THE WORLD BANK/IFC/M.I.G.A.

OFFICE MEMORANDUM

DATE: June 17, 1998

TO: Alvaro Umafa Quesada, Chairman,.IPN
FROM: James D. Wolfensohn, President, EXC

EXTENSION: 85120

suecT: LESOTHO: Lesotho Highlands Water Project (Phase 1B)
M anagement Response to Request for I nspection

1 Reference is made to the-Memorandum, dated May 15, 1998, to the President of Internationad Bank for
Recongtruction and Development (the Bank), by which the Chairman of the Inspection Panel requested the Bank
Management to provide the Panel with written evidence that it has complied, or intends to comply, with the rdevant
policies and procedures in the implementation of the Project referenced above.

2. While the Pand requests the Bank Management's response on the merits of the Reques, it is the view of Bank
Management that the Request does not meet al the digibility requirements set forth in Resolution No. IDA 93-10, dated
September 22, 1993, as clarified by the Executive Directors on October 17, 1996.

Higbility of Requesters

3. In accordance with paragraph 12 of the Resolution, the Panel shal receive requests from an affected party in the
territory of the borrower who is not asingle individua (i.e. a community of persons such as an organization, assocition,
society or other grouping of individuas), or by the loca representative of such party. Any such representative must
present written evidence to the Panel that he is acting as agent of the party on the behdf of which the request is made. It
is the view of the Bank Management on the basis of the reasons specified below, that the Requesters do not meet these
requirements.

4. According to the Request, the Requesters are individua residents of Alexandra, a community located in the
territory of the Republic of South Africa (hereafter referred to as South Africa). The Requesters have indicated to the
Panel that they intended to remain anonymous. It is the Bank Management's view that the Requesters do not mest the
eigibility requirements because (8) he Requesters are not "in the territory of the Borrower," and (b) the Project
referenced is not located in South Africa

5. Indeed, the Project for which Bank financing has been requested by the Lesotho Highlands Development
Authority (heresfter referred to as the Borrower) with the full backing and guarantee from the Kingdom of Lesotho
(heresfter referred to as Lesotho) is exclusively located within the territory of Lesotho.

6. On the other hand, South Africa, a surrounding neighbor of Lesotho, is chronically short of water. To secure for
itsdlf a steady and rdliable supply of fresh water for its projected needs over the medium and long term, South Africa
has entered into a treaty with Lesotho, dated October 24, 1986 (hereinafter referred to as the Tresaty) for the purposes
of capturing the untapped water resources of Lesotho and channeling them into South Africa's Gauteng industrid region
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which, as of the mid-1980's suffered from severe water shortages. As a result of the Treaty, South Africa has
committed itsalf to purchase the water produced in Lesotho. Pursuant to the terms of the Treaty, South Africa has
undertaken to support the proposed Project inter alia by providing its guarantee to dl the lenders, including the Bank,
which have agreed to finance the proposed Project, after a careful consderation of its merits. Hence, any connection
that South Africa may have with the Project relaes to its financid obligations as a guarantor of the Bank Loan, and as
the purchaser of the water exported from Lesotho.

7. While the Requesters have stated in paragraph 1.1 of the Request that they "are individua affected community
resdents of Alexandrd' and argue in paragraph 1.3 of the Request that the Alexandra community has resolved "to file
the dam anonymoudy”, the Bank Management would like to point out that the Requesters have not presented any
written evidence that the Alexandra community has desgnated them as thelr representatives, thus, they are acting in their
own capacity as individuds and are not qudified to act neither on the behadf of communities in Lesotho nor of the
Alexandra township in South Africaasit is clamed in the Request. To the contrary, the Bank Management has received
a detailled communication from the elected leaders of two civic associations from the Alexandra and Soweto townships
voicing their full support for the Project. Similar correspondence has been received from the Lesotho Council of NGOs,
which is aso supporting the proposed Project. Copies of these documents are atached hereto as Annex 1.

8. The Requesters appear not to have taken any seps to bring the dlegations to attention of the Bank
Management. While some of the alegations made have been discussed between Bank staff and the representatives of
certain NGOs and of the Alexandra and Soweto townships, the Requesters have, however, failed to establish that they
have a any time brought their complaints to the Bank Management for consideration as required under the Resolution.
Indeed, those elected representatives of the civic associations of Alexandra and Soweto, with whom the South African
government, the Borrower and the Bank staff have had discussions on these issues, have indicated in writing to the Bank
and to the Ingpection Pand that they support the Project (see Annex 1).

