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11. MAINTAINING THE 
ECONOMIC & 
FINANCIAL  
EQUILIBRIUM OF THE 
PPP AGREEMENT  

11.1 Introduction 

PPP agreements typically tend to be for long periods of time. Over long periods it is inevitable 
that changes will happen and that not all can be anticipated at the contract design stage. 
Accordingly, adequate flexibility needs to be allowed for in the design and implementation of 
the PPP agreement. At the same time, it is important that this flexibility does not open the 
door for full re-negotiation of the basic terms of the contract.  Adequate balance needs to be 
struck between price, long-term flexibility and certainty of whole-life costs. 

In this chapter we start with a discussion on the importance of allowing for variations within 
the PPP agreement that are possible but that do not jeopardise the legal standing of the PPP 
agreement (ie they do not materially or adversely change the conditions of the PPP agreement 
as compared to the time when the PPP agreement was bid).  However, there are certain costs 
associated with the financing structure of the PPP agreement that need to be included so as to 
provide for changes that cannot reasonably be foreseen by the Developer either at the time of 
bidding or during the implementation of the PPP agreement. All these issues require a 
pragmatic solution that implies including in the PPP agreement specific mechanisms that 
allow for these changes. The ultimate sustainability of PPP arrangements depends on the 
flexibility of the agreement.  Furthermore, PPP agreements must allow for periodic changes of 
variations. There are several options for introducing periodic adjustments.  These include (a) 
UK system of price-cap regulation, (b) US-style rate of return regulation, (c) Chilean style Rate 
of Return over the life of the PPP agreement, (d) Rate of Return Bands and Stabilization 
funds, (e) fixed NPV of revenue with a variable length of PPP agreement, and (f) and hardship 
clause. These are discussed in this chapter, and specific recommendations made for sample 
clauses and principles that may be included in PPP agreements.  

One of the major recommendations in this chapter is the use of a Tariff indexation formula to 
protect the Developer from costs which are beyond its control. The recommendation made is 
an indexation formula which is flexible enough to protect against certain items such as general 
inflation, changes in prices of particular inputs (eg electricity and chemicals increase by more 
than the average rate of inflation), prices of inputs such as fuel, personnel, imported goods 
and import taxes imposed on the Developer. Notably, the manner in which different 
parameters are used within the formula may lead to (a) a hybrid system between a traditional 
price and revenue cap which reflects the cost structure of the business, (b) a price cap system 
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in which the utility over-recovers compared to costs if demand is above expectations, and 
under-recovers compared to costs if demand is below forecast, or (c) a revenue cap, in which 
the utility under-recovers compared to cost if demand is above expectations, and over-
recovers compared to costs if demand is below forecast.  

11.2 Dealing with the long term nature of PPP agreements: Provisions 
for Periodic, Extraordinary and Emergency Variations 

 

Under any PPP structure, it is important that the Grantor reserves the right to request 
variations to the design, PPP agreement and the financial model. To maintain an appropriate 
balance between the parties’ rights and obligations, variations should be permitted with the 
consent of both parties and should not be imposed on one partner by the other. If the 
variation is carried out, the pricing should be agreed as part of an initial agreement an reflected 
in sub-contracts, rather than agreed after construction. This is likely to lead to a better and 
more efficient process and diminish possible areas of disagreement.  

Indexation alone cannot always ensure tariffs remain in line with costs. An evaluation of the 
contracts studied as part of this research reveals that adjustments often also need to be made 
for changes from the original assumptions150. Research by the World Bank, in consultation 
with major international water Developers (Operators Round Table 2004), as well as Berger 
(2003), summarizes some of the major problems encountered as: 

• The long duration of water and wastewater contracts makes them vulnerable to 
unforeseen political or economic influences 

• The adjustment provisions have not been adequate to preserve the financial 
equilibrium of the contract151   

• The way in which adjustments should be applied has not been clear.  Vague terms like 
‘financial balance of the contract’ have been used, and processes have not been well-
defined 

• The Developer generally has significant sunk costs at the outset of the contract and is 
therefore dependent on the payoff from the PPP agreement based on its initially 
specified length and under its initial assumptions 

• Governments may push for renegotiations to the contract to take advantage of higher 
realized revenues with the Developer in a vulnerable position due to the significant 
sunk costs it has at stake. 

