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3. INCORPORATING 
PRIVATE SECTOR 
PARTICIPATION 

3.1  Introduction  

The use of the private sector as an ally for the development of infrastructure, particularly that 
related to basic services such as roads, electricity, telecommunications and water is not a new 
phenomenon. Throughout history governments have made partnerships with the private 
sector to help them meet their social obligations. It is also clear that poor infrastructure 
impedes a nation's economic growth and international competitiveness (World Bank, 2005 
and World Bank 2006c).  Calderón and Servén (2004) argue that inadequate and or insufficient 
infrastructure lead to a loss of quality of life, illness and ultimately death. Furthermore, 
research by the international financial institutions such as the Interamerican Development 
Bank, European Bank for Reconstruction and Development, African and Asian development 
banks, World Bank and the OECD, confirm that infrastructure projects have high social rates 
of return. Research by the World Bank (2008) indicate that the growth generated by 
infrastructure investment is generally pro-poor, with the income levels of the poor rising more 
than proportionately to the overall income increases.  The public sector provides financing for 
the vast majority of infrastructure services, but investments have not matched demand.  

Private participation in infrastructure is one of the tools policy-makers have to help increase 
investment in infrastructure services and improve its efficiency.  There is evidence that, if 
appropriatly and properly procured, PPPs can provide significant improvements over the 
results that can be achieved from traditional forms of procurement (Engel and Galetovic, 
2000, Estache et al, 2000, Estache and Rossi, 2002, Frangano et al 2001, United Kingdom’s 
H.M. Treasury. 2003, Kerf et al 1998, Kikeri, 1998, Klein,1998a, Klein,1998b, Klein, 1998c, 
Levy, 1996, Littlechild,  2002, Llorens and Soler-Couteaux, 2001, Lobina and Hall. 2003, 
Lorrain. ed. 1997, Mandri-Perrott, 2003, Mehta, 2003, and Pickering, 1998a, Vives,. 2000). 
Notwithstanding the use of PPP as a strategy to complement single source public provision of 
water services, clearly, the use of the private sector is no panacea and there are numerous 
options, structures, solutions and strategies for their use.   

PPPs are often complex and generally take longer to procure than traditional projects. 
Transactions costs, for both the public and private sector, also tend to be higher (Platts, 2001, 
Plummer and Nhemachena, 2001, Ward, 2002, Vickers and Yarrow, 1988,   There is generally 
a poor level of understanding of PPPs. As PPPs are a new means of procurement, public 
sector officials do not have experience in implementing such projects. They therefore need to 
develop new skills and capabilities in order to undertake PPP procurements effectively. This 
requires an investment on behalf of the public sector. There is a need for better sharing of 
knowledge and experience between different parts of the public sector. This will help to 
ensure efficiency in the development of PPP approaches and processes and consistency in 
procurement (Tynan, 2003, Torres de Mästle and Izaguirre, 2008 and Vives, 2000). 
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Decisions to pursue a PPP in the water services sector cannot be taken without considerable 
initial preparation and study on behalf of Government acting as the grantor of the proposed 
PPP agreement.  There are many texts and other useful aids that can guide readers through the 
various processes of analyzing and selecting appropriate PPP contract solutions (World Bank. 
2006). An obvious first step, but one often overlooked, is for the government to identify its 
objectives and the main challenges faced in achieving them. From this starting point, the 
decision on which mode of PPP to pursue can be determined.  

The range of options for engaging the private sector depends upon the level of control the 
government wishes to retain or cede. Responsibility for system operation and maintenance 
(O&M) and financing and commercial risk can either be completely devolved or partly shared 
between the government and a private Developer. All of these arrangements will take place 
within a system of rules and regulations created by the Government. The challenge for the 
government is how to structure this framework to prevent Developers from acting in a 
monopolistic manner, operate and maintain standards and services that respect environmental 
standards and extend some form of services to the poor.  

Public Private Partnerships (PPPs) can take many forms. In its simplest form, the term PPP 
refers to a structure of cooperation between a public authority or authorities and the private 
sector. Its primary aim is to fund, construct, renovate, manage and, or, maintain a given piece 
of infrastructure or the provision of a service.  At its core, a PPP is an arrangement for the 
private sector to deliver infrastructure services for the public sector or to assist the public 
sector in its task of delivering infrastructure services to the public.  In today’s world, 
infrastructure is primarily a public sector issue, with amounts invested annually in 
infrastructure by the public sector vastly exceeding that invested by the private sector.  
Delmon (2009) argues that even for the most public of infrastructure service providers, 
private involvement forms an essential part of successful service delivery, whether through 
construction contracts, service agreements, delivery of goods or joint ventures.   

PPPs are typically arrangements of relatively long duration (typically varying between 3 and 30 
years) involving cooperation between the public partner and the private partner on different 
aspects of a planned project. Funding typically involves a combination of sources, both public 
and private which in some instances means complex arrangements between the various 
players. Notably, the role of the private sector is in the form of an ‘economic operator’, who 
participates at different stages in the project eg design, completion, implementation, funding. 
The public partner focuses primarily on defining the objectives to be attained in terms of 
public interest, quality of services provided and pricing policy, and it takes responsibility for 
monitoring compliance with these objectives. 

However, if the private sector is to be involved effectively there is a need to balance the 
interests of the public and private sectors and allocate the risks between them fairly. This will 
permit the most suitable contractual form to be developed. Notably, PPPs are not a miracle 
solution, and so for each project there is the need to assess whether the suggested partnership 
can in fact add value compared to other more traditional contractual forms.  

This chapter looks at the conditions which lead to considering the use of a PPP structure in 
the water and wastewater context, the various potential PPP forms as well as the conditions 
necessary to develop an effective PPP scheme.  
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3.2 Literature Review and Considerations for PPP in the Provision of 
Water and Wastewater Services 

Much has been written on PPP structures in the water and wastewater sector (see Gómez-
Ibáňez, 2003, World Bank, 1998, 2004, Delmon (2009) amongst others), but what is evident 
from the literature reviewed6 is that PPPs involve a complex process requiring input from a 
number of different parties, each playing an essential role in managing project risk. A variety 
of factors motivate the public sector to seek PPPs, including: 

• Underperformance of public sector utilities, often linked with opaque funding 
structures and inefficient or corrupt procurement methods; 

• The need for improved overall performance or meeting of specific standards for 
quality and quantity of the utility service being provided; 

• Inadequate technical and management resources in the public sector; and 

• Investment demands exceeding public resources, in particular given the large up-
front capital costs associated with infrastructure investment and the “lumpy” cost 
implications of periodic major maintenance. 

Gassner et al (2007) and Andres et al (2009) have undertaken a comprehensive review of the 
effects of private sector participation in infrastructure using a number of examples in different 
sectors such as electricity, telecoms, water over the past decade. Interestingly, they argue that 
PPPs are generally perceived to provide enhanced efficiency by delegating specific functions 
to the private sector, enhancing transparency and accountability for the provision of public 
services, improving technology, innovation and know-how as well as developing a long term 
view to asset management. Furthermore, the literature review and in particular a recent 
database developed by the World Bank on public private investment in infrastructure (World 
Bank, PPIAF 2009), show clearly that  PPPs can encourage the mobilization of new or 
additional sources of finance for infrastructure development, and provide new opportunities 
for local financial markets. Given the importance of the effects of PPPs, I deal with each in 
more detail below. 

Efficiency - the private sector is often considered to provide greater levels of efficiency when 
running infrastructure projects than can the public sector.  This increased efficiency results 
from many factors, which may include amongst others improved financial engineering leading 
to an overall reduction in the cost of capital, a more cost conscious effort towards problem 
solving through more effective use of labour and materials, and improved governance leading 
to more cost effective driven decision making.  

