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5. PERFORMANCE 
MONITORING, LEGAL 
AND REGULATORY 
ISSUES 

5.1 Introduction 

The design of PPP schemes requires a legal and regulatory framework within which the 
agreement can operate. Having determined the performance measures that will demonstrate 
the level of scheme effectiveness, then the contractual and regulatory framework needs to 
incorporate mechanisms to monitor and control these performance measures.  Critical 
decisions relating to the management of water and wastewater service provision are often 
based on inaccurate and insufficient data both at design stages and during the long term 
scheme operation. This issue and ways of dealing with it are discussed in Chapter 12,  

In this chapter I detail how the arrangements can be embodied in legally effective and 
enforceable frameworks. Effective legal arrangements are at the core of developing sustainable 
PPP schemes and whilst key contractual recommendations are dealt with in Part 3, I look at 
how the overall legal regime of a given country may impact the manner in which a PPP 
agreement is developed and interpreted.  

At the same time, and given that water and wastewater services are provided in a monopolistic 
fashion, in this chapter I look for those issues that have particular relevance to establishing 
effective PPP arrangements and at the same time protecting customer interests through 
adequate regulation. As typically users are not in a position to choose who provides them with 
water and wastewater services the case for public intervention is quite clear. On one hand, 
monopolies represent the best way to achieve universal access at the lowest investment cost. 
On the other hand, monopolies left unchecked would not set price or supply services in an 
efficient manner. Reconciling these conflicting interests requires regulation to allow for 
efficient investment while also compensating for the absence of market forces. Thus, in this 
chapter I look at the basic principles of economic and contractual regulation. Developing 
adequate regulatory provisions will be key, as will be including details of the precise regulatory 
functions to be carried out and by whom. Adequate regulation will be determined by what 
institutions currently exist, how effective these are and on whether it is necessary to create 
new institutions to complement the existing ones. 

It must be noted that although traditional advice has suggested that creating an independent 
regulator is a panacea to all problems (Bertolini, 2004), experience collected by Groom et al 
(2007) suggests the situation is far more complex than a one-stop solution could possibly 
handle. Instead, in this chapter I argue that governments may find that assigning regulatory 
functions to different organizations may provide the most effective means of improving 
standards and service provision. Governments should ascertain whether existing organizations 
under its auspices possess regulatory capacity and whether existing legal and administrative 
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institutions are capable of managing utility regulation. Alternatively, regulation can be done 
through specific contractual provisions within the PPP agreement. This is all discussed in this 
chapter.  

 

5.2 Performance Monitoring 

Successful public reporting systems utilize a partnership approach between the main 
stakeholders in a PPP arrangement – namely the Operator/Developer, regulator/monitoring 
unit and the customers. The key element is to reduce the potential for confrontation between 
the key partners and by taking a more inclusive approach. The design of future contracts 
should contain provisions that oblige the government and the Operator/Developer to divulge 
more information to the public as part of the partnership approach. However, this 
recommendation is complicated by the lack of specific guidelines for the public reporting 
responsibilities that are being granted to monitoring units or other performance monitoring 
bodies. Additionally, where regulation occurs via the contract (instead of through an agency) 
more thought must go into how to create a continuous dialogue between the 
Operator/Developer and the customer. This type of regulation will require greater levels of 
customer participation and opens up avenues for NGOs to play partnership roles that are 
created in the design of the monitoring arrangements. 

Developing a partnership between the Operator/Developer and its customers, particularly in a 
developing country, requires consideration of the political landscape and the amount of 
resources that are available. Additionally, the size of the utility and the population served by 
the utility will also determine the parameters of the partnership. The political landscape is 
critical as the more highly involved politicians are in the issues, the greater the need for a solid 
partnership with effective service performance reporting. Greater transparency and 
information sharing can help to dispel suspicions surrounding private Operator/Developers 
that can lead to distrust and can help to fend off politicization of the arrangement. 

The partnership’s details should be stipulated in a contract and the relationship between the 
utility Operator/Developer, the customers, NGOs and any monitoring units, should be 
defined in the PPP agreement (Environmental Resources Management. 2003b). 

Contract and non-contract agreements are required to create a partnership agreement between 
the key stakeholders. Using standardized clauses for contract and non-contract responsibilities 
for consumer-oriented reporting will give the partnership structure the degree of flexibility 
required to accommodate the intricacies of local political and social landscapes. Where 
contracts are not appropriate, it is recommended that a publicly available charter with clearly 
defined goals and responsibilities be created. Cook and Stevens (2005) detail the decision-
responses to each of these areas of interest and the key stakeholders most affected by the 
information. This is detailed in Table 2 below.  

Building on Cook and Stevens (2005) as well as the recommendations of Nickson and 
Vargas(2002), standard reporting of performance could follow the schedule governing the 
publication of the Developer’s annual report and this remains appropriate for information that 
requires a longer time-frame to gather, for example, average hours of service, coverage levels 
etc. Some elements of performance reporting can be gathered in shorter time-frames (monthly 
or quarterly) such as water quality, shortages or service interruptions. 
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Table 2: Decision responses for different stakeholders involved in a PPP arrangement 

Consumer-Oriented 
Performance Measures 

Goals / Performance Indicator Decisions Stakeholders Involved

Operational Service (coverage, 
hours of service, pressure, 
reliability) 

-Expand service to all 

-Receive high quality reliable 
service 

-Increase number of connections 

-Increase service quality and 
reliability 

Operator 

Regulator 

Public Trust 

Customers/NGOs 

Customer Service (response to 
complaints and requests) 

-Respond effectively to customer 
requests  

-Increase the effectiveness of 
responses to customer 
complaints and requests 

Operator 

Regulator 

Public Trust 

Customers/NGOs 

Customer Satisfaction -Ensure customers are satisfied 
with service 

-Improve service in areas 
important to customers 

Operator 

Customers/NGOs 

Affordability -Receive fair and equitable pricing -Improve affordability of tariffs Operator 

Regulator 

Public Trust 

Customers/NGOs 

Source: Adapted from Cook and Stevens (2005) 

