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1. Reference framework

The Council Regulation (EC) 1083/2006 of 11 July 2006 lays down the general provision
ruling programmes and projects financed by the European Regional Development Fund
(ERDF), the Cohesion Fund (CF) and the European Social Fund (ESF).

In particular, as indicated in Art. 40 (e) of the Regulation, major projects seeking financial
support from the Cohesion Fund (CF) and the European Regional Development Fund (ERDF)
require the preparation of a Cost-Benefit Analysis (CBA) as part of the applications:

“Article 40. - The Member State or the managing authority shall provide the
Commission with the following information on major projects:

(-]

(e) a cost-benefit analysis, including a risk assessment and the foreseeable
impact on the sector concerned and on the socio-economic situation of the
Member State and/or the region and, when possible and where appropriate,
of other regions of the Community;”

At the same time, the Regulation required the European Commission to develop indicative
guidance regarding the methodology to perform CBA.

For the programming period 2007-2013, the Commission has provided a set of working rules
to promote consistency in the CBA for CF and ERDF applications (see Working Document 4:
Guidance on the methodology for carrying out Cost-Benefit Analvsisz, from now on the WD4).
The general methodological framework to carry out CBA in the context of EC Funding is
provided in the Guide to Cost-Benefit Analysis of Investment Projects, a manual published by
the Commission in 2002 which has been recently updated3.

The WD4 provides for generic guidance, and recommends the Member States to produce
more detailed CBA guidelines, with the goal to ensure consistency across projects presented
for financing in the various sectors, and ‘taking account of specific institutional settings,
particularly for the transport and environment sectors.’

In line with the above regulations, Romanian Government Ordinance HG nr. 28 of 9" January
2008 “on the methodological rules for elaboration and approval of technical and economic
documentation for investment projects” requires CBA as part of the technical-economic
documentation related to public investments. More specifically, HG 28/2008 requires the
following steps to be performed and presented as part of the documentation of the proposed
investment:

1. investment identification and definition of objectives, including specification of
reference period;

2. option analysis;

3. financial analysis, including the calculation of financial performance indicators:
cumulated cash -flow, NPV, Financial Rate of Return (FRR) and B/C;

4. economic analysis, including the calculation of economic performance indicators:
NPV, Economic Rate of Return (ERR) and B/C;

5. sensitivity analysis

6. risk analysis

These national CBA Guidelines build on the following framework:

2 Available at http://ec.europa.eu/regional_policy/sources/docoffic/2007/working/wd4_cost_en.pdf
8 Now available at http://ec.europa.eu/regional policy/sources/docgener/quides/cost/quide2008 en.pdf




- Romanian legislation comprising provisions related to the cost benefit — analysis (in
particular, the government decision HG28/2008 on the methodological rules for
elaboration and approval of technical and economic documentation for investment
projects)

- the national programming documents for the implementation of actions to be co-
financed by structural instruments (ERDF and CF), namely the National Strategic
Reference Framework (NSRF) and the relevant Sectoral Operational Programmes
(SOPs);

- the relevant EC regulations and guidelines,

- statistics, forecasts and other documents that may provide information to be
considered for the development of suitable methodological framework to carry out the
CBA.

2. Rationale and Objectives of the Guidelines

2.1 Rationale of these Guidelines

The present document refers to Sectoral Guidelines for Water and Wastewater projects,
and has been prepared in the general context of the water management projects included in
the Action Plans between JASPERS and the beneficiary Member States. The intention was to
close the gaps between the existing guidance and the specifics of the projects in the sector,
with focus on the information and outputs required in the major project applications.

To that extent, while consistent with the general CBA framework mentioned above, the
document is based on the experience of project appraisal for the first round of
water/wastewater projects applications assessed during 2007, and the early part of 2008.

2.2 What is CBA and why to perform it

CBA is an analytical tool which is used to estimate the socio-economic impact (in term of
benefits and costs) related to the implementation of certain policy actions and/or projects. The
impact must be assessed against predetermined objectives and the analysis is usually made
from the point of view of the society as whole, intended as the sum of all individuals
concerned. Typically, CBA analysis works with national boundaries so that the word “society”
usually refers to the sum of the individuals in a nation state.

The objective of CBA is to identify and monetise (i.e. attach a monetary value to) all possible
impacts of the action or project under scrutiny, in order to determine the related costs and
benefits. In principle, all impacts should be assessed: financial, economic, social,
environmental, etc. Traditionally, costs and benefits are evaluated by considering the
difference between a scenario with the project and an alternative scenario without the project
(the so called “incremental approach”).

Then the results are aggregated to identify net benefits and to draw conclusions on whether
the project is desirable and worth implementing. To that extent, the CBA could be used as a
decision-making tool for assessing investment to be financed by public resources.

The term CBA within these guidelines and according to EU requirements encompasses both
the financial and economic analysis of the project. More specifically, within the framework of
preparation and appraisal of CF and ERDF project, the European Commission requires a
CBA to:

(1) To assess whether a project is worth co-financing.
The goal is to answer to the questions: does it contribute to the goals of EU regional
policy? Does it foster growth and boost employment? In simple words, if the net
benefits for the society (benefits minus costs) of the project are positive, then society
is better off with the project because its benefits exceed its costs. The project should
therefore receive the assistance of the Funds and be co-financed. If not, it should be
rejected. This assessment is performed using an Economic Analysis.