Enhanced Transparency – PPPs are often seen as an instrument to good governance that 
provide transparency, equal treatment and open competition.  Delmon (2009) argues for 
example that lack of good governance makes investors and lenders worry (increasing the cost 
of money), reduces competitive pressure on bidders (increasing costs and reducing quality of 
solutions proposed) and increases the likelihood of rent-seeking/bribery and other forms of 
corruption (which add cost and delay to project implementation).7 In this regard, Bakovic et al 

                                                 
6 Evidence and arguments about the effects of private participation, including case studies that have been 
reviewed as part of this research include Abdala 1996, Barlow and Clarke 2002, Bitran and Valenzuela 2003, 
Brocklehurst and Janssens 2004, Clarke and others 2004, Crampes and Estache 1996, Estache and Rossi 2002, 
Gray 2001, Harris 2003, Lobina and Hall 2003, Megginson and Netter 2001, Nickson and Vargas 2002, Plummer 
2002, Public Citizen 2003, Rivera 1996, Saghir and others 1996, Shirley 2002, Shirley and Walsh 2000. 
7 See generally www.transparency.org and United Nations Economic and Social Council, Governance in Public 
Private Partnerships for Infrastructure Development (2005). Furthermore, Delmon (2009) suggests that PPI 
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(2003) suggest there are a number of actions that come hand in hand with a PPP structure 
which include amongst others the use of financial and fiduciary management, in particular ring 
fencing revenue and subsidy flows from the government, to demonstrate the viability of the 
project and attract investment. Improving public access to information about the project and 
the procurement process, enhanced project procurement approach with greater control to 
package contracts to increase competition, transparency and control is also seen as an effective 
by product of PPPs (Beato, 1997, and Brook and Locussol, 2001). Furthermore, the over-
riding monitoring function of the lenders (who stand to lose money if corrupt practices are 
encountered in the project) to, for example, spot check works on a regular basis with external, 
specialized engineering consultants, add a further level of oversight and transparency (Project 
Finance, 2005).   

Technology, innovation and know-how - the grantor may look to the private sector to 
provide technology, innovation and know-how.  This will include access to skills and 
technologies otherwise unavailable to the government, or developed for the project 
specifically that would not be developed through other procurement mechanisms, e.g. given 
the alignment of incentives created by a PPI project.   

Whole asset life solution – depending on the type of PPP contract, a contractual 
arrangement granted to a project company or developer can last for 25 years or more. Some 
of the literature reviewed (Raymundie, 1996, Hodges, 2003, Harris et al, 2003, Irwin, 2003, 
Kerf, 2000, Saghir et al, 1999, Saltiel, 2003, River, 1996, Ringskog, 2000, Roche et al, 2001, 
amongst others) suggest that PPPs may have the effect of  forcing the project company to 
adopt a more appropriate long term commercial approach to problem-solving and asset 
management. Public funding of infrastructure maintenance often falls short of requirements, 
in particular in developing countries.  PPPs may help manage this funding shortfall, by 
designing sufficient financial resources and technical solutions into the project from the start. 

Sources of financing - PPPs can encourage the mobilization of new or additional sources of 
finance for infrastructure development, and provide new opportunities for local financial 
markets. Harris (2003) argues that private participation in infrastructure has in some instances 
helped mobilise local financial markets not accustomed to providing financing to 
infrastructure projects directly, but which are looking for long-term, stable investment 
opportunities. Vives (2000) further argues that PPPs have had a catalytic effect for local 
pension funds in different countries in Latin America. Irwin et al, (1997) imply that PPPs may 
help a country maximise fiscal space by using capacity of private balance sheets and sharing 
risk in a manner able to extend the amount of investment globally. Other positive side effects 
identified by them include reducing fiscal strain on public companies by sharing the financing 
burden, and enhancing access to foreign financial markets and capital. 

PPP arrangements are ultimately flexible, limited only by the creativity of those involved and 
the access to funding.  Moreover, it must be emphasised that a careful balance between the interests 
of the public and private sectors is needed. On the one hand, the public sector has a responsibility 
and obligation to provide services to its inhabitants and ratepayers and on the other hand the 
private sector is entitled to receive adequate compensation for the risk of investing in, and 
managing, the utility as well as being recompensed for risking its private capital (Bradbury, 
1992).  

Accordingly, the design of the structure for private sector involvement involves a clear 
definition of the roles to be played by the government and the private sector, the type of 

                                                                                                                                                    
provides an opportunity to implement good governance into every aspect of project implementation, and thereby 
reduce the opportunities for corrupt practices.   
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structure to be adopted for private sector participation, the applicable regulatory regime and 
its effects, as well as the specific current economic and political conditions (Cook and 
Kirkpatrick, 1998). Clearly, the type of structure chosen will leave an indelible mark on the 
provision of services and it is essential that an adequate legislative and regulatory framework 
be in place to ensure the sustainability of such a process. Regulation has to strike a balance 
between giving the private sector incentives to invest and operate efficiently, but at the same 
time protecting the interests and ultimate responsibilities of the public sector (Rees, 1998, 
Trémolet, 2002c).  

The types of risks involved in the provision of water and wastewater services need to be 
adequately quantified, qualified and, most importantly, mitigated, as these are elements that 
will determine the success of a PPP project (Heming and Mansoor, 1988).8 I noted previously 
the need to balance the interests and roles of the public and private sectors in the PPP design, 
and that the types of risks involved in the provision of water and wastewater services need to 
be adequately dealt with. From this research I have concluded that all risks must be properly 
understood and allocated in an equitable manner to ensure an effective PPP arrangement, and 
what measures should be taken to mitigate the risks wherever possible. As an example, 
according to Rivera (1996), typical risks to the private sector in a PPP arrangement could 
include a variety of technical risks (eg related to technical to lack of sufficient knowledge of 
the installations and the associated operations and the extent of necessary capital works). He 
notes commercial problems related to non-payment or inability to recover costs, tariff rates 
that do not allow adequate cost recovery with a reasonable level of profit and financial risks 
(including currency devaluations and conversion of local and foreign currency) such as was the 
case recently in Argentina.  Other risks include legal uncertainty related to the manner of 
resolving disputes, and political risks due to a change in government policy or the public 
sector’s reluctance to increase tariffs. On the other hand, risks to the public sector might be 
that services are not in accordance with agreed pre-defined standards and there may be 
political backlash. 

As a basic premise, the allocation of risk between the parties should suit the relevant 
conditions in question, as well as the generally accepted precept that risk should be borne by 
the party most able to bear them. In stable economies with reliable financial institutions and 
institutional frameworks, the private sector might reasonably be expected to take commercial 
risks and compete for credits in the financial markets. Conversely, it is unlikely that the private 
sector would be willing to bear full financial risk in countries with economies in development, 
rapid population growth, and low coverage of water and wastewater services, and where 
financial institutions and existing legislative and regulatory framework are still in their infancy. 
Given the importance of this issue, the research considers Understanding and Managing Risk 
issues in more detail in Chapter 5. 

Frameworks conducive to PPP in the water and wastewater sector 

Successful PPPs require some establishing framework that includes a combination of factors 
that will support a process that is conducive to attracting and maintaining the private sector 
Developer and at the same time ensuring that the Grantor is able to meet its development 
objectives. This is true for all forms of PPP, but in the water sector this is especially important 
given the public service nature of the service and the fact that it is essential for human life. 

                                                 
8 Hemming, R., & Mansoor, A.M., Privatization and Public Enterprises, (1988), Internal Paper No 56, International 
Monetary Fund, Washington DC, at 2: Careful analysis of the risks involved is required at an early stage of the 
process, and the sharing of risks between the private and public sector should follow the guiding principle that 
whoever can control the risk best should assume it and should receive adequate compensation for doing so.  
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The diagram below represents the four fundamental factors are generally considered in 
developing an effective framework that supports the PPP process and the PPP agreement: 

Figure 2: Frameworks conducive to PPP 

Well Prepared PPP Model and 
Clear Tender Process
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early stage  of the process is 
recommended, i.e. through  
consultation of potential private sector 
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Government
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of LMRT projects worldwide
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As a basis for development of this research I make the assumption that both the Grantor and 
the Government have a full commitment to the PPP agenda, otherwise the whole issue of the 
scheme development and implementation would have a basic structural flaw. As described, 
underpinning any PPP program is the concept of a fair risk allocation (Chapter 5) ensuring 
that risk is allocated to the party that is best able to take, manage and accept such risk. The 
overall legal framework, and to a lesser extent the regulatory environment9 will be important 
as any PPP agreement that is developed will be enshrined within it (Chapter 6). The lesser 
these are developed the more the PPP agreement will rely on the conditions of the agreement 
itself. However, this is likely to increase the perceived risk of any such transaction and will 
require giving protection to the Developer and the lenders within the PPP agreement itself. 
This is discussed later on in Section 3.6, and the Tender Process in Chapter 8.  Consideration 
of all these issues should lead the Grantor to the selection of the most suitable form of PPP of 
the PPP Contract Structure (some generic structures are described in the following section). 

