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UPDATED ECONOMIC ANALYSIS 

 
A. Introduction 
 
1. The original scope of the project (a $60.3 million loan) was designed to finance urban 
water supply and sanitation infrastructure in five secondary towns (Batticaloa, Hambantota, 
Matara, Muttur, and Polonnaruwa); rural water and sanitation schemes in selected Pradeshiya 
Sabhas (smallest local government body) of two districts in North Central Province 
(Anuradhapura and Polonnaruwa); institutional strengthening for the National Water Supply and 
Drainage Board (NWSDB); and project implementation assistance. Cost escalation incurred 
from the original appraisal necessitated supplementary financing1 (a $60 million loan) for the 
project to keep the original scope except a subcomponent in Matara. This supplementary 
financing was provided mainly to cover cost escalation in urban water supply and sanitation 
infrastructure in four secondary towns, rural water and sanitation schemes, and project 
implementation assistance over an extended period of implementation. Consequent to this, 
further cost escalations during the extended implementation period require a second 
supplementary finance facility (a $17.6 million loan) to complete implementation of the project. 
The NWSDB is responsible for the implementation and subsequent operation and maintenance 
(O&M) of urban water supply and sanitation schemes, while community-based organizations 
(CBOs) are responsible for implementation and subsequent O&M of rural water supply and 
sanitation schemes. The economic analysis reappraises the economic viability of the project, 
incorporating the revised cost estimates and updated socioeconomic information available, in 
accordance with the Guidelines for the Economic Analysis of Projects of the Asian Development 
Bank (ADB).  
 
2. The project focuses on assisting urban water schemes in four towns that require 
substantial capital investment to meet the long-term demands of the population. Towns in the 
North East and North Central Provinces (Batticaloa, Muttur, and Polonnaruwa) lack adequate 
social infrastructure as a result of extended civil conflict and neglect. Hambantota has been in 
dire need of reliable water supply because of very dry weather conditions, high groundwater 
salinity, and an increasing demand–supply gap. The rationale for government intervention is 
sound since (i) the investment requirement is significantly high, exhibiting a large economy of 
scale; (ii) urban water schemes are a natural monopoly; and (iii) the projects focus on 
disadvantaged areas, contributing to poverty reduction and income distribution in the country.        
 
3. The need and demand for the project identified during the appraisal stage in the 
secondary towns has been reconfirmed. Batticaloa and Muttur were particularly disadvantaged 
by the conflict, but large urban migration accompanied by rapid economic development is 
expected to these towns in the post-conflict situation. Hambantota is the focus of massive 
development that is likely to result in significant urban migration as well as demand for water 
from commercial and large industrial consumers. Notwithstanding the prospects of a significant 
increase in water demand in the future, all four towns have a scarce potable water supply—30% 
of the population in Hambantota has piped water supply, less than 50% of the population in 
Polonnaruwa has piped water, and virtually no piped water supply is available in Batticaloa or 
Muttur. In addition, the quality of water available from groundwater and rivers has been 
deteriorating because of nearby latrine soak pits, increased salinity, and traces of fluoride.        
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B. Change in Project Costs and Benefits 
 
4. The second additional financing of $17.6 million is required because of the cost 
escalation resulting from higher-than-predicted inflation in major cost items for the project at the 
appraisal and first supplementary financing period. While the project has suffered from cost 
escalation and delays, the number of beneficiaries remains about the same by keeping the 
original scope in Batticaloa, Muttur, and Polonnaruwa, but increases by 35,000 beneficiaries in 
Hambantota by accommodating tsunami-affected settlements. Given the increase in the project 
operation period for review from 2025 to 2030 and the expected population growth in the project 
area during this extended period, the overall beneficiaries have been forecast to increase from 
493,371 to 541,789 (Table 1). While the number of beneficiaries has risen by 10% from the 
previous appraisal period in 2006, the benefit per beneficiary was revised upward by using more 
recent socioeconomic information from the project areas. All the economic costs and benefits 
are adjusted to constant 2010 prices.   
 

Table 1: Secondary Town project beneficiaries 
  Batticaloa Muttur Hambantota Polonnaruwa Total
Projected population by 2030 293,744 69,729 176,252 113,213 652,938
Population served by 2030 246,662 57,314 145,524 92,290 541,789
% coverage 84% 82% 83% 82% 83%

Source: National Water Supply and Drainage Board analysis.  
 
