concession agreement allows a fixed project rate of return,
which is subject to review and adjustment during the rate-rebasing
exercise, it is to the concessionaires’ best interest to always perform
better than their financial projections by either attaining higher
revenues than projected or reducing operating expenses and capital

expenditures for the same level of revenues.

Project Finance Loan for Metro Manila’s
Water Privatization

Given that project finance is essentially a non-recourse or limited
recourse financing, the lenders try to control the company’s cash
flows through theloan agreementand its supporting documentation.
This section highlights the major provisions of a project finance
loan for Metro Manila’s water privatization (MWSI, 2000).

Continuing Due Diligence: Technical, Financial & Legal

Before initial and subsequent drawdowns, the lenders would have
to receive satisfactory reports by an independent auditor, as well
as technical, legal, and financial advisors on the company’s actual
performance. More so, a banking case (update financial model)

would have to be prepared for several milestones, such as initial
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loan drawdown, mid-year review, annual budget presentation, and
others. As water PPP projects are capital-intensive, the lenders
would need to continuously monitor the company’s capital spending
against the approved capital expenditure plan and annual budget.
In addition, the lenders would like to closely monitor government
approvals, consents, licenses, and permits and the borrower’s
adherence to major loan covenants, such as those related to the
performance bond, absence of material litigation, absence of actual

or potential events of default, and other key commitments. See

Table 5 . Continuing Due Diligence: Technical, Financial ¢ Legal

ISSUES LENDERS’ REQUIREMENTS

Capital expenditure plan &  ® Continuous monitoring
annual budget Based on agreed expenditures

Before initial drawdown

Mid-year review

Annual budget presentation
Financial covenant breach
Potential or actual events of default
Any material adverse event

Banking case preparation

Before initial drawdown e Satisfactory report from:
- Independent auditor

- Technical, insurance, tax,
and legal advisors

Subsequent drawdowns e Satisfactory report from technical advisor
re CAPEX program
e Compliance with financial covenants
¢ Accepted budget

Other monitoring e Government approvals, consents,
requirements licenses, and permits
e Performance bond issuance
¢ Absence of material litigation
e Absence of actual or potential events
of default
e Other major covenants

Source: Table developed by Author (2020). Certain provisions of the concession agreement
address systematic risks inherent in the privatization program
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Table 5 for a list of the lenders’ requirements in relation to their

continuing due diligence activity.

Security Package

The loan’s security package focuses on the company’s cash flows, as
well as the accompanying rights that enable the generation of those
cash flows, to ensure debt service payments. As physical assets are
of no value to the creditors if not used for water provision, the

security package will normally consist of the following:

o DPledge of all revenues, cash flows, and project bank
accounts

o Assignment of all claims, rights, and remedies under the
concession agreement (especially, termination payments)

« Endorsement of insurance policies

« Pledge of rights over financial investments

« Right to appoint a qualified replacement operator

o Assignment of performance undertaking provided by
government

o Assignment of all project permits

o To the extent permitted by law and concession agreement,
security on shares of project company

o Corporate guarantees from sponsors to fund cash

shortfall requirements, with a cap on the total amount

Priority of Payments

Lenders require a priority scheme for payments to be made by
the company, which should be followed at all times. This scheme,
which is also called the cash waterfall, is a way of asserting some

control over the company’s cash utilization to ensure that there are
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sufficient funds for interest and principal payments. From Figure
5, it can be seen that only payments for tax and other government
obligations plus operating expenses are prioritized over debt
servicing and topping up of the debt service reserve accounts.
Capital expenditures and subordinated debt follow with dividend

payments as the last priority under the cash waterfall.

Figure 5. Priority of Payments

1. Taxes & other government
obligations
2. Operating expenses

3. Debt service payments Strictly
4. Debt service reserve account Followed
transfers

7. Sponsors’ service fees
8. Subordinated debt from sponsors
9. Dividend payments

Source: Developed by Author (2020). Project finance lenders require that cash utilization
strictly follow the prescribed priority scheme

Financial Covenants
As part of their monitoring and oversight intentions, lenders
require the borrower to maintain certain financial ratios that allow

them to determine the company’s ability to make the necessary
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interest payment and principal repayments. Among these ratios
is a maximum debt to equity ratio of 70:30, which limits the
amount of allowable debt the company can have, as well as ratios
that ensure there is sufficient cash to make debt service payments,
such as minimum debt service coverage ratio [DSCR] of 1.15, and
minimum loan life cover ratio [LLCR] of 1.15.