In some of the PPP arrangements reviewed in this research, Operator/Developers are 
required to post monthly reports to their regulator (eg Guayaquil, Ecuador). Clearly, the 
decision on the frequency of reporting will be based on the capacity of the relevant parties to 
gather the information and disseminate it in an accurate and understandable manner. 
Additionally, the cost of more frequent reporting will have to be borne in mind. Cook and 
Stevens (2005) suggest a frequency timetable for such performance reporting: 

Table 3: Suggested Frequency of Performance Reporting 

Indicator Category Performance Indicator Recommended 
Frequency 

Financial Financial Indicators  Yearly 
Operational Efficiency Efficiency Indicators Yearly 

Operational Service Coverage Yearly 
Operational Service Water Pressure Quarterly 
Operational Service Water Quality Monthly 
Customer Service Customer Complaint 

Response Time 
Quarterly 

Customer Satisfaction Satisfaction with Service Yearly 
Source: Cook and Stevens (2005) 
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Allocating Responsibility 

The partnerships should detail precisely which organizations are allocated the responsibility 
for each element of the reporting process (Ehrhardt and Irwin, 2004). The general flow of 
responsibility will start with the Developer that obtains performance information for its own 
internal requirements. Customer satisfaction information will then have to be collected by 
another stakeholder. If a complete information package is not delivered, the monitoring unit 
could be granted the job of filling in the blanks and processing the information. 

Additionally, the partnership would require a method of verifying the information gathered, 
particularly the information gathered by a private Developer. An independent auditor could be 
contracted to perform this role. Grantors may wish to consider using an independent agency 
to gather and report additional information, particularly in particularly difficult political 
landscapes where distrust of private Developers may run high. 

The monitoring unit, where it exists, would be responsible for reporting performance levels to 
the public otherwise the local government will be tasked with this responsibility. 

Customer Committees would be granted the responsibility to provide information on the 
customer’s perspective on service performance to the Developer and detail areas where 
customers believe service levels could be improved.  

Key elements to keep in mind when determining the indicators include: 

• Ensure the list of indicators can be gathered consistently and uniformly 

• Choose indicators that fit specific goals and needs 

• Adapt past experience to local landscape 

• Be realistic with what indicators can be gathered, not what you wish could be gathered 

• Gathering credible data is the most important criteria 

• Ensure stakeholders each possess the technical capability to gather and process the 
relevant data 

• Use dialogue with Customer Committees and NGOs to pilot indicators 

In a practical sense, and using as an example the suggested core indicator number one Expand 
Service to the table below illustrates how such indicator ‘evolves’ during the life of the PPP 
agreement.  
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Table 4: Potential monitoring indicators and corresponding targets44 

Goals Improvement Actions and 
Inputs Potential Monitoring Indicators Recommended Targets        

Year 0 - 5
Recommended Targets        

Year 5 - 10
Recommended Targets         

Year 10 - 15

Performance targets: depending 
on local current figures

Performance targets: depending 
on local current f igures  and 
operation parameters

Performance targets: depending 
on local current figures and 
operation parameters

Milestone targets (year 0-2): 
identify and map - number of 
connections, nos households 
within 250m of a shared 
connection; total house count - 
can perhaps be done by aerial 
photograph

No performance target Depending on local current f igures 
and sanitat ion policy

Depending on local current figures 
and sanitation policy

Milestone targets (year 0-2): 
design and acceptance of 
publicity programme of sanitation 
measures.  All new water 
connections to undergo sanitation 
education training.

No performance target No performance target No performance target

Immediate act ion (year 0-1):  
Procure mapping/aerial 
photographs for all urban areas 
over 10,000 estimated population

Milestone targets (year 0-2): 
Ident ify and map - locat ion and 
est imated population; house 
count  without direct access  to 
piped supply, total house count

No performance target No performance target No performance target

Milestone targets (year 0-1): 
Enumeration survey of all urban 
areas and review and complete 
consumer billing database

Performance targets: depending 
on current f igures

Performance targets: depending 
on local current f igures  and 
operation parameters

Performance targets: depending 
on local current figures and 
operation parameters

Milestone targets (year 0-1): 
Ident ify and map - locat ion and 
est imated population; census 
data;  population growth rate

Other milestone targets (year 0-
2): water resources assessment, 
demand forecast study

Performance targets: depending 
on local current figures

Performance target: depending on 
local current f igures and operation 
paramaters

Performance target:  depending on 
local current figures and operation 
paramaters

Milestone targets (year 0-2): 
identify and map - location and 
est imated population; demand 
forecast , water source, pipeline 
route and length

Available product ion capacity 
(mld) [Sum of design capacity of 
each operational works / predicted 
capacity in 2010]

Expand service to all

Increase the number of 
connections

% households with direct access 
to water services - [nos 

households connected to water 
services/total house count]

% households served by non-
piped delivery systems - [nos 

households /total house count ]

Expand service area

Number of areas not supplied 
[est imated population not 

supplied,  or number of areas 
greater than 1000 population not 

supplied; or percentage of 
population supplied]

% households with direct access 
to sanitation services - [nos 

households with toilet or 
latrine/total house count]

Number of connect ions [Nos 
connections total or by category - 

e.g. domestic, non-domestic]

Extension of pipe network (km) 
[km of pipe to be laid by period, 

total km of pipe by period/original 
km of pipe as  beginning of 

period]

 
  

To take one monitoring indicator namely, ‘Increasing the number of connections in 
wastewater it can be observed that depending on the actual situation on the ground, the actual 
target starts from no target in the initial PPP agreement period from 0 to 2 years) to a level of 

                                                 
44 Author suggestion based on Cook & Stevens (2005), Ehrhardt and Irwin (2004) and Estache et al (2004) 
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coverage once the exact investment needs have been determined and made consistent with the 
Grantor’s overall sanitation policy. The following keys steps are recommended for 
implementing a consumer-oriented performance and monitoring regime: 

• Establish Objectives: Once the performance indicators have been agreed and the 
system of reporting negotiated, an important next phase is the establishment of 
performance objectives for the operation of the reporting system as well as the 
development of performance indicator targets. As the quality of data improves, the 
targets should be re-assessed. Baseline standards should be established for each 
indicator and performance targets should be set over a period of years. 

