
Sustainable Financing and Water Efficiency 

1. Introduction  

This chapter on “Sustainable Financing and Water Efficiency” looks at the key issues facing 
the water sector in the EU and suggests that cost-effective solutions to achieving compliance, 
access to long-term debt financing, targeted subsidies, as well as creating and maintaining 
efficiency will all play a key role in improving the financing for the sector. 

2. Key issues in financing of the EU water sector  

EU water legislation has been and remains the drivi ng for force for investment needs in 
the European water sector.  During the last few decades, the EU has seen the evolution of 
environmental legislation with relevance to the water sector, pass through a number of distinct 
phases, from focusing almost exclusively on measures to reduce emissions of untreated 
wastewater and to safeguard drinking water, to a new generation of directives and measures 
born out of the Water Framework Directive (WFD). Recently, EU policy-makers have been 
pro-active in setting a climate agenda, with proposals specifically directed at addressing 
problems of water scarcity and the all-pervasive need for adaptation to unavoidable effects of 
climate change, including flood prevention and drought preparedness. A common element of 
the new generation of directives and policy proposals is recognition of the importance of water 
efficiency in all its forms. 

There is a trade-off between financing new environm ental infrastructure and capital 
maintenance backlog and therefore the efficiency of  systems. The very significant 
compliance-driven investments has posed decision-makers, with limited public funds and 
facing political inertia in tariff setting, with a quandary between finding the money for new 
quality and environmental infrastructure and ensuring funds for maintaining and replacing 
existing infrastructure. Generally, money for new infrastructure can be raised, where there is a 
visible outcome, effective enforcement and/ or political will; however, in many countries in the 
EU, deferral has seemed the most attractive option for asset maintenance or replacement. 
Furthermore, accounting and planning methods have not been conducive for reporting and 
obtaining the necessary funds for a sustainable level of capital maintenance. In some places, 
underinvestment for extended periods has left the sector with a substantial maintenance and 
replacement backlog. Without urgent action to address this backlog, the sector is facing a 
downwards spiral of increasing operational costs and inefficiencies.  

The capital maintenance backlog is really indicativ e of a general, cost-recovery and 
tariff backlog.   The water sector in the EU is not only facing a continued need for a high level 
of compliance driven investment in new infrastructure, but also a significant and urgent need 
to finance the maintenance and replacement of an ageing existing and continuously 
increasing asset base. This is likely to put an increased upward pressure on tariffs. The reality  
in many EU countries however, is that tariffs, even when supplemented with national or local 
government transfers, are not providing for adequate funding levels that will ensure 
maintenance and replacement of existing assets at a long-term sustainable pace. This has 
left the sector chronically underfinanced.  

At the same time, as tariffs are under high public scrutiny, sudden or rapid increases towards 
improved cost recovery levels are generally not feasible as they are subject to significant 
inertia in the political system and need to take into account affordability issues as well1. 
Moreover, the European water sector has traditionally developed with the use of public funds 
and has involved significant transfers as well as cross-subsidies between densely and 
sparsely populated areas, between groups with different affordability constraints and other 

                                                
1 Already, in some parts of Europe, many households are spending a large proportion of their disposable income on 
water services. With increased investment and upward pressures on tariffs, affordability issues are likely to play an 
increasingly significant role, particularly in some of the less wealthy regions of Europe. 



utility services. De-averaging of tariffs within service areas would severely compound 
affordability issues in many localities and would put issues of regional development at stake.  

The risks inherent to the water sector constrain ac cess to capital markets and debt 
financing. With user fees unable to cover the immediate investment needs that and the 
inevitable political inertia as well as upper affordability limits to increasing them, there will 
therefore be a continued increasing need for debt financing, the overall amount of which will 
rise. However, without adequate tariffs levels, the utilities/service providers cannot build up 
the cashflow/revenue generation required to attract debt financing as a complement to grants. 
In the medium and long term, this increasing debt will have to be serviced out of user fees or 
taxes and there will be an unavoidable upward trend in tariffs. The cost of water provision 
within the existing technological framework is likely to go up significantly.  

With a need for access to low cost long-term debt that can sustain continued investment and 
is affordable in the long-term, there is a need to create and/or maintain a low-risk profile to 
ensure the financeability of necessary investments. However, with sustained or significantly 
increasing investment and external financing needs, upwards pressures on tariffs, decreasing 
visibility of returns on investments, potential climate risks as well as, in some cases, 
suboptimal institutional or legal arrangements, there is potentially a future challenge to the 
low-risk perception of the water sector. Interest rates have been historically low and may 
remain low, but with recent developments on the capital markets there may be capital 
rationing, so access to capital markets and loans may become a problem for weaker utilities / 
governmental agencies in the foreseeable future.  