• These problems have led to renegotiation of contracts. Renegotiation involves 
stepping outside the contractual framework, so risks undoing the benefits of 

                                                 
150  A good example of this is demonstrated with the following quote from the regulator’s guide to the Manila 
Water Concessions “However detailed and skilful the concessionaires have been in their original forecast, the one 
thing that can be guaranteed is that their forecasts will be wrong, one way or the other.  Without a mechanism for 
making general adjustments to the level of Rates, there would be every likelihood of cumulatively declining 
financial performance, leading to bankruptcy, or cumulatively financial performance, which could threaten the 
foundations of the Concession arrangements from a political perspective.” (NERA, 1997, p.III-4-1) 
151 For example economic shocks in Manila, Buenos Aires, Jakarta and elsewhere overwhelmed the ability of the 
contractual mechanisms to keep costs and revenue reasonably in balance making the PPP agreement 
unsustainable 
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competitive award of contracts.  Renegotiations have also been frustrating and time-
consuming for all parties. 

In addition to indexation and the other changes described above, changes in law including any 
adoption, modification, or repeal may happen at any time after a PPP agreement has been 
signed and become effective (the Effective date). Accordingly, change of law provisions that 
are included in the PPP agreement should deal with who should be responsible for the costs 
arising from changes in law and how such costs should be funded. Normally, the Grantor is in 
a position where it can control any changes in law. However, and in the case of water and 
wastewater projects, there are instances where the Grantor may be a regional or sub-national 
authority which does not have control over changes in law. In these instances careful 
consideration should be given to the possible mechanisms that can be included within the 
PPP agreement where the Developer may prove to be more adept at managing the effects of 
changes of law and minimizing their impact. For example, it may be possible to pass on the 
costs of changes in law to the customers of the PPP scheme through an increase in fares. 
However, whenever the Grantor bears some of the risk of changes in law, the Developer 
should be obliged to keep any associated costs to the minimum152. It will be important that the 
PPP agreement allow for costs to be recovered, but it should not allow the Developer to 
require for costs that it would have normally had to incur even if that change in law would 
have not occurred.  

Depending on the type of adjustments these can be broadly classified as periodic, 
extraordinary and emergency adjustments (HM Treasury, 2007). Periodic Adjustments153 are 
applied at regular intervals to bring tariffs back in line with costs. These essentially correct for 
errors in the indexation mechanism. My research finds that the main objective of these 
adjustments is to allow a reasonable rate of return for an efficient Developer. Extraordinary 
Adjustments154, which alter tariffs in response to specific, unexpected but manageable changes 
in cost resulting for example from changes in laws; new environmental standards; or demand 
movements over a specific level. The main objective of these adjustments is to restore the 
financial position that the Developer would have been in had the event not occurred. 
Emergency Adjustments155, are designed to keep the contract working in the face of unexpected 
changes. These changes are considered so significant that they would otherwise bankrupt, 
have a major negative financial effect on the Developer or lead to a renegotiation of the terms 
of the PPP agreement. The main objective of this adjustment is to ensure continuity of the 
service and enable the Developer to return to normality after a reasonable period of time. In 
the following section we discuss the different forms of periodic adjustments and make some 
recommendations on how these three types of adjustments may be built into the PPP 
agreement to ensure greater sustainability.  