3.3  Overview of Possible PPP Contract Structures 

In the Introduction, I noted the variety of typical PPP contract structures that can be used. 
The selection of the actual contract structure will be to meet specific project requirements, but 
in this section I give a brief overview of the key characteristics of the main contract types 
parting from the general forms of PPPs for infrastructure, the European Union view on PPPs 

                                                 
9 The regulatory environment is important as it sets out the ‘rules of the game’. However some countries may not 
have a fully developed regulatory environment specifically for water schemes. Having a fully developed regulatory 
framework is not a pre-condition to PPP although clearly it is beneficial.  
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and drilling down to the specifics for the water and wastewater sector. The final contract 
version will be chosen and tailored to suit the exact project needs, with the overall aim of 
ensuring long term sustainability of the water and waste water services.  

In general infrastructure services the use of PPPs are represented by Delmon (2009) in Figure 
1.1 below:  

Figure 3: Characterization of General Infrastructure PPP Structures 

Figure 2: PPI Structures 
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PPPs and the European Union 

This section describes specifically the approach that the European Union has taken with 
respect to PPPs. EU law on public contracts and concessions do not prescribe whether or not 
a PPP arrangement should be used. A European Union Member Country, and thus by 
implication an Accession Country, is free to provide a public service itself or to entrust it to a 
third party. Moreover, EU law allows a pragmatic approach to PPP whereby it recognises that 
under PPP arrangements, public partners are primarily national, regional or local authorities. 
There may also be public law bodies created for the specific purpose to fulfil certain specific 
interests under State control which may enter into PPP arrangements. For the purposes of EU 
interpretation, the term “contracting body” or “contracting authorities” is used to designate all 
of the entities10 which ay enter into PPP agreements.  In this way, EU law may be a useful 
guide for developing countries seeking to create an enabling PPP environment and associated 
legislation.  

EU is not prescriptive about the structure of PPP but does seek to ensure that in selecting the 
partner of a PPP, the general principles of the EC Treaty apply, ie directives on public 
contracts, procurement, equal treatment, proportionality and mutual recognition. 
Furthermore, all agreements in which a public authority awards a contract are subject to the 
general principles on freedom of establishment and freedom to provide services in Articles 43 
to 4911. In addition, PPP agreements that count as public contracts are subject to the 
application of the public procurement directives. This is further explored in Chapter 8 related 
to procurement issues on PPPs. 

The EU’s definition of ‘PPP’ is a blanket term for agreements between public authorities and 
private industry. Such agreements may concern public infrastructure projects or public 
services and are categorised as: 

a) Purely Contractual PPP which refers to a partnership based solely on contractual links 
between the different players. It covers a variety of set-ups where one or more tasks are 
assigned to the private partner, and which can include the design, funding, execution, 
renovation or exploitation of a work or service. 
 

b) Institutionalized PPPs refer to the establishment of an entity held jointly by the public 
partner and the private partner. The joint entity has the mandate to deliver work or a 
service for the benefit of the public. IPPPs may be created by the formation of a mixed-
economy enterprise or company, but may also arise when a private company assumes 
control of what was a public concern, i.e. by changing the share ownership. 

 
c) Cooperation agreements: these are usually between local authorities12.  

                                                 
10 The term “contracting body’ or “contracting authorities” is considered the same and falls within the meaning 
of Directives 92/50/EEC, 93/36/EEC, 93/37/EEC and 2004/18/EC and the contracting entities of the type 
“public  authorities” and “public undertakings” within the meaning of Directives 93/38/EEC and 2004/17/EC. 
11 The rules on the internal market, including the rules and principles governing public contracts and concessions, 
apply to any economic activity, i.e. any activity which consists in providing services, goods, or carrying out works 
in a market, even if these services, goods or works are intended to provide a "public service', as defined by a 
Member State. 
12 See ruling of 13 January 2005 in Case C-84/03 (Commission v Spain), This ruling has caused significant debate 
amongst local authorities in Europe as to whether and in what circumstances forms of cooperation between local 
authorities are subject to procurement law. The ruling says that cooperating local authorities cannot as a rule be 
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Recently significant steps have been taken by the Commission to develop an approach to PPP. 
To this end the Commission adopted the Green Paper on Public-Private Partnerships and 
Community Law on Public Contracts and Concessions13 as well as subsequent 
communications14. This paper was the result of a consultative process15 and was one of the 
actions resulting from the European Initiative for Growth16.  The aim of this Green Paper has 
been to determine the suitability and applicability of Community law on public contracts and 
concessions involving PPP. It sets out the rules that should be applied when taking a decision 
to entrust a given activity a third party (usually the private sector) under a PPP. It must be 
noted however, that these rules are downstream of the economic and organisational choice 
made by a local or national authority. The Commission makes no value judgment regarding 
the decision to use PPP and thus externalise the management of public services or not. This 
decision remains squarely within the competence of public authorities.  

 

Specific PPP forms in the water sector  

Specifically, in the water sector there is an array of options for involving the private sector 
characterised by a variety of contractual forms. These contractual forms differ in the degree of 
responsibility and risk transferred from the public to the private sector (Lee, 1996).17 The 
typical PPP structures that are used can be looked at based on how they deal with the 
following key differentiators: 

• Dealing with Management and Operational Risk 

• Dealing with Commercial Risks ( eg revenue and collection risks) 

• Dealing with Capital Investment Risk 

• Dealing with Asset Ownership 

 
The following table illustrates, after Stiggers (2007) and Idelovitch and Ringskog (1995), the 
various levels of Developer risk in several key areas of responsibility for specific PPP contract 
forms for the water sector.  Each checkmark represents an increased level of risk taken by the 
Developer. Broadly the table shows that there are two main groups of PPP contracts based on 

                                                                                                                                                    
excluded from procurement law by a national provision. The law on contracts always applies when two legally 
distinct entities conclude a contract for pecuniary interest. The status of the entities is not at issue. 
13 Green Paper on Public-Private Partnerships and Community Law on Public Contracts and Concessions, 
COM(2004) 327 final Brussels, 30.4.2004 
14 Green Paper on Public-Private Partnerships and Community Law on Public Contracts and Concessions, 
COM(2005) 569 final, Brussels, 15.11.2005 
15 See Communication from the Commission to the Council and to the Parliament “ Public finances in EMU 
2003”, published in the European Economy No 3/2003 (COM (2003) 283 final). 
16 Communication from the Commission "A European initiative for growth: Investing in networks and 
knowledge for growth and jobs", COM (2003) 690 final, 11 November 2003. This report was approved by the 
Brussels European Council on 12 December 2003. 
17 According to Lee, (1996) at 14: The many options for private sector participation oscillate between one 
extreme of almost total public sector responsibility (e.g. leases) to totally private responsibility (divestiture) at the 
other.  
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the level of risk the developer is prepared to take. In the first group, ownership of the assets 
remains with the government or the public sector, whereas in the second group partial or full 
ownership is transferred to the private sector. The first group, where the assets remain in 
public ownership, include the following type of contracts: Service and Management contracts, 
Lease arrangements and Concessions. The second group, where the assets are partially in 
private ownership, include: BOOT (Build-Own-Operate-Transfer), variations to BOOT 
contracts such as BOT (Build-Operate-Transfer), Design Build Finance Operate Maintain 
(DBFOM), BOO (Build-Own-Operate) and reverse BOOT, joint ownership or mixed 
companies, and outright sale, or partial divestiture. These contractual forms will be 
enumerated below and the manner in which each contract allocates roles and responsibilities 
will be described. 
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Table 1: Main PPP Structures and Developer Risks 

 

Source: Adapted from Stiggers (2007) 

Choosing the appropriate option depends on what the government in question requires from 
the private sector, i.e. the objectives to be satisfied by entering into such contractual 
agreements, and, as a result, how much control of the service it is prepared to relinquish. The 
following section examines the different forms of PPP based on the degree of private 
involvement in the development and ownership of the assets. Throughout this section 
reference will be made to various examples where these forms of contract have been used. 
These examples draw upon the author’s personal experience unless otherwise stated.  

