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CHAPTER 2

Reform Efforts and
Low-Level Equilibrium in the
Honduran Water Sector
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The water sector in Honduras has performed poorly and a “low-level equi-
librium" is maintained by keeping rates too low to finance efficient ser-
vice expansion. A comparison of the performance of the national water
authority (SANAA) with various municipal services provides a useful con-
text for reviewing the current reform debate over regionalization and mu-
nicipalization. The key issue is not municipal versus national control of
service provision, but whether the system operates free of direct political
control and whetker all types of service providers are adequately regu-
lated The sector continues to depend on external funds to support invest-
ment and its operations are grossly inefficient. Consumers are relatively
less willing to accept higher rates in return for promises of improved per-
formance when dealing with public entities that lack credibility, than they
are with private or community controlled entities. A stakeholder analysis

suggests ways to break out of the low-level equilibrium and establish a
more efficient sector.

" [an Walker is director of ESA Consultores; Max Veldsquez and Florencia Maria Rodriguez are

senior consultants on urban development a1 ESA Consultares; Fidel Ordéiicr is chief of the
statistics divigion of ESA Consultores.
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The urban water and sanitation sector in Honduras suffers from the
perplexing phenomenon of a low-level equilibrium, in which poor quality
public services are sustained indefinitely, avoiding corrective pressures. This
low-Jevel equilibrium is reflected in the sector’s performance and is per-
petuated by flawed arrangements for sectoral governance, organization of
service delivery, and regulation. Why is it so difficult 1o escape from a low-
level equilibrium? An analysis of the failure of recent reform efforts using
palitical economy techniques provides insight into this question,

The performance indicators for the state-owned Servicio Nacional de
Agua y Alcantarillado (SANAA) and for municipal providers show that their
poor record is rooted in their exposure to political capture and in the lack of
adequate regulation rather than in the degree of centralization or decen-
tralization. Supporting cconometric evidence on the credibility of different
sorts of service providers, using willingness to pay data from a recent na-
tionwide survey, suggests that public providers lack credibility and are more
exposed to rent-seeking behavior than are private providers. A financial analy-
sis of SANAA shows that it could quickly become self-financing i it reached
reasonable goals for cost effectivencss and rate levels, which would produce
very large welfare gains indeed. The case for reform is overwhelming, but
the political task of organizing reform is considerable,

The political economy of reform can be traced back to the failed
Water and Sanitation Sector Structural Adjustment Credit, which was sup-
ported by the World Bank and the Inter-American Development Bank
{(IDB) during 1994-96. A stakeholder analysis shows how the propenents
of reform failed to mobilize potential sources of support and how the £OV-
ernment itself was divided, while critics exploited weaknesses in the pro-
posal to mobilize apposition, Two weaknesses in the adjustment effort were
particularly damaging. First, the reform proposal made municipalization
a central principle but failed to address the poor performance and low
credibility of existing municipal systems. A review of recent efforts at
municipalization in Honduras concludes that the strategy is feasible but
not a panaces for all of the sectors’ ills, There is a need to develop a cred-
ible model of municipal water system operation that is [ree from political
interference. Second, the reform proposal did not adequately address the
issue of a regulatory guarantee for users. These lessons have been incorpo-

rated inte the current reform steategy and have thus strengthened the pros-
pects for success in the coming years,
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Petformance of the Water and Sanitation Sector

The pesformance of the water and sanitation sector over the .hlﬁl' 20 years
has not been good, Coverage of piped potable water services m the urban
sector has stagnated since 1973 at just over 80 percent (Table 2.1); the wa_ler
networks have expanded only fast enough to keep abreast of population
growth. [n contrast, in Lhe rural areas {communities with fewer than 590
inhabitants), coverage of piped water has grown sharply, from 21 percent in
1973 to 40 percent in 1993, but is still very low. Including nonpiped sources
such as wells, some 53 percent of rural dwellers were estimated to have ac-
cess to potable water in 1993.

Within these totals, SANAA is directly responsible for only 23 percent
of all connections, covering just 14 percent of the population of Hon.durns_
{Table 2.2). However, SANAA has also been involved in the construcnon. of
rural systems supplying water to an estimated 440,000 people, now admin-
istered by local juntas de agua (water committees).
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Table 2.1 Water and Sanitation Coaverage in Honduras

Water Sanltation

Fiped Total Sewerage  Total ind. Iatrines

1973 1988 1393 1989 1993 1986 1983 1988 1993

Milkons of peaple covered
Urhan 076 14 205 1.51 222 093 124 154 225
Rurat 0.41 .57 1.09 1.12 1.45 020 o0.l4 09% 1.23
Nationgl 117 2.38 312 2.64 164 1.15 1.3 25 3143
Fercentage of popuiation coverad
Urkan 81 80 8 1 90 53 56 38 a
Ryrat 23 39 40 45 53 8 5 38 45
Nationat 43 56 60 a2 0 7 25 59 56

Seurce: PAHO, WHO (1993), and authors’ calcufations.

Tahle 2.2 Population with Coverage by Type of Provider, 1993

Persans Population Connections

{miltion) (pefcent) {percent)
Urban 2.0% 1] 10
SANAA o 29 35
Municipa! 1.34 54 65
Rural 1.09 40 100
SanNaA 0.0z 1 F
Othert 1.08 34 98
National 312 60 100
SANAA 073 14 23
Municipal 1.34 26 43
Othey! 1.65 0 34

Note: 1/ Many of the rural systems were constructed by SANAA but then handed over 1o a water
committes. SANAA estimates that 440,000 persons livin
such systems.

Sotreces: Calculated from SANAA and PAHO <lata.

g in rural areas are covered by
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Only 2% percent of the urban population is covered by SANAA (Table
2.2). Municipalities are responsible for 65 percent of urban connections,
which supply around 54 percent of the urban population.

The Metropolitan Systems

Honduras has two major cities: the capital, ‘Tegucigalpa, in the center of the
country, with a population of 800,000; and the industrial center, San Pedro
Sula, on the north coast, with a poptlation of just undet 500,000. The water
and sewerage system of Tegucigalpa is run by SANAA: that of San Pedro
Sula is run by the municipality.

The Tegucigalpa system dominates SANAA's operations, accounting
for more than half of the campany's 140,000 conncctions, Water caverape
in Tegucigalpa, at 85 percent, is scarcely better than the national urban
average of 83 percent, and much of that coverage is due to private systems
that have been created to fll the vacuum left by SANAA. According to
SANAA's commercial cadastre there are 72,000 domestic connections in
the city; this represents fewer thap half the city’s households, The cadastre
is known: Lo be very inadcquate, but even supposing the cxistence of a fur-
ther 38,000 itlegal or unregistered connections to the SANAA system, this
still leaves 30 percent of Tegucigalpa's dwellings uncovered by the SANAA
system (Table 2.3). '

This high percentage of uncovered dwellings reflects SANAA’s failure
to expand services to the marginal barrios, mainly located on high ground,
to which it is relatively costly to deliver water supplies due to the need for
pumping stations. The unresoived tenure status of many of these setdements
also creates problems for their formal incorporation into the public service,?
About a third of the dwellings in these settlements have piped water from
private distribution systems administered by barrio commilizes, Some have

“In Centeal America, contraciual rights to public services are attributions of individuals, not
af their property, and are in principle transferable between propertics, but not between per-
sons, Public utility companies will not nermally extend service contracts ko individuals whose
Lenure status is contested, since Whis may expose them: to fegal action on the part of the legal
owner of the property. This contrasts with many countries in South Amscrica where the ser-
vice is attributable to the property and is automatically extended to whomever occupies the
property, so that tenure is not an issue in extending service coverage fo marginal areas.
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Table 2.3 Tegucigalpa: Piped Water Coverage by Type of Provider, 1996

Mo, Connections Share

(thousands) (%}
SANAA—cadastre 720 46
SANAA~llegal 380 24
Peivate networks 245 i6
Without domestic cannection 225 14
Total 157.0 100

Sources: Based on data from DGEC for Lhe total number of dwellings and for the percent without
a cannection; from SANAA for the number of formal domestic users in the cadastre; SANAA lor the
number of marginal barrio users in private systams that receive water from SANAA; and Walker and
Ordofiez {1995) for marginal barrio users of private systems with an independent supply, The estimate

forillegal connections Lo (e SANAA system is then calculated as a restdual, SANAAS own estimate
of legal connections is much lower, at 15,000,

Table 2.4 SANAA: Annual Costs per Connection, 1993

Tegucigalpa Other Total?

L L L usy:
Labas costs 140 7 181 66
Erergy 61 87 74 109
Chemicals B7 3 43 ta
Depreciation and provisions 0 74 10.8
Other operating costs 17 12 35 5.2
Total 305 181 414 608

Notes: 3/ Excludes debs Interest, which is absorbed by the central gavernment.
2 Including the costs of central adibinistration.
3/ Exchange rate of 6.8 lerpiras pec U.S. dollar.

Source: Aguagest (1995} and authors’ calculations,
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their own wells; others receive water from SANANs network, either illicity
or on the basis of the block rate’,

Many bilateral lenders and NGOs support the development of water
systems in matginal barrios; iost notably, UNICEF has a project with SANAA
to finance the construction of distribution systems in such barrios. How-
ever, these systems usually offer inferior service. Barrtos with their own wells
tend to have poor quality water with high salinity. Those whose water is
supplied in block by SANAA usually face infrequent service and low pres-
sure. Meanwhile, sume 22,500 dwellings-—almost {5 percent of the city’s
total—are altogether without piped water.