                                                 
152 This same principle is applied under PFI type projects in the United Kingdom.  
153 Manila is a good example where tariffs are adjusted at five-yearly intervals to allow a rate of return for an 
efficient Developer. 
154 Bucharest: tariffs can be adjusted for events such as changes in laws. The amount of the adjustment is the 
required tariff change to offset the change in cash flow resulting from the event. 
155 UK ‘Shipwreck clause (as contained in the England and Wales Water Licences): tariffs can be adjusted if an 
event occurs that results in a change in cash flows by more than 20% of turnover, which could not have been 
avoided by prudent Developer action. 
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11.3 Periodic Variations in PPP Agreements 

UK system of price‐cap regulation 

Given the historic evolution of the private sector in the water and wastewater sector, and one 
of the early examples being that of the privatization of the sector in England and Wales in the 
late 1980’s,    there has been a tendency to try and emulate the UK style of regulation156. This 
basically consists of the assumption that tariffs should be reset at regular intervals – for 
example every five years – to bring them into line with the costs of an efficient Developer. In 
principle, no changes to the tariff are allowed within these pre-defined periods, although 
tariffs are allowed to be indexed to inflation and certain other defined cost-drivers. 
Furthermore, certain adjustments are allowed for pre-defined extra-ordinary events. The 
implications of such a system is that the Developer may lose money as no changes to tariff are 
allowed if there are increases in costs or demand is lower than expected (ie the Developer 
assumes full risk of cost variations), the flip side of this systems is that the Developer may 
make profits which are higher than forecast, if costs are low or sales volumes high.   This 
approach has now become the standard, being adopted with some modifications in Buenos 
Aires, Manila, Vanuatu and elsewhere157.   

US‐style rate of return regulation  

Under this system, a Developer would be allowed to set tariffs at a level which recovers its 
costs and a reasonable return on prudently incurred capital expenditure158.  If as a result of 
increases in costs or additional investment, returns fall below a reasonable level, the Developer 
may apply to an independent regulator or the Grantor to allow an increase in tariffs. 
Conversely, if the Developer is deemed to be making excess profits, the Grantor may reduce 
such tariffs or customers may petition the regulator for a tariff reduction159.  Rate of return 
regulation is often criticized for providing incentives for over-investment and so called ‘gold-
plating’, and the inadequate incentives for cost control160.  Incentives for efficiency are in-

                                                 
156 Price caps were introduced as an alternative to the hitherto prevailing system of rate of return regulation. This 
is discussed later on.  
157 The key benefit of the price cap is that by separating tariffs from a Developer’s costs, three is a direct profit 
incentive to reduce costs.  However, this benefit comes at the cost of increased risk.  Because tariffs and costs 
diverge, utilities can make catastrophic losses as happened to Maynilad in Manila, Philippines. In the case of the 
United Kingdom, profits were found to be too high in the first tem years of privatization and thus found to be 
politically unsustainable. This caused such a backlash from customers that the new Labour Government of Tony 
Blair in introduced a tax to  profits (as occurred in the UK initially) in the period between price reviews. 
158 This system relies on the concept of ‘reasonable’ cost as would normally be accepted by a reasonable person 
in undertaking his business.  
159 The regulatory system for water in the US State of New Jersey uses such system. Rate of return regulation has 
been successful for electricity and telecommunications in several developing countries, including Barbados. 
160 The term ‘gold plating’ refers to when a Developer would undertake an investment without it necessarily 
being needed. For example, for a given asset such as a pipe with a given life span the Developer may decide to 
replace such pipe prior to the expiry of its useful asset life. Notwithstanding this fact, typically in developing 
economies, the problem is usually getting enough investment, rather than there being too much. Using this 
system the United States has been successful in providing privately financed water and waste water systems to 
many communities – even those very remote and small ones.  The structure in the UK by contrast emphasizes 
efficiency over investment. Arguably, developing countries may do better to emulate the US approach with its 
emphasis on investment in assets. 
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built in as much as Developers will try to avoid tariff reviews (rate case) as these are costly and 
disruptive, and so try to keep costs down.  At a rate case, efficiency levels are scrutinized, and 
inefficient costs may not be recovered through the tariff. 

It be noted however that the US approach functions well as there is a comprehensive legal 
structure that underpins the behaviour of the Grantor and also provides incentives to the 
Developer to undertake investments.  One of its major strengths is that the Supreme Court 
has ruled that a regulator setting tariffs at a level which would not allow an efficient Developer 
a reasonable return on capital would be in contravention of the Constitutional prohibition on 
expropriation.  This provides significant investor protection as it allows the Developer to earn 
a reasonable return on capital invested, and to adjust tariffs when this objective is threatened. 
As discussed in Chapter 7, it may not be possible to provide this protection within the legal 
framework of the country and may need to be explicitly allowed for in the PPP agreement 
itself.    

