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B3.
Case 3: Alternative Financing for Water Utilities — Lessons from a Failed Bond Issue in Indonesia

B3a.
Background and Environment

Public investment in the water sector has been virtually absent in Indonesia. Achieving Indonesia’s Millennium Development Goal, to halve the proportion of people without sustainable access to safe drinking water and basic sanitation by 2015, would require a tenfold annual increase in investments in the sector from the current levels of approximately USD $50 million to $450 million. Through its Environmental Services Program (ESP),
 USAID explored a number of alternative financing strategies to encourage new investment in water and sanitation infrastructure. The strategies included the possibility of supporting district water utilities (or PDAMs in Indonesian) to access the capital market to help bridge the financing gap. 

Ultimately, ESP concluded that the most promising approach in the immediate term was the issuance of corporate bonds by PDAMs in the domestic capital market, and establishing a complementary new nationwide pool financing facility to be denominated the Indonesia Water Fund (IWF). Unlike the management of other municipal infrastructure services, district water utilities in Indonesia operate as separate legal entities, and their municipal governments are generally reluctant to borrow on their behalf. A straight corporate issue by a PDAM would demonstrate the viability of accessing the capital markets to meet the huge infrastructure financing needs of the sector. 

To structure a corporate bond issue to finance a water treatment facility, ESP selected and worked intensively with PDAM Bogor,
 a strong regional water utility that supplies drinking water to the municipality of Bogor (Kabupaten Bogor). Complementing this initiative, the creation of the IWF would also allow several water service providers access to long-term financing at attractive terms. The IWF would secure credit enhancements and mobilize a revolving loan fund to consolidate loans into a size more readily marketable and adaptable to the credit and capital markets.
 Because of the proposed credit enhancement and pool financing characteristics of the IWF, it was envisioned as a critical tool to allow a larger number of regions to obtain long-term funding for their projects. 

Despite ESP’s significant efforts to facilitate corporate bond issues for highly bankable projects and the establishment of the IWF, these did not materialize. The experience, however, provides some valuable lessons for future efforts.

B3b.
Objective of Transaction

By helping establish the IWF and facilitating the issuance of a corporate bond, ESP expected to introduce a new financing mechanism and alternative funding sources to Indonesian water utilities. Furthermore, the successful outcome of the first PDAM bond issue was viewed by the Ministry of Finance (MOF) as a precursor toward resolving the problem of long-term financing for the more robust PDAMs.
 ESP worked with PDAM Bogor to structure the corporate bond issue intended to finance the water treatment facility. 

B3c. 
Preconditions and Prerequisites 
ESP conducted broader analyses of the most viable long-term financing methods and concluded that, in general, the legal and regulatory elements for PDAMS to issue straight corporate bonds were in place and did not require any regulatory modifications. On the other hand, pooled financing schemes such as the IWF and/or revolving funds would require the changing of tax regulations. 

B3d.
Model and Financial Structure

The transaction was designed as a partially securitized, domestically mobilized corporate bond. The proceeds of the bond would finance the construction of two water treatment plants in East and Central Bogor, with combined capacity of 300 liters per second; and the expansion of the water distribution network to include 9,000 new connections. PDAM Bogor expected to implement the capital investment program as a turnkey, fixed-price contract. The intention was to have the winning contractor finance the initial investments, with taking out construction financing through the bond offering at the end of the 30-month construction period. The proposed bond consisted of two facilities: 

•
Facility A, for 80 percent of the total offering (approximately Rp 140,854.2 million); enhanced with a DCA partial credit guarantee for up to 35 percent of its principal; and divided in two tranches with different maturities: a10-year bullet (covering engineering and construction costs) and a five-year bullet (covering finance-related costs).

•
Facility B, a five-year bullet for 20 percent of the offering covering a liquidity standby reserve and without any credit enhancements. 

The interest rate for Facility A and B was to be set based on prevailing market rates at the time of disbursement. In addition to the DCA guarantee, the bond security package included: 

•
A liquidity standby reserve to be established by withholding 20 percent of the total bond offering. The reserve would ensure full debt service payment whenever the PDAM did not make the payment on time.

