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1. INTRODUCTION 

The objective of this research is to determine, and make recommendations on, means of 
optimizing the use of Public Private Partnership (PPP) in development of infrastructure whilst 
ensuring the sustainable long term provision of water and waste water services. The outcome 
of this research is focused on providing detailed recommendations on contractual issues and 
contract structures to achieve this objective. These recommendations are primarily aimed at 
developing countries but in some instances their applicability may be considered for 
developed countries.  

The use of the term Developed or Developing country is a hotly debated one. In reality there 
is no one definition and it depends on who and in what context the definition is being 
applied1. In the context of this research in general, a developing country is a term generally 
used to describe a nation with a low level of material well being, although the levels of 
development may vary widely within so-called developing countries. However it must be 
noted that depending on who makes the definition, different classifications are used. For 
example, the World Bank uses a strictly numerical classification, considering all low- and 
middle- income countries as "developing". These categories (low, middle, high income) are 
based on the Bank's operational lending categories (World Bank, 2009). In its most recent 
classification, economies are divided using 2008 Gross National Income (GNI) per capita, and 
divided further into four income groups. Low income countries have GNI per capita of 
US$975 or less. Lower middle income countries have GNI per capita of US$976–$3,855. 
Upper middle income countries have GNI per capita between US$3,856–$11,905. High 
income countries have GNI above $11,906. The World Bank classifies all low- and middle-
income countries as developing but notes, "The use of the term is convenient; it is not 
intended to imply that all economies in the group are experiencing similar development or that 
other economies have reached a preferred or final stage of development. Classification by 
income does not necessarily reflect development status". The International Monetary Fund, 
on the other hand uses a flexible classification system that considers "(1) per capita income 
level, (2) export diversification—so oil exporters that have high per capita GNI would not 
make the advanced classification because around 70% of its exports are oil, and (3) degree of 
integration into the global financial system." According to the classification from IMF before 
April 2004, all the countries of Eastern Europe (including Central European countries which 
still belongs to "Eastern Europe Group" in the UN institutions) as well as the former Soviet 
Union (U.S.S.R.) countries in Central Asia (Kazakhstan, Uzbekistan, Kyrgyzstan, Tajikistan 
and Turkmenistan) and Mongolia, were not included under either developed or developing 
regions, but rather were referred to as "countries in transition"; however they are now widely 

                                                 

1 Other institutions such as the World Trade Organisation (WTO) leaves the definition of “developed” and 
“developing” countries to its members to decide. Members announce for themselves whether they are 
“developed” or “developing” countries. However, other members can challenge the decision of a member to 
make use of provisions available to developing countries. Developing country status in the WTO brings certain 
rights. There are for example provisions in some WTO Agreements which provide developing countries with 
longer transition periods before they are required to fully implement the agreement and developing countries can 
receive technical assistance. That a WTO member announces itself as a developing country does not 
automatically mean that it will benefit from the unilateral preference schemes of some of the developed country 
members such as the Generalized System of Preferences (GSP). In practice, it is the preference giving country 
which decides the list of developing countries that will benefit from the preferences (UNCTAD, 2009).  
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regarded (in the international reports) as "developing countries". In the 21st century, the 
original East Asian Tiger countries (Hong Kong, Singapore, South Korea, and the Taiwan) are 
considered "developed" region or areas, along with Cyprus, Israel, Malta, and Slovenia, are 
considered "newly developed countries". The United Nations on the other hand according 
states that there is no established convention for the designation of "developed" and 
"developing" countries and that this classification system is intended for statistical 
convenience and do not necessarily express a judgement about the stage reached by a 
particular country or area in the development process. Notwithstanding this fact, the UN does 
note that Japan in Asia, Canada and the United States in northern America, Australia and New 
Zealand in Oceania, and Europe are considered "developed" regions or areas. In international 
trade statistics, the Southern African Customs Union is also treated as a developed region and 
Israel as a developed country; countries emerging from the former Yugoslavia are treated as 
developing countries; and countries of Eastern Europe and of the Commonwealth of 
Independent States in Europe are not included under either developed or developing regions. 
In this research developing countries are considered those as per the World Bank 
classification.  

In the course of this research it became apparent that one risk issue, the problem of imperfect 
data, is not adequately addressed in the existing contractual approach to PPPs and has resulted 
in failure or ineffectiveness of many PPP schemes, and so a specific recommendation on a 
contractual remedy for this has been included. 

In this Chapter, I present an Introduction to this research, starting with a background note on 
the major problems resulting from the increasing demand for more and better water and waste 
water services and the associated and massive demands for investment and effective 
management. The public sector funding and resources are often inadequate to meet these 
demands, and a growing case history shows increasing involvement by the private sector in 
provision of infrastructure and services through PPP arrangements. The aim of this research is 
to identify best practice in legal and contractual arrangements, and identify ways that these can 
be best structured and procured to  ensure long term viability and sustainability of effective 
provision of water and waste water services 

In order to establish some of the key determinants of a PPP arrangement, we look briefly at 
some of the key PPP and financing issues affecting both public and private sectors. These 
include roles of the public and private sector partners and allocation of risks, project financing 
issues, the broad types of PPP contractual arrangements, as well as the issue of ownership of 
all or part of the assets 

The next section introduces the chosen Research Problem, and the Key Research Questions 
to be answered relating to this. There is also a definition of some supporting questions used to 
develop the research including: Government issues in developing sector reform, ensuring 
benefits of private sector reform and Value for Money issues. 