Chilean model: Fixed NPV of Revenue, Variable Length Concession 

The Chilean toll road concessions, specify the Net Present Value (NPV) of revenue which the 
Developer needs to receive over the life of its PPP agreement as part of the bidding variable 
(GET PPP, 2009). During the life of the contract, if revenues are lower than expected - for 
example as a result of lower than expected traffic - the term of the PPP agreement will be 
extended to allow the Developer to recover the required total NPV of revenue.  This 
approach has the advantage of giving the Developer a strong incentive to control costs, while 
providing some protection against traffic demand risk (Engel et al, 2000). Applying this 
concept to a water PPP agreement may be a challenge given the typically ‘lumpy’ investments 
required in the sector.  A typical PPP agreement requires big investments throughout the life 
of the contract (unlike in a road where most of the costs are incurred upfront and are 
controllable). The Developer will want to ensure that its NPV of revenues is at least equal to 
the NPV of costs over the life of the PPP agreement. However, given that investments would 
change over the life of the contract extensions may be required every given period, making 
extension to contracts difficult to manage and agree.  A better approach may be to adjust 
tariffs to achieve a particular rate of return over the life of the PPP agreement.  Alternatively, 
it may be possible in some cases to extend the life of the PPP agreement, rather than increase 
tariffs, if returns fall below the target band. 

Rate of Return Bands and Stabilization Funds 

Lam (2002) describes a similar concept to rate of return used in Hong Kong under the 
Schemes of Control for telecommunications and electricity.  The regulatory regime set an 
allowable band for returns on equity.  If returns rose above the band, the excess profits were 
put in a stabilization fund.  The stabilization fund could then be drawn on to finance new 
capital expenditure, or set aside to be used to top-up profits in years in which returns fellow 
below the bottom of the target return band.  Only if returns were persistently above or below 
the target band would be tariffs be adjusted. 

In light of this research a similar structure could be used for long term PPP agreements s it 
would provide stability of returns for the Developer and stability of tariffs for customers.  
Furthermore, such structure encourages investment, especially through the ability to use the 
stabilization fund to finance new assets, and it also contains efficiency incentives, since higher 
profits can be saved for use in bad years, or used to expand investment. 
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Rate of Return over the life of the contract 

In the case of Bucharest the rate of return concept has been adapted allowing tariffs to be 
adjusted whenever the Internal Rate of Return (IRR) of the contract, projected over the 
contract life, is outside of a predefined band.  This adjustment allows the Developer the 
potential benefit of tariff increases if the net income falls below the amount required for 
servicing contracted long-term debt obligations. Furthermore, it allows customers with the 
potential benefit of tariff decreases if the Developer IRR increases beyond the level of a 
comparable business.  The economic regulator supervises the rebasing process, and uses an 
Expert Panel (water engineer, regulatory economist, and financial analyst) to provide an 
opinion on the rebasing petition of the Developer161.  

Hardship clauses 

Some PPP arrangements have developed a concept of “hardship” clauses which provide a 
party with the opportunity to request an adaptation of a contract’s provisions if continued 
operation under those contract terms would be economically unfeasible. Such hardships can 
include acts of god or economic (fiscal) problems. The main premise behind such provisions 
is under such circumstances, no party should be forced to continue operating as this would 
compromise the long-term benefit of the contractual relationship.  

 

11.4 Recommendations for Tariff indexation and Cost Pass-throughs  

Water projects, as many PPP projects rely on the availability of cash flows. These cash flows 
derive fundamentally from the tariffs that the Developer is allowed to charge for the services 
it provides.  As discussed in the risk chapter, the rules associated with how tariffs are set and 
what variations are allowed are fundamental for the sustainability of the PPP agreement. 
Depending on the type of PPP agreement, opening tariffs will be specified either in the initial 
bids or in the contract, and indexation provides a mechanism for keeping opening tariffs in 
line with costs and allowing the Developer to pass on cost increases to customers through its 
tariffs. 

