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This essay addresses innovative ways of financing safe sanitation in poor urban households and neighbourhoods. Although sanitation comprises several components, this paper focuses only on human excreta disposal. It is argued that the urban poor already finance their sanitation, mostly in loss of time, energy, dignity, health, income and development opportunities. To turn these losses around and fulfil basic human rights, creative financing systems are needed. Using a combination of literature review, personal and documented experiences, the authors present an overview of traditional and innovative financing approaches and mechanisms for urban poor sanitation, and discuss their advantages and limitations. 


The romanticisation of (extremely) low-cost (toilet) construction is unhelpful to the advancement of public health, without which the sanitary revolution serves little purpose.
(Adjusted from: Maggie Black and Ben Fawcett “The last taboo” [London, Earthscan, 2008], 194)

Introduction
Urbanisation and its impact on the growth of the urban poor
At some point in 2008, the world became predominantly urban. This urbanisation is observed not only in megacities with more than ten million inhabitants, but also in small and medium-sized cities all around the world. Urban population growth has three important impacts on cities, that have relevance to water and sanitation services: “It results in the development of new informal areas, often on the periphery of the city (...), leaving little space for rational planning of street layouts or development of core services. It results in densification of existing communities –placing additional demands on existing services and rendering retailing in previously unserved areas increasingly challenging technically. It results in an overall increase in demand, which can steer investment away from the retail end of the business into development of additional bulk water production and wastewater treatment capacity” (Evans 2007, 3).
Cities are facing an increasing challenge to provide adequate living conditions for these new residents who lack power and money. The challenge is threefold: technical (population density and water resource availability), institutional (social and political inclusion, extension of WASH services local service management) and financing. In this essay, we focus on the last challenge in an attempt to identify the innovative financial approaches and mechanisms that are most likely to provide the urban poor with adequate sanitation.
According to UN-HABITAT’s Global Report on Human Settlements, the number of urban poor living in dire conditions reached one billion in 2003. About 50% of the global urban population lack adequate provision for sanitation, and that rate is higher when considering poor urban dwellers. More worrying yet, the number of people lacking good quality sanitation could be four to five times higher than official statistics suggest (UN-Habitat 2003). 

Table 1. Indicative estimates for the number (and proportion) of urban dwellers without adequate provision for water and sanitation

	
	Water 
	Sanitation

	Africa
	100-150 million (ca. 35-50%)
	150-180 million (ca. 50-60%)

	Asia
	500-700 million (ca. 35-50%)
	600-800 million (ca. 45-60%)

	Latin America and Caribbean
	80-120 million (ca. 20-30%)
	100-150 million (ca. 25-40%)


Source: Based on evidence from city studies compiled by UN-Habitat (2003).
The consequences of lacking “adequate” sanitation

There is much discussion about what it means to have “adequate” sanitation. It is less controversial to agree on what is definitively not adequate. According to Paterson et al. (2007), “human waste is the major cause of disease transmission, and slum dwellers are often surrounded by human excreta in open drains and streets... in high-density peri-urban settlements the potential spread of diseases amongst the population is much greater, and therefore the importance of adequate sanitation even more crucial than in rural areas”. This also applies to poor urban areas.
The negative effects of sub-standard sanitation services are mostly felt “downstream”, rather than by the people who pay for the service. For example, if there is no effective treatment and sewage or sludge is dumped into rivers, it affects the people who rely on the river for unpolluted water. And because it does not necessarily affect the bill payers, this makes them less willing to pay these costs. This hampers the finance of adequate sanitation services along the entire chain. There are experiences of recovering costs of the provision of sanitation services through the water bill and through taxation. However, these approaches seem difficult for illegal settlements as people do not pay tax and often lack a formal water supply.

Another consequence of not having adequate sanitation is that the urban poor “finance” the disposal of their excreta, be it in other ways than through money. Many poor urban people, especially women and adolescent girls, divert time and energy away from other, more productive uses to go to private places where they can relieve themselves. Sometimes they can do so only after dusk or before dawn, risking their safety and health (including e.g. more kidney stones from reducing their intake of fluids and food in the daytime). Lack of toilets in schools and lack of separate toilets for older girls are two reasons why many parents do not allow their daughters to complete their education. Poor people pay a further price by living in packed environments full of filth and stench with high transmission figures of faecal-oral infections and other environment-related diseases. Poor urban people thus pay for their sanitation in time, dignity, social pressures, loss of health and income and reduced development potentials (Moraes et al. 2002).

The oldest and most common way to finance improved sanitation relates to the “every household for itself” strategy. All over the world, poor families scrape together what little bits of money they can to buy the materials, sometimes hire a plumber or mason, and construct the type of toilets they want and can afford. Those who can hardly afford anything use free or the lowest-cost local materials and do all construction work themselves. Others install more advanced designs and combine toilets with bathing, washing and laundry provisions. Many such facilities employ different kinds of pits or septic tanks to contain the excreta and wastewater, as sewerage systems are often technically and/or financially out of reach. The great advantage of this approach is that it is extremely simple. No special inputs or financial provisions from outside are required. There are, however, also important disadvantages, including slow and inequitable coverage, risks of poor cost-quality ratio and exploitation of poorly informed and powerless consumers. Coverage is slow because sanitation often is a low priority for poor households, especially for the male heads who decide on larger investments, but are less personally affected by poor sanitation and usually have other priority demands.
 The quality versus cost issue is critical says Maggie Black, a quote from whose book heads this paper. “It is not that low-cost toilets are a bad idea. We spend the whole book advocating low-cost toilets. It is extremely low-cost construction of sanitary toilets that we are not keen on. If you advocate no-cost or really low-cost construction without even cement or a proper slab, as a means of persuading people to build a toilet without any subsidy or access to home improvement finance, you risk that the toilet will be so basic that it will swiftly become unpleasant and unusable, and thus do little for public health."