C. Alternatives Considered for the Supplementary Loans 
 
5. During implementation, a subcomponent in Matara for a salinity barrier was dropped 
since its financial viability was not demonstrated and the subcomponent was small and not part 
of a comprehensive scheme. When the initial shortage in funds was highlighted prior to the first 
supplementary financing, ADB and the government considered a reduction in scope by dropping 
one or two urban schemes from the project to keep to the appraisal estimate. However, the 
government requested ADB to retain the original scope in the four major urban schemes since (i) 
the four urban schemes are a government priority, (ii) there is already significant sunk cost 
incurred for all the schemes by now, and (iii) the expectations of the local population have been 
raised and there is therefore a strong desire and strong support for the project.  
 
D. Economic Viability of the Project 
 
6. While the overall cost escalations have related to all project components, the component 
financed under the second supplementary loan is the design and build contract for the intake 
and water treatment plant for Muttur urban water supply scheme. The economic analysis is 
undertaken for each of the four water schemes, incorporating the revised cost estimates, revised 
projection period, and updated socioeconomic information.  
 
7. Assumptions. The economic internal rate of return (EIRR) is calculated by estimating 
the incremental economic benefits and costs over a 20-year period (2011–2030) upon 
commissioning of the project. All costs are expressed in constant 2010 prices, and are adjusted 
to economic prices with a shadow exchange rate factor of 1.02 and a shadow wage rate of 0.75 
for unskilled labor.2 Incremental O&M costs are added to capital costs to obtain the total 
economic cost of the project, which excludes tax and duties but includes physical contingency.    

                                                 
2 ADB. 2010. Report and Recommendation of the President to the Board of Directors: Proposed Loans and 



Secondary Towns and Rural Community-Based Water Supply and Sanitation Project (RRP SRI 31501-033 
   

 
 
8. The project will benefit a population of 246,662 in Batticaloa; 145,524 in Hambantota; 
57,314 in Muttur; and 92,290 in Polonnaruwa in 2030 (the final year of analysis) by providing 
good quality, reliable piped water to people. These figures compare with 226,724 in Batticaloa; 
133,029 in Hambantota; 49,490 in Muttur; and 84,128 in Polonnaruwa assumed at the previous 
appraisal in 2006. Two major streams of economic benefits from water supply schemes are 
quantified: (i) resource cost savings for the non-incremental water supply from the project 
including savings in time spent fetching water; savings in costs of replacement and repair of 
wells, bores, jars, and buckets; and transportation; and (ii) the value of the incremental water 
supply from the project. Without the project, the average domestic water consumption is 
assumed at 60 liters per capita per day; with the project, the average domestic water 
consumption is assumed at 100 liters per capita per day, in line with the assumption made at 
appraisal. The average household is assumed to save 43–76 minutes per day spent fetching 
water as a result of the project, and the time savings are evaluated at an unskilled wage rate of 
SLRs550 per day.3 Other costs, such as healthcare savings from the avoidance of waterborne 
diseases, have not been included in the economic assessment. Unquantifiable benefits from the 
project include (i) increased economic activity in the areas as a result of more reliable water 
supply infrastructure, (ii) appreciation in land values caused by better access to basic services, 
and (iii) psychological benefits of residents in the project areas from being designated priority 
areas by the government.  
 
9. Economic internal rate of return. The summary result of economic viability of each 
urban water scheme under the project is presented in Table 2. Based on the analysis, the 
current EIRRs imply that the economic cost of the price escalation outweighs any incremental 
economic benefits realized from the project. The current EIRR estimates are lower than the 
estimates during the initial appraisal period. The EIRRs estimated at the initial appraisal and 
subsequent assessment in 2006 were not high, and the EIRRs estimated with the revised 
(higher) costs are even lower. Even though the EIRRs are estimated to be below 12% for all four 
schemes, the costs incurred during 2006-2010—along with expected future water needs to 
support massive urban development undertaken by the government—justify continuation of the 
water supply schemes under the project.    
        
 

Table 2: Economic Benefit Assessment 
    Batticaloa Muttur Hambantota Polonnaruwa 
NPV   (486) (222) (837) (1,139) 
EIRR   11.05% 9.48% 7.37% 4.55% 
Sensitivity Test   NPV EIRR NPV FIRR NPV FIRR NPV FIRR 
10% increase in capital costs (980) 10.20% (330) 8.47% (1,060) 6.51% (1,340) 3.78%
10% increase in O&M costs (526) 10.97% (234) 9.32% (853) 7.27% (1,159) 4.38%
10% decrease in revenues (972) 10.02% (321) 8.20% (992) 6.30% (1,246) 3.53%

EIRR = economic internal rate of return, ( ) = negative, NPV = net present value, O&M = operation and maintenance.  
Source: National Water Supply and Drainage Board estimates.  
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