Next, the methodology of the research is outlined, developed from research using 
international case history, literature and contractual document review, review of expert 
opinion and some fact finding missions. The approach is based on: 

• review of water and waste water sector issues, and general review of use of PPP 
taking into account levels of service and cost implications 

• establishing key issues in effective PPP development,  

• review and recommendation of detailed contractual issues for optimal and 
sustainable long term provision of water and wastewater service, 
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Finally: 

• recommendations to improve critical contract provisions including maintaining the 
economic and financial equilibrium of the PPP agreement, 

• recommendation of an approach for  dealing with limited or unreliable data, to 
ensure long term contractual sustainability 

• suggestions for improved contractual structures. 

In any reform process in the water and wastewater sector there are a number of terms that are 
used to describe the actors and their relationships. For consistency, throughout this research, 
the public sector or government entity which is buying the service to be developed under any 
specific form of PPP is referred to as the Grantor, Contracting Authority or Government. In 
those instances of general policy setting, the reference is made to Government. However, the 
entity that is responsible for establishing the PPP scheme can either be Government or a 
Grantor, a delegated entity that is responsible for awarding and managing the agreement.  The 
counterparty to the public sector entity is referred to as the Developer. The Developer is a 
private party responsible for all or part of the development, construction and operation of the 
PPP scheme. The contractual arrangement detailing the roles and responsibilities of the 
Grantor and the Developer is referred to as the PPP agreement.   

1.1 Public Private Partnerships - Solutions to Meet Infrastructure 
Investment and Management Improvement Needs  

The Infrastructure challenge  

It can be said that the provision of physical infrastructure to support public water and 
wastewater services has been at the core of the development of many great civilisations. 
Massive works of water irrigation date back to the times of the Egyptians, Greeks, Aztecs and 
Incas. In modern times the provision of water and wastewater services has been a necessary 
pre-requisite for the effective economic and social development of modern urban centres. Yet, 
over the past 50 years, governments have neglected investment in these basic infrastructure 
services. Not only has this resulted in an inability to meet a growing demand for services and 
for higher service standards, but the existing water and wastewater structures and networks are 
deteriorating as they age and typically lack investment in necessary structural maintenance. As 
a result they require even more investment to bring them back to meet existing requirements.  
The resulting effect is a huge backlog of investment needs. A recent report by the European 
Commission estimates that for the ten countries of central and eastern Europe alone, the cost 
of all investments needed to comply with European environmental requirements will exceed 
euro 120 billion in the next five years. In the United States alone investments in basic water 
and waste water infrastructure are estimated to be over US dollars 325 billion today, and the 
rest of the world's investment needs estimated at US dollars 1.8 trillion (World Bank, PPIAF 
PPI Database, 2009).  
The lack of investment in public water and wastewater services is not just limited to expansion 
or renewal of existing systems, but often continues with limitations on public funding for the 
management, operation and maintenance of the systems. Several studies (Johnstone, 2007, 
Whittington, 1994 and Vives, 1999) also suggest that, under public management, water utilities 
are sometimes exposed to short-term political agendas that restrict funding available. This 
situation, coupled with governments' inability to fund massive investments required for 
upgrading infrastructure, has made it apparent that new and innovative structures need to be 
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devised to "bridge" these funding and management gaps. One main option for national and 
local governments is to turn to the private sector for help to close these gaps. As a result, 
between 1990 and 1997, the cumulative expenditure in new private sector capital in water 
projects in developing countries, for example, increased from US$ 25 billion up to a staggering 
US$ 297 billion (World Bank, PPIAF PPI database 2009). The investment picture varied 
across sectors in 2007 where telecommunications saw an increase of 13% to US$75 billion, 
the sector’s highest level ever, and accounted for 47% of investment commitments for the 
year; energy had growth of 96% to US$50 billion, the sector’s second highest level since 1990; 
Transport had a decline of 7% to US$29 billion, but remained at the second highest level in 
real terms since 1990; and Water investment amounted to US$3 billion, well below the peak of 
1997 but within the US$2–3 billion range of the previous three years.  

 
The provision of a public service requires a careful balance between the potentially divergent 
interests of the public and private sectors2. On the one hand, the public sector has a 
responsibility and an obligation to provide services to its inhabitants and ratepayers. At the 
same time the private sector is entitled to receive adequate compensation for the risk of 
managing the provision of that infrastructure service, as well as being compensated for putting 
its Private Capital at risk. Since, 1989 we have seen a surge in the number of "Public Private 
Partnerships" (or PPPs). The considerable case history that has been amassed shows that these 
PPP arrangements can be an effective tool for water and waste water scheme development 
and long term management and operation. However, it is also clear that there is a considerable 
range of levels of effectiveness of these PPP arrangements, including some outright failures. 