The urban poor not only pay a price for their own inadequate sanitation but often pay for failures elsewhere. Housed in low-lying places and on river banks, they get surface water and surface runoff contaminated by open defecation and sludge disposal from other parts of the city. These are same rivers where poor people bathe, wash clothes and dishes and which they sometimes must even use as the source of their drinking water. Other poor urban people use groundwater from shallow wells and handpumps that are polluted by human faeces from latrine soakpits and leaky septic tanks. 

Another consequence of inadequate sanitation is financial loss. Households lose income when they cannot work due to illness and must spend extra money on health care and, when there is a death in the family, on burials. Even the time taken to find somewhere to defecate is time lost to household tasks, domestic production, child care, education and paid work outside the family. Indonesia, for example, lost an estimated US $6.3 billion from poor sanitation and hygiene in 2006, equivalent to 2.3% of the country’s gross domestic product (Napitupulu and Hutton 2008). In their recent study, Prüss-Üstün et al. (2008) estimate that the global savings from the combination of improved domestic water supply and sanitation in rural and urban areas is US $8 for every US $1 invested. According to Hutton et al. (2007), every unit currency invested in water and sanitation can generate benefits ranging from 2.8 to 6.6. These estimates include neither the benefits from productive use of water in rural areas nor the gain in property value in urban areas, nor do they include the intangible benefits of dignity, privacy, security and social status. There are hardly any separate figures on savings from improved urban sanitation alone, and no disaggregated figures for savings from improved urban sanitation for the poor and ultra-poor
. 
The values are, however, likely to be high enough to warrant investing in a sanitary toilet and good toilet hygiene; the problem usually is, at least partly, how to finance this. 

The cost of sanitation services in poor urban areas 
The Camdessus Panel (2003) estimated the amount of financial resources needed to overcome the water and sanitation challenge. Their report said that the MDGs would only be achieved if annual investments doubled from their 2003 level of US $15 billion per year to US $30 billion per year. This was based on the estimated global annual cost of putting in place the infrastructure for urban and rural water and sanitation services. However, far from this happening, Shah (2007) states that “the water sector [water and sanitation] is experiencing decreased, static, or marginal increases in financing”. 
Table 2, derived from an unpublished IRC global literature review, shows that the capital investment costs for sanitation vary widely according to the technical options chosen. For example, if Africa planned to ensure that its 180 million urban inhabitants who currently lack adequate sanitation gain access to improved sanitation, this would cost US $5 billion for simple pit latrines up to US $25 billion if conventional sewerage systems were made universal in urban areas.

Table 2. Capital investment costs – sanitation

	Type of system
	Capital expenditure 
(US $/capita 2004 PPP)

	Simple pit latrine
	28

	VIP latrine
	50

	Double vault latrine
	50

	Pour flush latrine
	54

	Urine diversion/ecosan
	81

	Conventional sewerage
	139

	Unconventional sewerage

	64


Source: IRC unpublished data.
However, it is argued that all these figures underestimate the cost of providing sustainable services, which would require higher amounts for soft investments like capacity building and training, and recurrent costs to operate the service and to maintain the infrastructure.
Smits and Fonseca looked at a wider range of costs, namely:

· capital investments in fixed assets (CapEx) – this is the cost of hardware investment in pumps, pipes, latrines, etc.;
· operating and minor maintenance expenditures (OpEx) – the annual operation and minor maintenance costs, such as the costs of diesel or electricity for pumping, costs of operational staff, small replacement parts – usually required to be paid by beneficiaries;
· capital maintenance expenditures (CapManEX) – the full depreciated replacement costs – rarely taken into account in investment decisions;
· direct support costs – the software costs (training, facilitation, community mobilisation, hygiene education, etc.) associated with the implementation and maintenance of hardware;
· indirect support costs – he costs that fall outside the direct system, but which are needed at higher levels of scale, such as training by districts, development of water resources management plans, etc.

(Smits and Fonseca 2007)
Details on the full life cycle costs of WASH services are missing, whichever technical system is chosen. This renders it impossible to make economically sound decisions, or to properly assess the financial value of any investment in sanitation.
 However, it is possible to outline roughly the cost structures associated with different sanitation options, based on the few cost elements that are available. 

Individual toilets

Individual toilets are the most affordable solutions. For a pit latrine, the capital investment cost varies from US $28 to US $54 (table 2). Additional investment may occur, as households invest gradually to upgrade their equipment from simple toilet to combined toilet with bathroom and laundry provision. According to Varley, on-site facilities such as pit latrines with simple plumbing, septic tanks and small-bore sewers may range from US $68 to US $500 (Varley 2005). 
Day-to-day costs are generally low (water, paper and soap), but the costs of emptying full pits and septic tanks and disposing of the sludge are high. These recurrent costs occur generally every two to five years, depending on the size of the household. In urban areas, the strategy of shifting or rebuilding the toilet, covering the full pit, and later using the excreta productively by planting a tree on the old site is seldom feasible. The only options are either to empty (part of) the pit or tank oneself or to call in the services of a manual or mechanical pit emptying service. According to Eales, pit emptying by vacuum trucks in Africa costs from US $73 to US $246 with an average of US $90 (Eales 2005). In low-income neighbourhoods and slums, manual excavation is the only alternative, either by the householder or by independent service providers.
 In African cities the price per emptied pit is the equivalent of US $15-25 (Collignon and Vezina 2000). Poor people often prefer to have only the top layer of sludge removed to spread the recurrent costs. In Dar es Salaam, the capital of Tanzania, operators charge US $12.50 to empty a pit and the Dar es Salaam Sewerage and Sanitation Department trains the operators and takes care of end disposal (Muller and Rijnsburger 1992). In Durban, South Africa, the real average costs of an improved manual pit emptying and disposal model are the equivalent of US $132 per pit, including 8% management costs (Chris Buckley, pers. comm.).
Shared toilets or sanitation blocks
Lack of space in low-income urban areas often makes the construction of individual household toilets impossible. Toilets shared by several households tend to be more expensive to build than single household latrines, because they need higher quality materials to allow for more intensive use and ease of cleaning. Households pay recurrent fees to use these facilities, although these may overestimate the actual recurrent costs a bit since the fees generally include a small percentage of the construction costs. These fees are paid either per visit (pay-and-use tariff) or through a monthly subscription for use by the whole family. Under the typical single use fees in Trichy in Tamil Nadu, India, a household would pay Rs 150 (US $3) per month, which would be 10% of its average income (WaterAid 2008).
Conventional sewage