• Develop an Action Plan: Each step required to achieve the desired functioning 
reporting system should be defined in a comprehensive action plan that each 
stakeholder can use to review its obligations. 

• Develop a Self-Sustaining Reporting Process: Achieving financial and political 
sustainability will be critical to the long-term success of the reporting system. 
However, long term financial and political sustainability will be dependent on the 
success of the reporting system. A reliable source of funds must be procured. A 
Developer will not incur large expenses in obtaining the required data and can agree to 
continue collecting the information without additional arrangements. Public utilities 
can reach an agreement with the local government for support and all other 
stakeholders must have secure funding provisions determined from the start of the 
PPP contract. Political sustainability comes with government support and results. The 
partnership strategy recommended in this chapter seeks to ensure that political 
support occurs more rapidly and with broad levels of consensus. 

5.3 Legal framework 

No one project or its jurisdiction will be the same. It is essential that when entering into a PPP 
agreement the government or government’s entity that enters into a contract has the right or 
the power (vires) to enter into the obligations involved in the project and is able to undertake 
its roles and responsibilities. All actions which the Grantor takes must be allowable by law 
(intra vires). Acts which are outside of the law or outside or beyond the power of the party 
performing their duties (ultra vires) must be avoided. All decisions and acts taken by the 
Grantor must be enforceable and should not be subsequently rescinded or invalidated under 
applicable law. In some instances there will be particular administrative or legal requirements 
that will need to be satisfied before the obligations set out in the PPP agreement can become 
binding. In many cases major infrastructure projects will require special permission to be 
granted either by central government or the governing authority. These entities may be 
different to the actual entity that will enter into the contract. In other words, the Grantor may 
be different from the authority that provides the right to enter into the PPP agreement.  

The legal design of the PPP agreement must provide a sound legal basis for the transaction 
(Delmon, 2009, EconOne Research, 2003, Gómez-Ibáňez, 2003 and Mandri-Perrott, 2009). 
Furthermore, the legal environment under which the PPP agreement is to be procured needs 
to be clearly specified. It is essential that the legal code that governs private participation is 
well understood, as this will set out the legal instruments that may be used. In this way 
mechanisms to ensure compliance with obligations can be developed. 

The choice of instruments in any particular case depends on the legal system, the practice of 
the country and the purpose the instrument is intended to serve. There is no absolute 
structure or rules for choosing legal instruments. In fact a PPP agreement may rely on several 
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legal instruments. For example, the PPP agreement may be authorized by a statute, spelt out in 
an executive order, yet be given legal effect in the PPP agreement itself. 

The PPP agreement is a contract that seeks to bind both the government (through the 
Grantor) and the Developer. At first sight it may appear that the government is restricting its 
ability to take action and thus reduce its flexibility. Yet one party's flexibility often equates to 
the other party’s risk. If the Grantor had complete freedom to change the PPP agreement 
during the course of the life of the contract, it is very unlikely a Developer would agree to 
such arrangement without full protections being given to it. In order to obtain the benefits of 
private participation, the government has to commit to certain behaviour that is to be 
regulated through the contract.  

Civil law45 is a legal system inspired by Roman law, the primary feature of which is that laws 
are written into a collection, codified, and not determined, as in common law, by judges 
(Amstrong, 2009). The expression civil law is a translation of Latin Jus Civile, or "citizens' 
law", which was the Late Imperial term for its legal system (Neubauer and Meinhold, 2007). 
The principle of civil law is to provide all citizens with an accessible and written collection of 
the laws which apply to them and which judges must follow. It is the most prevalent legal 
system in the world and is used in France, Spain, and most of their former colonies, as well a 
number of other continental European countries. Common law is used in the United 
Kingdom, most of its former colonies, and the United States. In civil law countries, a separate 
administrative law usually governs relationships and contracts between the government and a 
private partner46. In common law systems, that is not the case, and there is no legal distinction 
between contracts that involve only private firms and contracts that involve a public authority 
and a private firm.  The same law and the same courts govern private participation contracts 
that business people rely on for their transactions with each other. Common law contracts are 
very flexible, and almost any agreement can be put into a contract and can be enforced.  

The difference between civil law and common law lies not just in the mere fact of 
codification, but in the methodological approach to codes and statutes. In civil law countries, 
legislation is seen as the primary source of law. By default, courts thus base their judgements 
on the provisions of codes and statutes, from which solutions in particular cases are to be 
derived. Courts thus have to reason extensively on the basis of general rules and principles of 
the code, often drawing analogies from statutory provisions to fill lacunae and to achieve 
coherence. By contrast, in the common law system, case law is a major source of law, while 
statutes are often seen as supplemental to judicial opinions and thus interpreted narrowly. 
Under a civil law tradition, some important administrative rules seem to be common in many 
countries (for example, the rights of the grantor to unilateral modification and unilateral 
cancellation47). Even if some of these issues are part of the background law that applies to a 
PPP agreement, it may still be necessary to spell out the relevance of these rules because the 
law may not be explicit enough about their application. Thus, writing clear rules into the 

                                                 
45 An example of civil law would be the Code Napoleon (1804), named after French emperor Napoleon 
Bonaparte. The Code comprises three components: "Persons," "Things and Different Forms of Ownership," and 
"Different Ways of Acquiring the Ownership of Things." Rather than a catalog of judicial decisions, the Code 
consists of abstractly written principles as rules of law which are to be applied by judges. 
46 The primary source of law is the law code, which is a statute grouping rules and standards concerning a 
particular subject matter and arranged in classified order. Law codes are usually created by a legislature's 
enactment of a new statute that embodies all the old statutes relating to the subject and including changes that 
may be needed and which result from court decisions. In some cases, the change results in a new statutory 
concept. 
47 It must be noted that not all countries under the civil law tradition grant the right of unilateral termination.   
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contract is safest (Delmon, 2009). It is generally a good idea to specifically outline in the 
contract the grantor’s rights (for example, to demand unilateral changes in services) and to 
include provisions within the PPP agreement that explicitly address the circumstances under 
which the developer will be compensated. However, the legal validity of explicitly spelling out 
how an administrative law principle will be applied within the PPP agreement will need to be 
checked. For example, some civil law codes contain mandatory notice periods before 
termination for breach of contract; such rules cannot be avoided or overridden within the PPP 
agreement. 