Essentially any tariff adjustment mechanism will have to allow for (a) cost-pass throughs and 
(b) tariff indexation.  

Cost pass-throughs effectively allow for changes in the costs of certain inputs that are 
immediately passed on through the tariff to the customers. Cost pass-throughs are typically 
allowed for major cost items over which the Developer will have no control. These include for 
example changes in taxation regime, price of bulk water arrangements etc. In the case of cost 
pass-throughs, one must be careful not to allow for costs for which a normal and diligent 
Developer should be responsible for. For example if a Grantor is considering allowing for the 
cost of electricity to be a cost pass-through, it must do so in a way that does not relieve the 
Developer from seeking reductions in its operating costs that he can adequately manage 

                                                 
161 This approach gives the Developer certainty through fixing the overall project’s minimum and maximum 
project IRRs. It may be argued that this may reduce efficiency incentives compared to standard periodic reviews 
or the variable length concession approach. However this structure does promote investment and reduces 
financing costs.  Provided the IRR band is wide enough, and taking into account that Developers have a built-in 
incentive to avoid tariff increases in order to limit political risk, it can still have reasonably good efficiency 
properties.   
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through reduced pumping, or using low electricity tariffs at night. In Guayaquil there were 
major problems162 (see below) which demonstrate the importance of allowing for automatic 
increases in the tariff in accordance with a prescribed indexation mechanism, while providing 
some check that the increase is in line with the contract163. 
 

 
Tariff indexation formulas also seek to protect the Developer from costs which are beyond its 
control and indexation formulas seek to anticipate certain changes in the cost of providing a 
service. Some of the contracts that have been evaluated in this research suggest that there are 
two main problems with this provision: (a) problems with approval of adjustments, and (b) 
problems with using indexation to offset the effects of foreign exchange devaluation. Foreign 
exchange problems are dealt with in general terms in the chapter related to Funding and 
Finance and I provide detailed recommendations in the following section.  

The indexation formula needs to be flexible enough to protect against certain items such as 
general inflation, changes in prices of particular inputs (eg electricity and chemicals increase by 
more than the average rate of inflation), prices of inputs such as fuel, personnel, imported 
goods and import taxes.  

Based on my research of various PPP agreements, a possible tariff indexation provision could 
be developed using the following general formula. The use of its different components will 
lead to different outcomes and these are discussed below. Additionally, in the ‘notes’ section a 

                                                 
162 This is an example of where an automatic tariff indexation provisions in a contract is not sufficient. In this 
case tariffs should have been raised with inflation-based increases. This highlights the importance introducing a 
mechanism to guarantee and provide security to strict compliance with contract provisions. The Developer 
argues that in this case, although the PPP agreement included specific provisions for automatically adjusting 
tariffs to fluctuations in the underlying costs, the regulator took into account political considerations, rather than 
applying the contract in a neutral way. 
163 Index-driven tariff changes are usually done at prescribed regular intervals.  For example in the United 
Kingdom PFI contracts are indexed every six months. However, there is a trade-off between frequent reviews, 
which may limit the Developer’s risk and provide for smoother tariff changes during periods of rapidly increasing 
prices, and the administrative complexity of frequently changing tariffs.  Clearly, the right solution will depend on 
the macro economic conditions where the PPP agreement is being implemented. So for example in countries / 
circumstances where input prices may change rapidly, it is advisable to allow for monthly indexations. 

Box 11: Automatic Indexation Provisions Blocked by Regulator –Guayaquil  

In early 2001 the Water and Wastewater Utility of Guayaquil (ECAPAG) entered into a 30-year concession 
contract with Interagua.  Shortly after the contract was signed, Interagua failed to raise project finance debt as a 
result of a perceived increase in the regulatory risk.  Regulatory risk was seen by financiers as more imminent after 
inflation-based tariff adjustments were not approved by ECAPAG.   