(2) To assess whether a project needs co-financing.

Besides being desirable from an economic standpoint a project may also be
financially profitable without EU assistance, in which case it would not be co-financed
by the Funds.

To check if a project should be co-financed requires a Financial Analysis: if the
financial value of the investment (project revenues minus project costs) without the
contribution of the Funds is negative, then the project can be co-financed. In this case,
the EU grant should not exceed the amount of money that makes the project break
even, so that no over financing occurs.

The CBA is therefore needed to provide evidence that, while fitting within the framework of
EU regional policy objectives, the project is both desirable from an economic point of view
and needs the contribution of the Funds for it to be financially feasible.

Projects in the environment sector result in economic benefits like the “improvement of quality
of life” or the “improvement in ambient quality”, which are difficult to quantify in monetary
terms. For this reason, it is anticipated that CBA for this type of projects is especially
challenging and the problem becomes more evident during the calculation of the project’s
Economic Net Present Value (ENPV) or the Economic Rate of Return (ERR).

2.3 When to perform a CBA

When submitting an application for funding under the CF and ERDF funds, information on the
results of CBA is required only for Major Projects, which are defined as operations
accomplishing a precise and indivisible task whose total costs is in excess of:

- EUR 25 million for environmental projects
- EUR 50 million for all other fields.

To that extent a full CBA (comprising both a Financial and an Economic Analysis along with a
risk assessment) is compulsory only for Major Projects.

However, for smaller projects which are not subject to a preventive appraisal and approval by
the European Commission, the relevant Managing Authority could decide to include a
requirement for results of CBA to be assessed as part of the selection criteria. In those cases,
the methodology described by these Guidelines, or a simplified version of it, will apply.

Details of the methodology to be followed for smaller projects will be discussed with the
Managing Authority and will be reflected in relevant calls for proposal and applicant’s guides.

3. General methodological approach
3.1 Steps to be performed within the CBA

The proposed sequence for the CBA in the framework of project preparation, which is
consistent with the recommendations of the European Commission, is the foIIowing4:

- Strategic approach and definition of objectives

- Identification and selection of the most suitable alternative (in most cases, deriving
from the master plan and the feasibility study)

- Financial Analysis

- Economic Analysis

- Risk and Sensitivity analysis

- Reporting conclusions

Most, if not all of the inputs for the definition of project objectives, the identification of
alternatives and even the selection of the most suitable alternative will come from other parts

*The concept of CBA here has been expanded from the traditional economic analysis to the wider concept used in
the relevant EU regulations and related guidance documents.



of the project feasibility studies, and more specifically from the analysis of the project’s
technical, environmental and institutional feasibility. For these sections, what is expected in
the CBA is a summary and a presentation of those findings in a rational and consistent way.

The following sections provide the general recommendations on the actions to be taken when
performing each of the steps mentioned above.

3.2 Strategic approach and definition of objectives

The basic strategic documents for the implementation of actions to be co-financed by the CF
and ERDF are the National Strategic Reference Framework (NSRF) and the relevant Sectoral
Operational Programmes (SOPs)

As any other Member State, Romania has prepared a National Strategic Reference
Framework (NSRF), coherent with the Community Strategic Guidelines on Cohesion®, which
gives the strategic dimension to the Funds in line with the priorities of the Union. The NSRF is
the document that defines the strategy chosen by Romania to contribute to achieving those
priorities, and lists the SOPs that it endeavor to implement.

The SOPs present the priorities of the Member State (and/or regions) as well as the way in
which it will lead its programming®. Each SOP summarises the overall objectives and targets
sought at a sectoral level, as well as identifies the priority areas of interventions (priority axes),
which, in turn, lists specific objectives.

Table 1 summarises the objectives of SOP Environment’ agreed with the European
Commission, while table 2 provide the details on the objectives of Priority Axis 1, under which
water and wastewater projects have to be submitted.

Table 1: Objectives SOP Environment

Priority Axis 1 Improve the quality and access to water and wastewater infrastructure, by
providing water supply and wastewater services in most urban areas by 2015 and
by setting efficient regional water and wastewater management structures;

Priority Axis 2 Develop sustainable waste management systems, by improving waste management
and reducing the number of historically contaminated sites in a minimum of 30
counties by 2015

Priority Axis 3 Reduce the negative environmental impact and mitigate the climate change caused
by urban heating plants in most polluted localities by 2015.

Priority Axis 4 Protect and improve the biodiversity and natural heritage by supporting the
protected areas management, including Natura 2000 implementation.

Priority Axis 5 Reduce the incidence of natural disasters affecting the population, by implementing

preventive measures in most vulnerable areas by 2015.