In some countries, there has been a trend toward developing general laws on private sector 
participation. These special statutes can provide a clear framework for a PPP agreement. A 
well-designed law addresses such issues as identifying which agencies have the power to 
initiate the introduction of private participation and set out the mechanisms that will allow 
competitive and transparent procurement processes. At the same time, poorly drafted PPP 
laws may hinder the PPP process (Harris, 2003). Even with specific laws (either general or 
sector specific), there are often limitations. Successful PPP agreements will include appropriate 
methodologies and techniques that make optimal use of the approach described in this 
chapter. 

 

5.4 Basic Principles of Regulation 

As towns and cities developed, the provision of water and wastewater services passed from 
individual, to collective responsibility. Citizens began to organise themselves and form 
structures that were in charge of providing services to the community as a whole. Since these 
early beginnings, water and sanitation networks have grown in both size and scope. Associated 
costs and resource requirements have increased according to the complexities involved. 
Modern water and wastewater systems require large and continuous capital investment. The 
need for realising a return on this investment would intuitively seem to conflict with policy 
goals including universal availability and affordability.  Left to its own devices, a naturally 
competitive marketplace for water and wastewater services could result in redundant 
infrastructure in some areas and no infrastructure in others.  Profit incentives for private 
investors and customers’ ability to pay would probably not result in a socially optimal water 
and sanitation network.  Because these services are vital to quality of life and economic 
development, the case for public intervention is quite clear. 

In most countries, specific regions are served with water and wastewater services provided by 
a single entity. Structuring utilities as ‘natural monopolies’ helps to achieve universal 
accessibility and affordability and concentrate investment into one single infrastructure 
network. Inevitably, citizens have no choice but to receive service from this sole provider.  
The resulting combination of vital services and monopoly pricing power gives obvious cause 
for concern. Public ownership and control would represent the simplest method for 
protecting the interests of citizens. However, as discussed in previous sections, public 
ownership is not without limitations and failings.  

Many cities require financial resources and implementing capacity that public sources simply 
cannot supply. This, of course, is one reason that private sector participation can add value 
and result in net social benefits. Unchecked private monopolies would nevertheless be 
undesirable. Economic theory predicts that monopolists could set prices above a socially 
desirable level where the quantity of service supplied would also be sub-optimal.  In contrast, 
citizens and policy makers would prefer pricing equivalent to the ‘marginal cost’ of supplying 
services.  
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Marginal cost is the additional cost associated with producing one more unit of output and is 
an important concept tied together with overall economic efficiency. Wisely allocating scarce 
resources implies that customers should pay the true costs for what they consume. (Mandri-
Perrott, 2009) Pricing below marginal cost leads to overconsumption because the benefits of 
each additional unit of service outweigh its expense.  Pricing above marginal cost leads to 
under consumption because the expense of each additional unit outweighs its benefits.  
Competitive market forces naturally compel firms to price near marginal cost where the 
corresponding level of public consumption is also optimal. Unfettered monopolies prevent 
this phenomenon from occurring. 

Providing capital intensive public services presents an interesting challenge. On one hand, 
monopolies represent the best way to achieve universal access at the lowest investment cost. 
On the other hand, monopolies left unchecked would not set price or supply services in an 
efficient manner. Reconciling these conflicting interests requires regulation to allow for 
efficient investment while also compensating for the absence of market forces. 

The preceding discussion should not imply that regulation exists only to ensure economic 
efficiency.  According to Ballance and Taylor (2001), other goals of sound regulation include: 

• Financial viability: Private firms expect reasonable returns on capital invested.  
Intelligent companies take risks only in accordance with the potential for rewards that 
may follow. When anticipated rewards are insufficiently small for some amount of 
risk, firms will not commit scarce resources to a project. Continuous investment is 
critical for maintaining quality water and wastewater services. Return on capital is also 
an important incentive when justifying system expansion to meet the goal of universal 
access. Effective regulation therefore should attempt to preserve investment incentives 
at some appropriate level.  This threshold should approximate the ‘opportunity cost’ 
of scarce funds. For certain levels of risk, investors must receive a given level of return 
in accordance with fair market rates. Allowing firms to recover normal returns from 
their investments is a critical regulatory goal because it provides the incentives and 
corresponding investment required for maintaining good service quality and expanding 
the water and wastewater network to all citizens. 

• Operational efficiency: As previously discussed, water and wastewater services are 
socially beneficial and should ideally be priced at their respective marginal costs to 
optimize both consumption and supply.  Reductions in the marginal cost of services 
allows for additional, yet still optimal, consumption. There is, therefore, clear benefit 
to reducing costs and increasing the efficiency with which a regulated monopoly 
supplies these services. Creating incentives for private sector efficiency requires some 
potential for reward in order to incentivize progress in making improvements and 
further cost reductions.  Sound regulation should allocate some portion of the benefits 
from reduced service costs back to private partners as an incentive to improve 
operations and make them more efficient. 

• Dynamic efficiency: Rivals in competitive markets will undertake investment and 
formulate plans to accommodate future demand in order to retain or increase market 
share.  In the absence of competition, regulation should stimulate private monopolies 
to still plan and invest for future growth as unsupplied demand would again be 
undesirable. 

• Distributive justice: Access to clean water and adequate sanitation is a fundamental 
human right.  Accordingly, policy makers should seek that those with access to 
services can also afford them.  Achieving this goal may require some form of subsidy 
in many cases. These subsidies often come from customers with greater ability to pay 
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for services (either directly through a ‘cross subsidy’ arrangement or indirectly through 
tax monies). In this way the structure of prices is consistent with paying capacity.  
Balancing the inherent conflict between distributive justice and economic efficiency is 
another goal of good regulation. 