SANAA' faibure to expand coverage is rooted in poor cost performance
and a weak rate effort. The metropolitan system of Tegucigalpa has an esti-
mated 13.6 staff per 1,000 connections—at least three times the necessary
level.* These high staffing levels are attributable mainly to a rigid Jabor agree-
ment that prevents mullitasking.® Detailed dara for SANAA’s cost structure
(Tabies 2.4 and 2.5} show that the main problems are rooted in labor costs
in Tegucigalpa and in the central administration. Labor costs per connec-
tion in Tegucigalpa in 1993 stood at 1. 140 per year, almost double the L 77
incurred in the rest of the country {lable 2.4). Additionally, there is 3 very
large labor cost in the central administration, tepresenting 17 percent of
SANAA’s total casts {1able 2.5).

The performance of SANAA's Tegucigalpa system contrasts poorly in
many respects with that of the Divisidn Municipal de Aguas (DIMA) in San
Pedro Sula. Formed in 1976, DIMA is part of the municipalirty but is admin-

* The block rate is 2 whelesale rate for the sale of water to independent distribution systems. 1t
is set well below the normal commercial rate in vrder to reflect only producticn costs and not
digtribution and commercial cosls.

* Author’s estimate, Including 2 share of SANAA's central administrative employment in pro-
pection to the number of connections in the city. Estimates for SANAA's staffing levels vary
considerably, in part due to the practice of including many ensployees on the payroll of invest-
ment projects, which ame not consolidated into the company's acgounts. This estimate for
Tegucigatpa is decived from data on labor costs, and is probably conservative, The overall
number of SANAA employees per thousand connections was estimated in January 1595 at
14.7, which would imply a higher ratio for Tegucigalpa.

¥ During 1997, SANAA has made same headway in negotialing with the cnion to increase
flexibilizy and reduce staffing levels. However, few redupdancies have been implemented. Ia
Januzry 1997, SANAA had a total staff of 3,80%, which is 13 per 1,000 connections, compared
with 1,936 staif a year earlier (13.8 per 1,000).
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Table 2.5 SANAA's Cost Structure, 1993

{percent)

Central admin, Tegucigalpa Other systems  Jotal
Labor ¢osis 17 18 9 44
Energy v} 8 0 18
Chemicals 1] 1 1 12
Deprediation and provisions i3 1] 1] 18
Other operating costs 5 2 ¥ 8
Total 40 39 2 160

Mote: 1/ Excludes debt intenest, which Is abserbed by the central governm,

ent,
Source: Authars' catcutations fram daa in Aquagest (1995},

Tabla 2.6. Performance Indicators for SANAA's Metropolitan System and

DIMA, 1934

SANAA DIMA

[Tegudigalpa) [5an Pedra Sula)

Legal indiduat connectians 76,050 58,794
Domestic 73 54,004"
Cther 4,337 5730
Coverage of legal domestic connections 46% 4942
Percent of all connections with meters B4% 43%
Unaccounted for water 50% 48%
Employees per 1,000 connections 136 6.5
Total billings, L. milliorvyear 386 46.3
Billings per connection, Lsmonth 42 64
Income fram billngs, L milliefyoar 26 A4
Collection rate 67% 68%
Income per connection, Limonth 8 a4

Nates: 17 The ligure for DRVIA includes profects and special connections.
A Percent of households in the city legally connected to the systern; authors® estimate.

3/ The figure for Tegudigalpa, inciuding a share of central administeative posts in proportion
Lo conneclions, is the authors' estimate,
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istratively independent. In spite of the rapid growth of San Pedro Sula (7
percent annwally in recent years), it has achieved coverage of 84 percent. In
1994, DIMA reported 6.5 employees per 1,000 connections (Tabie 2.6).

The SANAA system in Tegucigalpa also shows a much weaker income
pedormance compared with that of DIMA. In 1994, average billings per
connection stood at L 42 per month in Tegucigalpa and . 64 in San Pedro
Sula, and income per connection was, respectively, L 28 and L 44. Tn this
context, it is striking to note that in 1994, DIMAs annual revenues (1, 31.3
million) were scarcely below SANAA's total revenue for the entire country
(L.35.8 million).

However, INMAs operation is not superior to SANAA’s Tegucigalpa
system in all aspects of performance. DIMAs metering coverage in 1994 was
43 percent compared 1o 64 percent for legucigalpa; its level of unaccounted-
for-water® stood at 48 percent, scarcely better than Tegucigalpas 50 percent;
and the collection rates of the two systems are very similar, with income
tofaling just under 76 percant of billings (Table 6). And, most importantly,
both have exhibited serious problems with political interference in their
management of water rates.

Nonmetropolitan Systems

The performance of seven nonmetropolitan SANAA systems and nine
municipal systems’ were analyzed to see if there are any systematic diffec-
ences in performance that might be attributable te the system’s administra-
tion, rather than to other characteristics. As described in Table 2.7, the Sys-
tems have breadly matching characteristics in relation to size, type of water
source, poverty levels in the corresponding community, and geographical
location,

®This is the difference between the ttal valume of potable waler produced by the system and
the total ameuat billed to users, It is composed of physical losses due to leaks in the distribve-
tion system, plus water that is undercharged 1o (b users {i.e., where estimated billieg is used,
rather than metering), or that is simply siolen from the system by iflegal users.

This section is based on a survey carried aut In mid-1995 by FUNDEMUN for the World
Bank, and or data on municipal performance collected by FUNDEMUN and AHMON.
FUNDEMUN, AMHON, and the World Bank gave perinission to use these data sources, bul
responsibility for the analysis of the data and for the conclusions is the authors' alonc.
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Table 2.7 Characteristics of the Nonmetropolitan and Municipal Systems
Studied .

. System Wrban Wpeof  Poverty index
s Type  population  source  (higher = poorer]  Area

Choluteca - Municipal Mun 70,585

P 34 Sauth

Choloma fhun 7,200 P 33 North

Sta, Rosa de Copan Mun 24,356 P 44 west
Dlanchito Mun 24,000 G 28 Marth
Tecoa Mun 18,916 G 26 A, coast

El Faraiso Mun 16,613 G 4 Center-east
HNavaome Mun 15,304 ? %3 South
Qeotepegue Mun 11,166 Q 5 West
Azacualpa Muny 5,100 G 34 West
Chohuteca—SANAA SANAA 70,585 b 34 South
Comayagia SANAA 52,355 G 32 Centerwes|
Danll SANAA 38,088 M 40 Center-gast
luticaipa SANAA 28,700 P Ei Center-eas!
Lz Entrada SANAA 18,412 M a3 West
Intibucd SANAA 10,088 G 52 Centerwest
Sn, Marcos de Colén SANAA 7,966 M 43 South

Note: G = gravity, P = pumiped, M = mixed,

Table 2.8 presents a summary of indicators of physical efficiency for
the two types of systems. While there are considerable variations within cach
group, it is striking that the averages are very similar, Each group has achieved
coverage of only 68 percent of the urhan population, Service frequency av-
erages 11 hours a day in the municipal systems and 10 in the SANAA 5¥5-
tems; 67 percent of municipal users and 77 percent of SANAA users face
intermittent service. And most strikingly, both groups have very low staff
levels: four per 1,000 conneetions for the municipal systems and five for the
SANAA systems. This serves once more o shos that overstaffing in SANAA
is concentrated in Tegucigalpa.

The similarities between municipal and SANAA suppliers are again
evident in the indicators of financial performance, which are presented in
Table 2.9, Operating cost per connection averaged L 252 per year in the
inunicipal group and L. 225 in the SANAA group. Labor cost per congection
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table 2.8 Indicators of Physical Efficiency In Nonmetropolitan Systerns: 1994

Intermittent
Water Sewerage  Hours service Suaft/
coverage coverage of service (perceat 1,000
Clients (percent) {pescent) (average) of users) ronnections

Municlpal systems

Azacudlpa 850 100 0 24 0 z
Choloma 4771 44 25 14 80 S
chokineca—unicipal 1,100 na. na. na. na. 0
El Pardise ' 2,300 83 33 nd na. 2
Macaome 1,113 41 1 11 100 6
Olanchilo 3384 53 0 54 6 &5 2
Ocotepeque 1,846 B9 na. 8 mn 2
Stz. Rosa de Copan 2,254 50 40 3 50 ]
Toco: 2,650 84 8 5 g5 4
Torals and averages ! 20,068 68 24 11 67 a
SANAA systems

Comayagua 6,402 73 69 17 30 3
Choluteca—SANAA 6,703 n.a. na. na. na, 8
Darll 3344 53 54 na. 90 2
Intibuca 1,220 73 30 i8 50 4
Iuticalpa 3,500 73 59 8 100 &
La Entrada 1,968 &4 8 3 100 9
San Matces de Colon 958 73 26 g a 4
Totals and averages' 24,141 58 £1 10 17 5

Note: 1/ Repored i the weighted average for staff per 1,000 connections; the other svesages are
simple,

is L 72 in the municipal group and L 97 in the SANAA group, reflecting the
latter’s slightly higher staffing levels; wage levels appear to be similar be-
tween the two groups,

The municipal systems studied registered better pricing, billing an av-
erage of L 189 per connection, compared with L 125 for SANAA. Howew_'e}",
this is offset by a much lower collection rate of 55 percent for the munici-
palities compared with 85 percent for SANAA. As a result, income per con-
nection is similar between the two groups (L 103 and L 107, respectively). 1t
is also striking that SANAA registered zero income for the Juticalpa system,




46 WALKER, VELASQUEZ, ORDGREZ, AND ROLRIGUEZ REFORM EFFORTS IN THE HONDURAN WATER SECTOR 47

Table 2.9 Indicators of Finandial Efficiency in Nonmetropolitan Systems: 1994

which had recently received significant new investments under the LIDB's
Four Cities project. As a condition of this investment, the systen: was trans-