Conventional sewerage systems require by far the highest level of capital investment. At household level this translates into a connection fee to be paid up front and recurrent costs paid monthly, together with the water bill. The connection fee often equates to several months income for the household, while the recurrent water and wastewater bill comes to scarcely 10% of household income.
Table 3. Cost structures of sanitation

	
	Individual toilets
	Shared toilets
	Conventional sewerage

	Capital investment
	US $28 to $54 (basic)
US $68 to $500 (complete)
	More expensive than IT
	US $1,000 (connection)
Several US $1,000 (extension of the network)

	Recurrent cost

Day-to-day
	Small (soap, paper, water)
	Per visit
	-

	Recurrent cost
Monthly
	-
	US $3 (India, 10% of income)
	10% of income (water and sanitation bill, Morocco)

	Recurrent cost
2 to 5 years
	US $ 15 to $25 (manual)
US $ 132 (improved manual)

US $73 to $246 (truck) 
	-
	-


Table 3 shows that the pattern of costs differs a lot according to the technical options. Individual toilets are the most affordable in term of capital investment, but their recurrent costs can overtake the original capital investment. Moreover, depending on who pays for what, the most expensive option in terms of capital costs could be cheaper than the less expensive one in the long term. When a household takes care of its individual toilet, it may end up paying far more than a family that was long ago connected to the sewerage network, who did not pay the connection fee, and whose monthly fees hardly cover the operating costs of the service. As the next section outlines, under traditional financing approaches, the more expensive the option, the smaller the charges allocated to the users.
The traditional approach and its shortfalls

Historically, WASH conventional services were heavily subsidised in developing and developed countries. Households whose homes were connected to the water and sewerage networks much earlier were hardly asked to pay even enough to cover operating costs, and they were never charged for the connection itself. As a consequence, WASH services were poorly managed and, because no cash was coming in, service providers were unlikely to invest in network extensions to reach new urban areas to address demand from new settlers, among whom were the urban poor.
During the 1990s, donors and multinationals promoted a new approach, under which users would be charged the full costs of accessing WASH services. As it was politically highly sensitive to apply this principle to a population that was already receiving the service, the full cost principle was mainly applied to those who were about to be supplied with services. In Morocco, for instance, households were asked to contribute for the connection pipes and the secondary network, making the connection fee as high as US $1,300. This conceptual conversion of water and sanitation into a commodity failed. Donors and multinationals now agree that the capital investments cannot be fully charged to users, and limit their expectations to the recovery of operating costs and a small part of the investment costs. However, for conventional sewerage in particular, households are still asked to pay their connection fees up front. This leaves donors and taxpayers with the burden of meeting the investment costs, which focus mostly on infrastructure costs in this very top-down approach. 
The limits of this traditional approach are well known. None of the systems financed in this way have proved sustainable. Most sanitation expenditure (57%) goes towards financing the recurrent costs of already existing services in already served locations. In fact, 60% of capital investment goes to locations that have already been covered, while only 40% is for new and unserved populations (Prüss-Üstün et al. 2008). While recurrent investment to sustain achievements is of course important, this tendency leaves little scope to expand proper sanitation to new locations and groups. No data is available on the proportion that reaches the urban poor, but the amount is likely to be a tiny proportion of the overall investments in improved city sanitation in the developing world. 
This approach has also proved inequitable. According to Paterson et al. (2007), “the peri-urban [i.e. poor urban] areas generally receive disproportionately inadequate sanitation and other services, while better off residents in the formal sectors of cities receive reasonable levels of service often at subsidised rates”. Indeed, funding investments centrally while leaving users to shoulder the recurrent costs means that the more expensive the service in terms of capital investment, the more it is subsidised. When considering the level of investments associated with the different technical options, it translates into subsidising conventional sewerage, which serves the better-off in urban areas. Conversely, the most affordable option (individual toilets) shows higher recurrent costs than capital investment. Subsidising the toilets therefore leaves households to meet the highest (recurrent) cost and may lead to the quality of service deteriorating sharply when they cannot afford to empty the pit. 
Under the traditional approach, donor grants have been allocated to national governments, usually for financing centralised projects in mega capital cities, leaving small and medium-sized cities mostly uncovered. Most rural migration, however, settles in poor urban areas in small and medium-sized cities that are not able to attract traditional donor money and are underfinanced by national and state governments.
Even if on-site facilities were chosen as the way to confront lack of service provision in poor urban areas, these small, decentralised investments are not suited to the formal financing institutions that led the process of traditional implementation through central governments and banks, etc. For this reason, there is a demand for new forms of financing mechanisms that are more capable of coping with the new pattern of finance that is needed. 

The traditional approach for financing the sanitation sector in developing countries can be characterised by:

· targeting infrastructure development projects (large sewerage systems, treatment plants, etc.);
· top-down decision making; 

· favouring large service providers who focus on existing users;
· looking only at the community/household cost of projects and programmes, leaving out the costing of the whole supply chain of sanitation services provision;
· not taking into account key costs like maintenance and the so-called soft costs (capacity building, policy development, etc.);
· political problems in independent service management, e.g. in tariff setting/increases and personnel management (“hiring and firing”).