Table 2: Specific objectives Priority Axis 1 — SOP Environment

Objective 1 Provide adequate water and sewerage services, at accessible tariffs
Objective 2 Provide adequate drinking water quality in all urban agglomerations
Objective 3 Improve the purity of watercourses

Objective 4 Improve of the level of WWTP sludge management

Objective 5 Create innovative and efficient water management structures

The objectives of the proposed actions and projects have to be defined in a manner
consistent with the overall objectives and priority axes of the SOP, including defining the
extent the propose projects will contribute to achieving the results the SOP is aimed at.

To that extent, as much as possible, reference shall be made to the set of indicator included
in SOP_ Environment for priority Axis 1. A detailed list of indicators will be provided by
Managing Authority.

® Avalaible at http://ec.europa.eu/regional_policy/sources/docoffic/2007/osc/index_en.htm.

® Please see http://ec.europa.eu/regional_policy/atlas2007/romania/index_en.htm for links to the approved NSRF and
summaries for the SOPs.

" Available at http://www.mmediu.ro/integrare/comp1/POSmediu/POS_Mediu_EN.pdf




To provide a concrete example, the general objective of a project in the field of water
management will typically be defined along the lines of the example in Table 3.

Table 3: Example of definition of the project’s general objective

General Objective: to develop a sustainable water and wastewater system in the county of [...] by improving the
quality of the existing services and reducing the negative impact of wastewater discharges in line with EU
practices and policies and in the context of the Priority Axis 1 of the SOP Environment.

Having defined the general objective, the specific objectives of the project will be formulated
in @ manner consistent with the specific objectives of the referred Priority Axis (see Table 4):

Table 4: Example of definition of the project’s specific objectives

Specific Objective

Values without project (*)

Expected value after completion

1. Increase in coverage of water
and sewerage services

[Percentage of population in
beneficiary county, and localities
connected to the water supply

[Percentage of population in
beneficiary county, and localities
connected to the water supply

system and to the sewerage | system and to the sewerage
system], system],
2. Improvement of quality of | [indication of compliance with | [indication of compliance with

drinking water in order to meet

the standards in the EU
Drinking ~ Water  Directive
98/83/EC

required quality standards in term
of number of urban agglomerations]
and/or

[percentage of population covered
by complaint water supply]

required quality standards in term
of number of urban agglomerations]
and/or

[percentage of population covered
by complaint water supply]

3. Increase of the coverage of
wastewater treatment, with
standards in accordance to
Urban Wastewater Treatment
Directive 91/271/EEC

[Number of agglomerations in the
beneficiary county with population
above 100,000 p.e, between
10,000 and 100,000, p.e. between
2,000 an 10,000 and below 2,000

[Number of agglomerations in the
beneficiary county with population
above 100,000 p.e, between
10,000 and 100,000, p.e. between
2,000 an 10,000 and below 2,000

p.e. with adequate treatment] p.e. with adequate treatment]

4. Establishment of efficient | [number of ROC/IDA with adequate | [number of ROC/IDA with adequate
operators and associated | institutional setting and capacity for | institutional setting and capacity for
structures  (i.e..  Regional | the sustainable operation of the | the sustainable operation of the

Operating Companies and water and wastewater system]

Associations of Municipalities)

water and wastewater system]

(*) Refers not to the current situation but to the projected situation at the date of the foreseen completion of the
project if the project is not implemented (business as usual)

It is recommended that each proposed project will carefully present both its overall and
specific objectives according to the example developed above.

3.3 Option Analysis and selection of the most suitable option

The presentation of a project proposal for co-financing from the CF and ERDF requires
performing a full feasibility study to justify that the project is a well thought series of works,
activities and services aimed at the achieving the objectives mentioned above. The results of
the feasibility studies need to be presented as part of the Application for Major Investment
Projects according to the requirement of Art. 40(c) of Regulation 1083/2006, as well as of HG
28/2008.

Typical feasibility studies for Major Projects will include information on the economic and
institutional context, forecasted demand and/or utilisation (either market or non-market), flows
and loads for the wastewater, available technology, the production plan (including the
utilisation rate of the infrastructure), personnel requirements, the scale of the project, its
location, physical inputs, timing and implementation, phases of expansion, financial planning,
environmental aspects. In many cases, detailed support studies are also needed
(engineering, marketing, etc.).

While all the studies above are not formally part of the CBA, the results of feasibility studies
are the basis upon which the CBA shall be performed.

In particular, as indicated in the WD 4:



“Evidence should be provided that the selected project is the most suitable alternative
between the options considered. This information should typically be found in the
results of the feasibility studies that have to be presented to the Commission under
Art.40(c).”

The identification of options will normally start at the level of a Master Plan or equivalent
planning document, which should provide the general context in terms of, inter alia, specific
problems in the existing infrastructure in term of adequacy to serve the projected demand in
compliance with the relevant standards, socio-economic conditions in the project area, main
technological options and indicative costing.

It is expected that the Master Plan will identify a long term investment plan for the area under
consideration, as well as a priority short term investment plan to achieve the objectives
highlighted in the section above.? As a result of the Master Plan analysis, a list of selected
alternatives, divided according to each agglomeration under consideration, will be retained for
further assessment in the feasibility level.