°J:='"- . ferred from municipal control to SANAA ownership, bot at the time of this
ng Frafit of . ;
@t ot Bifen Gk fnoeme moflt o P:::r! M study SANAA had not yet organized a commercial system.? :
P e per ledln g Total P Ko cmpe with The data on operating profits show that, on average, the municipal
womn,! e, conn, e cons. profit’ €eth) awpemses  sion? oveler

. and SANAA nonmetropolitan systems are equaliy incapable of covering their

Municipal systems LAt Ly L costs. There is little here to support the hypothesis that municipal politi-
al systems L. yr. . WL AT % o i . , R |

Arpcudipa ¥ na na na 23 3185 -4 -4% N0 o cians are in general less prone to undercharging than their counterparts in

#®
£

Chaloma 4761 20 68 15T <1384 280 -a% s g central government. In facr, the loss per connection in the munjcipal sys-
Chaluteca— tems averages 1. 140 per year compared to L 110 for the SANAA systems.
Municipal 689 169 250 na  na fa, na. na. YES  pa Losses averaged 55 percent of expenses in the municipal group and 47 per-
£l Parafso 18 na. na na 0 63882 28 -19% Vs o cent in the SANAA systems, Nevertheless, two of the municipal systems stud-
g:;;o;::i 3:5' n‘: ';; ;: 1:;: 'i‘l;'(s’gg "iot ‘?Z: ‘;Fé g fed, Tocoa and Ocotopeque, registered a tidy profit, showing that municipal
Ocotepeque ¥ na ra ona 58 71:265 39 203% KO 0 operators In some circumstatices may overcharge for water, generatin B Sur-
SmRoadeCopan 488 46 29 a7 1M 064 33 93w vis o Pluses that can be used to fund other projects.
Tatca 91 na 189 09 187 253,154 95 igs% WO g
Totals asd avs.* 152 189 54 103 -2801504 14D -55% il How Govermnance and Regulation Contribute to Poor Performance
SANAA systemns
Comayagua 6 aa 167 89 149 339696 %3 5% ves g The analysis above places in doubt the (hesis that centralized organization is
E::::tachsnnm i;; '.jg :ii x ::.f :Z;f;; —1: jg:: YES na the sector’s rn-a‘in problemn. Botb 'Fhe c_entralizcd [SANAA) :Imd tl'-ie decen-
tbuch S as B T o mam o . ::: Z tralized {municipal) s.ysl'ems exhibit serious weaknesses in their ptfrfo.l‘mance.
Jtcalpa A T vi.D(l% - . All the nonmetropolitan systems studied appear 1o be undereapitalized and
Lz Entrada 0303 122 B w5 -8 0w vEs X poorly administered and all are in need of invesiment resources and techni-
sanManos deColon 223 49 157 &1 10l -1219% -2 $5%  viS  p calassistance for both their physical and organizatienal development Rather,
Tolals and avs.* 25 97 125 85 107 2661794 -110 -49% i the sector’s poor overall performance is rooted in the weakness of the exist-
Notes: 1/ Befined as 1ot expenditure on water antsewerage per wrate sysens conmoction. in'g steucture of s.ecmral Eovemance ar_ld regulation, which fails to comply
% Systemincome from waler and sewerage as a peceut af bilings with most of the internationally established norms.?

31 Negative sign indicates a deficii.

47 Welghted averages for operating expenditure Per connaction and for operating profit.
Other averages are simple,

¥ Data for the SANAA system as a whaolbe for 1994 show billings per conneciion oulside
Tegucigalpa of 1. 134, very close 1o the L 125 found in the sample. hicome per connection was
L 148, implying a collection rate of 1 10 percent, presumnably due to the charging of arreacs. In
1995, the situation changed radically, SANAA billed L 234 per cennection, but collected only
L 86, a collection rte of 37 percent. It is also striking that although 46 percent of SANANS
connections are vutside Tegucigalpa, only 22 percent of billings and 15 percent of income
arose cutside Tegucipalpa in 1995 (Source: SANAA).

¥ Asum mary of good practice for water sector organization can be found in Foster (1996).
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Sectoral Governance and Resource Allocation

Water sector strategy is formally a matter for the Ministry of Health, but is
effectively delegated to SANAA, which submits investment proposals for the
approval of the Finance Miuistry."” However, SANAA also acts as the single
largest service producer, concerned with procuring resources for its own
investments, There is a clear conflict of interest between these functions, the
more so becanse capital resources are supplied as grants {not loans) to
SANAA.

SANANS conflict of interest in acting as strategic planner for the sec-
tor and simultaueously as a service provider is cleatly reflected in how it
skews the distribution of capital resources in its own favor. Although it sup-
plies only 23 percent of the connections in Honduras, between 1989 and
1993 SANAA received 66 percent of Honduras’ water sector investiments
('Table 2.10). SANAA's investments were heavily concentrated in urban
projects {73 percent), with much less {27 percent) designated for rural sys-
tems. Other agencies impottant in investment finance in the sector are the
Ministry of Health, which finances small rural systems (17 percent of the
tutal); the Honduran $ocial Investment Pund (FHIS), which finances both
rural systems and urban marginal systerns (8 percent) and San Pedro Sulas
Divisién Municipal de Aguas (DIMA) (9 percent).

SANAA failure to expand coverage atan adequate rate is rooted in its
inefficient use of capital rather than in the lack of resources; during 1989—
93, the investment assigned to the sector averaged 1.2 percent of GDF (Table
10). As long as system operators receive capital free of charge as grants from
the central government, and with no other accountability mechanism, they
cannot be expected to use it efficiently, It is hardly surprising, for example,
that SANAA has no preventive maintenance pragram, or that it seeks to
disguise a large part of its revenue costs as capital expenditures.

®The Birance Minisiry hasa directorate respensible far manitoring the performance of pub-
tic service providers; it publishes reports un performance, but this is not Functionally imper-
tant.In 1995-96, the Planning Ministry had an important wle in approving public investmesnt

proposals; it has since been closed {in 1997) and its finctions in this regard were transferred
1o the Finance Minisiry,
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Table 2.10 Honduras Water and Sanitation Sector: Distribution of Investment
Resources by Agency: 1989-93

1989 1994 1981 1992 1993 Total Total

{percant}

- L {raillions}
sANAA, Total 86 139 106 118 148 5499 66

of which, rural 17 8 34 51 38 167 18
Ministry of Health 17 20 k-] 41 36 156 7
DIMA 4 6 8 14 50 7 9
313 0 8 23 17 23 7 B
Total 107 173 176 190 288 905 180
Total {34 of GDP) 10 14 1L e 13 1.2
Totat (US$ millions) 38 58 a4 33 L) m
Exchange rate (LUS$) 8 3.0 40 S.8 6.8 n.a,

Source: IDBMWorld Bank/PAHD 1594,

Political Control of System: Operation and Rent Seeking

in addition to the inefficient use of capital, the operation of all systems both
SANAA and municipal is usually subject to political interference. There is a
general belief that water services are a social good that should be subsidized,
and nowhere in Honduras does a water system operate with fully indepen-
dent finances. The result is the capture of system rents by users through
generalized under-charging. However, the benefit to users is ambiguous be-
cause this practice results in low-quality provision,

Users are not necessarily the main beneficiaries of political interfer-
ence in the operation of water systems. Tn SANAA, the workfarce captares a
large proportion of system rents through a union that has established very
high staffing levels in Tegucigalpa. According to a study commissioned by
the TDB, the World Bank, and the Pan-American Health Organization, the
union has acquired such strength and predominance in the company that
the nomination of technical, administrative, and manual staff reqizives union
approval, as do decisions related to operations and control” (IDE/World
Bank/PAHO 1994, p.14). The involvement of the union in SANAA's admin-
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istration also contributes to weak commercial perfotmance. In late 1996,
SANAAs commercial director was replaced at the request of the union when
he alleged that union leaders in hjs department were invotved in corrupt
practices linked to the assignment of new connections.

Such problems are not limited to SANAA. The nonmetrepolitan mu-
nicipal systems show very similar patterns of water rate levels and ser-
vice efficiency to those registeced by SANAA’s nonmetropolitan systems, and
in recent years DIMA in San Pedro Sula has also experienced serious prob-
lems with political interference in its pricing decision (see Dox 2.2).

) Econometric evidence on willingness to pay for improved water ser-
vices provides a measure of the extent to which the politicized contral of sys-

REFORM EFFORTS IN THE HONDURAN WATER SECTOR

tem aperation has undermined the credibility of public sector providers, both
SANAA and municipalities, Willingness to pay for service improvements should
be positively correlated with the supplier’s credibility as a service provider.
The evidence, summarized in Box 2.3 and detailed in Walker et al. {1997,
supgests that once the effect of other relevant facters such as existing service
cost annd quality, income and education is controlled for there is litile differ-
ence in the willingness of clients 1o pay between SANAA and the municipali-
ties. However, in contrast, willingness to pay for service impravements is much
higher among clients of privately administered systems. These results are con-
sistent with the hypothesis that the latter have higher credibility.

Regulatory System

The regulation of the water sector is badly conceived and wealdy imple-
mented. It fails in what should be its central goal of defending the right of
existing and potential users to receive good quality service at a reasonable
cost. SANAA's users effectively have no enforceable rights, and municipal
services are completely unregulated.

The principal regulatory agency for the water sector is the Comision
Nucional Supervisera de Servicios Puiblicos (CNSSP), which is tesponsible for
the regulation of waler rates. In addition, the ministries of Environment
and Natural Resources and of Public Health have regulatory responsibilities
regarding the use and protection of water sources, sanitary disposal of waste
water, and norms for the quality of piped water supplics.