0. Since the Bank Management is of the opinion that the Request does not meet the digibility requirements set
forth under the Resolution, it concludes that the Pand should not recommend to the Executive Director that an
invedtigation be carried out

10. However, for information purposes, the Bank Management wishes to submit an explanation of the actions taken
by the Borrower and the Bank during the preparation of the Project. The attached Annex 2 discusses the allegations
made by the Regquesters and shows that the Bank has followed dl relevant policies and procedures required, including
those referred to in the Request In particular, the Bank Management confirms that:

) al the procedura and substantive requirements have been followed by the Bank, including the carrying
out by the Borrower of an environmental assessment with meaningful consultation with affected persons and
non-governmenta organizations in Lesotho in the production of an Environmentad Action Plan, Resettlement
Action Plan and Compensation Policy. A summary of the environmenta assessment was, as required,
distributed to the Executive Directors on June 11, 1997,

(i) the economic evduation of the Project (Phase 1B), which follows on from the evauation carried out
prior to the appraisal of the Phase 1A Project, is in accordance with Operational Policy No. 10.04 in terms of
the criteria utilized, the andyss of the dternatives (including demand management), the benefits, risks and
sugtainability issues congdered and consistency with the Bank's poverty reduction strategy;



(iii) al the relevant issues related to O.D. 4. 00, specificdly those with respect to consultation (Annex B,
paragraph 19) and design dternatives (Annex B, paragraph 5), as well as dl provisions of OD 4.30 have been
considered and are summarized in Annexes 4, 4A, 11, and 12 of the PAD; and

(iv)  the Project is fully consgtent with the poverty reduction Strategy spelt out in the Lesotho Country
Assigtance Strategy (CAS) which is consstert with the requirements of OD 4.15 on Poverty Reduction.

Attachments



ANNEX2
RESPONSE TO THE ALLEGED VIOLATIONS

1 At the outsst, it is worth noting that the Lesotho Highlands Water Project, as it is defined in the Treaty
concluded in 1986 between Lesotho and South Africa, consigts of a large water scheme to be progressvely
developed in five successive phases. Under the Treaty, the parties have committed themsalves to proceed
initidly with the first phase of the Project, which is known as Phase 1. For technicd and financid reasons, the
Treaty has provided that Phase 1 would be developed in two stages known as Phase 1A and Phase 1B. The
development of Phase 1A was started in 1988 and was supported with a Bank [oan in an amount equivaent to
$110 million. Implementation of Phase 1A is very advanced and is nearing completion; an amount of the loan
equivdent to $20 million has been canceed by the Borrower, and to date the amount fully disbursed is
equivaent to about US$68 million with an additiond $3 million dready committed. In May 1998, the Borrower
indicated to the Bank its intention to cance the remaining balance which amounts to $15 million. The current
closing date for the loan is March 31, 1999. A loan in the amount of US$45 million for Phase 1B Project was
approved by the Executive Directors on June 4, 1998.

2. In the Request, the Requesters dlege that the following Bank policies and directives "may have been violated'":
- OD 4.00 Environmenta Policy for Dam and Reservoir Projects
- OP 10.04 Economic Evauation of Investment Operations
- OP 4.07 Water Resources Management
- OD 4.15 Poverty Reduction

3. For ease of reference and for the purpose of responding to the Request, the requirements, which are mandated
under those policies and procedures, may be summarized as follows:

While the Requesters refer to OD 4.00, we believe that they are referencing Annex B on Dam and Reservoir
Projects and that they are concerned primarily with paragraph 5 which requires the Bank to congder dl
dternatives to Dam projects, and paragraph 19 which requires consultation with affected groups and NGOs.
OP 10.04 sets the parameters to be followed in assessing the benefits of a proposed project and its viability and
sugtainahility as well as the risks involved. OP 4.07 prescribes broad guidelines for providing Bank support to
projects involving the development of water resources. OP 4.15 spdlls out specific procedures to be followed in
the preparation of country poverty assessments reports.

l. Violation of consultation process as required under OD 4.00 Annex B, paragraph 19