We should be clear that the PPP approach is not the only potential solution for effective 
reform and provision of water and waste water services. Policymakers and governments need 
to find the most adequate solution and mechanism to allow for public reform. In this respect, 

                                                 
2 The main challenge facing policymakers in meeting ever-increasing demands for good public services is how to 
balance the level of service provided against the massive costs required to provide the infrastructure to support 
this. If partnering between the public and private sectors is to be effective, the main consideration is to ensure 
that these “partnerships" are sustainable. Involving the private sector implies cost. How can policymakers 
balance in their responsibility to provide basic infrastructure with their limited public funds? How can public 
funds be best utilised, and how can these funds leverage private funds? How best to ensure that governments 
meet their social obligations and keep control of the provision of basic services? Sustainability of the proposed 
public-private partnership is at the heart of this response.  
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and in an effort to improve the provision of public services, a number of public sector reform 
strategies are being developed. For example, instruments for public reform can include 
creation of autonomous public service organizations, development of industry service 
agreements to ensure accountability, and growing use of financial incentives for managers and 
staff.  

Very similar reform strategies are necessary to implement PPP arrangements for private 
provision of public services, and increasingly the additional benefits of including the private 
sector as part of the reforms for provision of these basic infrastructure services are seen as 
offering a practical and effective alternative to public sector management.  

In the absence of a uniform legal framework for PPPs and in view of the diversity of national 
laws, the challenge is to ensure transparency and effective competition between market 
participants and at the same time to ensure the most effective provision of the water and 
waste water services.  

Public Private Partnerships – a possible solution  

Countries in the developed and developing world are increasingly interested in developing 
arrangements that will enable them to better meet the challenges of developing basic 
infrastructure. Public interest in cooperation with the private sector is driven by budgetary 
constraints as well as the search for increased efficiency, in terms of levels service (such as 
quantity and quality of water and wastewater) and the allocation of finite financial resources. 

I noted previously that in the last two decades there has been a general surge in use of PPP 
arrangements for provision of public services. The water and sanitation sector has developed a 
considerable PPP experience in this time, but in parallel many other infrastructure sectors 
linked with public service provision have also made use of the PPP approach. The level of 
capital investment, materials and technology transfer, as well as the level of management and 
operational resources involved varies with each sector. PPP arrangements have been used in a 
variety of forms in infrastructure sectors including capital investment heavy projects for 
instance related to Ports, Airports, Roads, Bridges and Power Generation and Distribution 
projects, right through to more highly service oriented PPP arrangements such as those in 
Education and Health services projects. 

PPPs can take many forms. In its simplest form, the term PPP refers to a structure of 
cooperation between a public authority or authorities and the private sector (Kerf et al,1998). 
Its primary aim is to fund, construct, renovate, manage and, or, maintain a given piece of 
infrastructure or the provision of a service.  A PPP is a cooperative partnership between the 
private sector and the government, which can contribute to the economic growth and quality 
of life in urban centres. Involving the private sector in the delivery of water services can also 
serve to eliminate the problems that typically blight public sector run utilities, such as 
patronage and short-termism. Efficient, cost-effective and sustainable water delivery systems 
require long term planning systems and government support to promote. Crucially, private 
sector involvement in water services broadens the range of policy options available to the 
government.   

PPPs are typically arrangements of relatively long duration, involving cooperation between the 
public partner and the private partner on different aspects of a planned project. Funding 
typically involves a combination of sources, both public and private which in some instances 
means complex arrangements between the various players. Notably, the role of the private 
sector is as a Developer, who participates at different stages in the project eg design, 
completion, implementation and long term management, operation and funding (Klein, and 
Hadjimichael, 2003). In its recent interpretative communication the European Union (2008) 
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defines PPPs as a form of cooperation, which is generally geared to the longer term, where the 
role of the private partner (the Developer), who is involved in the various phases of the 
project (planning, implementation and operation), is intended to bear risks that are 
traditionally borne by the public sector and who often contributes to financing the project. I 
should make it clear that this term Developer is used throughout this research to describe an 
‘economic operator’ who can carry out all these functions and is not just solely responsible for 
technical operation of plant and equipment. In some of the literature reviewed the word 
‘operator’ is used without this distinction being made. This distinction is important as it 
reflects the key contractual responsibilities under PPP arrangements. The public partner or 
Grantor focuses primarily on defining the objectives to be attained in terms of public interest, 
quality of services provided and pricing policy, and it takes responsibility for monitoring 
compliance with these objectives. 

For the PPP arrangement to be effective, the design of the structure for private sector 
involvement involves a clear definition of the roles to be played by the government and the 
private sector, the type of structure to be adopted for private sector participation, the 
applicable regulatory regime and its effects, and also the influence of the specific current 
economic and political conditions.  The type of PPP structure chosen will have a direct 
influence on the provision of services and it is essential that an adequate legislative and 
regulatory framework be in place to ensure the long term sustainability of the chosen PPP 
arrangement.  

