PROGRAM OF SUPPORT FOR THE MODERNI ZATI ON AND REHABI LI TATI ON
OF THE WATER SUPPLY AND SANI TATI ON SECTOR

BORRONER AND
GUARANTOR:

EXECUTI NG AGENCY:

AMOUNT AND SOURCE:

FI NANCI AL
TERVS AND
CONDI Tl ONS:

CBJECTI VES:

SCOPE:

( VE- 0056)

EXECUTI VE SUMVARY

Republ i ¢ of Venezuel a

H DROVEN and H DROLARA

| DB: US$30 million

Local counterpart funding: US$30 million

Tot al : US$60 million
Anortization period: 20 years

Di sbur senent peri od: 3 years

Interest rate: vari abl e

I nspecti on and supervision: 1%

Credit fee: 0. 75%

Currency: U S. dollars under the

Single Currency Facility

The objective of the proposed operation is the devel -
opnment of institutional guidelines and strategies to

boost the sector's operational and financial
efficiency; to encourage service providers to take
responsibility for the functions, asset s, and

services (including the inprovenent of water quality)
entrusted to them and to respond appropriately to
users and authorities; and to support private sector
participation in the operation of the systens.

The Bank's strategy for the sector is to make
spending nore efficient and pronote and consolidate
its financial sustainability. The problens faced are
structural in nature and solving themw Il require a
transitional period of sone five years. In an
initial stage, therefore, the object of this program
is limted to establishing the institutional
framework necessary for the sector to evolve
gradual |y and consistently towards the desired | evels
of efficiency under H DROVEN s technical secretariat
and to pronoting the consolidation of the operator ?

HI DROLARA. In addition, under the technical
assi stance conponent of the proposed operation, the
restructuring of other operators, which will be able

to participate in a second rehabilitation program
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DESCRI PTI ON:

will be started.
Engi neering and admi nistration (US$5.5 mllion)

This category wll cover: per sonnel costs,
equi pnent, and overhead for the program executing
unit at H DROVEN and H DROLARA' s coexecuting unit;
and the cost of hiring a consulting firmto inspect
the rehabilitation works under the individual neter
program

Sect or conponent (US$14.9 nillion)

Thi s subcomponent will finance equipnment and hiring
of consultants to provide the technical training
needed, to inplement the new regul atory framework for
the sector, and to carry out the follow ng technical
assi stance activities:

1. A study to review the sector profile proposed in
the study on the institutional and | egal
framework of the water supply and sanitation
sector.

2. Design and inplenentation of policies and

adm ni strative procedures for systens still under
the responsibility of the regional wat er
conpani es.

3. Devel opment of a managenent information system
and preparation of a basic sector information
i nventory needed for planning and regulatory
t asks.

4. Drafting of sector guidelines and standards.

5. Devel opmnent and i npl enent ati on of gener al
policies such as water resource regul ation, rural
wat er supply systens, and conditions for private-
sector participation.

6. Paynent of H DROVEN staff benefits so that the
new regul atory agency is able to begin work with
no liabilities (estimated at US$300, 000).

Hring of an integrated nanagement services conpany
(IMSC) for H DROLARA (US$3.8 nillion)

This conmponent involves hiring an international
speci al i zed private-sector firm (" managenent
conpany”) to handle the technical and operational
aspects of H DROLARA's service delivery. The | MSC
will be in charge of all decisions in the
adm ni strative, technical, business, and financial
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areas and wll be responsible for fulfillment of
operational and financial managenent indicators set
forth in the performance contract.

This  conponent wil | include the fixed costs
associ at ed with manager i al and institutional
strengt hening functions undertaken by the private
managenent conpany during the first three years. The
second part of the cost invol ves a variable paynent
incentive to the company based on progress in
attaining operating and financial indicators. The
vari abl e paynent would be financed with internally -
generated resources from H DROLARA (HL) operations
and is not part of the programcosts.

M nor rehabilitation and inprovenent works  on
existing infrastructure in H.'s existing water supply
and sewerage systens (US$21.4 mllion)

This component is conprised of: (i) works for the
rehabilitation and inprovenent of HL's urban water
supply systens; (ii) works for the rehabilitation,
replacenment, and repair of the existing sanitary
sewer system in t he city of Bar qui si et o;
(iii) unmetered water program and (iv) construction
of mnor rehabilitation and inprovenent works for
water supply and sewer systens in snmall urban and
rural conmmunities in the state, costing up to
US$100, 000 equi val ent each.

Studi es, equipnment, and technical assistance for HL
(US$3.1 mllion)

Thi s conponent covers consulting services contracts

for the following activities: (i) master plans for
water supply, sewerage, and drainage for Bar qui-
si met o; (ii) studies to optimze the use of

electricity at water supply facilities admnistered
by HL; (iii) inmprovenment of operations at HL treat-
ment plants; (iv) review of HL's accounting process
to reconcile differences between Dbusiness and
accounting systens; (v) establishnment of the internal
audit office of the IMSC, (vi) continuation of the
user census initiated by HL; (vii) study to identify
a way of managing the state's rural water systens,
currently being adm ni stered by the MSAS; (viii) reg-
ularization of H.'s assets; (ix) observation and
study visit for HL, municipal, and state authorities
to famliarize them wth integrated managenent
activities in a simlar conpany; and (x) equipnent
for HL.
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ENVI RONMENTAL
CLASSI FI CATI ON:

POVERTY TARCETI NG

CONTRACTI NG OF

Cl VI L WORKS,

G00DS, AND RELATED
SERVI CES:

BENEFI TS:

Rl SKS:

The Environnent Committee, at its neeting of
Cctober 17, 1995, classified this as a Category 111
operation. The environnental sunmary was approved on
Cct ober 22, 1996.