Service Contracts 

In a Service contract the public authority retains overall responsibility for the operation and 
maintenance of the system but contracts out specific, limited-scope services. It is important to 
note that in these types of contracts the public authority bears all the commercial risk and 
must finance fixed assets as well as working capital. The private sector’s responsibility is 
limited to managing its own personnel and services efficiently (Haarmeyer, 1992).  

The types of activities that may be covered by Service contracts include: maintenance, 
emergency repairs, meter reading, billing and collection, upgrading of existing facilities or 
construction of new ones, and rental of equipment.  These contracts are for a short period of 
time, usually not exceeding two years, and are generally renewable.  The basic premise of these 
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contracts is that they require little or no fixed investment on the part of the private operator. 
Efficiencies are effectively limited to the short contract period. 

Service Contracts are used most effectively as a mechanism to bring about specific 
improvements18. These have been used successfully by many public entities to improve, for 
example, billing and collections. In these schemes, such as with the Guatemala City Municipal 
Water Company, the utility entered a three year service contract with a private entity 
specialised in the issuing and collection of bills. Using a simple contractual structure, this was 
an effective mechanism to improve the financial standing of the entity.  

One of the main advantages of these contracts is that in large urban areas, for example, 
different firms can be contracted in separate geographical areas to deliver the same services. 
Multiple contracts ensure adequate competition and enable the water authority to compare 
costs and performance on an ongoing basis. However, it must be noted that if Government is 
to use this type of contract they will need to be prepared to manage the private sector, i.e. 
their role is to shift from that of execution to supervision (Idelovitch and Ringskog,1995).   

Management Contracts 

In a Management contract the public sector transfers responsibility for management of the 
entire operation and maintenance of a system including associated workforce, to a private 
company.  This gives the private company freedom to make day-to-day management decisions 
without assuming any commercial risks.  What is important to note in this type of contract is 
that the private sector acts in the capacity of ‘agent’ to the public sector, i.e. it acts at all times 
on behalf of the public authority. However, payment to the private sector is in the form of a 
fee, generally linked to the performance of the utility.  Financial responsibility continues to be 
vested in the government or public authority and it has the responsibility to provide working 
capital and investment funds (Stiggers, 1997).  

Payments to a management contractor are usually proportional to certain physical parameters, 
such as improved efficiency, volume of water produced, improved collection rates (i.e. some 
very limited commercial risk), or reduction of unaccounted-for water.  

The duration of these contracts is usually three to five years. Therefore management contracts 
do not entail large investments with long payback periods to be made by the private sector.  
Often the intention is to act as a kind of ‘interim’ management prior to finding a more 
permanent and robust form that brings capital investment. Thus Management Contracts may 
feature an option to convert to more intensive, longer-term, PPP arrangements.   

Management contracts have not been as effective as originally hoped. From my personal 
experience, an example of a management contract that worked well, for the most part, was 
that of Trinidad and Tobago, where I was Director of a management contract that had a 
sound contractual structure and some very clear private operator performance indicators. The 
idea behind the management contract was to achieve real improvements through private 
management of the water company (the Water and Sewerage Authority of Trinidad and 
Tobago – WASA) enhanced by a targeted investment programme. However, at the time the 
management contract was designed and subsequently let, a loan from the World Bank was 
envisaged, specifically designated for the implementation of major capital investment 
involving major system rehabilitation. In reality, what happened was that the management 
contract was implemented for a period of three years but there was no capital programme as 

                                                 
18 Examples of service contracts include the Mexico City contracts where the city was divided into four sections 
and contracts negotiated with four international operators.  
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the World Bank loan did not materialise. The pipework and infrastructure required major 
rehabilitation of old and leaking pipework and structures, and this was not possible without 
the planned investment Therefore, the ability of the management contractor to bring about 
significant operational and financial improvement was limited in aspects directly related to 
capital investment, such as continuity of water supply or reduction of leakage. This lack of 
linkage between the Grantor’s obligation to provide investment and the Developer’s 
obligations under the Management Contract is a potential issue that can hinder performance 
improvement. This issue can be dealt with contractually by ensuring the Grantor’s  funding 
and capital investment obligations are clearly set out (Suleiman, 2002). 
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Figure 4: Typical Management Contract 

 

Lease Contracts 

Lease Contracts have been commonly used in France and are also known as ‘Affermage’ 
contracts.  In this type of arrangement a private operator rents or leases the facilities from the 
public sector for a given period. In essence, the private sector is renting a permit for 
operation, maintenance, and management of the system but the public sector is still 
responsible for capital expenditure for new projects, replacement of major works, debt 
service, tariffs and cost-recovery policies.  Occasionally the Developer may be asked to bring 
some working capital to support his day to day operations. It should be noted that the public 
sector maintains the ownership of all assets and there is no transfer of ownership rights. The 
Developer takes the risk of operations and management as well as the collection risk – where 
the collected revenue is used to pay the Developer’s fees. 

Lease contracts can be medium or long-term duration.  They usually last five to ten years but 
can be extended for as long as twenty years (Camdessus, 2003). Lease contracts have a 
number of benefits as they allow for: 

• Automatic periodic revisions of the rate being paid to the private sector through the 
use of price index formulas,   

• Periodic re-negotiations of the rates and cost index formulas on the basis of results 
achieved by the private sector. In this way, savings that the leaseholder has been 
able to achieve during the previous years can be passed on to consumers,  

• Specific penalties that will apply in the case of poor performance.   

Given the above factors, the risks involved in a lease arrangement tend to be limited (i.e. 
Operation, Management and Commercial collection risks) and the arrangements generally 
allow the private sector to become more comfortable with the system and associated risks.  
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Accordingly, Lease Contracts can be used effectively for more extensive potential involvement 
in the future.  

However, Lease Contracts run the risk of placing undue burden on the Government and its 
ability to raise funding. In the case of Dar es Salaam - Tanzania, where I acted as senior 
advisor to the Government and the World Bank, the main issue was to ensure that the lease 
payments made were sufficient to cover some of the associated cost of the loan programme 
that was designed for capital improvements. It is interesting to note that, in this contract, it 
was a requirement for bidders to design a capital improvement programme to be financed by 
the World Bank against which the Private Operator would have to perform.  

Figure 5: Typical Lease Contract 

 
 

As in the Management Contract, there are potential problems caused in a Lease agreement if 
there is a lack of linkage between the Grantor’s obligation to provide investment and the 
Developer’s obligations under the Lease agreement, as any lack of the planned investment will 
generally hinder performance improvement. This issue can be dealt with contractually by 
ensuring the Grantor’s funding and capital investment obligations are clearly defined.  
 

Concession Contracts 

In a Concession, the Developer, or concessionaire, has overall responsibility for the services.  
The distinctive feature of this type of contract is that the private sector is not only responsible 
for operation, maintenance and management, and all commercial risks,  but it also has full 
responsibility to source funds for the capital investments needed for the expansion of services, 
either directly or indirectly ( i.e. through banking or financial institutions) The fixed assets, 
however, remain the property of the government or public authority, but they are entrusted to 
the concessionaire for the duration of the concession contract and must be returned in the 



  57

same condition at the end of the concession period. There may be some temporary ownership 
of newly constructed assets, but with eventual asset transfer to the Grantor. 

The duration of Concession contracts is usually twenty to thirty years, depending on the level 
of investment and the payback period needed for the concessionaire to recover investment 
costs. If some capital expenditures have not been fully amortised by the end of the contract, 
there is usually a provision in the contract for the contractor to be compensated accordingly 
(Dumol, 2000). The concessionaire retains exclusive rights for the duration of the contract. 
When the contract expires, all works and equipment are turned over to the public sector.  

