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Why Economic and Financial

Instruments?
THE EU WATER FRAMEWORK DIRECTIVE

(2000/60/EC)

Those who pollute water
resources should bear the costs of managing and mitigating
the pollution.

Setting prices to promote efficient
water use. This implies prices that reflect the true cost of
water services, including environmental and resource costs.

Cost of water services, including
environmental and resource costs, must be recovered
through pricing. This helps to incentivize efficient water use
and fund necessary infrastructure and maintenance.

Economic analysis to understand the
trade-offs and impacts of different water management
measures. This includes assessing the economic impacts of
proposed measures and identifyving cost-effective solutions.



Yes... but why Economic and
Financial Instruments?



What is failing?

WED objectives have not yet been fully reached “largely due to insufficient funding, insufficient implementation [...]
and insufficient integration of environmental objectives in sectoral policies”. e
SHE
European Commission (2019). Commission Staff Working Document: Executive summary of the Fitness Check of the Water Framework‘ !
Directive, Groundwater Directive, Environmental Quality Standards Directive and Floods Directive. SWD(2019) 440 final.

Member States have not used the economic instruments that the WFD offers, despite the obligations for Member States to
make available the necessary means for their implementation. , there has been

, such as time extensions, from achieving the objectives.

o0, Pellegrini E, Dalmazzone S, Fasolino NG, Frontuto V, Gizzi P, Berbel, J., & Expésito, A. (2017).
+\\ : 1 /7 + LuppiF, Moroni F, Raggi M, Zanni G, Viaggi D. . European Planning Studies,
26(1), 20-34. https://doi.org/10.1080/09654313.2017.1364353
Water. ; 15(23):4128.
https://doi.org/10.3390/w15234128

. The Water Framework Directive,
: State of play on implementation and enforcement of EU's main water
law. EEB
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DESCRIPTION OF THE INSTRUMENT

Mechanism designed to encourage the contributions of natural ecosystems in providing
benefits to human societies. In PES schemes, conditional payments are offered to those who
actively contribute to the provision and maintenance of ecosystem services (ES). For
instance, water users may be incentivized to adopt sustainable practices that protect water
sources and enhance water quality. These payments can originate from diverse sources, such
as government funding, private entities, or utilities.
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Payments for Environmental Services (PES) '”//////w~

CONTRIBUTION TO GOVERNANCE

« Investment leverage: Promote sustainable practices through economic
opportunities and incentives.

« Sustainability of water systems

« equitable water governance support: Facilitates stakeholder
negotiations and agreements on ecosystem service utilisation and
compensation

BARRIERS OR CHALLENGES FOR IMPLEMENTATION

¢ Inadequate funding (budgetary constraints)

¢ Unclear property rights

+ Limited technical capacity to implement these programs

« Transaction costs: Fees and costs associated with buying & selling ES

¢ Lack of political support

« Resistance from landowners

* Willingness to pay among potential buyers (fairness)

« Crowding-out of intrinsic motivations to protect ecosystems

« Infringement of the polluter-pays principle: Insufficient pricing
mechanisms that fail to accurately reflect the true cost of environmental
damage

PATHWAYS FOR IMPLEMENTATION

¢ Establishment a well-defined legal framework

¢ Establishment of payment mechanisms

« Establishment of contracts and agreements defining property rights, with
a clear understanding of who is selling and buying

¢« Understanding the objectives and financial capabilities of buyers & sellers

« Establishment of a robust system for monitoring and evaluation

¢ |dentification of adequate funding and payment mechanisms based on
performance

+ Stakeholder engagement

PR €)euroquality J“}m EQEEENE%
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DESCRIPTION OF THE INSTRUMENT

Set of different mechanisms that permit water rights holders to voluntarily transfer their water
rights to other economic agents or users in exchange for financial compensation.

Water markets encompass various exchange mechanisms, which may be subject to varying
degrees of public intervention, allowing the voluntary exchange of water resources between
different parties. Through these mechanisms, the responsibility of reassigning water resources
from the Administration to the users themselves will be abandoned, but without making
changes in the distribution of property rights and/or concessions. The users would receive
signals of the scarcity of the resource through the market price and, seeking their private
benefit, they would use it optimally, resulting in the transfer of water to those uses of more value
and an efficient destination of the resource.