From the outset it must be stated that there is no one-size fits all regulatory design that can be 
reliably applied and guaranteed to solve performance and efficiency problems. Regulatory 
design must be conceived through the lens of the wider, country’s specific contexts in order to 
reform the many in which water and wastewater services are delivered and accounted for. 

 

Economic Regulation 

As discussed above the provision of water and sanitation is an essential service, and has strong 
natural monopoly characteristics. This makes it important to control service providers and 
make them accountable in some way, regardless of whether the provider is publicly or 
privately owned and operated. Private providers are generally regulated by autonomous 
agencies or contracts, or both. Regulation is considered necessary because, without some form 
of constraints, private providers may act in a way that is not in the public interest or make 
unreasonable profits by overcharging and under delivering (Groom et al, 2007). 

Economic regulation can be defined as the legal controls placed on service providers in order 
to overcome the problems inherent in an essential, monopoly service. Economic regulation 
sets the formal rules and associated organizations that set, change, monitor, and enforce 
allowed tariffs and allowed service standards for water providers (Smith, 2003), and further 
defines economic regulation as mimicking the pressures that competition provides in other 
markets. In other words it can help to stop tariffs from increasing above the level required to 
recover reasonable costs. It will also help to set and enforce service standards and to ensure 
that those standards are achievable against set tariffs.  

It is important to point out the need to balance the level of tariff and the associated level of 
service, or the standard, that one seeks to achieve. There is no point in setting service 
standards which require massive investments that cannot reasonably be recovered by the 
service provider. If it is a private provider, tariffs will need to cover its reasonable costs i.e. the 
cost of operation and maintenance required to provide the service, as well as the cost 
associated with borrowing capital for making the necessary investments, and providing a 
reasonable return (or profit) to the shareholders of the service provider. Alternatively if the 
service provider is a public entity, recovery of reasonable costs should in, principle, seek to set 
tariffs which would cover these costs (Public Private Infrastructure Advisory Facility and 
Water and Sanitation Program, 2002a). However the key difference is that the cost of capital 
for governments is typically significantly lower than that obtained by the private sector, and 
those public borrowing benefits can be passed on to the customer.  

Public provision should not per se imply that the sector is being subsidized in an un-
transparent manner. Even if there is a public provider, the surplus after operations and 
maintenance, as well as government’s cost of capital, should be retained by the service 
provider and reinvested. After all, one of the key characteristics of the water and wastewater 
sector is the fact that it is highly capital intensive. For this reason economic regulation should 
seek to set rules to ensure that a service provider is able to continuously invest to achieve 
sustainability of service (Public Private Infrastructure Advisory Facility and Water and 
Sanitation Program, 2002b). It is important that tariffs are set at the adequate level: not too 
high so as to allow excessive profits or surpluses, and not too low so as not to allow adequate 
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cost recovery. Notably, it is important that government does not bear the fiscal burden of 
providing either implicit or explicit subsidies to the sector.  

Furthermore, specific national legislation may prescribe ownership rights related to water, 
assets etc. including who is responsible for service provision, and how the owner exercises 
control over the utility’s management. Country governments need to ensure that these factors 
and the regulatory design are aligned with each other. Furthermore, the regulatory regime 
must be coordinated with other bodies involved in water sector activities. It is important that 
each country brings together the different bodies that deal in a direct or indirect way with the 
water sector. It must ensure adequate coordination of public expenditure priorities. Consistent 
and appropriate policy decisions and implementation plans are key to achieving a balanced 
approach to the development of the water sector (Rama, 1999).  

The traditional approach to regulation for water and wastewater services has proscribed the 
use of an independent regulator (or similar model) with the intention that this body would 
solve the issues that usually beset the sector. This solution has had a mixed level of success 
with numerous examples of public disputes due to uncertainty over the relationship between 
contracts and the regulator48, often leading to appeals and government intervention on tariffs. 
Regulation needs to be developed within a variety of legal instruments and organizations and 
must be implemented with an understanding of the specific country context. 

Crucially, the following questions must be asked: 

• What are the real sector problems and which can be dealt with by regulation? 

• What are the specific objectives that regulation will attempt to achieve? 

• What combination of organizations and instruments is best suited to achieving these 
objectives? 

Answering these questions is part of the first step towards creating a regulatory system that is 
credible, predictable and legitimate. Regulatory design must take into account the state of 
existing laws and institutions. Good regulatory design must reflect the specific and should 
demonstrate the following key attributes (Ehrhardt et al, 2007): 

 Coherence: a well designed regulatory system will ensure the alignment of interests of the 
main parties to an agreement (customers, Developer, government and investors). The 
relationship between tariffs and service standards is clear and correlated – the higher 
the service standards, the higher the costs – the regulatory system should ensure 
Developer recover their costs and people receive the services they are willing to pay 
for.  

 Predictability and credibility: when operating in an environment with little risk of changes 
to standards and rules for cost recovery and tariffs, attracting competent Developer is 
made easier and will also serve to encourage Developer to invest in the water services 
infrastructure.  Predictable and credible regulation is best achieved within a sound 
policy and governance framework. Regulatory decisions should be time-consistent, 
and made on clear precedents and rules. In turn this will minimize risk to Developer, 
encourage good service provision and sufficient asset maintenance and capital 
investment. 

                                                 
48 Examples include the regulatory dispute in Guayaquil, Ecuador, Cochabamba, Bolivia, Buenos Aires Argentina 
amongst others.  
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 Legitimacy and accountability: the regulatory process should be as open and accessible to 
the public as possible in order to eliminate suspicions of corruption, ensure greater 
transparency and provide accountability for the customers who bear the impact of 
tariff and service provisions. Regulatory institutions require incentives to make 
decisions in the long term interests of consumers and strong levels of accountability 
assist in this regard. 

Working with the existing institutional framework 

Generally, regulation is introduced into an environment of existing institutions with well 
established legal and political mechanisms and interactions with the public. Regulatory design 
does not have to be imposed upon existing structure, instead it can begin within the existing 
framework of institutions and legal instruments and can utilize the strengths of the existing 
system (eg precedents for contract enforcement) whilst introducing specific tools to address 
the weaknesses in the system (such as a contract enforcement unit if this function is currently 
lagging). The familiarity of existing institutions is an asset for obtaining public acceptance for 
changes and designing regulatory regimes around this notion can lead to many advantages in 
winning the public’s support. 