CNSSP was established in 1991, when, 25 part of Honduras first struc-
tural adjustment program, the 1B and the World Bank proposed the cre-
ation of an apolitical agency to set public service rates, including watcr, tele-
phones, electricity, and transport. Previously, the National Congress set rates
directly, CNSSP was given a general mandate te regulate water rates, How-
ever, this statute stands in direct conflict with the right of municipal opera-
tors to establish their own rates under the municipal legislation of 1490 and
1991 (articles 84, 85, and 86 with their corresponding regulations; Chama
1995). In practice, CNS5P has limited itself to regulating the SANAA rale.

" CNSSPs structure stromgly suggests that it was conceived as a body for
the political negotiation of public service rates rather than as a technical
body dedicated to the independent determination of the cost of services
and of equitable mechanisms for theit recovery. [t is formally autonomous
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. pat in practice is linked 10 the Ministey of Transportation. [t has few re-

sources at its disposal, with a budget of S $100,000 per year from the cen-
qral government and only four professional s1aff, so it depends heavily on
the regulated entities fot information,

The fact that the director bas remained unchanged since the CN3SP
began operations, in spite of the change of government in 1994, suggests
some degree of independence from the executive arm of government. How-
ever, the government has an effective majority on the CNSSP, lts 14 delib-
erative members include the minister of transportation, who chairs and has
avote, the ministers of finance and trade, the four professionat staffl of CNSS?
(nominated by the government), iwo cengressional representatives, two pri-
yvate sector representatives, two trade union representatives, and one repre-
sentative of barrio organizations.

The rate sctting process in CNSSP has always been politicized, with leng
intervals between revisions leading to severe ercsion of SANAA's real income
by inflation, The water rate had not been adjusted for five years between 1990
and 1993 when a 100 percent increase was authorized, but inflation since the
previous increase had been 159 percent (Table 2.11). The interval between
rate adjustments was similar when the Congress controlled rates directly.

The procedures followed for the negotiation of the 1995 increasc high-

light the politicized nature of the process. Before it was approved, the in-
crease was discussed and informally approved by the government’s economic
cabinet, which simultaneously considered requests for rate increases by e
electricity and telephone companies and decided to give priority 1o SANAA'S
request. Tt was thought politically untenable that more than one increase
should be approved. The law that established CNSSP {Decreto §5-91) stipu-
lates {Article 1) that rates should be based on “the real economic cost of
providing services to each category of consumers” (Rendén Cano 1995},
But in practice, rates have always been well below this level. The 1995 rate
increase was based on a study of the income needed to cover annual operat-
ing costs.

Financing the Low-level Equilibrium

The government nances SANAA's deficits through a series of subsidies, most
of which are not transparent. These include: capital grants for project fi-
nance, which in reality contain large elements of operaticnal (inancing; the
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Tahle 2.11 SANAA Water Rates and inflation; 19901995

et Watertate g e

1995 %
{Tegulcigalpa) {Aug) {Septj Increase
—_—
Costof 35 M) 149 30 %

Consurner Price Index

1865 My

159%
— T

Payment by the central government of all interest and amortization on the
debr reiated to SANAA’ investments; and the partial nonpayment of elec.
tricity charges and chemical costs." In this context, SANAA's day-to-day f.

to secure sufficient revenne, As re-
sult, rate increases notmally transmit ra

pidly into pay increases; this in turn
has strengthencd political resistance to

rate increases.
Table 2.12 analyzes SANANG 1594
ferent subsidy elements contributed to ¢

enue subsidies of L 56 million, including: the partial non

payment of cnergy
and chemical bills,

and the non-payment of loan interest. [ addition, SANAA

—

" eatly 1997, the electric company, ENEL, adopted a policy of charging SANAA for power
and began billing apptoximately 1, 2 millipn mumthly, When SANAA fail inig #itears, the

PAWwer sUppiy to the adminisirative offices was eut and SANAA had to instalf g Beneratur.

Hawever, it was deemed politicaily Unaceeptable to ant power (g the waler produciion angd
distribution aystems,

2 The SANAA revenue agcount

mented by  serics of cxpenscs 4
interest.

presented here is based on the official Account, but supple-
hat are not normally fegistered by SANA A, most notably deby
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pable '2.12 SANAA’s Income, Expenditures, and Subsidies: 1934

- Share of Share of
L miflions’ amount revenue (%) GDP2 (%)
. L revenue 55 100 gig
cure? 213 .
wrent expenditure 123 :
N 29 53
?wgy 0 8
nex -
hemicals 2 .
pebit inlerest! ;52 22
Dﬂmmlm 14 25
i -123 ~0.25
Cuvrent balance —£8
e 12 22
Depreciation : o
(perating subsidfies 5 X
Nonpayment of energy 4 :
Honpayment of chernicals z o
Debt inlerest paid by gowernment 50 - -
Total revanue subsidy 1:: - o
Capital ransfers
Total subsidy 184 334 0.68

y . t
Motes: 1/The 3.5 percant average interast rate for 1989-95 was applied to the outstanding stock o
SANAA-related debt. U100,
2/ Nominal GDP in 1994 was L 2.71 billion. The year-end exchange rate vms‘l. 9.00 = U531,
Sovrce; Authors” analyss of data from SANAA, SECFLAN, and the Ministry ot Finance.

Table 2.13 projects SANAA's subsidy needs 0\:&1’ the nﬂ(‘t decade, unt;jz:
three scenarios for system performance.” The baseline scenario suppc:ses 131 '
performance on water rates, cost efficiency, and urban cover_agc remal}:l ]::, "

' tered at 1594 levels. In: this scenario, the 100 percc.:nl Tate mcrease]r a “n
authorized in late 1995 is quickly eroded by infla_tton, sta-ﬁ'ing l;vc s rt:m
persistently high, and Jabor and capital productivity remain unchanged.

4 & IDR by lan Walker
"* This section owes much to a study mnduct?d for the Wu.rld. Bank an e :Pm,d ol
and Raismundo Soto of ILADES, Chile, on the fiscal and equity impacis of the p el et
sector adjustiment program in Henduras (L ‘walker and R, Soto 1995). The assinp
in this cxercisc are described in full in Walker et al, (1997).
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Tabie 2.13 Projected Performance of the SANAA System: Three Scenarios

(millions of 1994 lempiras)

1994

real
—_—

Baseiing: na improvement in performange
Aeal water rate (% of 1994) 100

Unaccounted for water (% of productian) 50 ig([; 12;
Coverage (% af ucban households) 83 33 83
Current income 55 L] 73
Current expenditure 123 151 321
Cutrent balance -68 -96 2
Current balance (% of Gppy 0,3 0.3 -043
Optimistic scenario; rapid improvement in performance |
Redl water ate (% of 1934) 100 100 a7
Unaccounted for water (% of production) 50 S0 ag
Coverage (% of urban households) 83 84

Currant income &S 58 F gj
Current expendituse 123 151 ;
Curment balance -68 -96 409
Current batance (3 of GDP) -0.3 -03 -0 ?
Intermediate scenario; mod: impre nt .
Reaj water rate (% of 1954) 100 100 n7
Unaccounted for water (% of produciion) 50 5¢ a5
Coverage (% of urban househalds) 83 LE] B;
Current income 55 55 237
Current expenditute 123 151 g
Curient batanca -58 -96 ?D
Current balance (% of GDR) -03 -0.3 ; z
————— e ﬁ—,: —_,___‘ ‘_. -

The following general assumplions apply in all sconarips:
Real interest rate on secior debt

tere 3.5%
Deprediation rate on npt Capital stock 2,5%
Utbian paputation growtl 5%
Total investment 1995-20p5 US3197million

.Source: Authors’ calcutations. Sec Walker et al. {1997
N prepartng this table.

1995

—————
2000
estimated  projected projected

2005

104
50
43
a3

76
=277
-0.7

456
25
93

625

52

273

0.7

nz
40
a8
324
355
=31
-1

) o further details on the assumplions used
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Based on these assumptions, both costs and income would rise in
line with urban population growth (projected at 5 percent a year over
the next decade) and the system would register operational deficits of
around 0.3 percent of GDF, rising to 0.7 percent in 2005, However,
SANAA’s cash flow would cantinue to be viable as long as the govern-
ment continued to absark the debt service burden. Net of debt service
and depreciation charges, the operational deficit would remain stalble
and anly slightly negative.

These projections highlight the point that the existing situation is an
equilibrium, in the sense that it could continve as long as the financial ar-
rangements undez which SANAA makes no debt service contribution are
maintained. On the other hand, if either the government or the financial
agencies that fund the capital program do not allow this, then the revenue
and capital subsidies to SANAA would dry up, coverage would drop behind
population growth, and service quality would deteriorate. In this way, a cri-
sis could be precipitated by a political decision not to tolerate a continua-
tion of SANAA's poor performance.

. The second scenario in Tabie 2.13 shows that if the system’s perfor-
mance were improved to normal levels, the subsidy would not be neces-

sary. If average water rates gradually increased fivefold to the still moder-
atelevel of L 2.0 (US$0.22) per M?, Jabor costs were halved by implementing
normal levels of efficiency, and programmed capital resources were used
relatively efficiently to increase coverage levels from 83 percent to 93 per-
cent, the system could eliminate its deficit by the end of the decade and
generate an operational surplus of just under 1 percent of GDP by 2005,
even after covering its debt service and financing the establishment of new
planning, regulatory, and technical assistance functions.™ The third, in-
termediate, scenario shows that a more moderate rate increase and more
inoderate productivity gains would enable the deficit to be stabilized at
around zero by 2005.