Lenders’ consent is required for additional indebtedness,
amendment or termination of key agreements, settlement with
government, and other material concerns that may affect the ability
of the borrower to make the necessary loan payments. Furthermore,
dividend payments are allowed only when the borrower has started
principal repayments, no potential or actual event of default is
existing, debt service reserve account (for next payments) is fully
funded, and the required DSCR and LLCR are met. The lenders may
declare the project company in default and accelerate repayment of
their loan once there is a loan payment default, breach of financial
covenants, termination or abandonment of the concession
agreement, declaration of bankruptcy or insolvency, and cross-

default on other permitted indebtedness, among others.

Discounted Cash Flow Methodology

for Tariff Adjustments

Upon takeover of the concessions in 1997, the two private water
firms continued using MWSS’ increasing block tariff structure,
with the basic water rates reduced by the discounts they offered
in their winning bids. Increasing block tariffs, which charge
higher marginal prices for higher consumption levels, were used
by MWSS to address concerns related to revenue adequacy, equity,
affordability, and conservation (IFC, 1996). Diakité, Semenov, and

Thomas (2009) notes that most developing countries use this type
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of social tariff scheme in an effort to influence consumer behavior
through the structure of consumption blocks, the basic water rate
per block, and the inclusion of a fixed component of the tariff, like
the connection fee. For Metro Manila, every customer class has
a different increasing block tariff rate schedule, with residential
and semi-business classes divided into 9 consumption blocks
while commercial and industrial classes, into 33 consumption
blocks. Basically, the MWSS tariff structure allows cross-subsidy
of low-volume users by high-volume users within each class, as
well as between the different classes. Residential customers have
the lowest water rates, followed by semi-business, commercial,
and industrial customers. The lowest tariff rate for semi-business
customers is 68% higher than that of residential customers. For

commercial and industrial customers, the lowest water rates are

Figure 6 . Increasing Block Tariff for Residential Consumers
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for MWCI and MWSI, respectively

Adopted from: Torio (2016), using existing water tariffs from MWCI (2019b) and MWSI (2019b).
The private concessionaires use increasing block tariff structures for billing residential consumers and other water users
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respectively set at levels that are 354% and 392% higher than that
of residential customers (Torio, 2016). Figure 6 shows a diagram
of the increasing block tariff used for billing MWCI and MWSI
residential consumers.

Low-income residential users are provided a lifeline rate (the
lowest tariff available) if they consume 10 cubic meters per month
or less (see Figure 6). Based on the current water tariff schedule
the lifeline rates for MWCI and MWSI are 43% and 41% less than
the basic water rates, respectively, for the consumption of 10 cubic
meters per month or less. In addition to the basic water charge,
the water bill also includes an environmental charge, maintenance
service charge, and value-added tax (MWCI, 2019b; MWSI, 2019b).
Whenever warranted, the following tariff adjustments to the basic

water rates are implemented:

o Adjustment for inflation - Official inflation rates are used
to adjust basic water rates once a year

o Extraordinary price adjustment [EPA] - Tariff adjustment
to recover concessionaires’ losses due to events beyond
their control (force majeure), such as foreign exchange
devaluation, reduced water supply due to El Nifio, etc.