Water markets serve as effective tools for managing water demand, especially in water scarcity.
Additionally, these markets increase the value of water by reallocating it from uses that
generate low economic value to more valuable ones without altering the overall availability of
water. The resulting welfare gains can be significant. This effect is particularly beneficial during
drought situations, as water markets contribute to mitigating their economic impact.

Water markets

[l Medium

[ Low

[] Notimplemented

More information
on the economic
instrument
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CONTRIBUTION TO GOVERNANCE

« Effective valuation of water: Can help reveal the value of water by
providing an economic valuation based on supply and demand, value
added form productive use.

» Sustainability of water systems: Create effective incentives to motivate
users to use water resources in an efficient manner

+ Reduction of the economic impacts of drought

« Reallocation of water resources

BARRIERS OR CHALLENGES FOR IMPLEMENTATION

« Administrative barriers: Many restrictions and pre-requisites before a
water exchange is approved.

« Environmental concerns: Water scarcity can cause negative externalities
such as water pollution, groundwater salinization, loss of biodiversity and
loss of ecosystem services.

« Social Impacts: Water markets can lead to adverse social consequences,
such as reduced employment in areas involved in water selling.

« Market Failures: The presence of market failures can result in an
inequitable distribution of market benefits.

« Lack of Regulatory Framework: Inadequate or unclear regulatory
frameworks can hinder the proper functioning of water markets.

« Infrastructure and Transaction Costs: High infrastructure
transaction costs can limit the practicality of water markets.

+« Water Rights and Ownership Issues: Complex water rights and
ownership arrangements

PATHWAYS FOR IMPLEMENTATION

e Transparency

« Environmental and social impact assessment

e Public consultation

e Third-party protection and administrative authorization

« |dentification of water rights

¢ Legal framework that allows for the implementation of water markets

and

o H - e
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DESCRIPTION OF THE INSTRUMENT

Water charges refer to fees imposed on the utilisation of water, encompassing expenses
associated with the transportation and storage of water, as well as the economic value of the
resource. These charges can take the form of earmarked tariffs, where the fees are directly
allocated for specific purposes, or they can be in the form of taxes, where the revenue is not
specifically designated for any particular use.

In Europe, water charges are not determined through a market system. Instead, an administrative
procedure is followed. This procedure often does not include the costs of maintaining the water
infrastructure needed to provide the service, nor does it consider the environmental and resource
costs. This is especially noticeable in the irrigation sector, where there are widespread implicit
subsidies due to inadequate cost recovery. As a result, the charges imposed on water use are not
enough to cover the costs of the negative effects on the environment and resources. In cases where
the cost recovery is higher, it usually reflects the ability of users to pay rather than the impact on
water withdrawals.

EXAMPLE OF CHARGES

« Payments and fees for the abstraction/discharge of (ground)water

 \Water tariffs on water usage, with the aim of increasing the rates of cost recovery

e Charges for wastewater discharges

e Taxes on drinking water and sanitation

« Finestodiscourage individuals, businesses, or industries from engaging in activities that lead to
water pollution, wastage, or unauthorized water use

CONTRIBUTION TO GOVERNANCE

« Sustainability of water systems: Water charges provide economic
incentives for efficient water use.

« Financial sustainability and cost recovery: Water charges help ensure
the financial sustainability of water management systems. By charging
users for water services, the costs of water supply, treatment, distribution,
and infrastructure maintenance can be recovered.

More information
on the economic
instrument
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BARRIERS OR CHALLENGES FOR IMPLEMENTATION

¢ Resistance from groups of interest and related transaction costs
o Willingness and ability to pay
¢ Unintended consequences can arise, including:
o Adverse impacts on agricultural income
o Widespread effects throughout the economy
o Redistribution of resources, potentially affecting different sectors or
social groups.