Please note that HG 28/2008 requires that at least three options are taken into account: a
zero option (without investment)g, a maximum investment option and a minimum investment
option. It is anticipated that more investment options can be considered in the analysis,
depending on the characteristics of the project.

Selection of options will focus on the different alternatives to achieve the specific objectives
(and standards after completion) of the project. This is typically done within the framework of
the technical feasibility study and, if properly done in the first place, there is no reason to
duplicate it just for the purposes of the CBA.

At feasibility study level, it is expected that the selection of the option to be retained for the
subsequent steps will be performed according to the following:

1) check all identified alternative strategic options, based on the identified problems and
technological options to be included in the project to achieve the intended objectives;
the process of defining and screening of the possible options for each agglomeration
or group of agglomerations should consider different technological options balancing
advantages and disadvantages of the options analyzed, etc. In most of the cases this
level of option analysis can be considered as sufficient. The analysis of options
should be carried out in separate for water and wastewater systems, plants and
networks (i.e. different locations for the plants, rehabilitation of plant components vs.
demolishing and new construction, re-lining against replacement, sludge final
destination, etc). It has to be noted that purely "technical" option analysis, such as
material for pipe, process for WWTP would not be sufficient to provide the strategic
assessment required.

2) screen the identified list against eventual qualitative criteria (to be established in light

of overall policy orientations and/or technical considerations — this needs to be
agreed with the MESD) with the aim of eliminating unsuitable options. This should be

® The preferred long term investment programme shall be divided into subcomponents in a manner that allows a
prioritisation based on available funding. For example, treatment capacity may be possible to divide into phases if the
treatment plant is of a sufficient size to make this viable and if the expected demand projections show that full
capacity will not be required for some time.

The identification and grouping of the short term investments is a pragmatic exercise, taking into account:
. A logical sequence for implementation of components (i.e. treatment capacity must be available for new
connections);
e The expected maximum programme size as a function of the availability of funds, taking into account
macroaffordability constraints; and
e The need to balance investments in new capacity with a wish to see greater coverage.
® For the projects under priority axis 1 of the SOP Environment, the zero option will not be a feasible strategic option,
due to the need to achieve compliance with the relevant directives within the timetable agreed by Romania as part of
its Accession Treaty. In this case, the zero option shall be considered as the counterfactual option against which
other options can be assessed.
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duly justified in the analysis and applied consistently across projects. The result of the
screening process is a short list of suitable alternatives which will be then subject to
cost effectiveness analysis (see step below);

3) proceed to assess retained suitable alternatives in term of their cost effectiveness by:

i) quantifying overall investment costs, as well as operating and maintenance costs
related to each retained alternative™. All costs will be estimated on an annual
basis, in real terms, for a period covering the economic life of the project facilities
(hereafter the “reference period”).

i) Subtracting (i) any revenues obtained from the sale of sub-product generated
during the operation of the facilities, like compost or electricity in the case of
wastewater treatment plants; and (ii) the residual value of the different facilities at
the end of the reference period.

iii) Ranking the options using an established least cost methodology.

4) assess if the alternatives differs in term of possible external impacts to society that
are not captured by the least cost analysis (e.g., disruption of urban traffic when
rehabilitating networks, impact of choice of location and number of wastewater
treatment plants, etc.)

i) if the overall impact expected from each of the considered alternatives can be
justified as being similar, then retain the least cost option as the preferred one.

ii) if differences in term of external impact are identified across alternatives, adjust
the least cost analysis to incorporate the identified externalities (this will require
monetising the external impact) in order to establish a final ranking that takes into
account those externalities.

The option analysis performed according to the steps detailed above it is expected to identify
the alternative that achieves the intended objectives at the minimum overall cost to society
and that will be assessed in the framework of the CBA.

3.4 Financial Analysis

3.4.1 Objectives and scope of the analysis

The purpose of the financial analysis is to assess the financial performance of the proposed
action and/or project over the period under consideration, with the view to establish the extent
of financial self-sufficiency and long term sustainability of the proposed project, its financial
performance indicators, as well as the justification for the amount of EU assistance being
sought.

More specifically, the financial analysis has to cover the following steps: (i) estimate the
project revenues and costs and their implications in terms of cash-flow; (ii) to determine the
funding gap of the selected option and subsequently calculate the eligible expenditure that
can be co-financed by the Funds (iii)define the project financing structure and its financial
profitability; (iv) verify the sufficiency of the projected cash flow to ensure the adequate
operation of the project and meet all investment and debt service obligations;

'° This needs to cover at least the following items:
a. Land property costs, like in the case of purchase, expropriations and/or compensation paid for
changes in land use.
b.  Design and construction costs for the different facilities.

c. Purchase cost of equipment to operate the different facilities, with the corresponding replacement cost
if applicable when its economic life is lower than the reference period.

d. Operation and maintenance cost for the different facilities involved in the alternative, including the cost
of the final disposal of sub-products, like sludge from wastewater treatment plants.

e. Costs associated to the measures to mitigate the environmental impact of the project, which are
normally proposed as part of the project’'s Environmental Impact Assessment.