Innovative approaches and mechanisms to finance sanitation for the urban poor
Innovative approaches and mechanisms are designed to address the key failures of the traditional approaches (mega projects, top-down decision making, focus on infrastructure, unsustainable financing, etc.). They also involve new actors (microfinance institutions, small-scale service providers and local entrepreneurs) and they take place all over the developing world. The potential of these innovative financial approaches and mechanisms is big, especially microfinance, which began as a system of microcredits and now embraces a wider range of initiatives designed to build inclusive financial systems for the poor.
Most experiences with microfinance are related to rural water supply, which is why some of the good practices quoted in this paper relate to this part of the WASH sector. We are well aware of the differences: urban areas are not merely very densely populated rural areas and the provision of sanitation services is significantly different from water services. However, the quoted good practices might provide a sense of direction to mobilise finance for sanitation services for the urban poor.

II.1. Innovative approaches to finance sanitation for the urban poor
Innovative financial approaches to sanitation do not require the development of new financial instruments, but a creative way of using existing commercial instruments, together with available funds allocated to the sector (from governments and international agencies). They also tap into the expertise of the sector’s non-profit players (NGOs), which can help to bridge the implementation gap by reducing the associated risk. 

Schematically, the approaches are directed at making sanitation facilities affordable by:

· adjusting the payment requirement and modalities to the ability of people to pay and to the mechanisms they use
For example, a high connection fee constitutes the principal bottleneck in implementing many projects that target the poor. An innovative financial approach would look at solving this problem by spreading the connection fees over a longer period, instead of asking for an up-front payment. 

· increasing acceptability and willingness to pay 
This can be done by increasing the awareness of the core issue of sanitation among the population and by adjusting the service to their varying expectations and opportunities. Although this is not, in itself, innovative financing it is a core activity to make financing more effective. 
Innovative approaches include cost components that might be supported externally, and which should not be confined to infrastructure or capital investment. Much of the success of toilet programmes and campaigns depends on people’s knowledge of, and easy access to, a range of affordable and popular toilets and materials to build or repair them. In Bangladesh, toilet construction financed by poor people themselves increased when external agencies supported the promotion, production and sale of affordable models. From the 1980s, the government engineering agency DPHE and UNICEF Bangladesh financed a large number of sanitation shops and local production centres (later replicated in India and Vietnam). At these outlets, people bought low-cost subsidised materials for building toilets, either doing the work themselves or hiring a local mason. 

The unexpected effect of this support to producers and sellers of subsidised toilets and toilet ware was that small private entrepreneurs saw the potential market for low-cost sanitation. They began to stock and sell the parts as well, but at a lower cost. Thanks to lower prices and shorter transport distances, the private market shops became at least as popular as the subsidised outlets. Currently there are 3,000 government sponsored and 3,000 to 4,400 private production centres and outlets, as well as a large number of NGO sponsored centres. As a result, the government-UNICEF programme now supports new enterprises only in the most isolated areas. In other places it gives limited financial support to help small enterprises promote and market their wares better, e.g. through signposts outside their shops (Sijbesma 2008). 

Innovative approaches to finance sanitation in poor urban areas can be characterised by:

· low-income groups having information about various options; 

· users and communities deciding for themselves;
· finance schemes acknowledging the need to cover soft costs (training, advocacy, knowledge) and hard costs (infrastructure);
· the involvement of the local private sector;
· the main source of finance continuing to be user fees (in order to be sustainable);
· breaking barriers to extend the service to unserved inhabitants.
(Tremolé et al. 2007)

Financing mechanisms for sanitation for the urban poor
An important problem for poor households is not so much the cost or their willingness to pay, but the need for a sizable up-front lump sum investment, however simple and preliminary the toilet. In general, saving is not an attractive option for poor people because it postpones access to toilets and their benefits, the value of the money may depreciate, and other, more urgent cash needs may cause them to use the savings for other purposes. 

In contrast to traditional financial mechanisms, which mainly operate at the national level, innovative finance mechanisms are better observed at community (or micro) level and the meso level (sub-sovereign, local government or municipal level). 
Financing sources at the micro or local level
Micro-level financing is community based and takes place at the very local level of government. At this level, most financing has historically been gift money because of the generalised perception of high risk associated with any kind of loan/investment which requires repayment/return. An innovative financing mechanism looks to lessen this perception, to enable communities to access a bigger inflow of resources, or mitigate the perceived risks.
There are several potential mechanisms available at the local level.
· Grants: by definition these are transfers of resources that do not require repayment or compensation. These can take the form of budgetary allocations or subsidies from the central or local government, as well as donor and charity allocations. Recipients can be communities, neighbourhood associations, single households or small-scale entrepreneurs and the grant can be for various purposes, such as setting up a microfinance scheme for sanitation-related investments, covering connection costs, or the implementation of a small-scale sludge service for pit latrines. 
As noted above, grants have constituted the principal financing mechanism for sanitation in poor urban areas because of the perceived high risk associated with any payback scheme for the poor. A natural limitation for the use of this mechanism is the limited resources available to the public sector in developing countries, inefficiencies on targeting the very poor, inefficiencies in the transfer mechanisms and the limited amount of resources of the international donor community. All these make the market for this source very competitive. 
· Loans: in contrast to grants, loans have to be repaid to some extent (depending on their specific characteristics). Loans have not been used extensively for the poor because of their perceived incapacity to repay them. However, some microcredit and revolving fund schemes have shown success with a good level of payback. It must be said that most of the successful schemes have huge amounts of hidden backing related to the costs of process implementation, and this can undermine their scalability. 
Loans can also target small-scale entrepreneurs to help them to set up their business. Legal issues, as well as a failure to monitor services, have made governmental institutions very cautious about encouraging these entrepreneurs. 
· Group saving schemes: there have been some experiences with various kinds of savings schemes, normally with the start-up costs financed by a grant. The purpose of these schemes has been to offer loans with special characteristics (interest-only loans to cover the administrative costs, and with no collateral required). The limitation is that the strength of such schemes is based on reducing the transaction costs (and risks) and this is achieved by knowing and trusting the applicants. This is diluted as the scope of the scheme grows, and this cannot be a solution in poor areas with a considerable number of inhabitants. 
· Investments in and by individual entrepreneurs: small-scale entrepreneurs have been acting as the alternative to formal sanitation provision by the government. Investments can be made by these entrepreneurs financed by loans specially set up by microfinance institutions. The remainder of the money comes from entrepreneurs’ own assets or financed by their own sources of finance. The high risk associated with this setup will be passed on to the final customers, in this case, poor individuals confronting tariffs much higher than inhabitants connected to the mains. 