The water sector in the EU-12 and Pre-accession / P otential Candidate Countries faces 
similar issues as the EU-15, but to a much higher d egree and with fewer means.  
Whereas the water systems of the EU-15 can largely be considered as mature, the new and 
future member states have to catch up not only in terms of environmental compliance, but 
also to deal with dilapidated systems and low present coverage of water and wastewater 
services, particularly outside the main urban agglomerations.  

Although, the new EU Member States have access to a significant amount of grant based 
funding, bar some differences between states, the grants have mostly been used to finance 
new compliance related environmental infrastructure rather than target the inefficiencies of 
existing systems. Co-financing requirements for accessing these EU grants may have used 
up resources that could otherwise have been used for more business-as-usual activities 
necessary to maintain the existing systems. Furthermore, almost all countries of the EU-12 
have had difficulties in making full use of the grants made available. The reasons for this 
include unrealistic implementation schedules, insufficient implementation capacity (both 
professional and administrative) and a steep learning curve to adapt to the necessary 
procedures and long programming cycles for accessing grants.  

In the most recent and future EU member states, in addition to an overwhelming maintenance 
backlog or legacy of underinvestment, tariffs are in some case extremely low as the result of 
political capture and affordability issues. Furthermore, political developments and the 
decentralisation process of the last 15 years has fragmented  the sector in many of the newer 
member states and candidate countries, leaving them unable to implement and operate the 
substantial infrastructure that needs to be put in place over highly compressed transition 
periods or even access finance. As a whole, a regulatory, economic and financial 
environment still needs to be established that will enable the perception of the water sector as 
a stable, low-risk / low-reward sector that can independently access cheap long-term 
financing in sufficient quantities. 

3. Strategies to address the key issues facing the EU water sector  

There needs to be a greater focus on minimising the  “cost” side of “cost-recovery”. 
Bad investment decisions and design can potentially do more harm to financial sustainability 
than can be remedied through tariff increases or good operational or financial management. 
In the past there has been inadequate attention paid to the cost side of cost recovery, in 



particular the cost structure of water utilities and what this means in terms of achieving 
greater water efficiency in the short and long run. It is therefore essential for financial 
sustainability as well as justifying and recovering cost from users and tax-payers that 
compliance with EU directives is achieved cost-effectively and at a reasonable pace. 

The Water Framework Directive has brought in a number of innovations towards this aim, 
some of which are planning and economic analysis at river basin level, extensive stakeholder 
involvement in the discussion of measures and a desire to establish water pricing that reflect 
the true cost of water provision, including externalities. Public participation and river basin 
authorities acting as facilitators are key factors in synthesising different national and local 
interests and knowledge to bring about cost-effective compliance with the new environmental 
objectives.  

Overall, minimising the costs of achieving sustainable economic growth that meets public 
health and environmental objectives, requires long-term planning and cost-effective 
implementation of public infrastructure (expensive for public budgets, but least-cost), while 
ensuring real and effective enforcement of environmental standards vis-à-vis the private 
sector and promoting sound practises in agriculture (inexpensive for public budgets). The 
WFD, if implemented fully, will put focus on water efficiency and pollution avoidance and 
potentially reduce the investment cost of water infrastructure. 

Cost-recovery and prices need to “work” for water e fficiency. It is clear that making cost-
recovery work, in particularly for water efficiency, is a significant challenge, because of the 
inherent complexity, specificities and political inertia of the sector. Water efficiency in its 
widest sense comprises several elements and combines both water quantity and quality 
aspect, particularly in water scarce areas. These are: i) efficiency of water use by consumer; 
ii) efficiency in allocation across different uses/sub-sectors (drinking, processing, irrigation, 
energy); iii) efficiency of in the operation of the water systems (utility management issues); 
and (iv) efficiency of the infrastructure itself.   

While water efficiency can eliminate or defer capital investments, be a no-regret response to 
climate change and ultimately reduce tariffs through cost reduction, the short-run dynamics at 
utility level are somewhat more nuanced. Water services operate with economies of scale of 
water production and population density and, ultimately, the user will pay all costs. Being tied 
in into the existing infrastructure for the medium to long term, end-use water efficiency does 
not immediately affect fixed costs; it is more likely to cause upward pressure on tariffs in the 
short run than to bring them down. Therefore the case for more end-use efficiency depends 
how the reductions in water consumption can save water supply costs at the margin.  

There is growing awareness in Europe that along with water tariffs, metering could be an 
effective demand management tool, and therefore promote efficient end-use of water. Often, 
metering encourages more efficient end-use, at a pace far greater than tariffs can adjust in 
the political system. Moreover, with metering, system and operational inefficiencies become 
separated from end-use inefficiencies, without significantly altering the basic costs and 
revenue needs of the utility. Changes to regulations to help the installation of water meters 
could be cost effective, especially in areas where water is scarce. 