11



3.4.2 Calculation of financial flows

The analysis is typically made up of a series of tables that collect the financial flows of the
project, broken down as total investment, operating costs and revenues, sources of financing
and cash flow analysis for financial sustainability.

Water and wastewater projects will typically fall within the boundaries of an existing
infrastructure, where a clear cut separation of the revenues and costs directly generated by
the project might be problematic. To overcome this difficulty, the recommended methodology
is the discounted cash flow analysis (DCF)'', which uses an incremental method that
compares a scenario with the project with an alternative scenario without project.

The incremental method is applied as follows:

1. Projections are produced of the overall operation’s cash-flows (in term of expected
revenues and costs, as well as other investments planned or needed in any case, for
each year of operation) in absence of the proposed project (without project scenario).
When the proposed project is entirely new, the without project scenario is a scenario
of “no operations”.

2. Similar projections of the operation’s cash-flows are produced taking into account the
proposed projects and its impact in term of operations (with project scenario). The
project promoter shall take into account the whole investment plan, account for
changes in O&M costs; adjusts tariffs (if relevant), taking into account affordability of
services.

3. A cash flow for the investment is the difference between the cash flows in the “with
project scenario” and the “without project scenario”. In case the proposed project is
entirely new, the with-project scenario is the basis for the incremental cash-flow.

The result of the process above is the “incremental” impact of the proposed projects in term of
a financial cash-flows statement for all years of operation.

In light of the methodology used, particular care shall be used in the definition of the without
and with project scenario. For each scenario, key assumptions shall be made regarding:

Service performance indicators: service area and population served, demand development by
category of customers, connection rates, metering rate, specific water consumption by
category of customers'?, physical losses and infiltration to the sewerage network.

Operation and maintenance costs: projections of O&M costs split in fixed and variable costs,
and by category. They also include, whenever applicable, savings generated by the project.

Clear assumptions shall also be made on financial performance indicators and tariff
evolutions (on the latter, see section 3.4.5 below).

It is anticipated that the without scenario will have to be one of efficient operations, based on
a realistic estimate of the continuation of the status quo. To that extent, it could cover some
minor necessary investments, if estimated as needed anyhow, duly justified in the analysis
and financed by the operator, but not to a level comparable to the ones envisaged in the with

project scenario’.

" The DFC method has the following features:
. Only cash flows are considered; i.e. the actual amount of cash being paid out or received by the
project. Non-cash accounting items like depreciation and contingency reserves must not be included.
Cash flows must be considered in the year in which they occur and over a given reference period
. When adding or deducting cash flows occurring in different years, the time value of money has to be
considered using a predetermined discount rate.

"2 As regards to the level of consumption used in the analysis, this shall be consistent with what used in the technical
feasibility study as design parameters.

"®If the without scenario involve penalties for non compliance with prevalent legislative requirements, the level of

those penalties needs to be based on the current level of penalties imposed by the relevant authorities, and projected
according realistic and well defined assumptions.

12



All the assumptions mentioned above shall be clearly defined_in a tabular format as an annex
to the final CBA report, specifying the situation in the with and without scenario.

The beneficiaries are also requested to present a summary of the underlying assumptions for
unitary investments and operating costs as used in the financial analysis following the format
attached in Annex 1. This shall include details on the specific cost savings that the project will
allow to achieve™.

This assumptions need to be equivalent to those used in the feasibility studies to estimate the
investment and operating cost of the proposed priority investment.

Please note that failure to duly present, as an annex of CBA reports and in the required
format, the assumptions used for the financial analysis can result in delays in project approval
and, ultimately, in the rejection of the Proposal.

3.4.3 Principles to follow in developing financial projections

The financial projections for the project should be prepared on the basis of a financial model
under the following principles:

Reference period and life of equipment
The period of projection is the same as the project’s reference period, which is typically 30
years in the case of water and wastewater projects.

As regards to the technical life of equipment, which has an impact on the level of replacement
costs that needs to be taken into consideration during the reference period, it is
recommended to split the assets into three main categories:

- Civil works (including operational buildings, reservoirs, access ways, etc...) — 40 years

- Pipes (including transport and distribution pipes, connections) — 40 years

- E&M equipment (including electrical and mechanical equipment built in wells, plants,
pumping stations) -15 years

Financial discount rate
The financial discount rate (in real term) to be used is 5%, as recommended by the European
Commission in WD4.

Macroeconomic assumptions

Macroeconomic inputs shall be based on the relevant statistical sources and be consistent
across project proposals. The assumptions to be used for the forecasts, as well as the main
sources for the data to be used are detailed in Annex 3.

Features of the financial model

One single set of consolidated projections shall be developed for the whole project, as
opposed to a number of sets reflecting different components or geographical areas of the
project.

All inputs should be concentrated in one spreadsheet, with data entered in local currency and
real terms, and inflation being considered separately and added later on for the projections.