Water charges

W High

PATHWAYS FOR IMPLEMENTATION

+ Enhancement of institutional capacities

+ Ensuring effective enforcement of regulations and metering systems

« Supplement with decoupled subsidies to provide compensation for users
who may experience negative effects
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More information
on the economic
instrument

Degree of success Low Medium High
Not known
Country: Spain
Type of instrument | Financial | | Business | kconomicl X

subt\‘Pe: Water markets

,
m
W

Implementation:

In the explanatory statement of Law 46/1999 it is stated that the reform

law by which the water markets were introduced into the Spanish legal system intended to
wpromote efficiency in the use of water, to what is necessary to make the current regime
more flexible through the new contract for the assignment of rights, which allows for the
social optimization of the uses of such a scarce resource. In Spain there are two typologies:

carry out public off

1. Temporary transfer of water rights: Signed between users, implies the temporary
transaction of water rights if both parts have already rights to use water and with
some clearly defined limitations (not allowed transactions from non-consumptive to
consumptive uses, no environmental harm, ~*-*

2. Water use rights clearinghouse: Under .
declaration of aquifer overexploitation), the
water use rights clearinghouses in the basin:

ers of acquisition and tra

The acquisition of water use rights can be te
can acquire rights over public waters, but al:

Contribution to go

Effective valuation of
water

\Water markets ca
X |providing an econ
idemand, value ad

Sustainability of
water systems

The objective of it
X [to socially optimiz
3 scarce resource

Pathways for impler

Requirements to
implement the
instrument

« Transparency
+ Environmental and
# Public consultation

Challenges to implement
the instrument

1. Low trading activity: Wat

[ drought periods, and even t
total water use.

2. Administrative barriers: b
jwater exchange is approvec
konsultation, third-party pro
ladd transaction costs and re

Country: France

Type of instrument | Financial | | Business | |Economic| X

Subtype: Payment for environmental services

Implementation:

In France, PES programs are primarily implemented through agri-environmental schemes
and other conservation initiatives. The most notable PES program in the country is the
"Paiements pour Services Environnementaux” (PSE) scheme, which translates to Payments
for Environmental Services. PSE is a voluntary program incentivizes farmers and landowners
to adopt sustainable agricultural practices, protect natural resources, and enhance
biodiversity. Under the PSE scheme, farmers and land managers can receive financial
support from various sources, including government funds, European Union subsidies, and
private organizations. The payments are typically provided in exchange for implementing
specific environmental actions or maintaining land in an environmentally friendly manner.
These actions may involve reducing chemical pesticide and fertilizer use, implementing
wildlife-friendly practices, preserving wetlands, or creating buffer zones along
watercourses. The specific payment amounts and eligibility criteria vary depending on the
region, the environmental objectives, and the available funding. Payments may be based on
the area of land enrolled, the level of environmental commitment, or the delivery of
measurable outcomes. The funds for PES programs in France are primarily allocated
through regional or national agri-environmental policies and programs.
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PAYMENTS FOR
ENVIRONMENTAL SERVICES

SUBSIDIES

DESCRIPTIO

OF THE INSTRUMENT

INSURANCE

UPTION OF THE INST

ECONOMIC INSTRUMENTS

NON-MONETARY VOLUNTARY
AGREEMENTS

PTION OF THE INSTRUMENT

Mechanism designed to encourage the contributions of
natural ecosystems in providing  benefits to human
societies. In PES schemes, conditional

Financial tools to promote outcomes related to
water resources. Their goal is to encourage responsible
‘water usage improve access to water, and support

affered to those whe actively
and maintenance of ecosystem services
instance, water users may be incentized to sdopt
sustainable practices that protect water sources and
enhance water quality. These payments can originate from
diverse sources, such as government funding, private
entities, or utilities.

CONTRIBUTION

- )
ge: Promate

e practices
through economic opportunities and incentres.

- Sustainability of water systems

. i water support: Facilitat
stakehaolder negotiations and agreements on ecosystern
service utilsation and compensation

EARRIERS OR CHALLENGES FOR IMPLEMENTATION

« Inadequate funding [budgatary constraints)
= Unchear property rights

« Limited technical capacity to implement thess
programs

= Transaction costs Fres and costs associated with buying
& selling E5

= Lack of political suppart

« Besictance from landowners

= Willingness to pay among potential buyers [fairmess)

» Crowding-out of intringic motivations to  protect
ecosystems.