The PPP design should seek to strike a balance between establishing incentives for the private 
sector to invest and operate efficiently, and protecting the interests and responsibilities of the 
public sector (Camdessus and Winpenny, 2003).  Additionally, the types of risks involved in 
the provision of water and wastewater services need to be adequately quantified, qualified and, 
most importantly, mitigated, as these are elements that will determine the success of a PPP 
project.  All risks must be properly understood and allocated in an equitable manner between 
all the parties (Cowan, 1997a). This is a key issue and will be looked at in some detail in this 
research.   

The allocation of risk between the parties is generally considered on the basis of specific risks 
being taken by the party best able to manage them, and within the overall context to suit the 
conditions relevant to the specific project, sector and economy. Projects which involve PPPs 
need to be ‘bankable’ (Stiggers, 2004). A ‘bankable’ project is one that is considered to 
combine key characteristics in a way that gives both for the public and the private sector 
partners an equitable balance of risks and rewards and that the overall result  include overall 
human, social, economic and environmental sustainability. Typically projects which are 
considered as bankable include those projects which have characteristics that include clear 
contractual structures, a stable economic and financial basis and a clear definition of roles and 
responsibilities (Hodges and Dellacha, 2007, UNIDROIT, 1995, Salacuse, 2000, and Shirley 
and Patrick, 2000).  

Typically PPP projects are done on a project finance basis3 in which a private operator is 
granted a right and, in return for that right, has the obligation to provide a service (Seidenstat 
and Hakim. eds. 2002). Under a project finance scheme, the right that is granted by the public 
sector is the right to expropriate, use, treat and sell water, in exchange for charging tariffs to 
consumers for such services.  The types of PPP structures are defined in Chapter 3. 

 

                                                 
3 Project Finance is a method of funding in which the lender looks primarily to the revenues generated by a single 
project both as the source of repayment and as security for the exposure. 
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Risks, asset responsibility and types of PPP structures  

There is an array of options for involving the private sector, characterised by a variety of 
contractual forms. These contractual forms differ in the degree of responsibility and risk 
transferred from the public to the private sector.  Choosing the appropriate option depends 
on what the government in question requires from the private sector, i.e. the objectives to be 
satisfied by entering into such contractual agreements, and, as a result, how much control of 
the service it is prepared to relinquish (Smith, 1997a). In this research we examine the 
different forms of PPP based on the degree of private involvement in the development and 
ownership of the assets.    

The research will assess the ways in which the PPP contractual arrangements can be 
developed to optimize the long term project viability. The PPP structures reflect not only the 
allocation of risk, but the manner in which asset ownership is dealt with. There are two main 
ways:  

• In the first group, ownership of the assets remains with the government or the public 
sector, whereas in the second group partial or full ownership is transferred to the 
private sector.   Each type of contract will be reviewed according to the level of private 
sector involvement. The first group, where the assets remain in public ownership, 
typically includes the following contract types:  Service and Management contracts, 
Lease arrangements and Concessions. 

• The second group, where the assets are all or partially in private ownership, include: 
BOOT (Build-Own-Operate-Transfer), variations to BOOT contracts such as Design- 
Build-Finance-Operate-Maintain (DBFOM), BOT (Build-Operate-Transfer), BOO 
(Build-Own-Operate) and reverse BOOT, joint ownership or mixed companies, and 
outright sale, or partial divestiture. 

1.2 Characteristics of Urban and Peri-Urban Water and Wastewater 
Services 

I have chosen to focus this research specifically on the use of PPP in the water and wastewater 
sector. Although this sector exhibits most of the characteristics of PPP in other sectors the 
water and wastewater sector is unique in that the service provision is seen to be a public good 
providing a service that is essential to life and health. In every country of the world the 
provision of water and wastewater services is deeply embedded as a public service obligation. 
As I will discuss later, the sector has a major issue of poor existing infrastructure, massive 
demand growth and high capital investment needs. The use of PPP in this sector has been 
adopted over the past two decades as a possible solution to bridge the resources and funding 
gap. Whatever form of PPP arrangement is developed (and even if there is no PPP) these 
public service obligations cannot be divested one hundred percent to the private sector, and it 
is this that differentiates the approach needed to ensure viable long term PPP arrangements to 
reflect the long term public service objectives of the water and wastewater sector.  Ultimately, 
even under a PPP arrangement Governments cannot allow an ultimate failure of the sector 
arrangement to fail. In this regard, water and wastewater PPPs are more about delegated 
responsibilities as opposed to divesting them which is often the focus of use of PPP in other 
forms of infrastructure. As a consequence, the characteristics of this sector have a profound 
influence on the structures that are developed so therefore.   