"{his seenaria has a provision for the cost of dasing SANAAs aperating systems (including
redundsncy payments and writing off the accounts receivable in the balance sheet) for theit
transfer o new operators. This cost would be comfortably recouped within a decade, as a
result of reduced operating costs and revenue increases,
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" The Political Economy of Low-level Equilibrium

The Honduran water sector shows the classic symproms af a low-level equi-
librium trap in which the systems are financially crippled by low rates and
high costs. As a result, unless the water utilities can negotiate heavy subsi-
dies, the quality of service provision must suffer, SANAA is the eperator
that has most successfully negotiated subsidies, mainly capital grants from
the central government. However, since the subsidy flow does not automati-
cally rise when the system expands, the company loses money by expanding,
Therefore, coverage tends stagnate.

This tendency is reinforced by the fact that many production systenis
are gravity fed, so that the marginal cost of water is usually above the aver-
age cost because the cheapest sources are exploited first. This implies that
the subsidy required for each new connection is higher than that on the
exisling stock of connections,

This is the fundamental reason why SANAA has failed 1o expand ser-
vices to cover Tegucigalpa's marginal barrins. In this context, the SANAA-
UNICEF project to construct Private systerns, which SANAA then supplies
with water at the block rale, 5 a second best solution, made necessary by
SANAA's inability to set water rates to reflect the marginal cost of incorpo-
rating these barrios into the principal network,

Those who gain from this seatus quo are the households that already
have connections and receive heavily subsidized water services and the em-
ployees of the staff-heavy SANAA system, concentrated mainly in
Tegucigalpa, The Principal losers are the households that cannot get into the
system because it is unable to expand fast enough; these are mainly concen-
trated in the marginal barrios of the citics, especially Tegucigalpa !5

In recent years there has been Breater awareness of the fundamental
inequity of denying the poorest barrigs aceess Lo urban water systems, and
of the potential for realizing very large welfare gains by expanding water

" Houscholds within the system arc the principal gainers from the statns que when its
redistributional impact is analyzed as a zero sum game. However, since rales are not even
sufficient to provide for maintenance programs and there js a limit to the amount of subsidy
that can be extracted from the political system, the quality of their service is aften low, In this
sense, the status quo s a Meegative sum game., It is possible that households in the system would
be net gainess from a feasible combination of rate increases and service improvements.

REFORM EFFORTS IN THE HONDHURAN WATER SECTOR a4
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service to these communities, A formal estimate of the welfare gains that
could result from breaking out of the low-level equilibriam is presenied i

Box 2.4 and detailed in Walker et a], (1997). However, it has proven difﬁcu[r:
to organize the political and legistative changes needed to make this pos-

sible. The vested inierests aligned in defense of the status quo have proven
stronger than the forces in favor of reform.

Prospects for Reform

Not surprisingly,
fied above,

apital to the water and sanitation sec-
dministration (19%90-94), discussions
»and the government about reforim of
tration (1994-98) these discussions iy~

tot. As a result, during the Callejas »,
began between the World Bank, DB,
the seclor. During the Reina adminis
tensified, crystallizing in a proposal b

. This proposal was supported by the ofter of a US$cs million sectoral
adjustment loan, tu be cofinanced by the World Bank and the 1DB, This
would .h ave been_Honduras’ fourth sectoral adjustinent program, ful!(;winé
operations in agriculture, energy, and public sector modernization, The pro-

posal was also reinforced by the IDB's reluctance to finance further j

Ments in the water and sanitatio 199 o
ever, the adjustment operation
tor pass the necessary legislation,

in tracing the gestation of the reform proposai, a stakeholder analysj

s.h'uws why the reforim effart stalled. The failure was not sim ‘J one of T
litical management. The original proposal suffered from two w;;:;(ne:se' trl;n-
unc.iermined Potential support_ First, the reform centered on rapid mub i ?t
pall.znti(.m without establishing convincing mechanisins for strcngthe:]i:-
the institutional capacity of the municipalities. And second, although thf
reform promoted the separation of system administeation from olitical
control via the introduction of private and mixed capital service xrivid .
the regudatory provisions in the early drafis of the reform !egislaltion wi:rrsc’
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wezk, ¢reating the fear that users might lose out when private service pro-
viders were introduced.

The Failure of Reform, 199494

In March 1994, the World Bank and the DB agreed with SANAA on the
broad outlines of  reform to scparate the functions of aperation and super-
vision through the municipalization of SANAA’ systems. The government
established a high-level commission to supervise the process. Soon after-
ward, the commission established u technical support group, comprising
representatives of SANAA; the planning, health, and finance ministries; and
the econornic cabinet’s econoimic policy analysis unit {UDAPE), which acted
as a secretariat. This group supervised a series of World Bank apd IDB-funded
consuitations to develop the reform proposal.

For the banks, the 1990 and 1991 loca! government legislation™ pro-
vided 2 clear window of opportunity for the divestment of the SANAA 5Ys-
tems, since it established the operation of water and sanitation systems as o
Jocal government function. ln response, some municipalitics had already
requested the transfer of the systems from SANAA to municipal control.
The SANAA manager, Jerénimo Sandoval, strongly supported the idea of
transferring SANAAN's systems to municipal control and by carly 1994 had
agreed to the transter of San Lotenzo and Pucrlo Cortés. However, the local
government legislation did not cancel SANAA’s right to operate water sys-
terns, nor did it mandate the transfer of all systemns. Therefore, firther legis-
lation was necessary.

The main eleinents of the legislative proposal that gradually emerged
fram this process over the following 12 months were: a framework law for
polable water services that would close down SANAA and transfer all fte
systems 1o municipal control; the creation of a subsecretariat in the health

ministry to handle sector planning and Rnance; the creation of a new na-
tional institute to supply technical assistance to the municipalities and to
develoj rural systems; and the creation of an independent regulatory agency
1o supervise both water uality and rate selting. Within this framework,
municipalities would have been expected 10 jein together in muulticity water

" See Box 2.1,

]
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companies in order to take advanta
istration {especially billing and fina

However, in Sept_ember 1954, just six months into the re
Sandoval was appointed head of the crisis-
and was replaced at SANAA by Manuel Ro

ge of scale economies in system admin-
ncial management), 7

form process,
torn state electric corporation
mero. Rumero quickly made it

gl % it agency GTZ. Regionalization differs from
- T Ehat 1t represents only an administrative decentral;

e natj he

tional water company rather than Ppassing ownership of the

‘ systcw_s to other legal entities. In this context, SANAA b
municipalization of the Puerto ' ;

Ronero showed censiderable skill jn lining up allies in support of his pos;
$ posi-

tton. !\I'I'I()ng lI'IElI'.l were the Munstxy of Hamullg whig 1 was also ShtEd for
)
(-ll)‘“.“c under the state umdelmzatlo | pl(}g

, ‘ Tam and which headed

o ' ed th

5- rzmcnts social cabinet; the mayor of Tegucigalpa, Qscar Acosta, wh ,
lewed the management of the metropolitan e

: system as too hi
eit . . ., g a task for the
Y government; and the existing body responsible for public service reguc

17, o
The first and most general d

T escription of the pro oged
Chitean consulianig Maximilia e Pl

i laid vut jn 1
na Alvarez and Torge Ducci {1994), i the tepor M
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lation {Cormisidn Nacional Supervisora de Servicies Piiblicos, CNSSP ), which
was reluctant to accept a reduced sphere of influence. The main supporters
of the municipalization proposal were the Minister of the Presidency,
Armando Aguilar Cruz (alse secretary of the Presidential Commission for
the Modernization of the State), and representatives of the mayors” assocta-
tion, AHMON. However, AHMON also cxpressed reservations about the
reform proposal and demanded municipzal control of the regulatory and
sectoral planning agencies (AHMON 1995).

The opponents of the reform criticized the complexity of the pf'oposcd
reorganization, questioned the wisdom of a rapid municipalization program,
and argued that the closure of SANAA would damage rural water develop-
ment and disperse a valuable central core of technical competence. They
also highlighted the need for a two-thirds majority in Congress to close down
SANAA, undermining the political viability of the scheme.

[n the second half of 1995, the reform prucess entered a confused pe-
riod as the different actors maneuvered for posilion and the government
and the banks adjusted their proposal 1o take inlo account the issves that
had been raised by critics of the original proposal. By the stazt of 1996, they
had reached agreement on a significantly revised proposal under which the
water systems would still be municipalized but SANAA would survive, as-
sumning the function of policymaker for the sector and the responsibility for
technical assistance and rural water development. This new scheme is oul-
lined in Box 2.5.

‘Fhe banks agreed with the government to accept just two conditions
far the first tranche of the adjustment program: passage of the revised frame-
wark legislation, and the letting of a management contract for the Tegucigalpa
system, where half of SANAA's connections and most of Hs worst inefficien-

cies were concentrated. The latter was a tactical move to side step Tegucigalpa’s
refusal to accept the system, with the intention of proceeding to a conces-
sion at a later date, following the Mexico City strategy (Foster 1996).

In early 1996, consultants were commissioned to redraft the reform
legislation and analyze the financial feasability of a private management
contract in Tegucigalpa. They concluded that such was the inefficiency in
Tegucigalpa that a private manager could turn SANAA's existing USS1 mil-
lion annual operating deficit for Tegucigalpa into a surplus of about the
same armount, even after paying the contractor for his services and without
raising rates. In May 1996, Lhe government placed an advertisement in The
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ferred to municipal ownership, free of debt,
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Eeonomist magazine requesting expressions af interest from international

" fums.

Understandably, since most of the vested interests linked to the status
quo were located in Tegucigalpa, the proposal to privatize the Tegucigalpa
systemn provoked the strongest opposition yet to the reform project. SANAA
manager Romero now publicly declared his hostility te the proposal (B
Heraldo, June 17, 1996, and E! Nueve Dia, June 21, 1996). He was supported
by the Jeader of the SANAA staff union, Francisco Menjivar, who denounced
privatization as a way to bring about enormous rate increases.