= Infringerment of the polluter-pays principle Insufficient
pricing mechanisms that fail to accurately reflect the
true cost of envirenmental damage

PATHWAYS FOR IMPLEMENTATION

Establishment a well-defined legal framewark
Establshment of payment mechanisms

+ Establishment of contracts and agreements defining
property rights, with a clear understanding of who
selling and buying
Understanding the objectives and financial capabilities
of buyers & sellers

Establishment of a robust systern fior manitoring and
evaluation

Identification of adequate funding and payrment
mechanisms based on performance

Stakehalder engagemant

positive jes such as ecological flows. There are
two main types of subsidies: Explicit and implicit subsidies
Explicit subsidies are more easily recognizable, including
price suppart, direct payments, and suksidized loars. These
are direct forms of financial aid aimed at helging individuaks
or organizations afford water-related expenses. Implicit
subsidies, on the other hand, are less abvious and imvolve
indirect forms of support. They can take the form of
reduced regulations, tax refief, and not fully recovering
the costs of water services.

can  enhance positive ocutcomes, lower
costs, and increase the availability of water-
related goods and services. This can |ead to a decrease in
prices and cther positive impacts. However, allocating too
much water through subsidies can negatively affect the
enwirenment during water shortages. Subsidies remain
Europe's mast used economic tool for
managing water. Subsidies are closely connected to
funds provided by the European Unian (EU). Heowever,
specific water projects alss require co-financing from
naticnal budgets and the beneficiaries’ financial rescurces.

Subsidies

EXAMPLE OF 5U

Sutsidized loans for irigation madernization programs
Structural Funds of the EL to support infrastructure
building

Subsidies to revitalize and renature water bodies (eg

Siowak Recovery and Resilience Plan)

+ Subsidies from Commen Agricultural Bolicy to reduce
the use of pollutants, increase water retention
mieasunes, land ownership consolidation et

+ Fmirwater colbection subsidy in Luxemburg

COMNTRIBUTION TO GOVERNANCE

+ Imvestrment leverage
+ Sustainability of water systems
+ Management of water-related rsks

CHALLENGES FO

1 IMPLEMENTATION

= Failure to hold polluters responsible for the costs of
poidhution they cause

+ Budgetary constraints

f not well designed,

withdrawals.

Imsues with low effectiveness and cost-effectiveness.

Complicated administration and bureaucracy

Land ownership ssues hinder investments

Suteidies offering short-term fnes rather than long

term systemnic zolutions

PATHWAYS FOR IMPLEMENTATION

Cost-benefit analysis

+ Design of compéermentary toals such as charges to fimit
water usage

Clear conditions for applicants and transpanent sekection
processes

increase  in

eding to an

Insurance invohves Paying & Premium o ensure pratection

in case of a loss

mitigating financial losses that may
unexpected events in this system, the policyholder
insured individual pays a premaum to the nsurer

Insurance & a widely used toal for
result  from

o

exchange for patential monetary compensation in case of a
ds

Ioss. By doing sa, the insurer takes on and spr
from  mal

them aasier

ple  policyhoiders, making

the risks

to

evaluate and handle. While crop insurance may not be a
direct sconomic tool for water managemant, it could
significantly address the motivations behind the ower
pumping of aquifers during draught.

willingness and ability to pay
If subsidized: Budgetary constraints
Infringement of polluter-pays principle

¥ are often batwean Fa
to sohe water allocation issues These agresments raly on
truly waluntary participation, without using rewards, penalties,
o athar foems of raguisted obligations, and on nen-manetary
incentives, uniike Payments for Ecosystam Sarvices |PES)
Valuntary and participatory methods for reallocating wator
£an be 3 mare ecoromical approach to meet the needs of
temparary or permanent wates realiccation. These methods
are becoming mere popular @t local levels, like wsers’
associations, and on a larger scale, such as drought stesning
commitises

Innovative  solutlons  bke  green  infrastruciure  offer
opportunities for indwidual benefits and can be chesen
veluntarily without irwalving financial transactians, espacially
when svaryane invohed ands up batter off compared to athar
possible sconarics.