Decisions to pursue a PPP in the water services sector cannot be taken without considerable 
initial preparation and study on behalf of Government acting as the grantor of the proposed 
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PPP agreement.  There are many texts and other useful aids that can guide readers through the 
various processes of analyzing and selecting appropriate water and wastewater solutions.4  The 
key problems and challenges faced by the sector include: 

• Political interference: The monopolistic situation where services are provided by a 
single provider combined with the basic human need for water, makes the provision 
of water and waste services highly susceptible to political involvement, both in the 
creation or expansion of water services, but also in all aspects of the long term delivery 
of the services.  

• High investment costs for basic infrastructure (eg creation, expansion or rehabilitation 
of pipe networks) that once built cannot be used for any other purpose.  

• Typically data on the existing services, satisfying demand for services and on the 
condition of existing physical infrastructure is difficult to assess.  

• Successful public utilities are generally the exception rather than the rule and, since 
most people are under the jurisdiction of public utilities, a good deal of the world’s 
population remains inadequately served by their water and wastewater providers 
(Baietti, Kingdom and van Ginneken. 2006a). 

• Many public utilities suffer from weak performance incentives, low willingness of 
customers to pay cost recovery tariffs, and insufficient funding for maintenance, 
leading to a deterioration of assets and the squandering of financial resources (Baietti, 
Kingdom and van Ginneken. 2006a). 

• The monopolistic nature of the sector along with weak and misdirected policies 
exacerbates the situation.  

• Water by its very nature is a politically sensitive topic and policymakers have tried and, 
more often than not, failed to adequately balance the trade-offs between affordability 
and expansion of coverage to poorer sections of society against the utility’s need for 
financial viability.  

• Water and wastewater resources are more generally suited to local management and in 
many cases, responsibility for these services is decentralized to local government 
levels. 

• Policymaking in the sector is characterized by short-term political interests. 
• Governments face strong pressure to keep prices below costs, and to have to make up 

the difference between prices and costs with subsidies. The biggest challenge for 
governments, with either public or private operation, is to address these problems in a 
way that will encourage investment to improve services. 

• Corruption is also a persistent challenge within the sector from collusion between 
contractors and kickbacks in contracting (van Ginneken and Kingdom. 2008.) 

 
Successful incorporation of private sector participation into these sectors depends largely on 
the chosen PPP arrangement’s ability to handle the above mentioned challenges. Experience 
shows that efforts to reform the water and wastewater sector often face considerable hurdles 

                                                 
4 World Bank specifically offers resources for this purpose available at: www.worldbank.org/water 
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in the shape of opposition from those most likely to absorb the impact of reforms. Reforms 
are also often triggered by crises that create a consensus of opinion that the current situation is 
untenable. Such events can be droughts, drops in service levels or a financial crisis. Van 
Ginneken (2008) argues that external pressures can also trigger reforms, for instance donor 
pressure or political forces such as elections. The last ten years has seen a renewed effort by 
governments to reform their water and wastewater sectors but the vast majority have met with 
limited success. In some cases, systems have been “overbuilt” and do not reflect the true 
needs of consumers nor what they are willing to pay for. Inefficiencies and poor management 
often mean that the only viable reform is full restructuring – a step that most governments are 
unwilling to countenance. Moreover, many reform packages solely focus on reforming the 
utility and do not attempt to reform the business and social environment or the means of 
interaction with other actors in the sector. Research (World Bank, 2006a) recommends that 
governments first realize that their ownership interest in a utility is distinct from their policy 
interest. Then, the financial impact of their policy and ownership decisions should be 
reconsidered to emphasize the financial incentives that are required to induce poorly-
performing utilities to perform better (Baietti, Kingdom and Van Ginneken. 2006a). 

Wastewater Service Issues 

Improved access to wastewater services in developing countries is a critical factor within the 
development process, particularly in the urban sphere. A World Bank assessment (World Bank 
Water Toolkit 2001) shows that wastewater services are often neglected when compared to 
the attention granted to the water sector and this can be illustrated by recent comparisons of 
levels of investment and coverage. The wastewater sector differs from water in the following 
manner: 

• Wastewater services are less likely to be a networked or utility service and by nature 
are generally based on extremely geographically localized services 

• Wastewater services are expensive and most professionals believe that a high level of 
government subsidy is required to maintain the sector; 

• It is very difficult to achieve economic viability in the sector; and 

• Wastewater services are largely the preserve of municipal government and any reform 
of service delivery should be linked to a wider process of municipal reform. 

The technical challenges and institutional complexities of the wastewater sector have posed a 
challenge for the private sector. However, once the sector has become physically networked, 
the issues of transaction design are common to both the waste and wastewater sectors. 
Wastewater does introduce more challenging policy and legal issues and may require more 
institutional reform vis a vis establishing appropriate roles for the local governments and 
private operators or other entities responsible for contract enforcement. Many governments 
decide not to pursue PPP in the wastewater sector because they perceive it as unsuitable for 
such a reform, preferring local and decentralized technical solutions, and believing that the 
private sector will simply not be interested. Clearly the sector requires deeper thought and the 
solutions may appear less obvious. However, the arguments that make the case for water 
sector reform – such as improving levels of service, expanding coverage, adopting technical 
standards - are equally appropriate for the wastewater sector. 
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1.3 The Research Problem and Questions Arising 
The past few decades have seen a growing awareness of the planet’s fragile ecological balance. Water 
resources are being stretched to their limits and are putting pressure on urban centres worldwide. 
Nevertheless, there is a growing consciousness of the need to achieve public policies that will assure 
the protection of the precious resources and the environment within their economic framework. Water 
as a resource needs to be protected and adequate strategies need to be devised to dispose of 
wastewater. In the context of this research we are concerned with the water and wastewater services 
sector.  