Under a Concession contract, the Developer is paid directly by the customer, based on the 
defined user fee, generally related to consumption. The private sector assumes ‘collection risk’. 
The private sector retains the balance of revenues after paying back any taxes and charges 
levied on customers by the public authority. If expenses (ie cost of capital works program in 
addition to operating expenses) exceed revenues, the private company suffers losses. 
Depending on the size of the capital works program these losses could be quite heavy.  
Penalties in Concession Contracts may be levied for failures to meet pre-defined targets for 
investment as well as service related performance measures (Dinar, 2000).   

Figure 6: Typical Concession Contract Structure 

 
Concession contracts by their nature tend to be for long periods of time in excess of twenty 
years. Conditions change over such long periods and assurances made at the time of the 
signature of the contract might not necessarily hold true after a given period. According to a 
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study by Estache et al (2002) there is an interesting example in what happened with the 
concessions in Argentina, where the Government defaulted when the foreign currency 
protection mechanism was exceeded due to the devaluation of the national currency (peso). 
This is an example of the need to ensure that concession contracts are robust enough to allow 
the private sector to raise capital against these contractual structures, but that at the same time 
the contracts are sufficiently flexible to deal with unforeseen changes in circumstances.  

Concessions have some of the most complex contractual PPP structures, covering many 
issues found in other models, and for this reason are used as the starting point to develop the 
Recommendations in this research for development of Key Contract Provisions for 
Optimizing PPP arrangements (Chapter 9). 

 BOOT Contracts 

Build Own Operate Transfer (BOOT) contracts encompass the private sector financing, 
building, owning, and operating a specific new facility or system. 

The BOOT contracts are made on a similar basis to the Concession structure (see all 
comments above), but are generally used for a new facility or system, rather than operation 
and further development of an existing system (Delmon, 2009). After a predetermined period 
of time, ownership of the facility is transferred to the public sector.  The public sector is 
usually responsible for determining the demand for the service being contracted, and therefore 
for the size of the facility.  Demand is often guaranteed by Grantor. In this regard the 
Developer may consider the commercial risks to be less than in, say, a Lease contract. One 
point to be noted is that problems may arise if there are differences between real and 
estimated demand, with associated financial risks to the Grantor, as well as potential 
operational problems for the Developer.  

The duration of BOOT contracts is related to the time needed to cover the debt incurred, as 
well as the necessary time to provide adequate return to equity investors. At the end of the 
pre-defined period, the private sector transfers the facility back to the public sector.  As to the 
risk borne by each one of the parties, it is important to note that BOOTs may represent a 
substantial risk for the private sector, particularly if there are no assurances that the 
investment output will be paid by the public sector, or that the quality of services that can be 
achieved will be uniform and according to design standards.   

The traditional BOOT schemes may have a number of variations depending on the level of 
risk allocated to the parties. For example, one slight variation of the BOOT system is known 
as BOT. In this case ownership is transferred to the public sector as soon as the facility is 
completed, and the function of the private firm is only to construct and operate it (Franceys, 
1997 and Frangano, 2001).   

One more variation is BOO, whereby ownership is not transferred to the public sector but 
remains with the private firm that constructs and operates the facility (Gray, 1997). 

Another variation is used in countries where economic or political risks are high and where 
the private sector may be requesting very high risk premiums in return for their participation. 
In this case the public sector finances and builds the plant itself and then contracts a private 
firm to operate it over a long period of time. It is then possible for the private firm to acquire 
the plant gradually by paying the public sector an annual fee which usually covers the full debt 
service of the entire investment cost (Gray, 1997 and Kerf et al, 1998) . 
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Joint Ownership 

Joint ownership is a good solution for situations where private sector participation is desirable 
but it is not possible to pass on all the risk of investment and operations to the private sector.  
Under this scheme, a private sector firm and the public sector incorporate a firm under the 
country’s existing commercial code. The basic principle here is that, although the parties start 
with a fairly equal number of shares, the public sector has the option to sell part, or all, of its 
participation to the private sector in the future. 

What becomes crucial in this type of agreement is the contractual agreement that regulates the 
relationship of the shareholders, i.e. the private and public sector. The roles and 
responsibilities are detailed in a shareholders agreement. Particularly relevant to this agreement 
is not only the mechanics for distribution of profits but the level of profits to be distributed 
between the partners. 

Idelovich and Ringskog (1995)  argue that successful jointly owned companies can be 
expected to establish creditworthiness and to raise capital by floating bonds or issuing notes. 
This has the advantage of limiting public sector debt, an important sector objective. From my 
experience, raising capital through bond flotation is unlikely due to the typical immaturity of 
the financial markets where these types of agreements tend to occur. In addition, supporters 
of joint ownership argue that the shares of the company would eventually be put on the local 
stock market and that pressure to operate efficiently will be exerted through stock market 
operations (Mandri-Perrott, 2005). I consider this to be definitely feasible in more advanced 
economies such as the UK where the public owns shares in the water and wastewater 
companies but, judging by this research, there is also a growing use of these in developing 
countries. 

Figure 7: Typical Joint Ownership Structure 

 
However, it must be noted that in countries with a weak regulatory tradition, the benefit of 
joint ownership is conducive to satisfying regulatory requirements since the public sector will 
be represented by a board of directors who will have a broad insight into the firm’s 
operations. 
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Outright Sale / Divestiture 

Some governments have opted for an outright sale of the water assets and wastewater 
services. The sale may be prompted by the public sector’s desire to completely separate 
ownership from operations and maintenance.  It is also a way for the public sector to raise 
revenues. This has been a strategy used effectively in the sale of other utilities such as 
telecommunications and energy providers. However, it must be noted that in the water and 
wastewater sector its ‘attractiveness’ to the private sector will depend mainly on the rates or 
tariff they will be allowed to charge. It must be clearly understood that the assets themselves 
have virtually no alternative value and that the business is modelled solely on its capacity to 
generate revenue and not on the value of the assets per se (Hudson Institute. 1999).  

The most notable example of this is the sale of water companies in England and Wales 
(Ofwat,2001). However, the particular political and commercial situation of the UK market at 
the time, with a general desire for full privatization of public utilities, together with a well 
established capital market, may make this a difficult model to replicate elsewhere. 

Figure 8: Private Water Company Structure 

 

3.4  Key Requirements for a Successful PPP  

When coming to the decision on whether to involve private sector participation, governments 
have to assure themselves that this creates value in excess of associated costs (Whittington and 
Venkateswarlu, 1994).  Compared to public entities, private firms usually have higher costs of 
capital19 as well as profitability requirements which significantly impact the cost of 
infrastructure initiatives.  A well designed PPP arrangement should in principle enhance ‘value 
for money’ through a combination of factors including: financing, operational efficiencies, 
superior risk management, greater implementing capacity and enhanced service quality 
(Whittington, 1992, World Bank, 2001, World Bank, 2004 and Gómez-Lobo and Hinojosa, 
2000).   

Designing, constructing, operating and maintaining water and wastewater systems is complex 
and requires substantial resources. Public institutions may lack the institutional capacity 
required to implement traditional public procurement of water sector components.  The value 

                                                 
19 Typically private capital is a combination of debt and equity finance. This issue is discussed further in Chapter 
7. 
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Box 1: South Africa– Assessing PPP Transactions 

South Africa’s Treasury Unit contains a dedicated group that oversees all PPP transactions in the entire 
country.  Before approving new projects, the PPP unit will verify the following: 

Affordability – Any public institutions involved must be able to meet their financial obligations under the 
PPP agreement throughout the life of the project.  Current and anticipated budgets must be able to support 
any PPP related expenses including the costs of public oversight. 

Value for Money – Incorporating private sector participation must offer additional value to the public sector 
through risk transfer, increased quality or some combination thereof.  In the absence of Value for Money, 
traditional public procurement would be the preferred method for realizing new infrastructure services. 

Substantial Risk Transfer – Private parties must assume meaningful risks as part of their participation in a 
proposed PPP arrangement.  Value for money often results when private partners can manage project risks 
better than public counterparts. 

South Africa’s Treasury unit employs a series of reviews and approvals throughout the project development 
process.  In some cases, funds from a special Project Development Facility can help local and regional 
planners engage additional resources to aid in planning projects that meet Treasury standards for PPPs.  To 
learn more about South Africa’s PPP unit, please visit: www.ppp.gov.za 

added to the design and contractual integration of water and wastewater systems may justify 
the additional costs of private sector participation.   