4, The Requesters have dleged that "as consumers and citizens who will have to pay for the Project” they have not
been "adequately consulted at any stage of this project they further assert that "because low-income water
consumers have not been adequately consulted, they will suffer adverse consequences, including less access to
Government officias and lower consciousness of [our] conditions than would have otherwise been the case had
Bank gaff taken serioudy their mandate in the area of consultation”.
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In the Management’ s opinion, this alegation has no merit. 1t should be noted that the Lesotho Highlands Water
Project is a comprehensive water development scheme, which is being carried out by Lesotho to export water
for various uses by a multitude of consumersin South Africa. The residents of Alexandra and Soweto townships
represent only a smal fraction of consumers who will benefit from the water purchased by South Africa for use
initsterritory. As such any burden borne by them is as residents of South Africawho purchase water imported
by South Africa and thereby contribute indirectly to the South African Government's payments for the imported
water. Consequently, the Project cbes not impose directly any disproportionate burden to the residents of

Alexandra and Soweto townships as compared to al other consumers of the water imported by South Africa
from Lesotho.

The Bank Management is of the opinion that the requirements o OD 4.00 Annex B paragraph 19 could not
reasonably require the Borrower under the Project to congder that dl the ultimate consumers of a commodity
(i.e. water) harnessed under the Project (including those residing in athird country) should be trested as affected
by the Project for the purposes of mandatory consultation under O.D. 4.00.

Nonethdless, the Bank team responsible for the Project has consulted not only with government officials but so
with other interested parties and members of the civil society such as academia, the media and the NGO
community who have shown an interest in the Project from a South African perspective. While the gaff has
done so firdly as pat of the Bank's misson to contribute to a sharing of information and development
experience it has gained worldwide, and secondly in the course of the Bank's dialogue on water pricing in South
Africa, the Bank Management wishes to assert that O.D. 4.00 does not require as a matter of policy or of
procedure that al consumers of a commodity to be produced as a result of a Bank-financed project, and
particularly those residing in a third country, be included in the consultation process. Furthermore, the Bank
Management dates that none of the NGOs with whom such discussions were held are parties to this Request
and, more importantly, that the eected civic associations for Alexandra and Soweto townships, with whom both
the Bank and the Borrower held consultations, have since, after a vote of their council, endorsed proceeding
with the Phase 1B Project. In addition, further consultations were held with the revant water authorities in
South Africawhich have confirmed their full support for the Project

The Bank Management should like to indicate further that in the context of Project preparation, the Borrower has
consulted extensively with communities directly affected by the Project, as well as with NGOs in Lesotho. Thisis
documented in the Environmental Action Plan.

Violation of consderation of project design aternatives as required under OD 4.00 Annex B, paragraph 5

The Requedters dlege in paragraph 5.3 that "the Bank has not fully investigated demand-sde management
options during the planning of ether phase of the LHWP'. They date that "Bank Saff have inadequatdy
responded to findings relaing to demand sde management by falling to conduct rigorous evauations prior to
conddering the provison of further funding for Phase 1B"; and that in their opinion, "it is possble that effective
demand-sde management could delay for many years the need for this massive project”, and tha "Bank staff's
falure to consder this posshility serioudy is a fundamentd violation of Bank policy (and carries] consderable
economic, socia and environmenta impacts ......



10.

11.

12.

13.

14.

15.

Regarding this dleged violaion, it should be recdled that prior to the undertaking of the ongoing Phase 1A
Project, Lesotho had solicited and obtained from IDA an engineering Credit under which preparation activities
for Phase | of the LHWP were carried out. Those activities included feasibility sudies and detailed engineering
design for the initid phase of LHWP and considered a number of design aternatives for the Project LHWP was
shown to be the lowest cost supply dternative. The Bank reviewed those studies and found that they were
satisfactory for the purposes of financing the ongoing Phase | A Project.

The 1986 Treaty commits Lesotho and South Africato carry out theinitid phase of LHWP which pursuant to the
Treaty has been divided- into Phase 1A and 1B (see paragraph | of Annex | to the Treaty). The Treaty does not
contemplate any postponement of Phase 1B. Indeed, Article 5 (2) of the Treaty provides that "unless the Parties
decide otherwise, each phase of the Project shall be implemented in time to stisfy the minimum water ddliveries
as ecified in Annex H. Water ddiveries to South Africa from sub-phase 1A of the Project shal be due to
commence in the year 1995 and water ddiveries to South Africa from sub-phase 1B of the Project shdl be due
to commence in the year 2002". Article 6 (1) of the Treaty further stipulates that "the Parties shdl use their best
endeavors to secure and facilitate the implementation of the Project: provided that the implementation of each
phase of the Project subsequent to Phase 1, shdl be subject to the consent of each Party prior to such
implementation and provided further that, without preudice to the provisons of Article 12, a Party not consenting
to the implementation of any such subsequent phase of the Project shal compensate the other Party for any
wasted Project implementation costs reasonably expended by such other Party in anticipation of the
implementation of such subsequent phase.”