o Raterebasingadjustment [RRA] - Undertaken every 5 years,
this tariff adjustment depends on the concessionaires’
ability to earn a project rate of return equivalent to the
appropriate discount rate [ADR], which is defined as the
weighted average cost of capital for a similar water utility
project. Depending on whether or not the actual project
rate of return is above or below the ADR set by the MWSS
Regulatory Office, the tariff adjustment may either be an

increase or decrease in basic water rates.
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EPAs and RRAs are computed based on a discounted cash flow
methodology, which uses the ADR as the discounting factor, and
project cash flows (historical and future) for the entire concession
period. These adjustments to the basic water rates are used merely
to recover losses due to extraordinary events, which are not within
the concessionaires” sphere of influence, with such recovery based
only on a project rate of return (which is equal to the ADR) allowed
by the MWSS Regulatory Office. The concession agreement defines
cash flows as both receipts and expenditures where receipts pertain
to all cash receipts from customers plus third-party grants while
expenditures mean pre-operating and operating expenses, capital
expenditures, concession fees, and Philippine business taxes of
the concessionaires. These expenditures must be prudently and
efficiently incurred, as determined by the Regulatory Office and
exclude all penalties, interest charges on late payments, financing
cost, and bad debt provisions (MWSS, 1997a, 1997b).

Making Sense of the So-Called “Onerous” Provisions

The physical and political boundaries of water provision in Metro
Manila were redefined by the state at different periods over the last
century. The city’s water system, which started as a small network
constructed with donated funds, expanded as the boundaries of
Metro Manila spread over time. Over a span of 16 years, urban
water provision became part of a national water system only
to be decentralized into a government-owned and controlled
corporation. Twenty-five years thereafter, another policy shift was
made, one that was geared towards privatization, in the hope that

the private sector would succeed where previous public service
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providers had failed, as regards the provision of water and sewerage
services for Metro Manila consumers (Torio, 2016). Among other
reasons, the shifts in urban water governance policy resulted from
the government’s desire to improve management and operational
efficiency of the water utility providing water and sewerage services

for the country’s capital city.

Service Level Improvements: PhP374 Billion Price Tag

From a global water privatization perspective, the number
of consumers served, longevity of contract, and service level
improvements over the last 22 years may be reason enough for
officials of MWSS and the concessionaires, as well as certain analysts
and observers, to view Metro Manila’s water privatization as a success
(see MWSS, 2017a, 2017b, 2018; Manila Standard, 2017; Wallace,
2019; Berba, 2019; Miraflor, 2019, Manhit, 2019; Magno, 2019).
As seen from Table 2, both concessionaires are now serving 16.4
million consumers, an increase of 125% since the commencement of
the program in 1997. System losses due leakage and pilferage (non-
revenue water) for the two concessions now average only 22%, as
compared to a level of 58% prior to privatization. In areas where the
concessionaires’ networks are already in place (94% of the entire
service area), consumers are able to experience a 24-hour supply of
water that is of good quality and pressure. This is in contrast to a
pre-privatization scenario where water supply was intermittent and
water pressure was low for consumers who were fortunate enough
to get connected to the system. Indeed, such achievements may be
a rarity in the global water privatization experience, considering
that so many privatization projects have been terminated early or
not renewed upon contract expiration (Gleick et al, 2002; Hall &
Lobina, 2006; Castro, 2007; Marin, 2009, Bakker, 2010).



40 \WATER PRIVATIZATION: MAKING SENSE OF THE SO-CALLED *‘ONEROUS® PROVISIONS

While the paper highlights these accomplishments, it
also acknowledges the concerns of many scholars and water
justice advocates® about the need to look at equity and social
justice concerns rather than merely focusing on efficiency and
profitability, themes that have somehow dominated the water
resource management discourse. Moreover, there are competing
rationales between efficiency and equity as a measure of a water
utility’s performance. These discussions feed into an important
policy issue on the regulation of water utilities, and is best
explored in a separate paper. For more information on the
performance assessment of the program using both efficiency
and equity metrics, please see Torio (2016, 2018). Discussions
on the rural-urban water equity linkages for Metro Manila’s
water system may be found in Torio, Harris, and Angeles (2019).