Achieving Value for Money 

As previously discussed in Chapter 1, when considering PPP options, the Grantor needs to 
ensure that the scarce public resources available to it are used in the most effective way. 
Governments with experience with PPP (for instance Canada, Australia, South Africa, the 
Netherlands and the United Kingdom) have developed analytical tools to inform policy 
makers in this process. 20 

 

Quantitative analysis is needed to assess the value for money proposition of a water PPP 
agreement. This usually involves a comparison between net costs associated with public 
service provision compared to those under the PPP scenario. This is often captured within a 
Public Sector Comparator (PSC) model against a PPP reference model.  Together with 
qualitative assessments, this quantitative analysis can help public institutions make rational 
choices regarding infrastructure procurement. However, using the quantitative models, the 
Grantor should consider a number of issues including: 

• Completeness and accuracy:  both PSC and PPP reference models may omit or 
incorrectly value critical risks.  In the case of water PPPs these mistakes may involve:  

o Contingent liabilities 

o Contract negotiation risks, or  

o Explicit but variable liabilities such as operating subsidies and minimum 
revenue guarantees 

                                                 
20 For links to many government websites please visit the World Bank Institute’s Global Public-Private 
Partnerships in Infrastructure web portal at: http://info.worldbank.org/etools/PPPI-Portal/links.htm 
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• Model inputs: selecting appropriate inputs for project models is always a difficult 
task.  The subjectivity of inputs can provide an avenue for manipulation and 
undesirable biases.  Many developed nations now use sophisticated databases as a 
check on modeller discretion.  However, this is often not possible in developing 
countries where data from previous projects may be unavailable or lacking in quality.  
Discount rates for the opportunity costs of funds are particularly influential model 
inputs and may be especially contentious.  Small alterations in discount rates can 
inordinately affect analyses as values are typically compared on an NPV basis. 21 

• Development costs: conducting thorough quantitative analysis of a project’s value 
can require time and considerable costs - especially where institutional capacity is 
lacking and public authorities rely on external advisors. 

• Timing: determining the initial value for money of a PPP based procurement 
approach requires some indication of final project costs.  However, these costs are not 
entirely ‘knowable’ until later procurement stages and financial close.  Even where 
PPP reference models are well crafted, their results still may differ substantially from 
actual procurement costs.  

• Reasonableness: as suggested by Leigland and Shugart (2006) constructing public 
sector comparator (PSC) models may not make sense when public authorities cannot 
conceivably implement a project for lack of funds or institutional capacity.  Traditional 
financial and economic analysis assuming private sector participation may be the only 
quantitative analysis available for assessing projects when this is the case.  

 

In the United Kingdom the concept of Value for Money is defined as the optimum 
combination of whole-of-life costs and quality (or fitness for purpose) of the goods or services 
to meet the Grantor’s requirements. Value for Money is not the choice of goods or service 
based on the lowest cost. 

Contingent Liabilities  

Contingent liabilities represent commitments to future expenditure (eg by the Government) if 
certain events occur (Leigland and Shugart, 2006). Many of the risks associated with private 
sector participation in infrastructure create sizeable contingent liabilities for public institutions.  
Because such liabilities are uncertain and do not correspond to definite cash flow events, 
simply relying on cash based budgetary analysis will fail to consider their potential impacts on 
affordability.  For example, a public guarantee on a water project’s debt will not result in a 
direct cash outflow, but nevertheless, the value of such a guarantee has potentially enormous 
future budgetary implications that should be considered.  The challenge for planners is valuing 
and accounting for such contingent liabilities appropriately.  Typical methods used to 
accomplish this include: 

• Actuarial or Statistical Techniques 

• Econometric Models 

• Contingent Claims Analysis 

                                                 
21 Net Present Value (NPV) is the sum of future cash flows discounted to present time by some opportunity 
costs of capital. 
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Contingent liabilities and the opportunity cost of cash reserves established to cover their 
potential impacts should form an important component of affordability analysis (Lewis and 
Mody, 1997).  Later sections of this book will discuss the key issues related to valuing risks 
and contingent liabilities (Chapter 6) 

Budgetary Implications 

The budgetary implications of water and wastewater initiatives have a major impact on public 
sector finances. The massive nature of water and wastewater expenditures has to be justified 
against the opportunity cost of scarce public funds. Planners should also closely consider 
contingent liabilities associated with private sector participation to ensure that services do not 
require future bailouts at great cost to public institutions and taxpayers. Indeed, given the 
essential nature of the water and waste water service provision, it should be borne in mind 
that governments are unlikely to walk away from failed or non performing water or waste 
water service, and so this is a true liability. 

3.5 Partnerships between Public and Private Institutions 

Refining and improving the ways that water systems can incorporate private sector capital and 
expertise makes good sense given the size and scope of such projects.  There is a clear need 
for increasing the long term sustainability of private sector participation in the water sector 
considering the large amount of money (both public and private) at risk as well as the lengthy 
duration of contractual relationships.  Partnering with the private sector can deliver substantial 
value by augmenting limited government capacity (both operational and financial) to the 
benefit of customers.  However, the mechanics of actually formulating complementary 
relationships between public and private entities is never simple.  Failing to ‘get it right’ can 
have severe consequences for tax payers, investors and customers alike. 

Preserving private incentives for performance, while at the same time using contributions of 
substantial public funds for investment in new services, requires delicate management.  
Achieving the possible benefits of a PPP arrangement for water schemes requires getting two 
big things right: 

• Giving the Developer the ability and incentives to make good operating and 
investment decisions. This means giving the Developer enough freedom to make 
decisions while exposing it to the related business risks—so that it gains when getting 
decisions right and loses when getting them wrong 

• Protecting the Developer from the risk of losing through the government changing 
the rules of the game rather than from bad operating and investment decisions. For 
example, this means protecting the Developer from the risk that the government will 
opportunistically cut prices after the Developer has invested (or take similar actions 
that undermine the investor’s profitability) 

Neither goal is easy, but protecting the Developer from policy risk is especially hard. The 
challenge is to embody the proposed policy objectives in a functional PPP contractual 
arrangement. A good PPP arrangement will be reflected in a PPP agreement (contractual 
terms) that match risks and rewards and establishes adequate ‘controls’ for both the Grantor 
and the Developer. This whole subject is covered in more detail in Chapter 7 and in the 
contracts section, Chapter 9. 

A private Developer’s profit incentive may cause it to operate more efficiently than its public 
counterpart. For example, it may provide the same level and reliability of services with 
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improved water quality and quantity fewer staff. However, on the other hand, the PPP 
arrangement must be designed to ensure that this profit incentive is harnessed to the benefit 
of both the public and private partners. 

Often a key element in private operation is the know-how, technology and other managerial 
techniques employed. It is important that the benefit of the private Developers’ experience in 
provision, management and operation of water and wastewater systems is taken advantage of. 
This can be gained at the initial design and development stages, through market consultation, 
or at the bid stage through contractual arrangements that include appropriate degrees of 
responsibility for the plant and equipment design and operation (Contracts, Chapter 9). 

Finally, although typically private Developers can bring skills to improve services through 
more effective management and operation of services it is important to realize that there is a 
limit to what can be achieved in operational  improvements without the necessary capital 
investment for refurbishment or new infrastructure. A key part of any PPP arrangement is to 
establish how this capital investment will be funded, who will have responsibility for carrying 
this, and how this will be linked to sustaining or improving levels of service. 

3.6 Managing the Stages of Development and Implementation of PPPs 

This section describes the review of current best practice for the preparation, implementation 
and management of PPP arrangements. Usually it involves three stages that may overlap each 
other in time as detailed in Figure 8 below.  

Figure 9: Stages of Development & Implementation 
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The time required to complete the preparatory stages varies by country and by the 
arrangement being pursued. Countries with laws supportive of private participation in water 
and sanitation services and with good-quality information on the system may proceed 
relatively rapidly. In addition, a management contract usually takes less time to prepare and 
implement than a concession. With strong political commitment, a management contract 
could typically be designed and implemented in under 12 months, while a concession and its 
associated financing could easily require two or more years. 

