MINUTES OF MEETING
BETWEEN THE JAPAN INTERNATIONAL COOPERATION AGENCY
AND THE AUTHORITIES CONCERNED OF THE GOVERNMENT
OF THE REPUBLIC OF THE PHILIPPINES
ON JAPANESE TECHNICAL COOPERATION
FOR THE SMALL WATER DISTRICTS IMPROVEMENT PROJECT

In response to the official request for Japanese Technical Cooperation from the
Government of Republic of the Philippines, the Japan International Cooperation Agency
{hereinafter referred to as 'JICA") dispatched the Preparatory Evaluation Study Team for
the Small Water Districts Improvement Project  (hereinafter referred to as "the Project”),
headed by Mr. Shozo Matsuura, Resident Representative of JICA Philippine Office
{hereinafter referred {o as ‘the Team') to the Philippines from January 10 to February 15,
2005 to assess feasibility of the Project and to discuss the scope and implementatién
arrangement of the Project with the Philippine authorities concerned.

During its stay in the Philippines, the Team exchanged views and had a series of
discussions with the Philippine authorities concerned.

As a result of the discussions, both parties agreed on the matters referred to in the
documents attached hereto.

Manila, February 14, 2005

e nOVYD S

SHOZO MATSUURA LORENZ6 H. JAMORA
Resident Representative in the Philippines, Administrator,
Japan International Cooperation Agency Local Water Utilities Administration

Republic of the Philippines
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THE ATTACHED DOCUMENT

. Project Title
Project title is changed from the original title "“The Water Supply Technology Training
Center” to “Small Water Districts Improvement Project”.

. Project Design
Project design as described in Project Document in Annex | has been modified from
the original proposal after a series of discussions between both parties.

. Project Design Matrix

Project Design Matrix (hereinafter referred to as the “PDM") in Annex Il describes and
summarizes the necessary activities to be implemented in the Project. The final
version of the PDM will be attached to the Record of Discussions.

. Project Organization
Project organization is described in Project Document in Annex 1.

. Joint Coordinating Committee
Joint Coordinating Committee is established whose functions and composition are

described in Annex [Il.

. Measures to be taken by Both Parties
The measures to be taken by both parties for smooth implementation of the Project

are described in Annex IV,

. Schedule
The Team suggested that the R/D be signed‘and exchanged between both parties
before the commencement of the Project, which is scheduled to be in April 2005.

Annex [. Project Document

Annex |, Project Design Matrix

Annex lll. Joint Coordinating Committee

Annex V. Measures to be taken by Both Parties
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Project Document
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Small Water Districts Improvement Project
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JICA-LWUA Technical Cooperation Project
Small Water Districts Improvement Project

1. INTRODUCTION

The Japanese government received an official request for a technical cooperation
project for Japan Fiscal Year 2004 from the Philippine government in March 2003
entitled “Water Supply Technology Training Center”. The project was proposed to
enhance training function of LWUA.

JICA understood that the strengthening of training function of LWUA would be one of
the effective ways to improve water supply services of WDs. However, JICA
suggested LWUA to extend support to WDs not only human resources development
in various field but also capacity development so that water districts are able to
provide water to local communities in a sustainable way.

After a series of discussions between JICA and LWUA, both parties reviewed the
design of the project. Then both parties came up with the new approach, which
support improvement of twenty (20) small and less financially viable water districts by
improving their water supply facilities and strengthening their management capability
with JICA technical assistance and necessary equipment and expense for the next
five years project period.

JICA has been cooperating with LWUA for several years on the aspect of water
supply development, providing assistance through a variety of technical and capacity
building activities to water districts nationwide. The joint effort has already produced
encouraging results and it is now the consensus of the two sides to take further steps
to improve the performance of small water districts through this proposed JICA-
LWUA Technical Cooperation Project scheduled from July 2005 to June 2010.

The forthcoming Technical Cooperation Project recognizes the need to refocus the
priorities in order to keep up with the changing demand of the times. It is in line with
Executive Order No. 279, which spells out the recrientation of LWUA's function and
the changes in its organizational structure, sector coverage, financing policies, levels
of assistance, etc. With the foregeing development, the bulk of assistance will now be
focused on the improvement of services and management capacity of small-scale
water districts, which are classified into non-creditworthy and pre-creditworthy
categories.