Financing sources at the meso or intermediate level

Some of the following financing mechanisms can be found at the meso and intermediate level of government. 

· Central government transfers: budgetary appropriations are a common way for governments to finance services from taxation. These transfers to local government bodies at the intermediate level are designed to serve specific purposes of which sanitation services could be one. However, the first problem is that sanitation is in competition with other important sectors like education, defence, agriculture, health, etc. Moreover, inside the water and sanitation sector, the current lack f priority accorded to sanitation can harm sanitation allocations. 

The importance of sanitation and the huge potential impact of poor sanitation on the whole population are not clearly recognised in the budgetary process, and much more attention is given to water. Indeed, sanitation is commonly addressed as a water component. 
The limitations of governmental transfers are clear. Developing countries are, by definition, under-resourced and are already struggling with financing decentralised governmental institutions. 
· Local revenue sources for municipalities: ideally, municipalities in a decentralised set-up should be able to leverage resources from citizens to provide essential services. However, this is normally not the case for municipalities in developing countries. Some mixed schemes that combine central government transfers and local municipality revenues are being used to a limited extent for sanitation.
· Donor funds (state agencies/international NGOs): donor funds from state agencies and international NGOs should be allocated to poor municipalities that cannot bankroll these services themselves. A couple of issues arise as limiting factors. First, municipalities that are not regarded as creditworthy by banks normally lack absorption capacity, which means that they may not be able to use the funds they receive efficiently. Second, there is evidence that these funds are allocated to better-off municipalities that compete aggressively to obtain them. 
There is a risk attached to this source of finance, since it can be perceived as the cheapest kind of loan, giving no incentive to generate resources for self-financing projects at the municipal level where this could be achieved. 
· North-south solidarity funds (city twinning): a form of international tax transfer from local taxpayers in a developed country to a local authority in a developing country. In some countries (for instance in France), local authorities can transfer up to 1% of their water services revenue to help a city or a rural authority to develop access to water and sanitation.
 This effectively increases sources of aid beyond traditional donors. However, it is unlikely that all poor municipalities will find it easy to locate a twin willing to provide funds in this way. For the money to be targeted in this manner, there would have to be a good awareness in the developed country of the importance of sanitation as well as water. 
· Private sector/water company investments (national/international): the attractiveness of the sanitation sector for private international investment in developing countries is limited. Although the most common idea is that the private sector could provide finance to the sector, this has never been the principal intention of private operators, who are more likely to provide expertise and managerial discipline. This has been the experience in the water sector, where financing schemes have been part of governmental interventions in form of guarantees for the banks supporting the operations. 
· Market-linked sources: municipal bonds for sanitation projects can only be used by creditworthy municipalities because of the due diligence of bonds issuing. Therefore, its use is very limited in favour of the very poor in small or medium-sized cities which do not have any credit rating in the market. 
· International financing institutions: these institutions are more likely to act in creditworthy municipalities than in the very poor ones, although the idea of creative innovative finance would be to lower the perceived risk associated to municipalities through the involvement of institutions working at the ground level, like NGOs. However, the cost of NGO intervention can be a limiting factor for scaling up. 
Actors and interface
A feature of these innovative financing approaches and mechanisms is the engagement of new actors in the water sector (microfinance institutions, local entrepreneurs and service providers) and the need to ease the interface between the usual players and the newcomers.

Microfinance institutions (MFIs) help finance urban sanitation for the poor in several ways.
· They give microcredit, micro-guarantees, micro-project finance and micro-insurance services to finance many kinds of micro-enterprise. The new businesses then use part of their profits to pay for improved sanitation. For example, the Grameen Bank found that one of the impacts of their microcredit services to poor women was that the women used part of their profits from their businesses to install proper toilets.
· They target these financial services on small businesses in the sanitation sector.
· They help small sanitary service providers to finance their business and business improvements. Their clients in urban areas can be small sanitary ware shops, toilet construction enterprises, local groups that install and run urban sanitation blocks, and latrine pit and septic tank emptiers, etc. 

· They give credit to households to install the toilet they want and can afford to finance in stages. Duration of loans is generally less than three years, and the amounts range from US $50 to US $270 per household (Mehta 2008).

So far, microfinance experiences have mainly targeted household connections and investment for small water facilities for populations up to 25,000 people. Some countries, namely Bangladesh, India and Vietnam, have seen these microfinance schemes grow to considerable scale. The current trend towards decentralised and devolved urban governance and financing enhances opportunities for innovative forms of improved sanitation, managed and financed with or by community-based organisations. A typology of approaches with options, methods and materials for different types of physical, socio-economic, cultural and political circumstances might help to further develop and test such innovations. It would also provide a basis for feedback on lessons learned, and for incorporation of the results. 