Research suggest (see Ehrhardt et al, 2007, Estache et al, 2000, Saltiel 2003, Shirley 2002 
amongst others) that typical strengths and weaknesses of institutions within each country may 
vary, with specific characteristics for each. No institution is perfect in respect to all the 
necessary tasks required for a successful PPP scheme, so Governments must choose between 
institutions with strengths in some areas and weaknesses in other – or create new institutions. 
The table below (World Bank, PPIAF, 2006) shows the typical strengths and weaknesses of 
institutions. 

Table 5: Typical strengths and weaknesses of institutions. 

 
Source: PPIAF World Bank, Approaches to Private Participation in Water Services, 2006 

Regulatory designers should also be mindful that a country’s institutional capacity and 
credibility can change over time and the regulatory institution created should be able to reflect 
this change by taking on a stronger or more extensive role. Such changes can reveal 
themselves over time as government policies change or obvious faults in regulatory design 
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become apparent. For a regulatory system to gain the trust of the public, it must demonstrate 
long term commitments and contain lasting structures. Accordingly, regulatory schemes must:  

• Choose the correct legal instrument: As discussed previously, past experience has long 
favoured the use of independent regulatory bodies with broad enforcing powers, rather 
than regulation through the contract. Lessons from experience now suggest that the 
contract is more often than not, a good base from which to establish clear and easily 
enforceable regulatory rules49. Civil-law countries are more used to using contracts for 
regulatory control over service standards and Developer remuneration.  At the same time, 
it must be made clear that contract (or sole contract) regulation may not be suitable in all 
circumstances. In situations where governments have to deal with multiple regulated water 
service providers, it is advisable to create a single legal instrument, such as a statute or 
uniform license, that details the rules of the game for all the players. This will also serve to 
reduce regulatory risk as investors will take comfort from the presence of national laws 
backing up contracts entered into with local governments. 

• Be aware of parallel processes: Common regulatory models were created to interact with 
fully privately owned utilities. In water and wastewater PPP projects where the PPP 
agreement is between public and private entities governments should be mindful of this 
when designing regulations to ensure that there is a seamless relationship between 
economic regulation and the PPP arrangement it is designed to support. 

• Create an appropriate role for politics: Attempting to separate politics from regulatory 
independence cannot always be guaranteed and under certain specific circumstances may 
not always be unwelcome. Politics can play a positive role within a framework that permits 
politicians to make sound decisions and honour contractual commitments. To achieve 
this, regulatory designers must specify and define a role for politics within the regulatory 
structure which encourages sensible political intervention when required. A clear and 
defined role for politics in regulation provides a source of collective decision making, 
accountability and a tool for government action when faced with public scrutiny. A key 
provision is to ensure coherency and to avoid the short-termism that is endemic to most 
political arenas50. Contract provisions that depoliticize the usually sensitive issue of tariffs, 
by removing the link between consumer tariffs and operator revenue, can provide the 
government with an ongoing role without being too detrimental to the Operator’s 
performance or risk management structure.  

• Limit the discretion given to regulatory decision makers: Quality decision-making requires 
the government to make predictable, coherent and transparent decisions. It is important to 
select the right individuals and establishing clear written rules setting out the level of 
‘discretion’ that decision makers are granted. Within this context, regulation by contract is 
associated with low discretion and independent regulation with high discretion. In reality, 

                                                 
49 A good example of this was the case of Tallinn, Estonia where the Grantor, unable to create a full independent 
regulatory body prior to the PPP agreement, decided to set out the monitoring and regulatory provisions within 
the PPP agreement. Subsequent to contract award, it set out as joint Grantor and Developer contractual 
obligations, the creation of a regulatory body.  Three years after contract award, an independent regulatory body 
was created and the regulatory functions in the PPP agreement migrated to the regulatory entity.  
50 Politics can often interfere in the delicate contractual ecosystem that balances cost recovery and consumer 
protection. They may attempt to force through tariff reforms that only recoup short-term operating costs, to the 
detriment of long term investment and asset maintenance. Alternatively, unrealistic demands on service provision 
expansion, without a commensurate increase in tariffs, can often be experienced. Key service and tariff 
provisions should be ring-fenced within contracts but politicians should be granted avenues to influence tariffs. 
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the actual relationship is far more complicated and beholden to other factors51. Low 
discretion rules are also likely to be best utilized in countries with limited institutional 
capacity and regulatory traditions due to their ability to make the outcomes of regulatory 
decisions clearer and more predictable and achieved using fewer resources. This serves to 
increase the credibility of the regulatory system in the eyes of the public and the 
Developer. Increasing the transparency of decision making can reduce the impact of 
external pressures that can influence decisions. 

• Provide simplicity over sophistication:  Designing a regulatory framework that takes into 
account country contexts and regulatory experience is the starting block. The next critical 
stage lies in detailing the specific regulatory details (tariff formulas, rules for calculating 
costs). The more room for misinterpretation of the rules, the greater the scope of disputes 
and messy interventions. Keeping rules simple increases their enforceability, promoting 
their legitimacy and requiring less expertise to manage. The more complicated the rules 
and regulations, the more difficult they are to enforce, making decision making more 
difficult and allowing greater influence of external pressures (Groom et al, 2006). 