2. BACKGROUND INFORMATION
2.1 Overview of the Philippine Water Supply Sector

in the Philippines, the development, operation and delivery of potable water in
the country's three major island areas (Luzon, Visayas and Mindanao), is the
responsibility of various government agencies and water utilities. Metro Manila is
being served primarily by MWSS through its two private concessionaires, the
Maynilad Water Services Inc. and the Manila Water. Company, and by some
private companies serving subdivisions. Water Districts, Local Government
Units and some private companies, with government assistance from LWUA
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and DILG, are serving the provincial urban areas. The provincial rural areas
meanwhile are being served primarily by the Local Government Units and
Cooperative Water Associations, with government assistance from DILG and
LWUA. '

Based on the Medium-Term Philippine Development Plan 2001-2004, 79% of
the 76.3 million Philippine populations were served with safe and reliable water.
This figure is distributed as follows: 47% (6.2 million) in Metro Manila, 88% (18.3
million) in the provincial urban areas, and 85% (35.8 million) in the provincial
rural areas.

In the same Plan, the Philippine government put forth its target of serving 90.5%
of the total Philippine population with potable water by vear 2004. The specific
targets by 2004 on the three major areas are: 90% in Metro Manila, 89.6% in
provincial urban areas, and 90.4% in provincial rural areas.

2.2 LWUA and Water District Concept

Thirty years ago, most of the municipal water supply systems all over the
country were under the control of and were being operated, maintained and
administered by Local Government Units. At that time, water supply systems
were deteriorating faster than they could be replaced. Simultaneously, the ever-
growing population and indusfry needs were imposing additicnal demands on
these existing facilities. These led to major problems in the water supply sector
such as shortages in water supply, inadequate funding for facilities improvement
and expansion, inadequate skills in developing and maintaining water resources,
inadequate physical infrastructure, institutional weaknesses as well as
managerial and human resource inadequacies.

Due to the failure of these existing water utilities to meet the needs of the
communities they were serving, the LWUA and Water District concept was
conceived and operationalized in 1973 with the enactment of Presidential
Pecree No.198. The concept is a partnership arrangement - a partnership
between LWUA as the government resource provider and the water districts as
the local water service providers. The establishment of LWUA and the
development of water districts provided a mechanism primarily for funding and
managing the expansion and delivery of water supply services in the
countryside.

LWUA, as a specialized lending institutipn, is to be the principal source of
funding and will also provide technical and training assistance to the water
districts. On the other hand, the water districts, operating as government owned
or controlled corporations” are expected to become self-sufficient, to develop
the necessary expertise and to be capable of maintaining financial viability.

! This implies that the hiring and firing of a WD personnel will be in accordance with the Civil Service
rules; their salaries and wages will be in accordance with the civil service rules; their salaries and wages
will be in accordance with the corresponding regulations for regular government employees; its financial
operations will be subject to COA audit contrary to a specific provision of the enabling act (Sec. 20, PD
198); and for social insurance and pension purposes, they will be covered by GSIS instead of the $SS..
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2.3 New Financing Policies for the Sector

Previously, LWUA was allowed to finance water districts that were not
commercially viable by supplying 50% of the funds required as a grant
However, this practice was stopped in 1998, when the NEDA ordered that
LWUA finance only projects deemed financially viable?.

The Executive Order No. 279, series of 2004 ushers in a new form of financing
for local water utilities development projects aimed not only at reducing the
dependence of the water supply industry on government or public funds but also
at rationalizing the allocation of scarce public funds through the pooling of
resources of the LWUA, GFls, water districts, local government units and private
sector. The Executive Order stimulates the flow of both public and private funds
into the water supply industry of the country.

To rationalize the application of funds for water supply sector, initially, the water
districts will be classified into four (4) categories as described below:

(1) Creditworthy: are financially self-sustaining water districts capable of
accessing financing from government and/or private financing institutions.

(2) Semi-Creditworthy: are water districts with the demonstrated ability to
achieve creditworthiness in the short term based on relevant financial and
operational indicators;

(3) Pre-Creditworthy: are water districts which are not likely to become
creditworthy in the medium-term due to performance issues but demonstrate
potential for creditworthiness in the long-term, based on relevant financial
and operational indicators; and

(4) Non-Creditworthy: are water districts with potential to reach pre-creditworthy
status in the medium-term based on relevant financial and operational
indicators.

Creditworthy water districts have a wider option in sourcing their funds since
they can source it from either private financial institutions as well as government
financial institutions. Also, they have the freedom to choose the manner of
implementing their projects, i.e., directly under their supervision or hire outside
services if their in-house capabilities are lacking.

Less-Creditworthy (Semi & Pre) water districts are eligible to source grants and
deep concessional and/or concessional funds from either LWUA, LGUs, GFls,
PFls or international donors, whenever possible.

Non-Creditworthy water districts continue to be eligible for financing under

LWUA, however; LGUs, DILG and MDFO are also encouraged to provide
financial, technical and operational support to them.

2.4 Changes of LWUA’s Role in the Sector

The World Bank Water Supply Sector Reform Study of 1993 and the USAID
Water Supply Sector Privatization Study of 1996 both recommended the re-

2 Projects that are able to recover all cost and pay back their loans.
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orientation of LWUA fo its original corporate mission as a "specialized lending
institution”, financing only viable water supply projects with tariff levels
formulated towards full cost recovery, This, in effect, will commercialize LWUA.