According to the contract, tariff indexations are automatic and applied every quarter.  However, ECAPAG, which 
acts as both the counterpart to the contract and regulator, had a different interpretation of this contract provision, 
and disallowed the first tariff indexation adjustment.  As a result, the current tariff is 11% lagged in relation to 
increases in underlying costs. After a long negotiation process, both parties recently reached an agreement 
whereby 50% of the tariff lag will be recovered over a period of two years.  The end of this 2-year period 
coincides with the end of the first 5-year period of the contract when tariffs are to be reset.  It was also agreed 
that Interagua would be granted, during the upcoming tariff reset, a compensation for the lost revenues, in 
exchange for reducing energy costs.  Both parties also agreed to a revision of the wastewater expansion program 
over the first 5 years, essentially to compensate the Developer for its inability to raise finance under the 
circumstances of the dispute. 

Source: Concession contract between Interagua and ECAPAG and interview with Dr Geoff Thorpe, Director of 
regulatory affairs Interagua.
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brief discussion of how the given parameter is to be used in the formula is provided, as well as 
a recommendation of the minimum value which should be applied to each parameter.  

The basic principle behind the design of this formula is to develop a general formula which 
seeks to emulate, as much as possible and depending on the use of the different variables 
within the formula, the behaviour of price cap, benchmarking and other forms of regulation as 
discussed in the previous sections of this chapter. 

Accordingly, the recommended formula is: 

)()()})]1([.{ 43210 YXKQLabourElecRPIRateExRPIRR Ft +−+∆++−+∆+= βααγγαα
 

where: 

Rt, R0  =  Developer revenue in the current period (t) and the reference period 
(0) 

RPI =  Retail Price Index (or any other consumer index which can be 
independently verified and is subject to good statistical verification). It 
is recommended that this be set at one (1) plus the percentage change 
in the retail price index in the home country between time (t) and the 
reference period (0) 

Ex.Rate =  

 

 

One (1) plus the percentage change in the exchange rate index of the 
home country164 currency against a relevant international currency 
between time (t) and the reference period (0) 

Note: The relevant international currency will be the currency in which 
the majority of imported inputs are priced (these inputs may include 
chemicals or equipment), or the currency in which the majority of 
foreign financing is denominated.  If these currencies are different, the 
formula would need to be adjusted to reflect this. (See also 
recommendations on hedging provisions and currency swaps which 
are directly applicable to the manner in which the ExRate delta is to be 
used in the formula) 

RPIF =  One (1) plus the percentage change in a price index tracking foreign 
input prices, in the relevant international currency between time (t) 
and the reference period (0).   

Note: This is important as some inputs of the Developer will be subject 
to variations as they are not locally produced for example chemicals 
and equipment prices. It is recommended that RPIF could be a general 
foreign inflation term, or where possible specific price indices if 
available.  

Elec      =  One (1) plus the percentage change in a price index of electricity prices 
in the home country between time (t) and the reference period (0) 

                                                 
164 The ‘home country’ is considered to be the country in which the PPP agreement is being implemented.  
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Labour =  One (1) plus the percentage change in a relevant wage index in the 
home country between time (t) and the reference period (0) 

Note: The wage index is usually a good reference value that is available 
in most countries. If this is not available a proxy to the RPI could also 
be considered. 

αi =  Weighting of the following term in the indexation formula 
with∑ =

i
i 1α Note: The applicability of αi will depend very much on 

the cost allocation of the given PPP agreement. For example, if the 
intention is for the Developer to bear the risk of changes in certain 
input prices (eg cost of electricity, chemicals etc) and exchange rates 
between reviews, then the relevant αi would be set at zero, or 
somewhere between zero and the impact of that factor on total costs.  
Alternatively in a situation where this risk is not to be borne directly by 
the Developer, ie a formula which tracks input costs closely, each αi 
should be set equal to the share of the cost represented by the 
indexation factor as a proportion of total costs.  For example, if 
electricity accounts for 20% of total costs, α3 would be set equal to 
0.20.   

It must be noted however, that regardless of how much cost risk is to 
be borne by the Developer, the sum of the αi should always equal one.  
For example, if the electricity indexation factor was set to zero, the 
weight given to the general RPI index should be increased to offset 
this. 