5.5 Developing a Regulatory Framework for Effective PPP Agreements 

The water and wastewater sector has strong (natural) monopoly characteristics which 
heightens the importance of developing strong accountability measures in any regulatory 
structure. Usually, private Developers are regulated by autonomous agencies or by contracts 
or a combination of both. Without sufficient regulation, private Developer may lack sufficient 
incentives to avoid overcharging and under delivering. A key element in the approach to 
regulatory design should be on how Developer can be incentivized to deliver services at a 
reasonable price, solve the regulatory issues and interface well with existing institutions and 
systems. The risk of failure can be reduced through careful planning, assessing where and how 
regulation is needed: 

• Define the underlying problems and objectives in the sector 

• Assess whether existing institutions can move the sector forward and address the 
underlying problems 

• Detail the specific regulatory institutions required to address the underlying problems 

• Decide on the cocktail of legal instruments and which institutions are best suited to 
fulfilling regulatory functions 

The use of water resources and the manner in which wastewater is treated and disposed of 
into the environment needs to be well managed. When introducing the private sector into the 
provision of water and wastewater services, it is important to define clearly the roles and 
responsibilities of each of the parties involved. The suggestion is that the private sector should 
be responsible for providing the service, i.e. the operation and management (including 
sometimes financing of the sector’s needs), whilst the public sector’s role shifts to one of 

                                                 
51 For example, provisions for how to handle resets under contracts or with agencies are often vaguely defined 
and provide a source of risk and uncertainty. Under a contract system, provisions to deal with resets may contain 
guidance on how resets are to be agreed with Operator and details on how disputes are to be handled. With an 
independent regulator, resets may be imposed upon the Operator. In either case, it is much more preferable to 
have clearly delineated rules with binding restrictions on how price resets are to be handled, limiting regulatory 
discretion and reducing a source of uncertainty. 
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ensuring protection of this vital resource and regulating the manner in which the services are 
being provided.   

It is also important to recognise the potential for harm from bad regulation.  In particular, 
regulation that oversteps it bounds can severely hinder investment, limit development in the 
sector and could ultimately amount to expropriation.  This may occur when regulatory 
changes deprive private firms of the potential benefits that would otherwise accrue from an 
asset or other investment.  It is essential that the framework under which the provision of 
such services are to be rendered is clearly defined beforehand within the context of existing 
property rights legislation, so that risks involved may be allocated to the appropriate party. 
This regulatory framework for including the private sector in the provision of water and 
wastewater services effectively sets ‘the rules of the game’ and its form may vary depending on 
the type of contract structure. 

Typically, when the private sector is involved in the provision of water and wastewater 
services, there is some form of contractual relationship that enshrines the roles and 
responsibilities of each party (Guasch, 1999). Notwithstanding the contractual form chosen, 
the framework needs to create a business approach clearly focussed on meeting the 
requirements of its customers, i.e. quality of product and customer satisfaction. Similarly, 
regulation must not only protect the customers from monopoly abuses but it must ensure 
some level of risk protection for the private sector, particularly in relation to investment.  In 
PPP contracts such as BOTs, Concessions or Divestitures the private sector has a long-term 
investment commitment that requires assurances that the project’s structure will allow 
adequate recompense for repayment of the loan principal and interest. Private sector 
participation needs an enabling set of rules not only of a regulatory nature but also from a 
political, legal and economic perspective.  

Process for developing the most appropriate PPP agreement 

The first step in designing the most appropriate PPP agreement and associated regulatory 
provisions must start from a thorough identification of the common causes of poor sector 
performance. These can be summarised as (adapted from Budds and McGranahan, 2003): 

 Inadequate investment in and maintenance of system asset. Caused by: 

o Inadequate cash flow, tariffs being set below cost-recovery level, or higher 
external costs 

o Poor long term planning or disagreements between government and Operator 
over investment plans 

o Lack of confidence in credibility of regulatory arrangements 

 Poor operating and maintenance standards 

 Vague or unclear service standards which are not enforced 

 Absence of service expansion policies 

 Barriers to entry for small private providers 

Assessing the inadequacies of the existing water and wastewater system is the first step 
towards its reform. Having identified the main problems within the sector, the government 
needs to develop a strategy for reform that can get the sector moving in the direction of 
actually providing the services that people want at a price they can afford. The combination of 
legal instruments and institutions will vary from case to case, country to country. From my 
analysis of the work on policy setting, it can be concluded that good starting points for 
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framing the design of the regulatory system, to suit the characteristics of the country and its 
water and wastewater sector, include: 

• Understanding the main problems, the main objectives and the performance 
improvements that are desired 

• Understanding how the rules and institutions desired will monitor performance, 
manage tariffs and service standards and achieve the performance improvements 
desired 

• Delineate the specific regulatory actions required to achieve the above objectives. This 
will be framed by the inherent performance issues that are hampering the efficient 
running of the existing system. With this understanding, decisions can be made on 
whether the focus should be on improving cost recovery levels or extending services 

• Make a decision on which legal instruments will best achieve the regulatory goals and 
which institutions will best serve their regulatory purposes. 

However, research also suggests (see Camdessus and Winpenny, 2003) that care must be taken 
when designing water and wastewater sector reform. Governments should be weary of setting 
out to reform their sector with overly ambitious objectives that may not fully consider the 
reality of the country context. For example, insufficient service levels create a vacuum into 
which small local private suppliers may emerge that provide water services that may be 
unreliable and that do not meet basic quality and quantity criteria. Increased investment in 
infrastructure to expand coverage and obtain new customers may result in poorly managed 
utilities being forced to charge tariffs below cost recovery are thus unable to neither fund 
maintenance operations nor invest in assets to increase coverage. This evidence suggests that 
sector reform must be done progressively and in a realistic manner. Efficient management 
systems that reduce costs should be put in place as well as creating the necessary conditions to 
allow the setting of sufficient tariff at cost recovery levels to ensure the operator can provide 
basic services to all. 

Regulation, National Policy and the EU legislative context 

As discussed above, economic regulation focuses primarily on setting, monitoring, and 
enforcing rules on tariffs and service quality. Yet depending on the legal structure of a given 
country, its legal tradition and other factors, economic regulation may overlap with other areas 
of regulation and policy. In this section we are only concerned with the main principles of 
regulation and their implications with respect to EU policy and particularly how economic 
regulation can be ‘woven into’ a PPP regime. In this context, it is then up to each Member 
Country to apply its own rules as to the specific manner in which it seeks to undertake its 
regulatory functions. Each Member Country must decide whether a particular regulatory 
function should be considered part of economic regulation or dealt with in another way. For 
example, setting drinking water standards may be considered part of economic regulation, or it 
may be dealt with as an aspect of health or food safety regulation. Service coverage may be 
governed by regulatory requirements on the provider to connect more customers, or by 
subsidies for service expansion, or both.  