The proposed research undertakes a detailed examination of the factors that lead to the 
decision to develop a public-private partnership and that can ensure an effective and 
appropriate contractual arrangement. The rationale behind the proposed research is that 
public-private partnerships have become an increasingly important mechanism in the 
provision of long term water and waste water services, and that they are ‘here to stay’. 
However, PPPs are not a panacea for all situations. Experiences over the past two decades 
demonstrate that there has been a considerable range of effectiveness of these long term PPP 
arrangements. At the best they have provided all the required investment and services 
efficiently and effectively, in a sustainable manner, but there have also been some less effective 
cases, and even some catastrophic failures. However, given the current reality experienced by 
the world’s infrastructure sectors, public funds will be insufficient to meet the growing 
demands of the world's population. The public purse cannot fund all investment needs, and 
the demand for greater use of private sector involvement is increasing.  

Given the varied effectiveness of the many and various PPP examples over the last decade, 
there is a clear need to provide practical guidance on how best to structure PPPs to obtain 
optimal performance. Successful contracts require a careful selection of appropriate and 
robust contractual mechanisms, but at the same time allow for sufficient flexibility to deal with 
changing circumstances and conditions. 

The Key Research Questions 

In this research I will seek to answer the following questions related to the effective design, 
development and implementation of PPP arrangements for the Water and Wastewater 
Services Sector: 

1. How do we best capture the benefits of the private sector and blend it with the 
strengths of the public sector? 

2. What PPP arrangements work and what does not?  
3. Are there any common lessons that can be derived?  
4. What special legal and financial instruments need to be developed in order to deal with 

PPPs in infrastructure, particularly when applied to the socially sensitive sector of 
water and sanitation services? 

 
There are a number of other questions used in the development of this research that support 
these key research questions: 

Supporting questions: Informing Governments’ reform strategies  

The use of PPPs alone does not guarantee resolution of the inherent problems of the sector. 
Key issues Governments consider when seeking improvements in water and wastewater 
services include a reform strategy that takes account of key management and financial issues, 
an understanding of the state of the existing water infrastructure and systems, and the system 
of rules and incentives governing the sector. Typically, developing a strategy to deal with the 
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problems that beset the water and wastewater sector will require Governments to answer the 
following questions (World Bank Water Toolkit, 2007): 

• How can competent managers and management systems be developed and handled? 

• How can the services provided by the water and wastewater company/utilty be made 
efficient? 

• How can the utility’s solvency be ensured in order for it to cover all its costs (tariffs 
and subsidies)? 

• How can the utility guarantee that new capital expenditure is directed to the most 
pressing areas? 

• How can service expansion be financed in the absence of sufficient internally 
generated funds? 

This research will establish the approach to answering these questions in respect of reform 
strategies involving PPP.  

Supporting questions: Ensuring benefits from private sector involvement 

Furthermore, this research will test how the use of a PPP scheme can bring tangible 
accountability and decision-making benefits to the water and wastewater utility. In particular, 
the research will test whether the private sector can bring: 

• More focused service and commercial performance?  

• Easier access to finance?  

• A more disciplined approach to tariff and subsidy levels to ensure long term 
sustainable service delivery? 

Supporting questions: Achieving Value for Money in PPP arrangements 

A widely used measure of economic effectiveness for governments implementing water and 
wastewater PPP projects is the Value for Money (VfM) obtained from the project. VfM is 
defined by the United Kingdom’s HM Treasury (2006) as “the optimum combination of 
whole-of-life costs and quality (or fitness for purpose) of the good or service to meet the 
user’s requirement”. VfM is not solely focused on the lowest financial cost. Accordingly, 
throughout this research I have focused on answering questions related to ways that the 
drivers of VfM can best be achieved in any PPP arrangement, and these include: 

• What should the optimum allocation of risks between the various parties be?  

• Does the PPP focus on whole life cycle costs of the asset rather than only the upfront 
costs involved? 

• Is there use of an outputs specification approach to describe the Grantor’s 
requirements which, amongst other things, allows potential bidders to develop 
innovative approaches to satisfying the service needs of the Grantor?  

• Does the PPP rigorously transfer risks to the parties which are responsible for them, 
ensuring that the allocation of risks can be enforced and that the costs associated with 
these risks are actually borne by the parties in the manner allocated and agreed?  