Governments may, with benefit, choose to allow more time initially for consideration of the 
issues and setting in place the upstream sector strategy and policies, as well as management of 
social and political concerns, to ensure the successful development of the water and 
wastewater scheme. One outcome is that generally this will allow a more effective design and 
management of a PPP arrangement.  

Financing of water and wastewater PPP projects is always an important, complex and time 
consuming process, and more details of the issues and possible approaches involved are given 
in Chapter 7. 

 

Developing PPP policy 

The first step in developing policy includes deciding on whether to consider private 
participation as a tool for achieving the government’s objectives. As a first step the 
government will need a decision on what the scheme is intended to achieve and its link into 
the overall plan for the sector. This starts with setting objectives and recognizing the trade-off 
between different objectives. 

Clearly articulating and agreeing objectives at the start of the process allows everyone to work 
toward a similar end and provides a solid framework for choosing between options and 
resolving disputes during the design process. Some key issues that will need to be considered 
at this stage include:  

External constraints, that may impact the type of PPP arrangement and for which the Grantor 
needs to take into account any over-riding legal and physical restrictions on the operating 
environment. Some of these could include the legal and regulatory environment. The choice 
of contract type will be determined (and in some cases limited) by the legal environment under 
which the water and wastewater scheme operates.  The implications of the legal regimes are 
further discussed in Chapter 5. The business environment will also affect the monitoring 
regime that is developed.  

Budgetary constraints may result given the fact that water and wastewater schemes are capital 
intensive for both the public and private sector. The public sector through its Grantor (and 
depending on the chosen form of PPP) may have significant financial exposures to the 
proposed scheme. Working within its budgetary limits, the Grantor has to assess the level of 
subsidy it is able and prepared to pay.  

Detailed service planning issues, which although typically done by government in defining the 
sort of public water services required, can be augmented by the Grantor by for example, 
detailing tariffs, service levels and subsidies. The PPP contract has to clearly set out each 
party’s role. In some instances, the service planning function is completely carried out by the 
public authority, even down to tariff setting and level of subsidy.  
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Designing the details of the arrangement 

Once the objectives, vision, and structure for the sector are set, the details necessary to make 
it work need to be developed. In particular, the following should be considered as integral 
activities in designing the PPP arrangement and how it gets reflected in the PPP contractual 
agreement (Kerf et al, (1998), Klein and Hadjimichael (2003) and Littlechild, (2002)): 

• Stakeholder consultation and communication are important – knowing what they want 
and their contribution to the reform to make it sustainable. Identify early on issues 
that are likely to be politically sensitive or require policy decisions 

• The heart of the arrangement is the level of service to be provided and the tariffs and 
any subsidy that will have to be paid. This involves technical and financial work, and a 
large degree of consultation 

• The technical and physical determination of the water and wastewater infrastructure 
requirements has to be made, and the costs and the resulting Investment Plan have to 
be established 

• The choice of who will bear risks and costs of the chosen Arrangement has to be 
made (both private and public sector) and these decisions may influence the type of 
contract chosen  

• Institutions need to be developed to manage the development, and management of 
the PPP agreement, as well as supervision  and adjustment of service standards and 
tariffs  

• Legal frameworks and contracts have to be drafted to ensure an effective legal 
arrangement (PPP agreement) to reflect all the design points and ensure stability of the 
long term arrangement  

Designing and implementing an arrangement requires economic, financial, technical, and legal 
expertise, and the coordination of that expertise. Detailed work is needed to refine the option 
to be implemented and the legal measures to support it, and to prepare complex documents, 
such as laws, bidding documents, and draft contracts. Governments or municipalities usually 
lack the full range of expertise within the civil service to carry out these tasks and so will need 
advisers22 to provide some of these skills and specialized expertise. Management of 
transactions of major water and wastewater schemes with private sector involvement needs a 
specialist management expertise and it is likely that transaction advisory support from 
specialist advisers will be needed to help lead the whole process. There will be times when 
more or less work is needed, and the appropriate combination of advisors will always depend 
on the particular circumstances. The costs of advice always need to be weighed against its 
benefits.  

Selecting the Private Service Operator  

                                                 
22 A useful work addressing the appointment and use of advisers in PPP and Infrastructure development is A 
Guide for Hiring and Managing Advisors for Private Participation in Infrastructure  by the Public Private 
Infrastructure Advisory Facility 

This Toolkit provides a comprehensive and thorough guide to the issues surrounding the hiring of advisors to 
support government officials involved in increasing Private Participation in Infrastructure (PPI).  The Toolkit 
focuses on the hiring of advisors to increase private sector participation in the following sectors: electricity 
generation, transmission and distribution; natural gas transmission and distribution; water and sewerage; solid 
waste; telecommunications; railways; ports; airports; and roads. http://www.ppiaf.org/content/view/236/485/ 
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Selecting the Developer / Operator involves both ensuring that the opportunity is attractive 
to potential private service Operators and using good processes to determine which Operator 
will be the best partner (Lorrain (1997) and Saltiel, (2003)). Research by Shirley and Walsh, 
(2000) suggests that involving private service Operators early in the process is usually a good 
idea because it increases the likelihood Operators will be interested in the arrangement. This is 
further confirmed by Brocklehurst and Janssens (2004), Bradbury (1992), Budds and 
McGranahan (2003), Caplan and Jones (2001a&2001b), Chapman and Cuthbertson (1999), 
Cook and Stevens (2005), Engel et al, (2000), and Guasch et al,  (2005) The government will 
also need to consider the kind of Developer it wants and can expect to attract. In the various 
PPP contracts evaluated under this research the possibilities for Developers range from large 
international investment firms with experience in private participation in water and wastewater 
provision schemes, to small local firms, alternative providers, and individual entrepreneurs. 
After having decided on an arrangement a government needs a suitable private partner. 
Processes to select and reach agreement with a private sector Developer can be divided into 
three broad types23 (a) competitive tendering, (b) competitive negotiation and or (c) direct 
negotiation. 

Managing the Arrangements 

Early on, the government may wish to choose a “reform leader”—that is, a government entity 
that has appropriate skills, capacity, and responsibilities and that can champion and coordinate 
the overall process. Choosing the right entity is sometimes difficult. For example, if local 
water and wastewater services are a municipal responsibility, should the reform leader be the 
municipal administration (which has the appropriate responsibility) or a central government 
agency (which has more power and capacity)? According to Sommer (2001), it is an advantage 
to have this ‘Reform Leader’ established at the earliest stage, whilst policy is still being 
developed. Other tasks under “Developing the Policy” which should be addressed include 
allocating responsibilities to different tiers of government, deciding on the market structure 
including who is responsible for setting and or regulating tariffs. 

To manage the process, the government needs to be clear about which level of government is 
responsible for managing the process in the long term, and set up a streamlined management 

                                                 
23 Often the best result can be achieved by competitive tendering, with prospective Operators competing in a 
formal, structured process. However, sometimes other approaches are suitable, for example when there is limited 
bidder interest, or innovative solutions are needed which are hard to define in advance.  I deal with this issue in 
some of the recommendations section of my research. 

Box 2: Project Team Members 

Project Team Members might include: 

• A high-ranking official from the contracting authority 

• A legal official with applicable policy and procurement experience 

• A technical officer with appropriate engineering knowledge and experience 

• A representative with expertise in communication skills 

• A representative of the local water and wastewater authority 

• A finance officer with experience in the financial management and funding of public utilities and, if 
appropriate, the negotiation of financing arrangements with private investors and public-private 
lenders 

• Political representatives (such as municipal councillors). 
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structure with strong analytic capacities and a reporting structure that brings powerful decision 
makers into the process in an effective way (Clarke et al, 2002). For reform to proceed 
smoothly, the authority leading the transaction (eg the Grantor) may need to establish a 
project team. The team could consult with interested stakeholders or representative forums, 
while viewing the process from a broad social perspective that focuses on achieving the 
government’s objectives. 