In Europe. whora markets are uncommon, and manetary
compensation is impractical N most cases, voluntary

agreements are a popular approach to follow the poliuter
pays principke.

+ Inwestment leverage
« Pealocation of water resources

= Low perfarmance if incentives nat property defined
Limited to winwin stuations
Technalogical, institutional and/ar kegal barriers

.

PATHWAYS FOR IMPLEMENTATION

Assessement of willingness to pay and risk
Target subsidies

PATHWAYS FOR IMPLEMENTATION

= Expanding ewdance base
« Budlding institutional and legal security
» Bublic manitering

+ Cloar, prodefined ruks

WATER MARKETS

DESCRIPTION OF THE INSTRUMENT

Set of differsrt mechanims that permit water rights
noiders to voluntarily transfer their water rights to other
economic agents or users in exchange for financial
‘compensation.

WATER CHARGES

IPTION OF THE INSTRUMENT

7
>

PUBLIC-PRIVATE
PARTNERSHIPS (PPPS)

‘Water charges refer 12 fees Imposed on the utilisatien of
waker, encompassng oupenses associatod with the
transporiation and storage of water, as well as the
ceonamic valua of tha resource. Thess charges can take tha

‘Water markets encompass vanious exch i
which may be subject to warying cleuroc" of public
tervention, allowing the woluntary exchange of water
rescurces  between different parties Through these
mechanisms, the responsibility of reassigning water
resources from the Administration to the users thermsehves
will be abandoned, but without making changes in the
distribution of property rights and/or concessions. The users
would receive signals of the scarcity of the resource
throwgh the market price and, secking their private
benefit, they would use it optimally, resuiting in the transfer
of water to those uses of more value and an efficient
destination of the resource.

‘Water markets serve as effective took for managing water
demand, especially in water scarcity. Additionally, these
markets increase the value of water by reallocating it frem
wses that generate kow economic value to more valuable
anes without altering the overall availabiiity of water. The
resulting welfare gains can be significant This effect is
particularly beneficial during drought situations, == wataer
markets contributs to mitigating their economic impact.

Wirher morkeh.

W wdnan
W Lo
O ot implermemied

ONTRIBUTION TO GO

/ERNANCE

» Effective valuation of water: Can help reveal the value
of water by prowiding an economic valuation based on
supply and demand, vahse added form productive wse

« Sustainability of water systems: Create effective
incentives to Mothate wsers to use water resources inan
efficient manner

» Reduction of the economic impacts of drought

* Reallocation of water resources

S OR CHALLENGES FOR IMPLEMENTATION

= Administrative barrierss Mary restrictions and pre
requisites before a water exchange is approved

= Environmental concerns: Wéater scarcity can cause
negative externaliies such as  water poliution,
groundwater salinization, koss of biodiversity and loss of
eCosystem services.

« Social Impacts: Water markets can lead to adverse
social consequences, such as reduced employment in
areas involved in water selling.

» Market Failures The presence of market failures can
result in an inequitable distribution of market benefits

» Lack of Regulatory Framework: Inadequate or unclear

regulatory  frameworks  can  hinder the  proper
functioning of water markets

- al Tri i Caosts:  High
infrastructure and transaction costs can fimit the

practicality of water markets.
Water Rights and Ownership Issues: Complex water
rights and cwnership arrangements

PATHWAYS FOR IMPLEMENTATION

Transparency

Environmental and social impact assessment

Public consuitation

Third.party protection and administrative authorization
Icentification of water rights

Legal framework that allows for the impleme ntation of
water markets

farm of tariffs, whaora the foes are directly
allncated for specific purposes, or they can be in the foom of
taxes, whana tha revenue k& not speciically designated far
any particular usa.