• Are there sufficient incentives within the procurement structure to ensure that assets 
and services are developed and delivered in a timely, efficient and effective manner?  
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• What is the most suitable term of the PPP agreement? 

• Are there sufficient skills and expertise on both public and private sectors, and how 
can these be utilized effectively during the procurement process and subsequent 
delivery of the project?; and 

• What are the most appropriate strategies to managing the scale and complexity of the 
procurement to ensure that costs are not disproportionate to the underlying project(s)?  

1.4 Methodology of the Research 

This research is based on a detailed analysis of the considerable international case history and 
sector experience in public-private partnerships in the Water and Waste Water Service sector 
since the late 1980’s. Case study research means single and multiple case studies, can include 
quantitative evidence, relies on multiple sources of evidence and benefits from the prior 
development of theoretical propositions (VanWynsberghe and Khan, 2007). Rather than using 
large samples and following a rigid protocol to examine a limited number of variables, the case 
study approach I have chosen involves an in-depth, longitudinal examination of a single 
instance or event represented by different PPP agreements in different countries across the 
world. Quantitative and qualitative research is used and involves the discussion on, and 
analysis and dissection of, various PPP contracts (Yin 2003). Data is collected through an 
examination of the historical evolution of PPPs, the implications of PPPs against the national 
legal contexts in which they are set, and the contractual structures available for private sector 
involvement in the provision of water and wastewater services. These provide a systematic 
way of looking at events, collecting data, analyzing information, and reporting the results as 
suggested by Flyvbjerg, (2006). A review of literature on water issues from various disciplines 
including technical, engineering, legal, political, economic and social development is included. 
Where possible, existing contractual documents have been used as the basis for analysis and a 
number of case studies are reviewed. Predesigned interviews have been conducted with sector 
leaders and specialists. As a result my research seeks a sharpened understanding of why the 
instance happened as it did, and what might become important to look at more extensively in 
future research. By looking at various case studies analysing what has worked and where there 
have been failures (Flyvbjerg, 2006), I draw lessons learnt and suggest improvements for 
sustainable PPP design. Thus my research combines the 'case study' as a 'research strategy', an 
empirical inquiry that investigates a phenomenon within its real-life context.  

The following diagram shows in a schematic way the overall methodology used. It starts with 
an analysis of the PPP experience to date seeking to determine what has worked and what key 
lessons can be learnt. Given that PPP agreements are typically of a long nature, sometimes of 
25 years or more, the research draws out main characteristics of successful PPPs and develops 
a series of practical recommendations that address the challenges faced by policymakers in 
seeking to improve public services in an effective and sustainable way.  

The analytical framework used investigates and compares two main areas:  

1. Substantive facts provided in legal documentation, technical approaches to deal with 
specific engineering issues, and economic aspects related to the provision of services.  

2. The procedure used to develop and procure specific PPP arrangements. This relies on 
review of available literature and other information sources such as review of expert 
opinion and review of other documentary evidence, including detailed contractual 
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documentation as available. Wherever practical the  desk research has been 
complemented by field research5,  undertaken through visits to specific cities where 
these PPPs are being implemented (and as applicable where they are no longer in 
operation such as the case of Buenos Aires - Argentina) and key actors and 
stakeholders have been interviewed. 

                                                 
5 Field research carried out in the period 2006 – 2009, with interviews with key actors and stakeholders for major 
PPP water and wastewater schemes in Sofia (Bulgaria), Buenos Aires, Tucuman and Salta (Argentina), Tallinn 
(Estonia), Bucharest (Romania), Jakarta (Indonesia), Guayaquil (Ecuador), Manila (Philippines). 
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Figure 1: Diagrammatic representation of the research methodology 

 

 

 

 

 

 

 

 

 

 

 

 

Overview of the Research 

The objective of this research is to determine, and make recommendations on, means of 
optimizing use of PPP in development of infrastructure and for the long term provision of 
water and waste water services. The work focuses on providing practical recommendations 
and guidance that can be used by sector policy makers and sector practitioners. 

With the aim of achieving effective infrastructure development and long term service 
provision, sector best practice is to use the following steps for scheme development: 

Step 1. Determine need. 

Step 2. Consider what have been the past experiences good and bad and from 
this consider what lessons can be learnt. 

Step 3. Determine which form of PPP is most suitable (adjust and 
accommodate according to specific use, maximise benefits of all 
stakeholders, minimise harm, weighing all relevant factors). 

Step 4. Using a pragmatic approach, develop the optimal solution for the long 
term provision of the water and waste water services through 
developing and implementing a bankable PPP scheme and contractual 
arrangement. This involves balancing such factors as stakeholders’ 
interests, affordability, raising finance, allocation of risk and effective 
long term service provision. 

In line with this approach, the research has been structured in the following manner: 

1. Review of the water and waste water sector, the use of PPP arrangements and the 
means of monitoring and controlling their outcomes. 