The attainment of such substantial service level improvements
required the concessionaires to undertake capital investments
worth more than PhP 374 billion, aside from introducing new
management and operating paradigms into the sector (see
Bernardo, 2019). Today, it may seem easy for the concessionaires
to raise the necessary financing to support these capital
investments, given their current operating and financial
results, however, such was not the case when they took over
the concessions in 1997. Metro Manila’s water privatization was
part of the global trend for private sector participation in the
water sector during the 1990s (see Budds & McGranahan, 2003).
Following the blueprint for the Buenos Aires water privatization,
the program can be considered as the first water concession in
Asia with a very large consumer base,” having been implemented
ahead of the Jakarta water privatization, which was completed
only in 1998 (see Hall, 2010).
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Systematic Risks for Water Privatization:

No Available Benchmarks in Asia

While the country already had power privatization projects in
place, there was practically no benchmark for the Metro Manila
water privatization in the Philippines, or elsewhere in the region. In
this regard, one may rightfully ascribe a lot of uncertainties to the
project, with such uncertainties possibly affecting service provision
or financial viability, thusalso increasing its risk profile. In particular,
the political, contractual, and regulatory risks may have been
concerns for foreign investors and creditors. Would the concession
agreements be honored by the succeeding administrations? Would
contractual covenants be assiduously adhered to? Would the
regulatory agency be capable of performing tasks critical for the
continuity of the program? Among many others, these were proper
questions to ask for a program that was just being introduced not
only in the country but also for the rest of the developing world.
Although there were signs then of an economic upswing for the
Philippines (Institute of Developing Economies - Japan External
Trade Organization, 1997), concerns regarding the trajectories of
local inflation rates and foreign exchange rates moving forward
were also properly justified. Hence, the framers of the concession
agreements had to ensure that there were provisions to address
these concerns.

Investors and creditors have different appetites for risks. The
successful bidding and award of the west and east concessions to
private water firms are indications that the investors were willing
to accept the risks inherent to these concessions. Given that
privatization / PPP projects are financed more by debt rather than
stockholders’ equity, the lenders tend to have a stronger aversion

to risk than the investors. Furthermore, given the nature of project
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finance, the financing mode for privatization / PPP projects, the
lenders’ have to rely mainly on the cash flows of the concession
company, aspecial purpose vehicle withno track record of operations
and borrowings. How then do you provide comfort to the project
finance lenders? Towards this end, the concession agreement must
contain provisions that provide some degree of assurance, whether
directly or indirectly, on the repayment of loans incurred by the
concession company. Before making any commitment, lenders ask
critical questions, typical of which relate to loan repayment under
scenarios where political, contractual, or regulatory risks make
it difficult for the company to operate in an efficient and viable
manner. Or, under a worst-case scenario where these risks lead to
the early termination of the concession. Again, security for project
finance is limited mainly to project cash flows and contracts, thus
lenders undertake extensive due diligence related to the technical,
financial, and legal aspects of the concession. In addition, loan
documentation takes along time with a tendency to be very complex
and exhaustive. Rightfully so, the lenders take this approach since
they usually provide up to two times more of the project funds, as

compared to the investors.

Providing Comfort to the Lenders:

Three Provisions from the Performance Undertaking Letter
Considering that cash receipts are derived mainly from the water
tariffs, the policy and process related to tariff adjustments are of
great interest to the lenders. The concession agreement provides
for three tariff adjustment mechanisms: the pass-through
annual inflation rate, the extraordinary price adjustment (EPA)
for unforeseen events or force majeure, and the rate rebasing

adjustment (RRA), which is done every five years. Requests
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for tariff adjustments by the concessionaires are reviewed and
subsequently approved or disapproved by the MWSS Regulatory
Office. Included in the government’s performance undertaking is
a clause that states the state will not cause the reduction or non-
implementation of approved tariffs. The reason for this might be
political in nature, particularly if the approved tariff increase will
be implemented during an election year. Kikeri and Nellis (2004)
note that water tariffs of state enterprises in developing countries
have generally been set below the cost of service provision, which
normally results in operating losses and poor service delivery. If
the national government does interfere with the tariff setting, the
performance undertaking letter also states that it becomes liable for
losses incurred by the concessionaires.

For any dispute, including those for tariff adjustments, the
concession agreement encourages MWSS and the concessionaires
to initially take the consultation and negotiation route before
proceeding to arbitration. Disputes on tariff adjustments are
decided on by an Appeals Panel whose members are duly appointed
by the concessionaires. The concession agreement states that any
decision by the Appeals Panel is final and binding on the two parties
in arbitration. Any interference by the national government on the
implementation of the Appeals Panel’s tariff decision will again fall
within the ambit of the performance undertaking letter.