Cost recovery pricing and metering will promote both systems and end-use efficiency only if 
accounting practices, incentives and tariff setting are properly aligned with a sustainable level 
of infrastructure renewal, based on a good knowledge of system condition and replacement 
cost of assets delivering services to modern standard. The pace and method of metering 
must be balanced with the ability of utilities to deal with system inefficiencies as well as a tariff 
evolution that keep pace with the system requirements.  

As outlined above, even with a general present underestimation of true capital maintenance 
needs and significant new investments on the horizon, tariff affordability is already a 
significant issue in certain parts of Europe. In reality, the hardship of a certain fraction of the 
population as well as the notion of the right to minimum water provision sets the political 
debate over tariff settings. Therefore by targeting policies towards the poor and setting 



minimum levels of service, a utility has the potential to facilitate higher overall revenues, by 
isolating some of the most contentious issues in the general debate over tariffs and taxes. 
With there being a limit to how rapidly and how far tariffs can rise, there is a need to make use 
of a transparent system of user fees, transfers and (cross-)subsidy mechanisms operating at 
different institutional scales that do not jeopardise the scope for creating greater efficiency in 
water use and management. 

The “financeability” of the water sector needs to b e increased and risks better 
managed. Financeability essentially means access to money when it is needed, and at a 
reasonable cost so as to make it sustainable in the long run and user fees affordable. Access 
to low-cost long-term debt finance is governed by the perceived risk of the sector and the 
utilities. The issue of solvency of public utilities is not a useful concept, since the assets are 
for the most part not saleable and continuity of operations is a de facto non-option and non-
transferrable public risk. Risk and pricing therefore comes down to liquidity and the ability to 
service debt in a timely fashion. The core issue is the stability of cash flow to sustain high 
levels of debt.  

In a typical well-functioning and mature European water sector, the key strengths of the water 
sector are typically transparency of the business model (not too much diversification), 
monopoly (no competition risk), transparency of the process for setting the rules (low 
regulatory and political risk), and stable operating performance and low cash flow volatility. 
The key weakness of the sector is its continuously high need for external financing for large 
capital expenditure requirements. The low perceived business risk allows the sector to 
maintain high levels of debt. 

Cost of compliance and capital maintenance reaching levels and decreasing visible returns on 
investments may endanger the ability and willingness to pay, leading to greater 
unpredictability of cash flows. With affordability issues on the rise, continued high investments 
combined with rising maintenance and replacement costs as well as new technical and 
regulatory challenges, it is more important than ever have a pro-active outlook that will either 
create or maintain the perception of the water sector as low-risk / low-reward in order to 
sustain access to long-term, debt, particular in a situation where there may be capital 
rationing. The box below lists a few ideas on how to mitigate some of these risks in the water 
sector. 

 

In particular, the role of regulators has tended to move away from solely protecting customers 
from high tariffs to taking on a more facilitating role in setting the right level of tariffs that 
ensure the interests of both customers and the ability to sustain services. 

Ways to mitigate sector risks and ensure cost effectiveness, stable cash flow and 
financeability include: 

� A reliable and transparent system of regulation  to pass through costs to tariffs and 
taxes, with a sustainable long-term perspective 

� Guarantees and transparent, targeted subsidies , to blend with debt 
� Sector-dedicated financial intermediation  that address asymmetries in perceived 

risk and information (water banks, dedicated funds, regional vehicles etc.) and/or 
allow the pooling of borrowers and the application of whole or partial guarantees 

� Clear concession regulations  to facilitate access to cheaper private finance for 
certain types of investment   

� Systematic and targeted approach to affordability 
� Mitigate compliance costs , particularly under climate uncertainty 
� Sound planning and cost-effective design  (in relative terms, no amount of financial 

optimisation can make up for the financial or social cost of a bad choice) 
� Economies of scale 

o Technical and operational economies of scale (interconnectivity, 
regionalisation, cooperation) 

o Financial benefits of scale through pooling of revenues and taxes 
 



There is also the potential to unlock value in the traditional water sector by developing energy 
and resource recovery and generation that have synergies with and help finance the core 
water service activities. However, this needs to be done in a manner that does not threaten 
the risk perception of the sector and utilities. 

Use and absorption of grants in the new EU Member S tates could be improved.  The 
EU-12 as well as candidate and potential candidate countries have varying timelines for the 
application and implementation of EU legislation. Significant structural funds are made 
available to fund regional economic development, with environmental infrastructure being 
eligible. Although, EU funds are a relatively minor source of funding in relation to the total 
investment needs of the water sector2, their use could be made for effective and efficient so 
as to bring down some of the sector risk, reduce transaction costs, and address affordability 
issues. 