A typical actor who works on the interface between traditional and new actors is Water Partners International (WPI). WPI focuses on strategic partnerships to help bridge the MFIs and traditional water sector NGOs. WPI provides financial support to MFIs to conduct pilot projects in the water sector, and partners with them especially to increase their expertise in the sector. WPI also provides NGOs with training by teaming them up with leading MFI banks in their region, so that they can launch and manage microfinance operations. The sanitation microfinance pilot projects with NGOs in Tamil Nadu in India have achieved repayment rates greater than 90% for VIP and cluster latrines in rural areas and urban slums (Water Partners International 2005). 

Examples of innovative financing for sanitation 

Financing urban sanitation in Wogodogo, Burkina Faso 

In Wogodogo, a low-income neighbourhood in the Burkina Faso capital Ouagadougou, a saving-credit initiative has been set up for household management of domestic waste. The credit was provided by LAGEMYAM, a women’s association working for improved sanitation. LAGEMYAM agreed to finance the initial 70% required to start up the credit system. 

The interest rate was set to cover the administrative costs. No collateral was required because the population did not have resources to meet this. Credit was provided only to borrowers who were already known to the association. 

In a first phase, solid waste collection was organised and 28 households benefited from loans to construct excreta and wastewater infrastructure such as VIP latrines, drainage and soak pits for domestic waste treatment. However, only five households repaid their loans. 

LAGEMYAM and CREPA (an NGO) had assumed that part of the revenue that the association received from the solid waste collection they carried out would finance the credit system for sanitation. But this did not happen, as the population had become used to getting sanitation facilities for free, and families invested the revenue from solid waste collection primarily in basic needs such as getting water and food rather than paying back the loan. 

During the second phase, 18 additional households constructed more sanitation facilities. The number of reimbursements improved slightly, because project staff from CREPA and the NGO EAST launched an awareness campaign to underline the importance of repayments if the system of loans was to continue. 

Participatory approaches were used to help the population develop self confidence and commitment vis à vis the credit system. The beneficiaries began to realise that if they didn’t pay back the loans, the system could not continue and sanitation building would stop in the neighbourhood. The rate of reimbursement is now more than 80%. 
Source: Kouassi-Komlan and Fonseca, 2004.
Revolving fund for sanitation, Honduras 

The Co-operative Housing Foundation (CHF) programme is part of a national strategy to provide loans for housing improvements in Tegucigalpa, the capital of Honduras. By 1993 the programme had disbursed around US $4 million dollars to Honduran NGOs for lending on to 4,000 households. Sanitation was identified as a niche in this market and a UNICEF grant of US $350,000 was provided to establish a revolving fund for sanitation improvements. 

The goal of the CHF programme was to develop NGO capacity to develop their own credit lines from other government departments and eventually from the private banking sector. This meant that they first had to establish a track record of making and recovering loans successfully. 

Loan agreements were made by beneficiaries directly with the NGO. No collateral was required although the backgrounds of borrowers were closely investigated and co-signatories were required to guarantee payments. Typically the loan would have a duration of three years and be paid off in monthly instalments. The average rate of interest was 15% per annum”, which was low compared with alternative sources of informal finance through money lenders or retail credit. 

The NGOs achieved a very high recovery rate of 95% in the early years. Some even developed alternative credit lines as planned. The prospects for integration with the formal sector seem very encouraging. 

The success of this scheme can be related to the wide range of options in terms of the type of improvement made, the loan term and the quality of the improvement offered by lenders. Borrowers could tailor their lending package to their individual needs and hence avoid a “one size fits all” approach. It was discovered that households were often prepared to choose a high-cost option if the incremental increase in property value was also considered to be high. 

The flexibility of loan terms meant that borrowers and lenders could test the loan system at lower risk to each party. Smaller short-term loans for sanitation were sometimes paid off early to be replaced by larger longer-term agreements for more substantial housing improvements. 

Reliable technical advice and help in negotiating construction contracts was a key factor in attracting borrowers. Low income households often lacked the necessary information to make an informed decision about sanitation options. A prime function of the loan officer was to monitor construction quality for the customer and to voice the threat of refusing to pay for sub-standard work to keep contractors in line. 

A large subsidy is built into the loan programme to cover the technical support provided by the CHF, but there is also provision in the financial planning for CHF to get sufficiently close-to-market interest rates to preserve the value of the fund’s asset base. When NGOs take over the CHF function the cost of expert staff will be much lower, increasing the potential for sustainability. 
Source: Co-operative Housing Foundation, 1993. 

Revolving funds at district level in Ghana 

In Ghana, 22 Water Boards have formed the Association of Water and Sanitation Development Boards (AWSDB), which have a strategy similar to a community revolving fund, but at a larger scale. A key strategy of the AWSDBs was to establish a pooled reserve fund invested in Treasury Bills and other short-term, low risk investments with a secure return. The interest earned on the reserve fund provides a large capital base for member boards in each district to fund deposits for their water supply and sanitation activities. 

Source: WELL Briefing Note 16 - local financing mechanisms for water supply.pdf.
Revolving latrine fund for small local savings and credit unions in Lesotho