If for any reason, the dispute remains outstanding even after
the conduct of arbitration proceedings, either party may call for
the termination of the concession agreement. Upon termination
of the agreement, the concession company will be entitled to an
early termination payment, part of which will be used to repay the
loan in full. With the performance undertaking letter, the national

government guarantees full payment of the early termination
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amount, such compensation being made in exchange for all the
assets built into the water system.

The three “onerous” provisions which form part of the
performance undertaking letter provides comfort to the project
finance lenders and helps them decide in favor of extending the
much-needed financing to the concession company. Absent this
financing, the concessionaires would not be able to fully implement
its operating and capital investment programs. After more than 22
years of water privatization experience in Metro Manila, there has
been no case of loan defaults by the concessionaires. Given the
concessionaires’ operating and financial performance, it is possible
that the lenders may relax some of their requirements. As such,
there may be room for relaxing the provisions of the performance

undertaking letter, as well.

Pre- or Post-Tax ADR: That is the Question

Tariff adjustments, particularly the extraordinary price adjustment
(EPA) and the rate-rebasing adjustment (RRA) are computed
using the discounted cash flow methodology, with the appropriate
discount rate (ADR) as the discounting factor that is applied to the
project cash flows. According to the concession agreement (MWSS,
1997b, p. 2), the ADR “means, at any time, the real (i.e. not inflation-
adjusted) weighted average cost of capital (after taxes payable by
the concession business)”. Cash flows are based on receipts and
expenditures (both historical and future) that are efficiently and
prudently incurred, as determined by the MWSS Regulatory Office.
The concession agreement defines receipts as all cash receipts from
customers and third-party grants while expenditures as operating
expenses, capital expenditures, concession fees, and Philippine

business taxes. In simple terms, the cash flow can be presented as:
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Receipts
-- Operating expenses
-- Capital expenditures
-- Concession fees

Pre - tax cash flow

-- Corporate income tax

Post - tax cash flow

Tariff adjustments could be computed based on pre-tax cash
flows or post-tax cash flows. Pre-tax ADRs are higher than post-tax
ADRs, but using the same numbers for receipts and expenditures,
these two ADRs would provide the same tariff rates. In 1997, the
corporate income tax rate was 35% (Trading Economics, 2020) but
there were plans to reduce the tax rate to 32%. If the pre-tax ADR
formula was used, there would be no tariff adjustment downward
and the consumer would not benefit from a lower water tariff. All
the additional cash generated from the lower corporate income tax
rate would accrue only to the concessionaires.

On the other hand, if a change in tax law was invoked by MWSS,
then a downward EPA would have to be computed based on the
reduction of the corporate income tax rate. Using the pre-tax ADR
to compute for the downward tariff adjustment, would unduly
disadvantage the concessionaires as the pre-tax ADR is a higher
discounting factor than the post-tax ADR. Note that an increase in
the corporate income tax rate would have the reverse scenarios for
the two cases mentioned above.

There must be consistency in the computation of tariff
adjustments. The basic rule is that pre-tax ADRs must be used with
pre-tax cash flows and post-tax ADRs, for post-tax cash flows. If
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corporate income taxes were to be excluded from the computation
of tariff adjustments, then the pre-tax ADR and cash flows should
be used for the computation. There would be a clear mismatch if
the post-tax ADR would be used on the pre-tax cash flows for tariff
adjustment computations. This is the scenario the concessionaires
now find themselves in. In essence, the concessionaires are not
made whole according to the ADR the MWSS Regulatory Office

has given them.