Demand-sde management is a technique which has been developed overtime. 1t should be noted that when the
Treaty was concluded in 1986, demand side management techniques were not yet fully developed anywhere in
the world, nor were they included in OD 4.00 at that time. As a consequence, the feasibility studies conducted for
the Phase 1A Project could not have integrated demand-sde management techniques as it is practiced
nowaday’s.

In this connection, the Borrower and the South African water authorities have andyzed the Vad River
Augmentation Planning Studies which consder demand management as an dternative to the subsequent phases of
LHWP beyond Phases 1A and 1B, the implementation of which is dready mandated pursuant to the provisons
of the Treaty referenced above. They have dso examined in detall the costs and benefits of a potentia
postponement of the implementation of the Phase 1B Project. These andlyses have concluded that it would be
more beneficid for Lesotho and South Africa to proceed with the implementation of the Phase 1B Project as
currently scheduled. The Bank has reviewed these studies and has found them satisfactory; summaries of these
andyses are included in Annexes 4 and 4A of the PAD.

Contrary to the statement made by the Requesters in paragraph 2.8 of the Request, the ongoing demand-sde
management study which is expected to be completed in 1999 was commissoned by South Africa for the
purposes of assessing the need to proceed with the subsequent phases of LHWP beyond Phases 1A and 1B to
which South Africa is dready committed as a matter of treaty obligations. Consequently, the terms of reference
for that study do not relate to the Phase 1B Project; therefore the results of the said study are not expected to
establish that the Phase 1B Project should not be carried out.

Hence, the Bank Management is satisfied that the Borrower has carried out careful studies for the Phase 1B
Project and has adequatdly consdered the implications of demand-sde management dternatives on -the
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17.

18.

economic viahility, timing and financid judtification of the said Project. Thisis why the Bank Management decided
to submit the Phase 1B Project to the Executive Directors for approval which was granted on June 4, 1998. It
should be further noted that the Borrower has dutifully followed the Bank's elevant policies, inter alia, by
endeavoring to maximize the benefits and minimize the codts of the Project. The recommendations of the outside
Environmental and Socid Panel of Experts (endorsing the decision to proceed with Phase 1B, see Pand Report
No. 13 of March 1998) and the decison of both the Governments of Lesotho and of South Africa (with the full
support of al water sector ingditutions in both countries) to request the Bank support for the Project is, in the view
of the Bank Management, a further warranty that outside experts have looked into the economics of the Project
and have found them to be adequate and in the overdl interest of the peoples of Lesotho and of South Africa
The Bank Management is of the view that, rather than showing that issues have not been addressed, the
Requesters smply do not agree with the conclusion reached by Lesotho and South Africa regarding the
implementation of the Phase 1B Project.

Failure to carry out economic evaluation of dternatives as required under OP 10.04

The Requesters assartions that "there has been little or no andysis of how Phase 1A and Phase 1B will affect
Rand Water and its end users’, and that anayss of Phase 1B's optimum garting date "has not serioudy
incorporated demand side management possibilities’ is not supported by the facts. A thorough economic
andysis of the aternatives to Phase 1A was carried out as an integrd part of the appraisal of that operation in
1989. Regarding the Phase 1B Project, it should be noted that a comprehensive economic assessment of the
Project economics (including the dternative of demand management and an andyss of the economics of
delaying phase 1B) was carried out by the Borrower and the South African authorities; this study was updated
in April 1998. The Bank has evauated this assessment as part of its gppraisa of the Project and has found the
andyss and its conclusons satisfactory. A summary of this andysis is in Annexes 4 and 4A of the PAD and
copies of the background documents are avalable in the Project file. This andyss has been provided to
interested parties including NGOs and civic associations both in Lesotho and South Africa. To the Bank's
knowledge, no one has commented specificdly on the economic and financid aspects of this analyss despite
severd reguests made to the effect by the Borrower and the Bank. One of the mgjor conclusions of that analysis
is that a postponement of the implementation of the Phase 1B Project would not be judtified either from an
economic or financid view point nor from asocia standpoint for both Lesotho and South Africa.