Under the terns of the Ei ghth Replenishnent mandate
on poverty alleviation and the Bank's criteria for
i npl enenting that nmandate, this program does not
qualify as a poverty-targeted investnent.

The threshold anounts above which international
conpetitive bidding will be required for procurenent
under this program are US$3 nillion for works and
US$350, 000 for goods and rel ated services.

The following goals are expected to be achieved
t hr ough execution of the program

a. For the sector: (i) creation of an autononous
regul atory agency for t he sect or and
i npl enentation of the new legal and institutional
framework for the sector; and (ii) conpletion of
the process of decentralizing operations into at
| east four new conpanies that would participate
in a future rehabilitation stage.

b. For HDROLARA, by the end of the program the

followng targets wll have been reached:
(i) establishment of ef ficient systens for
reviewing and setting rates and for billing and

collection system (ii) incorporation of 81,000
unregi stered hook-ups into the business system
(iii) inprovenent of service conditions for
331,000 wusers; (iv) installation of individual
neters for 54% of residential wusers, 86% of
busi ness wusers, and 100% of industrial users;
(v) reduction in percentage of unnmetered water to
41.3% (vi) operating margin of 61.2% (vii) 100%
coverage of operating costs, including depreci -
ation of program investnents; (viii) 33.5%
coverage of depreciation of assets transferred to
HL; (ix) billing of 84% of wusers conpared to
current level of 55% (x) accounts receivable
equivalent to no nore than three nonths of
billing; and (xi) if investnments additional to
the progranmis are not nade, a debt coverage ratio
of 4:1 and an investnent coverage ratio of 3.3:1.

The main risks that could negatively affect the
operation are:

a. Lack of interest on the part of international
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firnms regar di ng t he i ntegrated managenent
services contract and high bids due to perceived
risk. To make participation nore attractive to
such firms and decrease the perception of risk,
the program will use Bank resources to finance
the fixed conponent of the paynent to the firm
for the first three years of the contract.

Counterpart resources are not transferred on a
timely basis. This risk is mnimzed by the
support that has been received fromthe regional
and nunicipal governnents in the process of
setting up the conpany; by reducing the country's
financial restriction associated with recovery of
fiscal accounts through the Wrld Bank |oan and
al l ocation of counterpart resources in 1997 from
the treasury's ordi nary resources.

Lack of consensus on the sector profile to aim
for anong the various institutions involved in
service delivery. To reduce this risk under the
program technical assistance wll be included
and a series of special workshops will be held to
provide an opportunity to discuss the details of
the proposals submtted and the consequences on
the future devel opment of the sector.

Absence of political support at the highest
| evel s for adoption of the |egislation needed to
i npl enent the regulatory franework. To ensure
that sector reformw |l have the support required
for the necessary changes, the National Comms -
sion for Water and Sanitation Sector Devel opnent

will be set up with representatives from the
various institutions involved in the sector.
This comm ssion's functions will include consi -

dering and approvi ng the various sect or
restructuring proposals and fostering political
support for approval of the new regulatory
| egi sl ation.

Insufficient interest on the part of the regional
and | ocal governnents in the service decentrali -
zation and transfer process. To mtigate this
ri sk, H DROVEN has established a Decentralization
Conmittee in charge, anong other things, of
i nform ng | ocal governments about the decentrali -

zation process. In addition, to participate in
the program l|ocal authorities shall undertake to
set up an autononous enterprise that will be in

charge of delivering the service and grant
wor ki ng capital for the necessary studies to be
conduct ed.
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THE BANK' S
COUNTRY AND
SECTOR STRATEGY:

SPECI AL
CONTRACTUAL
CONDI TI ONS

The Bank's strategy in Venezuela is ained, inter
alia, at supporting nodernization of +the State,
particularly t he decentralization process and
improving efficiency and equity in social service

del i very. In this regard, the proposed operation
would seek to consolidate structural regulatory
ref or s, in particul ar t hr ough ef ficient

institutional and regional decentralization of the
service and increased participation by users and
private firns.

Prior to the first disbursement for the conponents
i nvol ving the IMSC and minor rehabilitation works for
HL, the borrower will submt to the Bank:

a. FEvidence that HL's rate base has been revi ewed
and that its application nmakes it possible to be
consi st ent with t he financi al i ndi cators
expressed in t he per f or mance contract
(paragraph 5.15);

b. Evidence that the performance contract has been
ratified by the nunicipal councils (para-
graph 3. 20);

c The agreenent signed by the nation and HL for the
transfer of the |oan proceeds and establishnent
of the trust (paragraph 3.30).

O her special conditions that will be included in the
contract are:

a. Presentation of the integrated managenment servi -
ces contract signed by a private operator will be
a condition precedent to the conmtnent of
resources for the second group of rehabilitation
wor ks (paragraph 3.16);

b. The commtnent of resources for the third group
of rehabilitation works will be subject to t he
fulfillment of efficiency indicators (para-
graph 3.16); and

c. Investnents in addition to those in the program
during its execution period are not to exceed
certain limts (paragraph 5.14).

(G her contractual conditions are described in the
followi ng paragraphs: 3.31, annual supervision
meetings; 3.32, reports; 3.39, recognition of expen-
ditures; 3.44, muintenance; 3.46, auditing; and 3.45,
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envi ronnental conditions).