Savings and credit unions are a well-known phenomenon in Lesotho. UNICEF provided a revolving fund of Maloti 5000 (US $510) to each local cooperative credit group exclusively for making loans to members to install a toilet. It was operated under the following rules.
· Each cooperative/credit union has been established under local legislation which has a defined service area within a 10-mile radius.
· To be eligible for a toilet loan, a borrower must be a shareholder/depositor in the credit union and have made a deposit of no less than 50% of the amount borrowed.
· Five to seven members can borrow from the credit union at an interest rate of 1% per month on the loan balance that is outstanding.
· Households can only get short term-loans of 12-18 months. Borrowers must give security, most commonly through co-signatories. 
Source: Larbi, 1990.
The Orangi Pilot Project, Pakistan 
Orangi is a low-income, informal area in Karachi, Pakistan’s largest city, with 1.2 million of the city’s 15 million plus residents. In 1980 the Orangi Pilot Project (OPP) sought to develop new models for providing affordable sanitation services for the urban poor. The pilot project focused on developing community-managed sewers and drains in informal areas, in a collaboration between the NGO, the local government and the households of the lanes that join the project. All households share the required investment for installing household toilets and making connections and primary pipelines for the disposal of black and grey water. Through the concept of “component sharing”, OPP envisaged that each street in Orangi would be responsible for planning, installing, financing, and managing their lane sewer connected to each house, while the local government would fund the costs to extend the sewer lines and link them up with the city network, unless a natural drain was available locally. The “internal external” system hinges on the ability of the neighbourhoods and local government to plan and manage infrastructure investments that are affordable and sustainable in poor areas, with help from the NGO as a short-term facilitator, consultant and trainer. The success of the initial pilot attracted the international NGO WaterAid in the mid 1990s to help scale up the model. WaterAid provides technical and managerial support; funds training sessions on topics such as community mobilisation, surveying, planning, cost estimation and construction of sewers, and on documenting the work, reporting, accounting and management. Since the first pilot, 13 similar schemes have been launched outside Karachi by NGOs and CBOs. Of these, 3 have been very successful, 4 have failed, and the rest show some signs of success. 

Several factors can be gleaned from Orangi’s experience to date.
· The decentralisation of power and the devolution of funds (in the national Devolution Plan of 2001) gave local governments the autonomy to plan and implement physical and social development projects and empowered them to raise their own funds. This strengthened the enabling environment for communities to work with local government. 

· Neighbourhoods and local governments were supported by a skilled, locally based NGO/CBO with the ability to implement social mobilisation and technical aspects such as planning, costing, implementation and building community management capacities. In 12 of the 13 efforts, either OPP or WaterAid funded the local NGO/CBO’s overhead costs. All the success stories involved early engagement by the local NGO/CBO with relevant local government agencies to promote component sharing.
· Collaboration with local government resulted in tangible benefits: local government officials were empowered and provided with incentives to act and voters got support for community-led and -managed schemes, while local government no longer needed to find external funding for sanitation. 

The sewers were built on the basis of full coverage of their costs by the joint user households, but care was taken to ensure that the charges necessary to cover these costs are low and affordable by households. Importantly, OPP’s focus on strengthening management and ‘soft’ skills within communities was perhaps more important than the finance mechanism itself. 

The low-cost sanitation system resulted in the installation of good quality sewers at a lower unit cost than solutions previously imposed by external agents, while household savings from reduced expenditure treating sicknesses have been estimated to exceed the investment costs. 

Some of the other key lessons include: 
a) local educated youth can be effectively involved in community mobilisation, surveying and drawing 
b) small towns seem better able to adopt the approach, as they are less tied to vested interests and supply-driven approaches 
c) planning tools must be suitable for local households, with maps showing how the lines will run and who will be connected, clear data on costs and a transparent and agreed system of cost-sharing. 

Source: Trémolet et al. 2007.
Loans, training and promotion in Santiago, Chile
Several methods have been used to make the conventional sewerage system, with conventional sewer sizes and networks, affordable to the poorest consumers. An interesting example is EMOS, the Municipal Works Company of Santiago, the capital of Chile, which offers a broad package to achieve 97% sewerage connections. It was initiated under its then female manager, Raquel Alfaro, who was very concerned with the vulnerable position of poor women and the low connection rates to urban water supply and sewerage in their neighbourhoods. Under her guidance, EMOS developed a strategy which has four components. 

· Loans from 12 to 60 months are made to pay the connection fee and repaid as part of the monthly tariff payments for the service. 
· Poor women in low-income neighbourhoods are trained to make connections and install and repair meters. Upon successful completion of the training course, the women receive a tool kit and a license as independent plumbers to make authorised connections for the utility. 

· Promotion campaigns for water supply and sewerage connections are run through local schools. Children visit the city water supply and sewerage works and are educated on costs, financing and benefits of service connections.

· EMOS sends mobile vans to the poor parts of the city at preannounced fixed days and hours to make it easier for the households to register for a connection, learn about the loan system and eligibility and how to join. They learn how to fix their connections and pay their monthly bills. 

Source: Alfaro 1997 and personal communication.
Conclusion
Potential and limits of innovative financing for sanitation for the urban poor 

Most conventional financing goes to established services in already served areas and to conventional technological and administrative systems. This approach is not going to fulfil the sanitation target of the MDGs and beyond. To revise the current trend of an ever-growing sanitation backlog in poor urban areas we need not only to invest more and more wisely, but also finance in much more creative ways.

Self-financing continues to be the most common way by which the poor finance improved sanitation. Often the problem is not the total amount of money needed, but the up-front lump sum payment. Microcredit and loans are one way to cross the gap. While many illustrative examples exist, all are projects or one-off examples. There is a shortage of analysis of long-term microcredit programmes that include improved sanitation. 