' One way to calculate OM&A cost savings of individual project measures is by comparing the OM&A cost of two
scenarios:

. with-project scenario as proposed in the application
. alternative (even if purely hypothetical) scenario, in which all project measures BUT the analyzed measure(s)
are implemented (i.e. the with-project scenario without the analyzed measure).

In the alternative scenario, all model variables not directly affected by the measure remain as in the with-project

scenario (i.e. connection rates, specific water demand, etc.). The difference in term of costs between these two
scenarios is an estimate of the cost savings directly linked to the individual project measure.
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The projection in local currency is done in nominal terms in order to reflect more accurately
the reality under the assumption made for inflation.

The translation into euros is done using the so-called “all-current method”, by which income
statement values are translated using the average exchange rate for the year, balance sheet
values are translated using the ending exchange rate for the year (with the exception of the
shareholder’s equity, which is translated at the historical rate), and the translation gain or loss
is recorded directly into the shareholders’ equity as comprehensive income.

3.4.4. Analysis of financial projections

The relevant aspects to be considered for the analysis of the output of the financial model in
order to ensure that the financial projections for the project are acceptable are the following:

1. Justification and consistency of data: All relevant input data should be justified (in the
CBA or with reference to other parts of the project feasibility studies) and consistent with
the conclusions of the feasibility studies, the project description and the rest of the data in
the financial projections. In particular, this refers to the following: (i) beneficiaries; (ii)
demand; (iii) investment costs; (iv) revenues; (v) operating costs; and (v) expected
changes of those variables during the projection period. For investment and operating
costs, the applicant is requested to detail its underlying assumptions, by filling the form
presented in annex 1. Also, there should be sufficient certainty regarding the financial
arrangements for the financing of the project, and in particular in the case of direct
contributions from national authorities and beneficiaries and loans from local lenders or
international financial institutions.

2. Polluter pays principle: The chosen scenario for tariffs should reflect the correct
application of the Polluter Pays Principle. In the case of the water and wastewater
projects and according to Art. 9 of the Water Framework Directive 2000/60/EC, this
means that

“Article 9. — Member States shall take account of the principle of recovery of the costs
of water services, including environmental and resource costs, having regard to the
economic analysis conducted according to Annex lll, and in accordance in particular
with the polluter pays principle.”

3. Affordability: Art. 9 of the Water Framework Directive 2000/60/EC also states that
"Member States may in so doing have regard to the social, environmental and economic
effects of the recovery [...]". In addition, Art. 55 of regulation 1083/2006 allows for
“considerations of equity linked to the relative prosperity of the Member State concerned”,
which for all practical purposes implies that the total charges paid by the users for water
and wastewater services should not exceed certain commonly accepted thresholds.

In order to ensure that the affordability of tariffs for low income households is taken into
account, the following steps are required in the analysis:

a. Estimation of the average household income for those households subject to the
payment of tariffs.

b. Estimation of the number and income of low income households based on the
lowest decile of a distribution of income for those households subject to the
payment of tariffs.

c. Verification that the total water and wastewater charges including indirect taxes
for the lowest income household do not exceed 4.0% of their household
disposable income (when calculated on the basis of an average per capita
consumption of 75 lcd)®.

'® This needs to be consistent with the assumptions and parameters used in the feasibility study to establish the size
of the investment and its operating costs.
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The determination of the average household income as well as the income distribution by
decile shall be based on data sourced according to the recommendation of Annex 3. In
any case, the CBA report shall duly specify the source of the data used.

The calculation above implies the definition of a tariff rates that are affordable for all
customers, but this does not mean that the same rates apply to all customers. That is, an
affordability constraint for low income customer can be overcome with a tariff structure
with lower rates for low income customers and/or progressive rates for higher levels of
consumption, but the rest of the customers and in particular the non-residential ones can
be subject to higher rates that are more consistent with the Polluter Pays Principle’®.

4. Financial sustainability: The verification of the project financial sustainability implies a
cumulative positive cash flow for each one of the year of the projection. This shall ideally
valid when performing the analysis at project's level, but surely at operator’s level.
Temporary shortfalls can be covered by a revolving credit (embedded in the model’s cash
flow statement) provided that the assumptions behind this revolving credit are reasonable
with regards to the local financial markets. Also, when the financing structure of the
project includes a long-term loan to be paid with revenues within the scope on the
financial projections, a debt service coverage ratio (oPerator level)'"” of at least 1.2 will be
required for each year of the loan amortization period 8

3.4.5. Considerations on tariff increases

In light of the points raised above, incremental tariff increases shall be considered in the
financial analysis with the goal to ensure an adequate level of recovery of the cost of
providing the service, as well as financial sustainability of operations once the project is
implemented, while at the same time respecting affordability constraints that might apply.
Nevertheless, as stated in WD 4, tariffs shall be set at a level adequate to cover operating
and maintenance costs, as well as a significant part of the asset’s depreciation (meant as a
proxy of the cost needed to replace the infrastructure in the future).

To that extent, the following approach is recommended:

- in the without project scenario: tariff shall be set at a level of full cost recovery of the existing
systems, therefore allowing for coverage of O&M, as well as depreciation of existing assets'®.
If current tariffs do not achieve this, then the necessary tariff increase shall be assumed in the
analysis, conditional upon existing affordability constraints.