To Extend or not to Extend the Concession Period:

The Other Question

In 2009, the concession agreement was extended by 15 years, for
an expiry date of 2037. This move was in consideration of the new
MWSS water source project that would address increasing urban
water demand as well as the concessionaires’ wastewater facilities
that would allow them to comply with the Clean Water Act and the
Supreme Court’s order to clean up and preserve Manila Bay (MWSS,
2009). Without seeing the actual numbers, the capital investments
for MWSS® New Centennial Water Source - Kaliwa Dam Project
and the planned sewerage projects of the two concessionaires may
be used to estimate the total project cost, which translates to roughly
PhP 342 billion (see Domingo, 2018; Saulon, 2019b; MWSS, 2019).
Note that this amount is almost as large as the PhP374 billion
capital investment made by the two concessionaires over a period
of 21 years, from 1997 to 2018. By inference, if an additional capital
investment of PhP 342 billion were to be recovered only up to the
original expiry date (from 2009 to 2022), the tariff adjustments
would be very large, resulting in a water tariff level that would
likely be more than double by 2022. The only way to generate

reasonable tariff increases was to extend the cost-recovery period.
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In all probability, this was the reason for extending the concession
period up to 2037, when these projects were reviewed in 2009.

In 2009, the concession period was extended by another 15 years
to minimize the tariff increases that would be needed to cover
capital investments for new water supply and wastewater projects.
These projects included the governments bulk water supply
project for Metro Manila as well as the concessionaires’ wastewater
projects that would assure compliance with the Clean Water Act
and the Supreme Court’s directive on Manila Bay’s clean up and
preservation (MWSS, 2009).

Conclusion

Governments spend much time, effort, and money to develop
a privatization / PPP project, which they then bid out on a
competitive basis, and finally award to a winning bidder. From
a global perspective, water privatization / PPP projects are the
most difficult ones to operationalize and regulate, as evidenced by
many projects of similar nature that have already been terminated
early or not renewed upon contract expiration. In today’s world,
water privatization projects that have been operating for a long
time is a rarity. More so, for those that have extensively improved
service levels and expanded service coverage. Metro Manila’s water
privatization is such a project.

In operation for more than 22 years, around 16.4 million people
in 37 cities and municipalities now enjoy a 24-hour supply of water
that is of good quality and pressure. While the paper acknowledges
that there are other parameters for assessing the performance of

water utilities, such as those concerning equity, social justice,
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poverty, human rights, gender, and other aspects of water, the paper
also recognizes the higher level of standard and quality that now
prevails in the provision of urban water services. Undeniably, water
provision in the country’s capital city has gone a long way from the
initial practice of fetching water in jars from nearby springs.

Examining the so called “onerous” provisions of the concession
agreement, a document that has already been reviewed by several
administrations, the paper looks into the rationale for including
such provisions in a contract governing Metro Manila’s water
privatization. Without knowledge of the program’s historical
context and a sole focus on current water service levels, any service
interruption, including those arising from force majeure, prompts
“knee-jerk” reflex reactions of massive complaints and even calls
for abrogation of the concession agreements.

Oftentimes overlooked by critics of the program, is that the
new normal for mega-urban water provision, that of a 24-hour
water supply of good quality and adequate pressure, required
capital investments of PhP 374 billion, aside from new operating
and management paradigms. Moving forward, an additional PhP
342 billion of capital investments is still needed for new water and
wastewater facilities. More importantly, the level of investments
made would not have been possible without putting into place the
necessary debt financing at the onset of the privatization program.
As financing is done on a project finance basis, negotiating these
types of loans has always been a complex and difficult task. Yet, for
almost a generation, these loans have made possible the continued
delivery of much-needed water services to Metro Manila residents.

Towards this end, the lenders must be viewed not merely as
external players relative to the project, but in fact, as major partners
and stakeholders, considering that they provide the majority of the
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risk capital necessary to operate, maintain, and expand the water
system. It is in this context that the so-called “onerous” provisions
must be seen, that is, with an understanding that these provisions
provide additional comfort to the lenders for them to extend
the much-needed loans for the project. Without these loans, the
concessionaires may find it difficult to meet their operating and
capital expenditure programs, thus possibly leading to unmet
service obligations required under the concession agreements.
Having said this, the paper does not in any way belittle the roles
played by the government and the concessionaires as regards the
water privatization. On the contrary, they are essential to the
program’s success: the former on implementing best practices in
water utility operations and the latter on establishing an enabling
policy and regulatory environment.