The SANAA union was able to make this claim becausc the reform
camp had failed to state clearly at an early stage that the regulator’s mandate
was to control rates to efficiency levels. 1n fact, in carly drafis of the pro-
posed legislation, there was no provision at all for the regulatory control of
water rates, due to the reluctance of the municipalities o be subjected to
rate regulation (justified, spuriously, by the principle of municipal au-
tenomy). This allowed opponents to scarc-monger about the rate increases
that would come with privatization. This was corrected in the July 1996 drafy,
summarized above, which was developed with the help of 103 regulation
specialists. But by that time, the damage had been done.

Romero also produced a Jegal sophistry to block the idea of a private
management contract for Tegucigalpa. He argued that SANAAS founding
legislation docs not allow the company to contract private agents Lo run its
waler services. This was debatable, since there is a general provision in Hon-
duran law for administrative delegation, which includes delegation to pri-
vate agents. Nevertheless, the banks accepted the idea that the management
contract should be put on hold pending the passage of the framewark legis-
lation, which would make explicit the legality of management contracts, leas-
ing arrangements and concessions, and allow SANAA directly to make man-
agement contracts during the transition period, with the agreement of the
refevant municipality (see Box 2.5).

‘This episode was the coup de grace for the adjustment loan. The gov-
erpments failure to replace Romero as the head of SANAA, even afier he
assuined a stance of public opposition, was the final blow to the credibility
of Honduras commitment to sector reform. With other sector adjustinent
loans in jeopardy duc to noncompliance with their conditicnalities, Hon-
duras IMF agreement in suspense due to missed fscal targets, and an elec-

tion year in the offing, the banks quietly deleted the Water and Sanitation
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the reform, the Panamerican Health Organization, (PAHO) never declaced

Jits Position.

“The government itself was divided on the matter. The only govern-
ment agency strongly committed to the reform was the Presidential Com-
mission for State Madernization {CPME by its Spanish initials). 1t also en-

- joyed the support of the economic cabinet, which needed the balence of

peyments resources the operation would have released, and which subscribed
1o the general goal of improving the cffectiveness of public infrastructure
investment. But the reform was strongly opposed by SANAA, the Planning
Mirtistry, and the existing regulatory agency, CNSSP, which wanted to de-
fend its turf. The President of the Republic appeared to have no pasition on
the issue and was known to have a high personal regard for the SANMAA
manager, Romero, When the President failed to interveac to resclve the dif-
ferences of opinion within the government, the reform process simply dis-
integrated.
Table 2,14 also shows the weakness of national support for the project
outside of gavernment circles. In the preparatory phase of the reform, re-
search studics were commissioned that underlined the inequity of the water
situation. But in spite of the huge welfare gains that would have come from
improving the sector’s performance, no political entrepreneur emerged to
mobilize support from households without water ar with very poor service
that suffer from the stalus quo. Instead, the patronatos (barric committees)
of the marginal urban sector remained indifferent 1o the debate oo munici-
palization. Even the municipalities, purportedly the main painers from the
process, remained cantious, unsure of the consequences of t1aking on re-
sponsibility for their water systemns, anxious about secuting a guarantee of
resources up {ront and reluctant to accept external regulation.

The leaders of the private sector (organized in the Consejo Hondureno
de la Empresa Privada, COHEP), normally the most vociferous proponents
of privatization initiatives, had pothing 10 say on the issue of water
privatization, The SANAA employees’ union, on the other hand, intervened
effectively in the debate, persuading Congressional leaders that if they sup-
ported the privatization proposal they risked being held responsible for a
drastic rate increase in an election year.

"The absence of a strong natjonal alliance in favor of the reform legislu-
tion was fatal. The only strong supporters of reform with real power were
the banks becatise they held the purse strings on balance of payments sup-
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Tible 2.14 Stakeholder Analysis of the Reform of

Group

Interest in the issue Position on reform

"%‘—__*1—‘;___‘_‘_‘

External actors

Workd Bank Frometes reform in infra- Strang suppont
shructure sector: needs an
adjustment operation for
casi-flow reasons,

108 Finances the sector; needs Strong suppar

adjustment aperation for
cash-flow reasons,

International tirms Passible contracts for man- Suppast

agement and cancesslons;
cantradis for consultants,
Bilateral fenders Finance the secror. No general position;
USAID supports volun-

tary transfer to mimici.
Pal contred but oppases
both compulsion

and the creation of

a cantral government
contralled requlatory
agency. GTZ opposes;
NCA has rot declarad
Opposad—promotes
the altermalive of
regionalization

CAPRE Regional body lor state

ater companies in C A,

PAIID Cancerned with rural

primary health,

None declared

the Water Sector
— e

Resources availabie

Sluctoral sdjustment
finanding of

US$3G million,

Steuctural adjustment
financing of Us$35
sniion phus ability to
withheld imestment
loas to secior,
Ability o offer
technical assistance 1o
reforn planning
process,
Financial resources and
technical assistance.

Technical assistance:
capatity to legitimize
the apposition 1o
reform,

Few
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Table 2.14 {continued)

Group

Interest in the issue

Position on reforn  Resources available

Government
SANAA

Piesident

Presidentiaf
Commission for
Maodernization of the
State {CPME}

Economic cabinet

Health Ministry

Existing agency would
lose aperational functions,
but would remain in
charge of sector sirategy.

Uktimately responsible for
defining government
policy and for relations
with the World Bank ang
iha IDB.

Primie agency for
modemnization; sees
sectar reform as
complémentary to the
general medernization
program,

Responsible for balance of
payments management—
needs adjustment lean 1o
be approved. Also can-
cemed with infrastruciure
efficiency

General responsibility for
waler and sanitation—
special intecest in rural
systems and far technical
norms.

Strong opposition—
proposes aliemative ol
madernization and
tegionalization,

Technical capacity;
contrgls information;
able to dedicate ilself

" Tl time 16 manaver-
ing on thz issue; stiong
personal relationship ol
manager Rormero with
the Piesident; strong
support from SANAA
professional stalf for
Romero.

_ Ability to irnpose his
decision within the
Exerutive—but nat on
the Congress.

Apparently not
interested in the
substance of the issue.

Sliongly in favor—
Secretary Armando
Aguilar Cruz {2lso
Minister of the
Prestdency) is relonn’s
main public advocata.

Aility to influence the
President; ascess to
technical assistance
fiem banks; but not
influential with the
majority Flores laction
in Congress (inked to
Reina faction).

Ability to influence
President.

Though crigially
skeptical, coordinator
Guillermo Bueso sup-
ported the retorm, more
fo get the adjustment
taan than becnse he

supports the raform

per se.

No clearly defined Fresides in the SANAA
posilion. board; maral authority

un heakh-related
impacts of sectoral
reform.




70 WALKER, VELASQUEZ, ORDOREZ, AND RODRIGUEZ

Table 2.14 (continued)

" Growp -~ interest in the issue

. Planning Ministry The miristry responsible
‘ fer public investment
program at the time;
since then, it has been

abolished

CNSSP Existing sate ragulatar—

defending its turf.
Would have to pass
Tramework law,

Cangress

Other national actors
Muricipalities Would take over system
operalion—potential for
increased scope of activity,
income, ete, But afso high
fisks from taking over run-
down systems that they
are not well equipped to
administer,

Posltion on reform Resources available

Opposed—supported
SANAA proposal for
salidarity among budies
threatened with dosure
due to the adjustment
pragram,

Presided in Social
Cabinet which indudes
the Health Ministry,
which in turn
supervises Mg waler
and sanitation sector,

Opposed—supparls  Technical rapacity o
SANAA proposal. question propasals,
Nodaclared position. ~ Can block the reform,

Diverse positons; Lobbying power: also,
AHMON broadly could block the reform
supports transfer of by refusing to

water systams tg accept systemns,
municipal contral

bul wants a resource

guarantee; would prefer N

that the transfer of

systems were optional
rather than campulsory;
and epposes the Geation
of a national government-

controfled regulator. The
municipadity of Teguei-
2lpa is not interested in
Laking over the capitals
water and sewerage
systems, which ate half
of SANAAY customers;

many other municipafties

are concerned about
getting greater
responsibility without
resaurees,
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Table 2.14 {comtinued)

Group

Resources available

Interest in the issue Position on reform
SANAA, union Loss of jobs and of oppor-  Strong oppostion to Lobbying power
tunities for caruption. reform, {influential with
leading deputies in the
controlimg Flores
faction of Cangress);
scare lactics on price
fises; xenophobic
rhetoric.
Users of SANAS Would face rate No clear public If politicians fear that
systern increases but could get ofinion on the matter,  the measure is
improved sepvice. unpopular with
existing usars, who are
ielatively articulate
with access to the
media, this conld cayse
2 Congsessional velo
Nonusers Presanitly unable to No dea public opinion  Patronato
{marginal barrios) get piped water due to on the matter. organizations
low-level equilibrium trap, have lobbying power,
NMational piivate sector Fear of incieased fates; Mo dlear public opinion  Very considerable
(COHER, Céimaras de  opportunities for on the matter, lobbying power.

Comnercis e Industriss) contracts.

Pofitical parties Cppartunity 1o win
Ppopularity f risk of losing
populaiity.