 

γ =
  

Weighting of foreign operating and maintenance costs in the share of 
total foreign costs.  May be set to one if the intention is to index for 
exchange rate risk on imports but not on foreign currency financing. 
This latter distinction is important as a clear distinction needs to be 
made between foreign O&M costs and the financing cost incurred by 
the Developer.   

∆Q 
 =  

One (1) plus the percentage change in relevant volumes of output (for 
example, water supplied or waste water treated) between time (t) and 
the reference period (0) 

β =  Note:  The manner in which the β is dealt with in this formula will 
create the effect of the UK, US type of regulatory systems. For 
example, setting β to one creates a price cap, in which the utility over-
recovers compared to cost if demand is above expectations, and 
under-recovers compared to costs if demand is below forecast. If β is 
set as the volume weighting factor determined by the percentage of 
short-run variable costs of the firm in the total costs of the firm, it 
creates a hybrid between a price and revenue cap which reflects the 
cost structure of the business. Finally, Setting β to zero creates a 
revenue cap, in which the utility under-recovers compared to cost if 
demand is above expectations, and over-recovers compared to costs if 
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demand is below forecast165. 

K =  Real tariff adjustment factor to reflect increases in tariffs to cover new 
investment 

X =  Real tariff adjustment factor to reflect reductions in tariffs as a result 
of efficiency gains 

Y =  Real tariff adjustment factor to reflect increases in tariffs to adjust for 
initial tariffs below costs 

The basic principle behind this provision is that it is a very general formula which can be 
adapted as needed.  For example, setting α2=α3=α4=0, and β=∆Q=1, yields the classic UK 
RPI+K structure. Alternative approach is to change tariffs only when input cost changes 
exceed some trigger.  The Bucharest contract provides an example of the drafting in this case: 
 
Ordinary Tariff Adjustment  [i.e. index-driven changes] will be implemented no more frequently than on a 
monthly basis and only if: 

%5
1

11 >
−

−

−−

i

it

CPI
CPICPI  

Some contracts, such as the one in Port Vila, Vanuatu do not have any specific provision in 
the contract for the Grantor to check that the formula has been applied correctly. In Manila, 
the contract does allow for the application of the formula to be checked by a regulator166.   

However, it is recommended that a similar provision be drafted that would allow an automatic 
increase but taking into account specific details about: 

• Who is responsible for applying the indexation formula, who checks and how disputes 
can be resolved if the parties do not agree 

• Making the results of such calculations available to the general public to enhance 
transparency and accountability of the Grantor 

• Procedure for recovering any over charge that may have resulted from the wrongful 
application of the formula and in the event that the Developer does not comply, the 
dispute resolution provisions will apply. 

The use of an independent expert panel or an independent third party may also be used as suggested in 
the earlier section on contract monitoring unit.  

                                                 
165 One important caveat in this explanation is that the references to under- and over-recovery of costs for the 
Developer refer to short term impacts.  Long term impacts will depend on how actual customer demand affects 
the capital expenditure required, and how that capital expenditure is treated in reviews. 
166 The Manila contract specifies: “Prior to October 31 of each Prior Year, the Concessionaire shall submit to the 
Regulatory Office its proposed Standard Rates for the following Charging Year along with sufficient supporting 
information to enable the Regulatory Office to verify that the proposed Standard Rates is consistent with the 
Rates Adjustment Limit”. Upon examination of this provision it would appear that there is a major problem with 
this clause as it does not give any detail about the procedure and redress that the Regulatory Office may have in 
the event it disagrees with the adjustment. 
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11.5 Conclusions 

My research reveals167 that periodic adjustments and extraordinary adjustment provisions are 
accepted good practice (Green et al, 1999).  Emergency adjustments are an emerging option as 
demonstrated by their use in the UK Water Licenses168 (the “Shipwreck Clause”) and are 
implicit in the US rate of return regulatory approach as well as French civil jurisprudence.  
Such clauses are designed to avoid the need for renegotiation by providing a structured way of 
dealing with events which fundamentally alter the financial conditions under which the 
services are to be performed.   