•
A sinking fund to ensure the payment of the principal on the maturity date of the bonds. The PDAM would periodically pay into the sinking fund under a predetermined schedule.
•
A lock box arrangement for a master collection account for the monthly payments of PDAM’s customers. This account would be in the name of PDAM but pledged to the trustee as collateral to secure the bonds.
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B3e.
Results and Lessons Learned

After approximately one year of intensive preparatory work, the bond transaction did not materialize. The main reasons cited include a general aversion to risk and lack of leadership and buy-in at several levels of PDAM’s management. Although the PDAM’s president at the time was the champion of both the project and the use of a corporate bond to finance it, apparently the utility’s supervisory board and mid-level management never fully supported the idea. As a result, the departure of the president at the end of his term effectively marked the end of the deal. The PDAM ultimately decided against the use of debt financing in favor of more gradual expansion using internal cash flow.
 Despite the failure of this groundbreaking transaction, there are important lessons and insights. 


•
Financially healthier PDAMs need access to financial resources priced at market rates that match the timing of their capital investment requirements. This equals a corresponding need to develop awareness among the PDAMs on the availability of such alternative sources of funding.


•
Obtaining a credit rating should be the initial step before considering a bond issue. The PDAM Bogor did not consult rating agencies until after an initial feasibility study was completed. The rating process slowed down discussions with potential financing partners. Obtaining a credit rating early on helps gauge how potential investors would view the investment, and can serve as a marketing tool to build momentum. The utility eventually received a BBB (local) rating by PEFINDO, a local rating agency.


•
Mitigating construction financing risk is one of the most challenging issues for any infrastructure project. The proposed approach to mitigate the risk by arranging a turn-key contract (where the contractor is required to arrange its own financing during construction) is difficult to implement. Such a contract may only be possible with a credible guarantee that the funds will be available to repay the contractor once construction is completed. This was probably one of the main weaknesses of the proposed structure.


•
Given PDAM Bogor’s BBB rating, a stand-alone corporate bond would most likely require a credit enhancement, such as a partial credit guarantee, to increase the rating of the bond issue to a level acceptable to the Indonesian capital market. In the absence of a guarantee, it was unlikely that the issuance would attract sufficient market interest to raise the funds needed. 


•
The importance of building consensus and stakeholder support cannot be underestimated. Stakeholders such as the utility’s supervisory board that can influence decision-making should have been made active participants at an early stage. In this case, resistance from the board slowed progress throughout the process. 

•
PDAMs are separate legal entities and operate independently but are still affiliated to the municipal government, and this introduces a level of social and political risk that investors look upon unfavorably. Water tariffs, one of the most fundamental determinants of the PDAM’s financial strength, are set by the municipality, and tariff adjustment can be manipulated for political purposes.

B3g. Sustainability and Replicability

Despite the failure of the corporate bond issuance, alternative financing solutions for water service providers are critically needed in Indonesia. Over the long term, as the municipal bond market develops and matures in the country, financial intermediaries (“bond banks” or revolving funds) may emerge and bring down the cost of capital through economies of scale and credit enhancements.
 A combination of grant financing and market capital may be necessary to meet the financing needs of the water sector. 

In this context, the MOF, with USAID assistance, recently developed ministerial regulations on municipal bonds and their accompanying Standard Operating Procedures (SOPs). The SOPs provide guidance on the regulation on municipal bonds, as well as step-by-step instructions to municipalities considering a bond issue. With the regulations and SOPs in place, sub-national governments are empowered for the first time to issue sub-sovereign bonds to help meet the rapidly increasing needs of their communities.









� The Environmental Services Program (ESP) works with central and regional governments, private sector, NGOs, and other stakeholders to expand access to clean water and sanitation services in seven High Priority Integrated Provinces in Indonesia. 


� PDAM Bogor is a regional company wholly owned by the Bogor municipality with all or part of its capital in the form of municipal assets given to the PDAM as capital. PDAM Bogor is a separate legal entity and does not have any obligation to report to the Municipality on the usage of PDAM’s capital. The PDAM’s assets are not deemed as municipal assets.
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