Another form of exercising regulatory influence may be through the use of powers granted at 
law to instruct providers to do certain things, and to enforce these instructions through 
penalties or providing other forms of incentives. All in all, what is important under an EU 
context, and in particular for EU Accession countries, is that whatever form of regulation is 
chosen it is designed in such a way that it is consistent with EU law. After all, the EU is 
explicit in allowing each Member Country the discretion to implement its own sector laws so 
long as they are coherent with EU law and specifically in the water and wastewater sector with 
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the EU Framework Directive, EU Competition Law, principles for PPP and the EU Utilities 
Directive, amongst others. Of particular relevance are the implications of State Aid, as EU 
Competition Policy recognizes the need in some instances for State Aid. A Government may 
choose to influence providers through subsidies such as output-based payments for extending 
service to poor households, or by providing specific tax incentives. All this needs to be set out 
in a comprehensive national set of rules together with the presence of adequate institutions to 
deal with the enforcement of these rules. This is all discussed in the next chapters.  

The EU context allows for each country to develop its own approach to the water and 
wastewater sector. Accordingly, each Member Country has to develop a set of national rules 
that overall provide for the correct implementation of the EU Water Framework. However, 
setting these ‘rules of the game’ should combine not only regulation but also a national 
framework that works hand in hand with economic regulation. For example, the overall policy 
making function should be developed to ensure that the Member Country sector objectives 
and principles, as well as the actions to achieve these, are clearly set and consistent with EU 
policy. Uniformity with EU Utilities directive, as well as the principles of good economic 
policy, should seek to define the extent to which consumers or taxpayers should pay for water 
services. Furthermore, specific national legislation may prescribe ownership rights related to 
water, assets etc. including who is responsible for service provision, and how the owner 
exercises control over the utility’s management. Member Country governments need to ensure 
that these factors and the regulatory design are aligned with each other. Furthermore, the 
regulatory regime must be coordinated with other bodies involved in water sector activities. It 
is important that each Member Country brings together the different bodies that deal in a 
direct or indirect way with the water sector. It must ensure adequate coordination of public 
expenditure priorities. Consistent and appropriate policy decisions and implementation plans 
are key to achieving a balanced approach to the development of the water sector.  

Governments embarking on water and sanitation sector reforms need to decide how 
providers will be given better incentives to deliver the services that people want, at a 
reasonable price. This is where regulatory design becomes important. As mentioned earlier, 
the regulatory system should include a combination of rules and organizations (including 
appropriate Member Country institutions) that are able to help deal with the country’s key 
regulatory challenges, the inter-linking nature of Member Country law with EU law, and how 
these factors affect the manner in which national institutions can work.   Brown et al (2006) 
suggest that the starting point for any national regulatory framework should start with a 
thorough understating of the underlying problems and objectives in the sector. Key issues 
should be determined, for example whether existing institutions could adequately enforce 
regulatory provisions or whether these should initially be enshrined within the PPP agreement.  
This assessment will help a Member Country to decide, in light of existing institutions, which 
legal instruments are best suited to embody the regulatory rules, and which organizations are 
best suited to perform the regulatory functions. 

5.6 Summary and Conclusions 

As discussed above, economic regulation focuses primarily on setting, monitoring, and 
enforcing rules on tariffs and service quality. Yet depending on the legal structure of a given 
country, its legal tradition and other factors, economic regulation may overlap with other areas 
of regulation and policy. In this research we are only concerned with the main principles of 
economic regulation and their implications with respect to national water sector policy and 
particularly how economic regulation can be ‘woven into’ a PPP regime. In this context, it is 
then up to each country to apply its own rules as to the specific manner in which it seeks to 
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undertake its regulatory functions. Moreover, it is up to each country to decide whether a 
particular regulatory function should be considered part of economic regulation or dealt with 
in another way. For example, setting drinking water standards may be considered part of 
economic regulation, or it may be dealt with as an aspect of health or food safety regulation. 
Service coverage may be governed by regulatory requirements on the provider to connect 
more customers, or by subsidies for service expansion, or both.  

Another form of exercising regulatory influence may be through the use of powers granted at 
law to instruct providers/developers to do certain things, and to enforce these instructions 
through penalties or incentives. A Government may choose to influence developers through 
subsidies such as output-based payments for extending service to poor households, or by 
providing specific tax incentives. All this needs to be set out in a comprehensive national set 
of rules together with the presence of adequate institutions to deal with the enforcement of 
these rules. In this regard, Governments will have to decide whether existing institutions can 
adequately enforce regulatory provisions or whether these should initially be enshrined within 
the PPP agreement.  

In all this it is important to recognize that there are problems that economic regulation cannot 
solve, or at least cannot solve alone. A good example of such limitations is the need for a 
country to develop an integrated approach to ensure services remain affordable to low-income 
households, or that there are sufficient incentives placed on the service provider to increase 
efficiency, capital expenditure planning, and achieve low payments by government 
departments and agencies. Thus, even when governments choose to expand the role of 
regulation beyond simply setting, monitoring, and enforcing rules on tariffs and service 
quality, supporting regulation with other policy initiatives is generally necessary. 

The design of PPP schemes requires a legal and regulatory framework within which the 
agreement can operate. The contractual and regulatory framework needs to incorporate 
mechanisms to monitor and control minimum performance measures related to quantity and 
quantity of service. These mechanisms have to operate effectively throughout the life of the 
PPP arrangement, and institutions have to be established that will be responsible for 
maintaining and operating the monitoring and control activities, and also institutions for the 
regulatory activities. It is important to ensure that these institutions are funded and resourced 
in the long term , as well as having any necessary enforcement and remedial powers.  Critical 
decisions relating to the management of water and wastewater service provision are often 
based on inaccurate and insufficient data both at design stages and during the long term 
scheme operation. This issue and ways of dealing with it are discussed in Chapter 12, including 
ongoing use of monitoring and control information. 

  