Documented experiences suggest that the more the terms and conditions for sanitation credit and toilet loan services are adjusted to the specific situations of different types of poor urban households and neighbourhoods, the more positive will be the results. The Grameen Bank charges commercial interest rates, but has a very high repayment rate because it is prepared to give very small loans to individuals, including poor urban women (who are excluded by many other banks); does not ask for collateral other than a guarantee from a relative or the group to which the person belongs; allows repayment at intervals that are suited to the different types of borrowers (some prefer to repay per week or even per day); and has local branches or representatives close to their customers, so that physical and psychological distances for lending and repayment are small and people save the time and cost of travel.
Potential
According to Mehta (2008), microfinance potential in the WASH sector could be worth US $12 billion in the next decade, with sanitation alone accounting for US $8.64 billion. The largest demand by far will come from households for sanitation and this will far outstrip demand for small and medium enterprise loans and loans for upgrading urban services in low income areas. There will be considerable scope in rural areas for basic sanitation (individual toilets), and in small and medium-sized towns for improved sanitation (connection to well-functioning utilities). The highest potential is in South Asia (mainly India), especially for rural basic sanitation. However, in Sub-Saharan Africa demand for a higher level of sanitation services is greater than in South Asia. 
Interestingly, if at the global level the future of microfinance is mainly in rural areas, in Sub-Saharan Africa it is likely to be in poor urban areas. The main potential is to finance the connection fee but there is also scope for products linked to shared toilets in dense slum areas and individual toilets where low income households have space. Promising outcomes could come from financial products linked to existing housing loans and to slum improvement schemes. Although the greatest attention has been paid to the impact of improved sanitation on health and the time saved, other impacts on the productive use of water and the rise in property values are also important and may generate sufficient income to pay back loans.
Mehta suggests that the reach of microfinance will depend on having appropriate WASH policies that encourage its use through appropriate capacity-building support. In particular, microfinance will have to be combined with grants, community mobilisation and demand promotion activities. Another potential that needs further investigation, is that microfinance could make it possible to link cost recovery to private benefits, so freeing up scarce public resources to focus on the poorest.

Limiting factors
Even with much cheaper models, smarter ways of financing and solidarity from other people, not all households are able to build a toilet and will continue to need subsidies. In Bangladesh, for example, central governments continue to give subsidies for household toilets for the ultra poor, through the districts. NGOs now supplement the government subsidy programme from donor funds.
Sanitation-related investments involving innovative finance schemes are scarce and scattered over the globe. The success of some interventions can be due to local specific factors or the specific characteristics of implementer’s interventions, for which costs are not always included in a cost-benefit analysis of the project. This can be the most limiting factor for scaling-up or replication. 

The scale and scope of the project is also another limiting factor. Small-scale interventions show some success since their most helpful characteristic is that they reduce the transaction costs by getting to know participants and making loans based on a moral expectation to repay, rather than on collateral. This special feature is diluted as a project is scaled up, as without the personal touch there is more room for opportunistic behaviour and free-riding (i.e. not repaying the loan). Monitoring is needed to limit this opportunistic behaviour. This role has been carried out by NGOs through awareness campaigns, but they do this at an undetermined cost that could be outweighing the benefits. A strong case can, however, be made for the development and use of urban subsidies towards the recurrent costs of sanitation blocks and pit emptying, given the (hidden) subsidies on sanitation and water tariffs given to middle and upper class neighbourhoods.

More generally, innovative financial mechanisms need further assessment in terms of sustainability and equity. What is the social performance of microfinance in reaching the poor? Who benefits? Do the poor benefit at an early first stage? Are scarce resources then better targeted to those who cannot afford microfinance products? 
Some work in 2005 by the CGAP task force resulted in a set of common indicators on intent, process and results. This needs to be followed up with case study analysis to improve understanding of microfinance and its impact on the urban poor. A better understanding of the cost structure of different systems and of the factors that drive costs would make it easier to establish appropriate microfinance mechanisms that address the obstacles to sanitation and to identify the level at which particular financial instruments could most appropriately be employed.
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� In Indonesia, for example, sanitation was found to be the second highest priority for poor women, but the eighth for men (ISSDP 2007). 





� Maggie Black, personal correspondence


� Evans et al. (2004) give estimated annual value of US $225 billion in time savings alone, if all households had sanitary toilets. Case studies from Bobo-Dialassou in Burkina Faso and Faisalabad in Pakistan give average cost savings equivalent to US $15 per year and US $2 per month against investments of US $8/month and a one-time payment of US $40 (Borghi et al. 2002 and Haider 2008). 


� “Unconventional” sewerage includes lower-cost options such as small-bore or condominium sewers.


� The WASHCost Project (2008-2012) researches the life cycle costs of water, sanitation and hygiene (WASH) services in rural and peri-urban areas in four countries: Burkina Faso, Ghana, Mozambique and India (Andhra Pradesh). The rationale is that WASH governance will improve at all levels, as decision makers and stakeholders analyse the costs of sustainable, equitable and efficient services and put their knowledge to use.


� As a mechanical alternative to manual emptying, Manus Kofi, an Irish engineer, developed the manual pit emptying technology (MAPET), which later evolved into the Vacutug. It consists of a 500-litre tank with a vacuum pump and a four-metre long, three- inch wide PVC hose mounted on a small petrol-engine driven handcart. Two or three operators direct the cart to the pit, transfer the sludge to the tank using the hose and suction pump, and when the tank is full, empty it into the nearest sewer or sewage disposal station. Alternatively, the pit’s contents are disposed of in a (covered) dug pit in the compound of the owner. A more recent mechanical emptying device developed by Steven Sugden is the gulper. This is a direct action suction pump that can be carried on foot, is placed directly over the pit and discharges the sludge through its spout directly into a plastic container. The operator closes the container and carries it off for disposal. See � HYPERLINK "http://www.ideas-at-work.org/pdf/Gulper_pit_emptying_device.pdf" ��http://www.ideas-at-work.org/pdf/Gulper_pit_emptying_device.pdf� and � HYPERLINK "http://siteresources.worldbank.org/EXTWAT/Resources/4602122-1213366294492/5106220-1213649450319/1.8.1_Excreta_Management_in_Unplanned_Areas.pdf" ��http://siteresources.worldbank.org/EXTWAT/Resources/4602122-1213366294492/5106220-1213649450319/1.8.1_Excreta_Management_in_Unplanned_Areas.pdf�


� See � HYPERLINK "http://www.pseau.org/outils/lettre" \t "_blank" �http://www.pseau.org/outils/lettre� for examples of solidarity funds between French and African local authorities.
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