In Eurcpe, water charges are nat determined through a
market system. Insisad, an adminsirative procedurs s
foliowad Thiz precaduns afen doss notincluts tha costs of
Intaining the water rocded to provida
the sarvice, nor does it consider the environmantal and
resource costs. This is espacially naticoable in tha o
sector, where there are widespread implicit subsidies due
to Inadequate cost rec 45 3 result, the charges
an water use are nat encugh ta cover the costs of

the negative effects an the anviranment and resaurces. In
cases where the cost recowery & highar, & usually reflocts

the ability of users to pay rather than the Impact on water
rawals.

+ Payments and fees for the abstraction/discharge of

igroundpwater

Water tarifs on water Lzage, wit

tha ratos of cast rocovary

Charges for wastewater discharges

* Tanes on drinking water and sanitation

+ Finas to discourage indniduals, businesses, or industries
fram engaging in actiities that kad to water pollution,
WaEELaQ e, Of Urauthonzed watar usa

2 aim of incraasing

CONTRIBUTION

0 GOVERNANCE

+ Sustalnabliity of water systems: Water charges provide
ecanemic incantives for afficient water usa.

+ Financlal sustalnability and cost recaveny: Water charges
hielp ansure the financal sustainability of watar
managemant systems. By charging users for water
sarvioes, the costs of water supply, treatrmant, distributian,
and infrastructure maintenance can ks recovensd

IMPLEMENTATION

+ Fesistance from groups of interest and related trarsaction
costs
» Willingness and atility ta pay
& Urintended corssquences can arke, inchuding:
= Adverse Impacts on agricultural income
» Widespraad effocts throughout the econamy
o Redistribution of rescurces, potentialy affecting
different sectors or social groups

PATHWAYS FOR IMPLEMENTATION

» Enhancemant of instituticnal capacitios
Ensuring effective enforcemant af regulations
matenng systams

Supplement with decouphed subsidies to provide
‘compansation for usars wha may axpenance negative
affacts

and

Public-private partrarships (PPPs) can ba an effectie
mmeans far gavernmants 1o achiee battar value for money

and fund nfrastructure inwestments: and public service
mmanagament
These strategic allances are typically characterzed by

long-term  contracts public and  private
partrers, with the private partner  taking  on
responsibliities such as design, financing, construction,
and operation of the Infrastructure or service. PODS can
enhance officioncy and risk management by combining
competitive tendenng and negotaton processes, making
thermn paticulasy suited for large  and  compée
infrastructure progacts.

EE0s offer 2 unique sppertunity to atiract Investment for
public ure, with the fnancial burden mainky
ascurned by the private sponsar, and publ eapensaL
spraad out over the project's lifespan. By leveraging PEP's
wiholg-Iife cost management and payment linked to sendce
defvery, not asset provision, authoritios can ovorcome
shart-term budget constraints

INTRIBUTION TO

RNANCE

» Investment leverage: Drovide 3 distnctive chance to
drawe in investmant for public infrastructure, whera the
primasy financial responsibdity rests with tho privats
sponsor, and pubbc costs are distributed over the
duration of the project

BARRIERS

R CHALLENGES FOR IMPLEMENTAT

Political and Institutional factsrs Changes in poltcs
powes, public cpinion, and institutional capacity
Funding and financing challenges:

+ Complex and
between public and private sector entites, which can be
difficult to manage.

+ Risk between the pubilc and private sector
partners can ba 3 contentious (ssue, as different partios
have difforont rik proferences, which can load to
difficultios in datermining tha allccation af rick

and v of the ot
PPP projects can ba challangang, particularly in areas
with weak institutional capacity or limaed regulatary
avarsght.

+ Public resistance to PPP projects can occur due to

concerms over potental prvate sector proft motves,

ncreased costs for users, and a lack of transparency and
accountability in praject managamant

Ed

FATHWAYS FOR IMPLEMENTATION

+ Establishment of reguiatony frameworks that specifies the

rois and resporsibites of the public and private partnors,

as well a5 the rekavant procurement and contract

Maragemant proCesses.

Strorg poitical supRort and institutional capacity

Clgar inss of authorty and commanication channels

betwaen public and private sector partners

» Stakeholder engage: and participation

 Effoctiva cantractola :rr:nr.lnrrenl: to ensura that the
rights and abligatians of sach partnar are ol sary definad
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