 

A project team’s skills are crucial. From the research it appears that successful PPP 
transactions generally involve a team which includes senior individuals drawn from the 
Grantor and other agencies with a particular interest or area of responsibility related to the 
project. The project team will typically have an advisory role with the Grantor approving all 
key decisions. The project team’s delegated powers should allow the reform process to 
proceed in a timely, efficient, and transparent manner with appropriate checks and balances. 
The project team needs to report to a suitable political decision making group, generally a 
steering group. The steering group may be a cabinet subcommittee, a committee of municipal 
leaders, or a combined local and national-level committee. The steering group should make 
decisions, with recommendations from the project team. 

There are many ways of arranging the project management and decision making structure. My 
research seems to suggest that there are a number of characteristics of a successful structure 
and which are likely to include a competent, dynamic, and focused project team, with a 
mandate to develop options and proposals, and to describe them clearly. According to the 
World Bank (2006a), a decision making group including enough influential people to ensure 
that the group’s decisions are not undermined, while being focused enough to provide clear 
and rapid responses to proposals from the project team, as well as a reform champion—a 
senior individual who is committed to moving the process along and overcoming inertia, are 
key success factors24. 

Once the arrangements have been designed, the emphasis shifts to marketing the transaction. 
This requires a Transaction Manager who knows the potential Developers well. Technical, 
financial, and economic specialists will all be involved in putting together a request for 
proposals and information memorandum. Lawyers will help ensure that the legal aspects of 
the procedure are in order and that the transaction is not challenged on procedural grounds. 
Communication with different stakeholders25 during this process is vital, and communications 
and human relations specialists may be brought in to assist. 

Prequalification of potential Developers typically involves assessing their financial and 
technical strength and experience, and specialists with good judgment in these areas will be 
needed. Similarly, once bids are received, it may be necessary to assess them from a technical 
and financial perspective, depending on the bidding procedures used. The Grantor and its 
team will lead the negotiations with the Developer. Lawyers and financial specialists will be 
involved in negotiations to ensure that all the necessary documentation is executed to make 
the arrangement legally effective and binding. 

                                                 
24 The composition of the project team and steering group may change during the process. For example, 
different structures may be suitable for the phases of policy development and the transaction implementation. 
Following selection of a preferred bidder the Grantor may form a separate negotiation team, and, following 
contract implementation, a long term contract management team. 
25 Adequate stakeholder consultation is essential as changes in water sector provision generally have high 
perceived social and political impact. Adverse stakeholder reaction can severely impede successful 
implementation of PPP schemes (eg Cochabamba, Bolivia, where offices were burned and the private sector 
contract was cancelled). 
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No matter how well designed the rules and institutions governing the arrangements are 
thought to be, it will take time and experience for the parties to truly understand each other 
and work together—something that should be taken into account when the arrangements are 
designed. 

After the Developer is selected, the hard work of managing the relationship starts. If the 
design stage was done well, the rules and institutions created should keep the relationship on 
track and serving the public interest. During most arrangements, there are likely to be tariff 
reviews and other adjustments. Once the Developer starts work, performance under the 
contract needs to be monitored to ensure agreed standards are met, and also that contractual 
and financial obligations are met by all parties. Tariffs and service standards may eventually 
need to be adjusted and disputes may arise that need to be resolved. 

Financial close (ie when the lender is able to start drawing-down on its loans) marks the 
beginning of the long term relationship between the Grantor and the Developer. Good 
institutions and rules for maintaining and governing the relationship will be needed. The 
institutions set up to manage the arrangement may already have the capacity necessary to carry 
out these tasks. Some of the experiences reviewed in my research, for example in the case of 
Tallinn, Estonia show that some Grantor’s may need assistance, especially early on, to help or 
augment skills required to manage and monitor the Developer. Technical specialists can help 
in monitoring service performance and assessing operating efficiency. Financial analysts and 
economists will be needed for tariff resets, and lawyers for enforcement and dispute 
resolution.  

According to Vives (1997), to manage the process Governments need to be clear about which 
level of government is responsible for managing the process in the long term, and set up a 
streamlined management structure with strong analytic capacities and a reporting structure 
that brings powerful decision makers into the process in an effective way.  

3.7  Summary and Conclusions 

This section looks at the wider issues of incorporating private sector in design, development 
and implementation of PPP arrangements to provide long term water and waste water 
services. At the core of a PPP arrangement is the sharing of risks between the Grantor and the 
Developer. In order to ensure the optimal performance of the arrangement the design and 
implementation has to be carried out within a supportive framework that includes government 
commitment to a PPP agenda, fair allocation of risks between the parties to the PPP 
agreement, an adequate legal and regulatory regime, and a well prepared PPP model and clear 
tender process. This research includes discussion on all these points, and particularly leads to 
recommendations for optimising the last point. 

The allocation of responsibility and risks for any PPP scheme can help us to analyze the needs 
of the scheme. A typical PPP scheme will need to deal with management and operational 
risks, commercial risks (eg revenue and collection risks), capital investment risk and allocation 
of asset ownership.  

Using these differentiators, I have described a variety of PPP contractual models, where the 
Developers share of risks varied, starting from the limited risks of a Service Contract, through 
the increasing risk taking in Management Contracts, Lease schemes, Concessions, BOOT’s, 
Joint Shareholding with the public sector partner, through to totally privately owned water and 
waste water service companies. Each of these structures involved contractual linkages, and 
institutions, that reflected the risks and obligations taken, the responsibilities for investment 
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and capital works programs, as well as the means of monitoring and evaluation the long term 
performance (eg regulation and auditing).  

Concessions have some of the most complex contractual PPP structures, covering many 
issues found in other models, and for this reason are used as the starting point to develop the 
recommendations in this research for development of Key Contract Provisions for 
Optimizing PPP arrangements (Chapter 9). 

I note some overriding economic and financial drivers and issues that need to be considered 
by the Grantor in developing and implementing PPP schemes: 

• Value for Money (VfM) - a key driver and measure for assessing the level of benefit of 
a PPP scheme 

• Contingent Liabilities – ‘hidden’ potential commitments to future expenditure that can 
have major implications for the Grantor or Government 

• Budgetary  Implications for government – for instance use of scarce public capital  

At the heart of this is the realization that however much governments want to place risk with 
the private sector, if things go wrong with the PPP arrangement, then for social and political 
reasons it is unlikely that the government will be able to walk away from taking back these 
obligations, which might be very costly. Hence this is another reason for the importance of 
ensuring PPP effectiveness and sustainability. 

The arrangement not only has to look at the skills, resources and responsibilities that it 
expects from the Developer but also has to consider the manner in which the profit motive 
of the private Developer can be harnessed, through the arrangement structure, contract  and 
associated incentives. 

To obtain an understanding of some of the procedural issue of design, development and 
implementation we looked at the four stages of PPP development:  

• Policy Development, where objectives are set, the reform leader is identified, and 
ground rules for the structure of the sector are determined  

• PPP Arrangement Design, where the technical and service standards, tariffs, risk 
sharing are developed, and the roles and responsibilities defined and how to manage 
them. During this stage the contracts are developed and institutions to manage them 
are identified or created as may be appropriate. 

• Developer Selection, where the rules for attracting and selecting the best private 
partner are developed.  

• Managing the Arrangement, referes to all actions required for all the stages from 
project concept through to the end of the contract period. This involves Project 
design and management, Transaction management and overall long term contract 
management. This occurs over the long term, from project concept, and throughout 
the long term operation.  

 
Each stage requires an appreciation of the key issues to ensure sustainability and effectiveness 
in the PPP arrangement, ideally all eventually embodied in the contractual arrangement. The 
whole process is over a long duration, varying according to the arrangement structure chosen, 
but possibly varying between 2 years through to 30 years for a Concession. The Management 
of the Arrangement has to span this whole period, but with a changing role according to the 
changing needs of each phase (eg starting with design management, and culminating in the 
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long term management during the long operational period). The message from this is that care 
taken in the management of the design and development of the Arrangement at the earlier 
stages will result in reduced need for management in the later stages. This section concludes 
with the recommendation that to manage the process the government needs to: 

• Be clear about which level of government is responsible for managing the process in 
the long term 

• Set up a streamlined management structure with strong analytic capacities and a 
reporting structure that brings powerful decision makers into the process in an 
effective way.  

The point to be made from this is that, however robust, comprehensive and clear are the 
contractual arrangements, there is still a need for effective management by the Grantor at all 
stages over the whole life of the PPP Arrangement. 