- in the with project scenario: tariffs shall be increased to the level needed to a) cover O&M
cost for the existing and new (project) assets, including depreciation; b) allowing for the
necessary cash flow to meet the financial sustainability requirements detailed above; c) taking
into account affordability constraints, allow the operator to build enough cash reserves to
Ie_]:]szgzrf the future replacement of all assets, starting from the ones with the shortest economic
ife” .

'® This is in line with the affordability policy adopted by the Ministry of Environment and Sustainable Development for
Cohesion Funds projects in the water and wastewater sector. According to this policy, higher tariffs are allowed for in
case the general affordability limit threatens the financial sustainability of the operator or the project.

" Measured as EBITDA/DebtService, with EBITDA being the earnings before interest, taxes, depreciation and
amortization

B 0or higher as per already existing loan covenants or if required by the IFI co-financing the project, when applicable.
® Where existing assets are at the end of their economic life, and therefore already fully depreciated, the calculated
depreciation cost could be low. In such cases, the tariff levels in the “without scenario” could allow for limited
replacement of obsolete infrastructure where critical for the maintenance of the status quo. However, this investment
shall be limited (not comparable to the situation in the with project and in particular not meant to achieve compliance)
and the related tariff increases shall stay within affordability limits (an assessment shall be provided for the without
project scenario). This provision shall be clearly justified in the CBA as part of the assumptions used in building the
scenarios and shall be based on a duly presented estimate of the replacement value of the existing infrastructure.

0 The beneficiary shall explain in detail the method used in the analysis to identify the tariff increases needed to
achieve the coverage of such costs, as well as its consistency with the approach required by the relevant Romanian
regulations.
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Please note that tariff increases shall be implemented with the goal of achieving unification of
tariffs in the service area of the operator by the time the project become operational, if not
earlier.

Also, tariff increases needs to be designed taking into account realistic phasing which are
socially acceptable, and to limit the risk in revenue reductions (do to affordability problems).

This is valid not only for the tariff increases needed to finance the investments envisaged in
the short term priority investment (proposed for funding under this programming period) but
also for the overall implementation of the long term investment plan agreed at Master Plan
level.

To that extent, the beneficiaries are requested to complement the affordability analysis of the
tariff increases proposed for the current investment, to be performed according to point 3 of
the previous section, with an update of the macroaffordability analysis performed at Master
Plan level, which takes into account the investments to be implemented within the same
agglomerations after the current programming period (or phase of investment). This updated
macroaffordability analysis shall aim at highlighting the remaining financial capacity of
customers within the same service area to sustain further tariff increases for the
implementation of investments in the following phases.

It is anticipated that this will require establishing clear assumptions about the corresponding
timetable (linked to compliance with EC Directives) as well as the future rate of public
contribution (assumed to stay at comparable level as in the current programming period, i.e.
90 per cent).

Tariff increases affect demand due to demand elasticity effects. To that extent, the
assumptions used for both price and income elasticity shall be presented and justified as part
of the analysis and the expected impact on demand duly assessed. As regards to the level of
consumption used in the analysis, this shall be consistent with what used in the technical
feasibility study as design parameters)

Whenever the area suffers, or is expected to suffer from water scarcity problems, the
beneficiary is requested to consider the implementation of alternative tariff policy approaches
to promote an efficient water allocation and use?, as for example increasing block tariff
systems, increasing the tariffs with the consumption.

The same recommendation is valid for those cases where due to low affordability levels, the
application of the affordability ceiling detailed in section 3.4.4. above, will cause tariffs to be
set at a level that endanger the financial sustainability of the project (and operator) or do not
ensure full cost recovery of operation.

In such cases, alternative or cumulative options shall be explored in order to address the
problem and ensure sustainability. It is anticipated that such options shall include, as a
minimum:

2 One possible approach for setting tariffs in the with project scenario is to make reference to the levelized unit cost
(or dynamic prime cost) as a proxy of the long term cost of the proposed project. This is calculated by dividing the
discounted value (net present value) of the related cost flows (both investment and OM&A cost) by the discounted
volume of billed water consumption. The period of reference and the discount rate to be used shall be consistent with
the ones used in the analysis. The investment cost items that are taken into account in the calculation are: a) Initial
investment cost of the system; b) Reinvestment cost for replacement of assets at the end of their economic lifetime;
c) Residual value of all infrastructure at the end of the period of analysis.

Only cash-flows are taken into account in the calculation (i.e. no depreciation cost of the assets). Cash-outflows are
entered in the year in which they occur. The residual value of the project infrastructure is entered as a cash- inflow in
the last year of the period of analysis (even if the infrastructure is not liquidated). In the case of pre-existing
infrastructure (i.e. extension projects), the residual value of existing infrastructure is entered in the first year.