Nao important pofitical
group argued strongly

Influence af liberal
and national parties is

for the reform becarse  dedisive in Congress.
it was not viewed as a
popular cause,

portand on future loans o the sector. Bur recent experience has shown that
the Honduran Cangress will not automatically pul the executive’s macro-
economic needs above its own political expediency. Throughout 1996, Hon-
duras” IME agreement was in suspension following the Congressional deci-
sion to push through income tax cuts that increased the cansolidated public
sector deficit above the agreed upen ceiling, Inconvenient as it might scem,
politicians, at the end of the day, are more interested in votes than in batance

of payments support,
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“;m, this backdrop, the question is what shoyld be done now 1o re-

rm the sector? In the medium term, given the 1DB’s ability to offer large-
Je:finance for future water sector investments, |

organization, and performance in return for new funding, In the past, whess
centralization was in fashion in the water sector, the 1DB prevailed on SANAA
to take over the systems of Tela, Juticalpa, and Ceiba in retorn for financiaj
support.” By the same token, the bank could now force the transfer of sys.

tems to municipal control, if it chose to do so
However,

the prospects for reform would also be impraved if the le-
gitimate concerns expressed by some of the reforms’ opponents

dressed. The two most controversial aspects of the reform were:
Posed rapid municipalization of all of SANAATs systems; and the a
gulatory guarantee for the users (in

were ad-

the fortn of a rate
ceiling).

The Debate over Municipalization

The rapid municipalization of service delivery is a central plank of the pro-
posed reform, All of Y

ive municipalities within two yeats, frce of debt (Rendon
Cano1996, Articles 13, 14,and 15), However, the tatest (Tuly 1996) version of
the drafi legislation, summarized in Box 2.5, leaves apen the possibility that in
some cases this might not happen, in which case SANAA would continue 1o
run the systerns (Thid. Acticte 16). The inclusion of this provision so late in the
duafting process was a tacit acknowledgement of widespread skepticism about

the capacity of many municipalities to manage their water systems.
Nevertheless, in recent years, most political mobilizarion stil] favors
the organization of water sector reform around the demand that SANAA
control. This has happened mainly where
ate of collapse and where lgcal political
7g popular discontent, Iy two cases, San
these mobilizations led 1o the wransfer of systen)
al conttol. The results of these initiatives and

Lerenzo and Puerto Cortés,
administration to municip

—_—_—
" Interview with Luis Moncada Grass (June 1995),
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SANANs establishment of 4 decentralized regional office in La Ceiba as a.n
altermative to smunicipalization provide lessons an the problems and possi-
bitities of a national decentralization process.

Recent Experiences in Municipalization

Since 1993, in the context of the political and admin.istrative decentraliza-
tion process that followed the municipal legislaum? of 1990—91: SANAA ha;
delegated responsibility for management, operation, and maintenance ud
water networks to local governments in San Lorenzo, Pu?rto Cortés, a.n
Tela. In each case, the ownership of the system remained with SAib.IAA. The
first two cases were piecemeal initiatives in response to local polmcal. pres-
sure for improvements in water supply, and in each c'a§e the sysiem inher-
ited by the municipality was in extremely poor condlr;mn. In Tela, the sys-‘
tem was in better physical condition due to @ rcc::nt‘ investment program;
the transfer was promoted by SANAA, apparently in a crude attempt to dis-
credit municipalization.

The first delegation was made in February 1993 to San ]‘_Oren'i.o, a ;-)ort
city of 18,000 people located in southern Hnndulras. The city ha(_i serious
problems with water sources and coverage was estimated at only 55 pcrc_cnt
of households, with very poor frequency of supply (once per week dlilrmg
some parts of the year). Physical losses were estimnle('i al 6¢ percent of pro-
duction. SANAA supported the delegation process with a system su rvey, an
inventory of fixed assets, and staffing decisions. _ .

At first, the municipality hod problems dealing with the commercial
adininistration and technical difficuities with the pun%ph"\g systemn. I\_Jelvert.he‘-
less, following the organization of a technical unit within the mun. Ic-llr-,ah?s
engineering department, the municipality assuined _full responsibility for
the system. The municipal administration replan.:ed'an inportant Watf'- main,

opened new wells, and incorpotated new barrios inte the system. L,uvera.ge
rose 10 80 percert; physical losses were an estimated 30_pcrcenl; and service
frequency improved to alternate days. Funds for these improvernents carnr;
from a L 3.1 million lean from Germany's KFW amli from the 4 ;7ercen't-n
National Port Authority and customs revenues that is granted to port cities
e 72-86.
underlf\:’cur:rto Cortés, a north coast port city witha pnl‘:ulettion of '50,()0[).f
the municipalization of water services was part of the winning platform o
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the Liberal Party in the 1993 mayoral clections. This followed protests (in-
cluding closnre of the main highway) when SANAA proved slow in repair-
ing storm damage, which severely interrupted water services in 1993, In early
1994, SANAA approved the transfer. However, following the September 1994
appointment uf Romero as general manager, SANAA reversed its policy. As
a result, the negotiation took 16 months to complete and the transfer was
delayed until April 1995, Pucrto Cortés was required to cover L 1 million in
severance pay of former SANAA employees, offset against the accounts re-
ceivable inheriled from SANAA.

Following municipalization, a respected SANAA engineer was recruited
as system manager and the World Bank and USAID provided sustained tech-
nical assistance, the latter through EUNDEMUN. Substantial improvements
were achieved in production (up 40 percent) acd service frequency (up from
12 to 20 hours a day). USAID provided a US$ 3 million loan (through the
Fonds Hondurefio de Inversién Social, FHIS) to build 2 new dam an the Rio
Tulian, further expanding productive capacity, and Puerto Cortés funded
US$ 1.5 million of investment with its own finds {using the 4 percent of the
National Port Aurthority and customs revermes that is payalle to city govern-
ments where port facilities are located). The number of cimployees per thou-
sand connections was reduced from 7.6 in April 1995 t0 4.7 by mid-1996. The
metering of industrial consumption rose from 102 functioning meters to 385,
and in 1997 the municipality launched a program to establish 100 percent
metering of residential consumption within two years. Tiegal connections were
halved, monthly billing rose from L 132,000 1o L 520,000, and revenues as a
share of billing increased from 61 percent to 103 percenl, reflecting a success-
ful effort to recoup overdue or unpaid accounts. On the basis of these suc-
cesses, in 1997 Puerto Cortés secured Congressional approval for the defini-
tive transfer of the system’s ownership to the municipality,

In Tela, a nocth coast city of 35,000 inhabitants, SANAA invested 1. 6.4
million in water production, treatment, and distribution in the early 1990s,
under the IDBs Four Cities project, raising coverage to 87 percent. How-
ever, the systern still registered very large losses (60 percent), mainly atirib-
utable to the nonseparation of the old distribution system built by the Tela
Railroad Comgpany, and to nonexistent bil ling and collection.

In February 1996, SANAA unexpectedly and rapidly ceded adminis-
Leation to the municipality, which was not well prepared technically or ad-

rinistratively to assume it. The transfer was seen by many observers as a
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deliberate attempt to discredit the strategy of municipalization. The mu-
nicipality recruited a relatively inexperienced manager whe initially received
technical assistance from FUNDEMUN on how to cut physical losses;
FUNDEMUN recormmended separating the Tela Railroad Company systern
and sectorializing the network®, However, a conflict arose when the tests for
this work fed 1o service cuts in the city. As a result, the FUNDEMUN con-
tract was suspended and Tela began 1o depend on the SANAA regional of-
fice at El Progreso for support. These problems led to a meeting between the
Ministry of Government, SANAA, AHMON, and the Municipality of Tela,
where it was reportedly agreed that future municipalizations would be more
carefully planned.

SANAA's Regionalization Strategy: The Case of La Ceiba

La Ceiba, a north coast city with 100,000 inhabitants and around 13,000
domestic connections, suffered problems similar to those of Puerto Cortds
in 1993, when tropical storms damaged dams, storage tanks, and pipelines,
severely disrupting services. Low rainfall in 1994 aggravated the crisis, when
pumping from dry wells led to equipment damage. Thereafter, local pres-
sure for municipalization began lo grow. Alert to the danger of losing an-
other major operation to municipal control, SANAA turned La Ceiba info a
testing ground for the alternative strategy of regionalization,

[n 1995, SANAA created a regional office in the city with autonomy
in operations, including hiring, purchasing, and billing. Alf income gener-
ated by the La Cejba system was to be retained locally to pay for the opera-
tion and maintenance of the system and to finance minor investments.
The regional office also oversees rural water systems in the area of Atlantida,
Colén, and Yoro, with the income generated by these systens remaining in
their respective localities. However, the La Ceiba regional office has been
characterized by managerial improvisation in the face of emergencies, and
by early 1997 relations with SANAA headquarters in Tegucigalpa had not
stabilized. SANAA still lacks a coherent operating model of regional de-
centralization.

™ This refers to a process to separate the negwork jito seetors that can e isolted from one
another to control leakage.
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Second, municipalization is mast tikely to succeed where there is strofg
local political support and where willingness to pay for im proved services is

- high. Therefore, the priority in the decentralization program should be given

to the cities where the problems are greatest and the potential for service
improvement is highest, However, these conditions are most likely to exist .
when the system of productien and distribution is in serious difficulty. This
inturn implies that the availability of technical assistance and access to capital
resources are likely to be important factors in the success of the 1cansfer. in
both San Lorenzo and Puerto Cortés, the interventions of bilateral and
multilateral agencies proved important.

Third, managerial capacity is likely to be a key bottleneck in any form
of a decentralization process in Honduras, where qualified professicnals arc
scarce. Thetefore, wherever feasible, municipalities should be encouraged 10
combine forees to exploit managerial and administeative economies of scale,
and the pace of the reform process should be geared 1o the availability of the
human and capital resources needed to make it a success, rather than to an
externally imposed program of conditionalities.

This, in turn, implies that an adjustment operation is not an ideal ve-
hicle for the reform project, since such operations require that irreversible
change be demonstrated within a limited time frame. Tt is not easy to ensure
irreversible change simply through framework legislation, and the imple-
mentation of sector reorganization may take longer than is normally per-
mitted under an adjustment program. This sets up a tension between the
need to design a program which is acceptable in terms of World Bank and
IDB criteria for adjustment operations and the need to answer legitimate
Henduran concerns about the rigks of an overly precipitous process.