The Requedters also assart that the sustainability of the Phase 1B Project has not been established due to the
potential impact that the Project may have on the Orange River. The Bank has reviewed and discussed with the
South African authorities their "Orange River Replanning Study™” that andyzed this issue and has accepted its
conclusion that over and above the water needed for sub-phases 1A and 1B, about 20 m3/s could be taken for
phase 2 (which would bring the off-take at the Lesotho and South Africa border to 25% of the origina flow)
proving that there would be no substantive problem with the Phase 1B Project.

Failure to follow the requirements of OP 4.07 relating to Water Resources M anagement

The Requesters clam that as a result of the proposed Project, "Water costs will increase by 9% this year,
following a 30% increase lagt year; this will hurt the poor, particularly since the additiona supply is not needed at
this time'. They further clam that the Project will creste a disncentive for water conservation. This assartion has
no merit. The bulk water price increases experienced to date result from water shortages suffered by the Gauteng
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21.

region in the 1980s. According to the law of supply and demand, water price increases could have been even
higher if Phase 1A of LHWP had not been constructed.

Also, it should be noted that since Rand Water pays a varigble rate (i.e. a set rate per cubic meter consumed and
not a fixed annua "take or pay" rate) for the water they consume, and since they pass these cods on to
consumers in the same form, the Project will not creste a substantia disncentive for demand management.
Furthermore, the andysi's presented in Annex 5 of the PAD (based on the most recent Vad River pricing andyss
performed by the Borrower) shows that if phase 1B is pursued on schedule and demand management is
implemented - then bulk water prices will not be further increased as a result of the execution of the Phase 1B
Project. However, since the andysis in Annex 4A of the PAD shows that a ddlay in phase 1B would be more
cogtly than proceeding now, any delay in Phase 1B would more likely lead to higher water prices than lower
water prices.

OP 4.07 paragraph 2 (b) recognizes that pricing should aim to achieve cost recovery, water conservation and
better alocation of water resources. It is generdly agreed that water conservation and dlocation is served by
pricing up to the margind cost of water. The Bank Management is of the opinion that the bulk water pricing
policy employed by South Africa provides for an acceptable combination of cost recovery and better allocation
of resources (falling just under the long run margina cost). Hence South Africas bulk weater pricing policy isfully
consstent with OP 4.07

Failure to promote poverty reduction measures as required under OD 4.15

The Requesters are assarting that the Phase 1B Project "will create undue burdens on low-income people, not
only on project-affected people in Lesotho, but in Gauteng Province because of increases in water prices'. This
clam iswithout merit. Thisis because the Bank Management is satisfied that a centrd aspect of the Project isits
poverty related dimenson which is anchored in the Lesotho CAS. This CASis consgtent with the provisons of
OD 4.15. In particular, the Project includes the following poverty related features.

(& With respect to affected peoples in Lesotho, a comprehensive assessment of socia and resettlement issues
was carried out during the preparation of the Project, with the full, participation of the concerned peoples
throughout the Project area. A comprehensive environmentd action plan, a full compensation policy and a
detailed resettlement action plan have been adopted by the Borrower. In addition to a comprehensive review
within the Bank, these plans have been reviewed and endorsed by both the outsde Environmental and Socid
Expert Pand and an independent review pand from UNDP/UNESCO. A summary of socia and resettlement
issuesisincluded in Annex 12 of the PAD while copies of the detailed studies are available in the Project file.

(b) With respect to meeting the needs of poor water consumers in South Africa, it is noted above, that any
postponement of the Phase 1B Project would carry net economic and financid costs to South Africa and hence
would more likely harm than help poor water consumers. Significant delays in Phase 1B would aso carry
increased risks of water redtrictions, which would further harm the poor. Recognizing thet there are important
chdlenges remaining in the retall water sector in South Africa which are not related to the LHWP, such as
improvements in infragtructure and the maintenance of retail pricing systems that include a safety net for the
poor, the Bank Management remains committed to pursuing a congtructive policy didogue with the rdlevant
South African authorities with regard to South Africas policies applicable to its retail water sector.



(c) In addition, the revenues earned by Lesotho as a result of the LHWP are crucia to support Lesotho's
poverty reduction strategy and Lesotho's macro economic dability. A subgtantid share of those revenues is
channeled through a socid Rind established under the ongoing Phase 1A Project which is being restructured
under the Project to increase its efficiency as wdl as its focus on supporting targeted sustainable poverty
dleviaing micro projects throughout Lesotho. These two concerns are at the center of the Bank's CAS for
Lesotho. Delaying or canceling Phase 1B of LHWP will have the effect of undermining these two most

important pillars of Lesotho's poverty reduction strategy.