After more than 22 years of water privatization, with its current
state as well as historical antecedents, there may now be room for
a review of these provisions in relation to future agreements. The
concessionaires’ strong balance sheets as well as the resolution of
certain major issues based on the concession agreement may have
built more confidence into the program, thus, generally providing
more comfort and assurance to the lenders as well. However,
any dialogue or consultation in this regard must be conducted
with full cooperation, transparency, and mutual trust between
partners whose main objective is arriving at a mutually beneficial

proposition.
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! Painting can be found at office of the MWSS Chairman of the Board.

2 Also known as non-revenue water [NRW], which is the amount of water lost due to
leakage and pilferage

* After commencement of the program, some municipalities were granted cityhood status.

* The 1995 financial performance of MWSS can be seen in Table 3.

° PPPs are “long-term contracts between a private party and a government entity, for
providing a public asset or service, in which the private party bears significant risk and
management responsibility, and remuneration is linked to performance” (World Bank,
World Bank, Asian Development Bank, Inter-American Development Bank, & Public-Private
Infrastructure Advisory Facility, 2014)

¢ Please see MWSS (1997a, 1997b) for the composition of the Appeals Panel and the
arbitration procedures.

7 EPAs must be more than 1% to be approved at the time the grounds for EPA occur.
Otherwise, these tariff adjustments are usually made during the rate-rebasing exercise.

8 Roth, Boelens, & Zwarteveen (2005); Wegerich (2007); Boelens (2009); Lacey (2008);
Whiteley, Helen, & Perry (2008); Kirjan (2012); Harris (2013); Perreault (2014); Harris,
McKenzie, Rodina, Shah, & Wilson (2017); Zwarteveen et al. (2017); Boelens, Perreault, & Vos
(2018); Torio, Harris, & Angeles (2019); Hommes, Boelens, Harris, & Veldwisch (2019)

® The Macau water concession started in 1985 (Torio et al., 2013) but this is much smaller
than the Metro Manila concessions.

" Page 64 image credit: news.abs-cbn.com/business/05/31/18/manila-water-seeks-to-
expand-portfolio-in-southeast-asia
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Appendix A . Copy of Exhibit D of the Concession Agreement

EXHIBIT D
Form of Undertaking Letter of Republic
[Letterhead of Secretary of Finance]
[Date]

[Name and address of Concessionaire]

Ladies and Gentlemen:

I am the Secretary of Finance of the Republic of the Philippines (the “Republic”’) and am
delivering this undertaking letter on behalf of the Republic in connection with the granting by the
Metropolitan Waterworks and Sewerage System (“MWSS”), a Government-owned corporation, of a
concession to operate its waterworks and sewerage supply services within a specified service area
to (the “Concessionaire”) pursuant to a Concession Agreement dated s
1997 (the “Agreement”) by and between MWSS and the Concessionaire. This undertaking letter is
furnished to you pursuant to Section 15.3 (iii)(d) of the Agreement. Capitalized terms used herein
which are not otherwise defined herein shall have the meanings ascribed to such terms in the
Agreement.

In connection with your entering into the Agreement, the Republic undertakes with you
as follows:

1. Acknowledgement

The Republic hereby acknowledges and approves MWSS’ entering into, and performing
its obligations under, the Agreement.

2. Financial Guarantees

The Republic hereby guarantees, as primary obligor and not merely as surely, the
payment when due of all amounts for which MWSS may
To be dated the Closing Date. Become liable pursuant to Section 3.2 (“Liabilities/Revenues”), Section
9.4.4 (“Expiration Payment”), Section 10.3.2 (“Early Termination Amount”) and Section 14.2
(“MWSS Indemnity”) of the Agreement.

3. Special Tax Arrangements/Investment Incentives

D1

Source: MWSS (1997b): Common to both concession agreements, the performance undertaking letter spells out certain
responsibilities of the national government with respect to the Metro Manila water privatization
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Appendix A . Copy of Exhibit D of the Concession Agreement

The Republic hereby acknowledges the approvals issued by the Board of Investments on
, 1996 and the Bureau of Internal Revenue on , 1996 (copies attached),
concerning the exemption from certain Philippine taxes as fully described therein.