Grants should be used to target policies with maximum lasting value. Some countries in the 
EU-15 and EU-12 have chosen to use grants as an incentive to foster institutional change 
with long-term efficiencies on the horizon, which, above all, have allowed a reinforced and 
strategic approach to making maximum use of the grants. When used to create win-win 
scenarios to overcome political barriers to necessary sector restructuring, grants can be used 
to create operational consolidation, cost-effective regional solutions and long-term efficiency 
gains, which are all a logistical necessity for the implementation of the required investments 
and absorption of grants over relatively short transition periods. The result is technical and 
operational economies of scale for cost- effective compliance as well as the creation of more 
viable utilities with better access to finance. 

The application of Structural Funds is subject to economic analysis on the ground of the 
regional economic objective of these funds. There is a need to bring water resource 
management to the door of spatial and national economic development planning for the right 
and cost-effective choices to be made in the medium and long term for the use of these 
funds. The Water Framework Directive actually provides the potential for marrying a basin 
level approach with cost-benefit analysis for Structural Funds, by making the river basin a 
common reference framework for water resource management and regional economic 
development planning. 

In order to facilitate the absorption of grants and to ensure the financeability of restoring basic 
service levels and halting deterioration of assets, governments need to facilitate or create the 
right national financial and programming mechanisms that are flexible enough to operate in 
parallel with and complementary to a number of different sources of money, including 
structural funds. With, in some cases, limited fiscal space, state support can be used to lower 
the cost of capital made available to utilities through targeted subsidies or dedicated financial 
intermediary structures.   

4. Key messages and policy recommendations  

Financeability of the investment challenge 

� Need to minimise compliance costs to bring water resource management to the door 
of spatial and national economic development planning for the right and cost-effective 
choices to be made in the medium and long term. 

� Need to ensure the continued ability for the water sector, in particular water utilities, 
to access cheap long-term debt, through a variety of institutional and regulatory 
measures as well as transparent subsidy mechanisms 

� In future member states, investment and tariffs need to be driven through effective 
enforcement, increased public awareness and creating appropriate financial and 
institutional mechanisms 

                                                
2 Most of the required investments will still need to come from owns funds and loans against the promise of future 
revenues and taxes. 



� The establishment of regulators can play a key role in bridging the confidence gap 
between the public, utilities and political decision-makers where large tariff increases 
are necessary to ensure sustainability.  

� Targeted policies for the poor and minimum levels of service have the potential to 
facilitate higher overall revenues, by isolating some of the most contentious issues in 
the general debate over tariffs and taxes. 

Water Efficiency, Metering and Cost Recovery Tariffs 

� Water efficiency is a critical element of addressing water scarcity and climate change, 
looking at both water efficiency in quantity and quality. 

� There is a need to pay proper attention to the cost structure of water utilities in order 
to make cost recovery work. 

� At utility level, cost recovery pricing and metering will promote both systems and end-
use efficiency only if accounting practises, incentives and tariff setting are properly 
aligned with a sustainable level of infrastructure renewal. 

� The pace and method of metering must be balanced with the ability of utilities to deal 
with system inefficiencies as well as a tariff evolution that keep pace with the 
requirements. 

Grants 

� Grants are scarce and should to be used to create maximum lasting value. When 
used to create win-win scenarios to overcome political barriers to necessary sector 
restructuring, they can be used to create operational consolidation, cost-effective 
regional solutions and long-term efficiency gains. 

� In the EU-12 and beyond, sector consolidation is a logistical necessity for the 
implementation of the required investments and absorption of grants over relatively 
short transition periods. 

 



Case Studies and Annexes – to be elaborated 

 

A couple of examples in Western Europe where water bills are already biting hard; 

e.g. South-West England where one third of the population is paying 3% of disposable 
income for water. 

ITALY? 

 

Case from Italy: 

Even where services have been regionalised, certain regions have not been able to access 
funding from commercial banks or capital markets on reasonable terms => need for sufficient 
economic scale. 

 

Case/example: Cost-Benefit Analysis under some of the 2009 Programmes of Measures or 
Cohesion Fund -  Experiences, lessons learned so far 

 

Case/example: Netherlands, the Water Bank.  

 

Case/example: UK, OFWAT obligation to ensure financeability of the water industry and cost 
of capital determination for AMP 5 price determinations. 

Maybe use Severn Trent as an example. 

 

Case/example: Portugal, the role of the regulator in dispute resolution  

 

Case/example: Portugal sector restructuring – a long-term vision 

 

Case/example: Romania regionalisation 
 

 
 

 

 