Fourth, in the absence of a properly defined national scheme for the
allocation of technical assistance and capital resources, there has been a free
for all in which the development agencies adopt one or more municipalities
{as some aid agencies promote the adoption of a needy child). For example,
USAID and the World Bank have supplied municipalized Puerto Cortés with
technical assistance and capital resources, while JICA has supported SANA A’
regionalization strategy through investments in La-Ceiba. Some impartant
mumnicipalities have been able to take advantage of such prograrmns, but the

result is not necessarily condurive 10 a rational reorgartization of the sector,
especially since each agency uses the resources at its disposal w0 promeore
whatever model it happens Lo favor,

]
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it This experience highlights the need for
framework, tying the distribution of resources ¢
{Generous injections of technical agsistance and
good results in service coverage and quality in
‘the form of organization of service delivery, bu
intrinsic virtues of the municipalization and
real test uf both madels is their ability to succe:
over the long term, nat just as demonstration
cess to technical 2id financial support.

a coherent national palicy
0 an overall sector strategy,
capital are likely to produce
the short run, regardless of
t these tell us little about the
tegionalization oplions, The
ed when they are generalized
projects with preferentjal ac.

Organization and Regulation of Service Provision:
Key Issues for the Success of Reform

In the long ran, the key indicatars of
and (inancial efficiency rather thay

attract public investment finds. If de
duce atalocal level the same systemi
centralized model, the result might

with the familiar pattern of political
tem rents,

success are those related 1o physical
those related 1o a city's capacity to
centralization were simply to repro.-
© weaknesses that led to failure in the
be a proliferation of mini-SANAA’
- workforce, and user capture of sys-
m rer _stagnant caverage and poor service quality. In this sense, mu-
nicipalization should not in itself he tegarded as the central goal ofs,ector
reform,

Unfortunately, many supporters of the teform have seen
part of the ongoing struggle to shift the balance
sovernment and the municipalities,

of separating the funclions of strate
for the reorganized sector to succe

it simply as
of power between central
and do not understand the importance
gic planning, operation, and regulation
e ed. To have all of these functions undet
mumcl.pal control would simply repraduce in decentralized form the same
systemnic weaknesses that plague the existing centralized systerm. For this rea-
son, there is a need to develop a working modedl for the municipal manage-
ment of water services that Pprotects the system from political, employee, or
u.scr “apture of its rents, and provides the municipalities with technical ,as-
sislance te manage the system efficiently. The following paragraphs detail

the maie aspects of such a model, as outlined in the latest version (1996) of
the reform proposai,
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Systemn Organization

The proposed legislation provides that municipalities run their services either
directly, through municipat departments, aulonomous agencies or publiccor-
porations or indirectly, in the form of concessions, leases or managemerl con-
wracts with private agents or mixed capital companies jointly owned by mu-
nicipalitics and private investors (Article 33). The legislation also allows for
intermunicipal associations in any of these forms {Article 35). However, it
stipulates that indirect provision is the preferred form of service delivery that
should normally be adopted unless there is no available agent or the cost of
direct municipal service delivery is demonstrably lower (Article 37).

in this way, the legislation creates a strong presumption in favor of »
clear organizational and financial separation of the water system from the
rest of the municipality’s operations. However, to turn this into a reality, it
will be necessary to develop a model of independent provision that can be
implemented in the major municipalities. To this end, during 1997, the IDR
developed a pilot project in Puerto Cortés to establish a mixed-capital com-
pany, co-owned by the municipality and private investors, which would op-
crate the water and sewerage system on a leasing arrangement, following the
Spanish and French models.

Regulatory System

Regulation arrangements are central to the political viability of any plan for
increased private sector participation. The lack of clarity on this issue was
the main weakness of the proposal for a private management contract for
Tegucigalpa.

Regulation should protect users from overcharging and also ensure
that the expected return on the system’s investment (the so-called quasi-
rent) is not subject to capture by local politicians or system users, via pres-
sure on the regulator to limit rates to unreasonably low levels. In the ab-
sence of such a mechanism, the fscal costs of the pubiicly run systems will
bre high due to continued deficits, and it will be inpossible to attract pri-
vate capital to substitute for public resources and facilitate the expansion
of coverage.
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The 1996 draft legislation (summarized in Box 2.5) provides for a co-
berent national regulatory systern. It contemnplates the creation of a special-
ized three-person regulatory commission for water and sanitation services.
Members of the Comisién Nactonal de Agra Potable yAlcantarifiade Sanitario
(henceferth, the Commission) would be nominated for five years by the
President of the Republic, with two members to be taken from slates sub-
mitted by the professional colleges of civil engineers and economists, re-
spectively. To strengthen their independence from political interference and
ensure regulatory continuity, the commissioners’ five-year period of office
would be different from that of the presidency {four years), The conumnis-
sioners would themsetves have different (overlapping) periods, rather than
all being nominated at the same time. The Commission would be financed
from the water rate charged to users by all system operators; its budget wonld
be set by the national Congress.

The Commission would have the power to limit the maximum zate
of any scrvice provider to an efficiency level; the law would expliciy for-
bid the rate from including costs that result from inefficiency (Article 63).
However, cross-subsidies would be permitted. Any rate change would
require the Commission's approval and the operator would be required
to supply the information necessary for its evaluation (Article 64). The
definition of efficiency would be a cost plus or rate of return mechanism
based on 2 model enterprise, similar to the Chilean niodel (Article 66).
This is considered moce appropriate for Honduras than a price cap due to
macroeconomic uncertainty and the importance of gudranteeing a rea-
sonable rate of return to private investors in the initial phase of private
involvement.

‘The Commission would cencentrate on the regulation of refatively
large systems, delegating the regulatory function in rural areas to the mu-
nicipalities. The Commission would also supervise compliance with con-
tractual agreements among the government, municipalities, and private
operators. In accordance with the principle of municipal autonomy, the
municipzlities would retain the freedom to set their own rates at levels
below the recommended level. However, the rate regime of any munici-
pality that takes loans from the central government to develop its water

sector would be subject to regulation to ensure the fnancial viability of
the loan.
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Security of the Regulatory Environment

The regulatory provisions described sbove should provide a satisfactory basis
for improved performance. However, they may not in themselves be suffi-
cient o promote large-scale privale investment in the sector. Potential in-
vestors are concerned not only with the content of the regulations, but also
with the security of the regulatory environment. The letting of concessions
to operate water services in the capital cities of Latin America has been con-
strained by the perception of high political risk, as iilustrated most recently
in Caracas.

Honduras hasa poor infermational image for investment risk, due partly
te macrosconomic facters {such as debt overhang) but also 1o a recent his-
tory of arbitrary action by the executive, legislative, and judicial authorities
in matters invelving transactions between the Honduran state and foreign
companies {such as the privatization of state companies and the interna-
tional letting of contracts for infrastructure development).

The reduction of this sort of risk depends on the overall process of
political, administrative, and judicial modernization, which is still at an early
stage. The design of a sectoral strategy in relation to the need for public
investment resources should be based on reasonable assumptions about that
process. In the short to medium term, the best prospects for private sector
financial involvement in large-scale sunk investments are probably 1o be
found in San Pedro Sula, where political risk may be perceived 1o be lower
than in Tegucigalpa.

Conclusions and Recommendations

The Honduran water and sanitation sectar’s overall performance in recent
years has been disappointing, and both the systems operated by the central-
ized Servicio Autdnomo Nacional de Agua y Alcantarillado (SANAA) and those
operated by municipal governments show similar weaknesses. The causes of
poor performance are related to the existing organization of the sector, in a
classic pattern of a low-level equilibrium, The roots of the problem lie, first, in
the confission between sector planning and resource allocation (which are
strategic or political functions}, on the one hand, and system operation (which
should be isolated from political considerations), on the other.
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However, the reform’s failure was not simply one of political manage-

- ment. The reform proposal itself suffered from important weaknesses, which

vndermined its support. Il made a central principle of municipalization,
but failed to address the poor performance of many existing municipal sys-
tems and placed insufficient emphasis on the need (o protect system apera-
tan from political interference. Most municipal governments in Honduras
suffer from credibility problems similar to those of the central government, so
a proposal that did not address these issues was bound to be unconvincing.
Inaddition, a5 a result of the municipalities® reluctance to be subjected
toa national regulatory agency, the reform proposal did not adequately ad
dress the issue of regulation until it was too fate. Barly drafts of the legisla-
tion concentrated on linking municipalities” access to capital resources to
good financial performance. The emphasis was on the use of incentives o
avoid undercharging, but there was no regulatory provision to prevent over-
charging. This led to a setback when the mumicipality of the capital city,
Tegucigalpa, refused 10 take over its water system, which accounts for half of
SANAA' operation, and in response, a plan to privatize the management of
the metropolitan water system was hurriedly tacked on to the reform. In the
absence of a clear regulntory guarantee (or users, the reform’s opponents
had a field day with the prospect of a private operator levying exorbitant
rates.

In the final draft of the reform proposal most of these issues are satis-
factorily resolved. The law creates a presumption in favor of indirect forms
of service provision in which the opportunities for political capture are mini-
mized, and the regulatory arrangements are well conceived. The reform ef-
fort should now proceed on parallel tracks at the national and local levels.
The approval of the framework law and creation of the national regulatory,
planning, and technical assistance bodies should be complemented by the
development at the municipal level of a workable model of indirect service
provision. This could first be applied in existing municipal systems and could
be extended to the SANAA systens once the law is passed.
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