2 On this topic, see the Communication from the Commission to the European Parliament and the Council
“Addressing the challenge of water scarcity and droughts in the European Union” published in July 2007, available at
http://ec.europa.eu/environment/water/quantity/scarcity _en.htm
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- a political decision to set tariffs above the affordability thresholds, while considering specific
measures at the level of IDA to reduce the affordability burden on the poorest households
(vouchers, lower “social” tariffs, etc)

- alternative and more sophisticated tariff systems are considered, allowing for example, tariff
charges progressively increasing with consumption, increasing subscription part of the tariff,
applying higher tariff for big consumers (industry), etc.

The CBA will have to duly describe the recommended tariff system.

3.5 Funding Gap Calculation

For the period 2007-2013, art. 55.2 of the Regulation 1083/2006 stipulates that the
determination of the level of EU co-financing is based on the concept of funding gap,
intended as the portion of the proposed (eligible) investment that cannot be covered by the
net revenues accruing for the investment itself, both expressed in term of their current
(present) value.

The difference between the two values is considered as Eligible Expenditure when applying
the co-financing rates specified in the relevant SOPs.

Using cash flows calculated as in the previous section, the Applicant should calculate the
maximum EU grant rate. WD4 gives clear instructions, which are replicated in the box below.

STEPS TO DETERMINE THE EU GRANT
2007-2013 PROGRAMMING PERIOD

Step 1. Find the funding-gap rate (R):

R = Max EE/DIC
where

Max EE is the maximum eligible expenditure = DIC-DNR (Art. 55.2)
DIC is the discounted investment cost

DNR is the discounted net revenue = discounted revenues — discounted operating costs +
discounted residual value

Step 2. Find the “decision amount” (DA), i.e. “the amount to which the co-financing rate for the priority
axis applies” (Art. 41.2):

DA = EC*R
where

EC is the eligible cost.

Step 3. Find the (maximum) EU grant:

EU grant = DA*Max CRpa
where

Max CRpa is the maximum co-funding rate fixed for the priority axis in the
Commission’s decision adopting the operational programme (Art. 52.7).

The resulting funding gap and subsequent grant rate will then feed-back to the financial
projections in an iterative process.

While the tariff increases based on the approach recommended in the previous section are
the basis for forecasting project’'s incremental revenues, the discounted cash flow analysis
performed to calculate the Funding Gap (see following section), however, should not
include non-cash accounting items such as depreciation and contingency reserves, as
clearly stated in Working Document 4.
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On the other side, replacement costs that are due to be incurred during the period of analysis
(e.g., for electro-mechanical equipment with a shorter economic life, see Annex 2 for details)
are included in the Funding Gap calculation as (discounted) operating and maintenance
costs.

3.6 Profitability Analysis

The same incremental cash flows used for establishing the funding gap are also used to
calculate the project financial performance indicators (i.e. the financial net present values
FNPV/C and the corresponding financial return on the investment or FRR/C) in absence of
co-financing from the Funds®.

Since co-financing is required only if the proposed project or action is not financially profitable,
a project will be eligible for co-financing only if, before EU interventions its FNPV/C is lower
than 0, and its FRR/C is lower than the chosen discount rate?*.

In case of grant funded projects the profitability analysis is used to assure that the grant was
properly calibrated and does not transfer too much funding to the operator promoter of the
project. To that extent, the project promoter is also expected to calculate the following
financial indicators to show that the EU grant rate identified above is not too generous:

e FRR/C and FNPV/C
e FRR/Kand FNPV/K

FRR/C measures the capacity of the project to provide an adequate return on the investment,
regardless the way it is funded. As discussed above, FRR/C is calculated from a cash flow
projection that covers the project's economic life and includes initial investment, replacement
costs for the project short-life equipments, operation and maintenance costs as outflows, and
receipts from project revenues and project residual value at the end of its economic life as
inflows. These estimates are made gross of taxes.

After the EU grant, FRR/C value shall be higher but most likely still below the financial
discount rate.

FRR/K measures the capacity of the project to provide an adequate return to the capital
invested by the project promoter. The FRR/K is calculated from the same cash flow projection
used for calculating FRR/C, but detracting from the project investment costs both loans
drawdown and the EU contribution®.

FRR/K should never exceed the required return on equity for companies in the sector, since
this would show an excessive return of the promoter at the expense of the EU tax payer.

If relevant, it may be useful to determine a separate FRR/K for the operator when this is
different from the owner of the infrastructure/investor. Beside conducting a consolidated
financial analysis (and a consolidated calculation of the indicators), this can addressed by
calculating two FRR/K taking into account the capital outlays to be covered respectively by
the operator and by the investor.

% ENPV/C is calculated by calculating the Present Value of the stream of cash-flows in the net cash-flow statement.
FRR/C is the corresponding Internal Rate of Return, at the chosen discount rate.

 The financing gap and financial profitability indicators (FRR/C, FNPV/C, FRR/K and FNPV/K, before and after
Community assistance) are calculated using a financial discount rate of 5% in real terms, according to the regulations
and more specifically according to the instructions in the Guide to Cost-Benefit Analysis of Investment Projects and
Working Document 4: Guidance on the methodology for carrying out Cost-Benefit Analysis. It is worth noting that
WD4 requires the profitability