Very recently, Presidential Executive Order No. 279 was signed on February
2004, instituting reforms in the financing policies for the water supply sector as
an off-shoot of the World Bank Financing Policy Reform Study of 2004. This, in
effect, would actualize LWUA's commercialization. Under this Executive Order,
LWUA, presently attached to the DPWH, will now be attached temporarily to the
Office of the President during the transition phase of its reorganization, then
finally transferring to the DOF --- that means moving from the infrastructure
sector to the financial sector. The re-orientation of LWUA's operations towards
development banking principles implies the need to change its organizational
culiure fo allow it to perform its reconstituted role with greater banking expertise.

Noteworthy is the fact that LWUA will broker arrangements (coordinate for
pooling of resources) between Less and Non-Creditworthy water districts and
the relevant LGUs in order to source financing from LWUA, GFls and PFls.
Also noteworthy is the fact that LWUA will refocus its financial assistance to less
creditworthy water districts and will no longer be limited to financially viable
projects. Furthermore, LWUA's service coverage will no longer be limited to
organized water districts but would also include other water service providers in
accordance with their creditworthiness classification and eligibility.

2.5 Problems pertaining to small water districts

Most small water districts are facing multiple problems, including fack of financial
resources, heavy indebtedness, lack of governance, weak technical and
management capability, inadequate supply, poor water quality and high Non-
Revenue Water etc. The following describes the current situation as well as the
problems and issues that small water districts are facing.

(1) Inadequate financing

Even if new form of financing policy for the sector is provided by Executive
Order No. 279, LWUA will not be able to allocate their financial resources to
less and non-creditworthy water districts without concessionary loan/grant
funds from the national government and other sources. Seemingly, it will take
a greater time for less and non-creditworthy water districts to be able to
access financial sources. And there is a high possibility that those water
districts especially, the pre and non-crecﬂitworthy, will be left behind.

(2) Lack of governance resulting from non-existence of “owners”
Although water districts were established as an independent public entity
(GOCC: Government Owned or Controlled Corporation) by PD 198, the PD is
silent on who are the water districts’ shareholders. Once LGUs provide capital
to water districts either in cash or by handing over their water supply system,
LGUs are no longer the owners of water districts, thus do not assume any
direct responsibility. There are currently a considerable number of cases
where non-existence of owners causes moral hazard in small water districts.
For instance, once small water districts find it difficult to service the debt to
LWUA due to a revenue shortfall, most of water districts simply delay
repayment instead of cutting expenditures. As a result, the amount of debt
quickly increases due to its high interest rate, which will eventually lead to a
collapse of the WDs. In order to protect the interest of water users, a new
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monitoring system to ensure financial sustainability of WDs must be put in
place.

(3) Lack of technical expertise and inadequate skills
This is a continuing concern of management among water districts and may
be addressed by investing more attention to human resource selection,
development and motivation.

(4) Water resource problems
More than 90% of all water districts. derive their supply from groundwater
(wells and springs). The rest utilize water from rivers and streams using
treatment facilities and/or infiltration galleries.

Many water districts suffer from low quantity of supply due to low yields from
their wells. Attempts to drill additional wells to meet demand are often

hindered by the following:

— Lack of funds for exploratory/ production well drilling;

— The hydro-geological situation is complicated and past failures at ‘hit-and-
miss' drilling discourages further efforts of developing new sources; and

— There is lack or absence of study and/or investigation that would
delineate potential sites for drilling, as well as ascertain the groundwater
potential of study area;

Water districts using spring sources are few in number. Most springs exhibit
wide fluctuation regimes, affected by seasonal climate changes, which bring
about low discharge during periods of low rainfall. There are also situations
when potential sources could not be tapped simply because of their far
distance from demand areas, which entails high costs for transmission
system.

(5) Water quality problems
LWUA database shows that there are many areas where water of poor quality
{physical, chemical and biological) is supplied by the water districts. This may
explain why people sometimes reject the supply from their utilities and instead
buy their water from vendors at higher rates.

(6) Non-Revenue Water problems
The present average of Non-Revenue Water in various water districts has
been recorded at 30%. The actual rate, however, is thought to be higher
considering that small water districts mostly practice estimation rather than
actual measurement in coming up with the figure.

In certain occasions, efforts to develop additional sources may be deferred for
a considerable period once the high Non-Revenue Water is addressed. The
control and/or reduction of water loss due to leaking pipes, reservoirs and
fittings and through illegal connections can translate to savings in terms of
time, manpower, and financial resources.

(7) Marketing problems
Limited service area, slow growth of service connections, or situations where

households have easy access to ground water sources are some of the
factors that reduce demands for the water district services.
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