Specifically, I recommend that the following points be captured in the respective clauses169: 

1. For the Periodic Adjustments the Developer submit its estimate of the revenue (and the 
tariff increase required) required by an efficient Developer170. An expert panel reviews 
the Developer’s proposed increase and makes a recommendation, followed by a 
decision to be made by the two parties or (in the absence of agreement) arbitration 
with the exception that the proceedings are to be made public. 

2. Also for Adjustments linked to traditional indexation, utilise the Tariff indexation formula 
suggested, which protects the Developer from costs which are beyond its control and 
which anticipate certain changes in the cost of providing the service. The application 
of the formula could lead to different outcomes depending on the use of the different 
variables within the formula eg price cap, benchmarking or a hybrid between price 
cap. The reasonableness of applicability of the different parameters of the formula 
would be enshrined in the PPP agreement. As per the Period Adjustment, an expert 
panel reviews the Developer’s proposed increase and makes a recommendation, 
followed by a decision to be made by the two parties or (in the absence of agreement) 
arbitration. Similarly the proceedings are to be made public. 

3. For Extraordinary Adjustments: 

• The mechanism would follow a very similar process to the Periodic Adjustments. 
The key difference would be in the approach taken to determine the required tariff 
increase and a specific requirement by the developer to demonstrate to Grantor 
that the event has actually occurred and that it was uncontrollable and / or 

                                                 
167 As demonstrated for example by the periodic adjustment clauses of Bucharest, Buenos Aires, Tallinn Estonia, 
and for the extraordinary adjustments the case of the two concession contracts in Manila.  
168 It must be noted that although these are referred to as the UK water licences they only actually refer and are 
applicable to England and Wales, as the rest of the United Kingdom ie Scotland and Northern Ireland operate 
under different schemes without private sector involvement.   
169 The above procedure should be clearly established prior to the commencement of the PPP agreement. 
170 This procedure involves adjusting costs up or down through benchmarking, market testing or expert analysis 
to a reasonable level that an efficient Developer could achieve; forecast average demand over the period until the 
next periodic tariff review; determine the value of the Developer’s assets including the Developer’s proposed 
investment (if approved) incorporated at historic cost into the capital base; determine return on capital required 
by Developer (including debt-equity ratio, premiums etc) or use pre-determined rate of return, and calculate the 
required tariff increase by calculating the tariff required to cover fixed and variable operating costs, plus a return 
on capital.  
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unforeseeable171. As the objective is now to restore the financial position to what it 
would have been had the event not occurred, the Developer would submit its 
required tariff increase to achieve this restoration. The remainder of the process 
would be the same as above.  

• The Developer would have the right to suggests possible solutions that will allow 
it to continue operating without having to renegotiate the contract. For example, 
the Developer may suggest that tariffs be increased or that the Developer fee be 
reduced, or that the term of the concession be extended.  

2. For emergency adjustments (that deal with unforeseen events not contemplated in the 
original contract) the mechanism would be broadly similar as detailed above but would 
no longer be focused on tariff changes and achieving a reasonable rate of return for an 
efficient Developer, but to enable normality to be restored over a reasonable period of 
time. The expert panel would consider changes in tariffs and service standards, 
changes in subsidies, financial restructurings, and changes in the duration of the 
contract, with the objective of ensuring continuity of service and the balancing of the 
interests of customers, government, Developers and investors. The remainder of the 
adjustment mechanism would work as described above172. 

 

                                                 
171 I recommend that a financial trigger point, such as NPV of the cumulative impact equal to 20% of annual 
revenues, is used to determine when an event is major enough to constitute an ‘emergency’. 
172 Work by Gotanda (2003) points to a similar mechanisms for renegotiation and adaptation clauses, provided 
such clauses are limited to unforeseen events that cannot be triggered by either of the parties. He argues that that 
such clauses can be beneficial to investors, when included with a provision allowing a third party to adapt the 
contract in the event of a failure by the parties to reach agreement, as provided by the international arbitrator in 
the mechanism above. A similar view is presented Berger (2003). 