4. Standard Rates Reduction

The Republic shall not interfere with the mechanisms contained in Article 9 of the
Agreement relating to the Agreement relating to the setting of rates and connection charges for water
and sewerage services provided by the Concessionaire within the Service Area. In this regard, the
Republic hereby confirms that if the Republic or any Government-owned agency shall cause MWSS or
the Regulatory Office to reduce Standard Rates below the level that would otherwise be applicable in
accordance with the Agreement, or to defer implementation of any increase in Standard Rates beyond
the date for implementation thereof accordance with the Agreement, the Republic shall indemnify the
Concessionaire in respect of any loss to the Concessionaire occasioned by such action.

5. Foreign Exchange Convertibility

The Republic hereby confirms that the Concessionaire shall be entitled to convert
earnings received in Pesos under the Concession into foreign currency from time to time on a non-
discriminatory basis.

6. Raw Water Supply

The Republic hereby acknowledges and approves the letter delivered pursuant to Section

3.9 of the Agreement from MWSS to NWRB dated , 1996, which letter was
acknowledged and approved by the MWSS Board of Directors on , 1996.
* * * * * *

This undertaking letter shall be governed by, and construed in accordance with, the law
of the Republic of the Philippines. Any dispute relating to this undertaking letter shall be finally settled
by arbitration before an arbitration panel consisting of three members appointed and conducting
proceedings in Singapore in accordance with the arbitration rules of the United Nations Commission on
International Trade Law as in effect on the date hereof. The arbitration shall be conducted in English
language.

The Republic hereby waives for itself and its assets and revenues, to the extent permitted
by applicable law, any and all immunity from suit, execution, or other legal process in connection with
any action or proceeding to enforce an arbitral award relating to this undertaking letter.
Notwithstanding the foregoing, the Republic does not waive any such immunity in respect of property
which is (i) used by a diplomatic or consular mission of the Philippines, (ii) property of a military
character and under the control of a military authority or defense agency, or (iii) located in the
Philippines and dedicated to a public or government use.

D2

Source: MWSS (1997b): Common to both concession agreements, the performance undertaking letter spells out certain
responsibilities of the national government with respect to the Metro Manila water privatization
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Appendix A . Copy of Exhibit D of the Concession Agreement

This undertaking letter is being furnished to you solely for your benefit in connection
with the Agreement, and is limited strictly to the matters stated herein and is not to be read as
extending, by implication or otherwise, to any other matter.

The Republic consents to any assignment by you of your rights under this letter to section
loans incurred in connection with carrying out your obligations under the Concession. Apart from any
such assignment, this undertaking letter is not be used, circulated, quoted or otherwise referred to for
any purpose.

Very truly yours,

THE REPUBLIC OF THE PHILIPPINES

By:  Roberto de Ocampo
Title: Secretary of Finance
Attachments

Source: MWSS (1997b): Common to both concession agreements, the performance undertaking letter spells out certain
responsibilities of the national government with respect to the Metro Manila water privatization
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Appendix C . Corporate Finance vis-d-vis Project Finance

Component Corporate Finance Corporate Finance
Borrower Going-concern, multi-purpose vehicle Special purpose vehicle, ring-fenced
Equity capital Permanent, unlimited time horizon Finite, matches project life

Financing plan Normal structure

Borrowings Against company'’s balance sheet
Security Company’s assets (building, land , equipment)

Credit evaluation Company’s financial health, balance sheet
Leverage Usual D/E ratio

Cost of Debt Low

Transaction cost Low, short evaluation process

Capital investments ~ Not monitored, no influence on operations
Lender base Broad, with secondary market

Risk management Low importance

Tailor-fit to particular project
Non-recourse or limited recourse
Project cash flows, bank accounts, project contracts, step-in rights
Technical, financial, & legal due diligence, financial projections
High D/E ratio
High
High, long completion period
Monitored very closely, may influence operations
Few, limited secondary market

Very important, reflected in loan provisions

Source: Table developed by Author (2020) from information provided by Comer (1996) and Yescombe (2013). Project finance is more difficult
and complicated to implement than corporate finance
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