PPP experience drawn from existing practice, 
literature review, practitioners, financiers and 

implementers 

Determine what has worked or not 

Draw out main characteristics and 
findings 

Develop a series of practical recommendations to 
address challenges faced by the sector. Research is a 

practical contribution to governments, operators, 
financiers and policy makers 
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2. Development of key issues to be addressed in establishing effective and sustainable 
water and waste water service reform when using a PPP arrangement, and those issues 
that needs to be addressed contractually. 

3. Selection and procurement of Contract Structures  for the PPP Arrangement, 

Finally, and in conclusion, we look at the outcomes of the focus of this research: 

4. Development and recommendation of a comprehensive and detailed approach to 
contract drafting to ensure effective, sustainable and long term provision of water and 
waste water services, including  an approach for adaptation of public procurement 
procedures for PPP arrangements.  

5. Recommendation of a proposed approach to dealing with the influence of imperfect 
or unavailable data on the long term effectiveness or sustainability 

1.5 Plan of this Research 

This research is presented in three main parts:  

PART 1 ‐ Background to the sector and PPP 

The first part, Chapters 2-4, presents background information on the urban and peri-urban 
water and sanitation sector to give an understanding of some of the sector specific issues. 
Following this, there is a review of the use of PPP in the sector, the issues to be considered 
when developing a bankable project, and some of the key requirements for success. The 
potential relationships between the Public and Private institutions are looked at and the staged 
approach to PPP development and Implementation is described. The key subject of Levels of 
Service, the associated costing and funding issues, and ways of measuring the PPP’s 
performance in the longer term are reviewed.  

PART 2 ‐ Main factors influencing effective development and operation of PPP schemes 

The second part, Chapters 5 – 9, looks at the main factors that can influence the effective 
development and operation of water and waste water service reform when using a PPP 
arrangement.  

I start, in Chapter 5, with the Legal, Regulatory and performance monitoring issues, looking at 
how the planned service provision can be ensured in the longer term within a specific legal 
regime. The issue of economic regulation, and how it can best be effected through policy and 
contractual provisions, is considered, and the effects of the regulatory framework and 
institutions for setting and revising economic and service standards, monitoring and 
controlling, are described.  

Chapter 6 looks at the issue of Understanding and Managing Risk, which is at the core of the 
development of a successful and sustainable PPP project. Through review of methodologies 
for analyzing responsibilities and risk I look at common risks and responsibilities, as well as 
risk associated with political and macroeconomic factors, water sector specific issues and risks 
associated with project development and implementation.  

Funding and Finance (Chapter 7) are two of the key drivers for choice of PPP for Water and 
Waste Water Sector schemes. This section revolves around issues related to bankability of 
PPP projects: sources of funds (public and private funds, multilateral and bilateral 
institutions); structuring finance, as well as the potential (and possibly major) effects of 
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contingent liabilities for the Grantor. I look at some financial issues that may not occur in all 
schemes, but may require consideration (eg hedging and refinancing). 

The section on General Procurement Issues of PPP’s (Chapter 8), covers issues that are a 
major concern of the Public Sector when implementing large infrastructure projects. Generally 
existing public procurement methods have to be adapted to ensure most effective design, 
implementation and regulation of PPP projects. I look at issues that can arise over the whole 
of the procurement process, and look at best practice options for dealing with PPP 
procurement. This process includes: choosing the right method for Developer selection; 
management of the bidding process, setting selection criteria and bid evaluation, establishing 
pre-qualified bidders, selecting the appropriate bidding process and developing the request for 
proposal; submission of bids, and how they are evaluated and finally the selection of the 
successful Developer. The process of negotiating with bidders and a number of ‘non-standard’ 
issues that can occur with these schemes are looked at. Also given the importance of the 
European Union and how it has developed specific procurement issues related  to 
transparency and competition, I also briefly review the EUs position on PPPs and how 
national and EU legislation deals with the monopolistic nature of the water and wastewater 
sector.  

In the final section, recognizing the fact that large numbers of water and waste water PPP 
arrangements have had to be renegotiated within a few years of contract award (Guasch, 
Laffont and Straub, 2005), I look at some of the practical provisions for establishing 
contractual and legal mechanisms to allow for potential future renegotiation of new contracts, 
as well as ways of dealing with bidding for existing PPPs in Chapter 9 (Dealing with Existing 
PPPs and Renegotiation). 

PART 3 – Developing Sustainable PPP arrangements 

In this third part (Chapters 10 – 14) I detail specific recommendations for improving the 
design and sustainability of PPP arrangements, dealing with key issues through detailed 
contract drafting, in order to ensure most effective procurement and implementation of the 
chosen PPP scheme, to achieve optimal results. Sustainability in the context of water and 
wastewater services should be considered in its broadest of interpretations i.e. it is not only 
about financial sustainability but should also include overall human, social, economic and 
environmental sustainability. In the context of a sustainable PPP arrangement, it is important 
to integrate and reconcile the human, social, economic and environmental aspects within a 
holistic and balanced sustainable development framework (Munasinghe, 2008). Although it 
may appear that my research focuses only on the financial aspects of a PPP transaction, in 
effect the ‘bankability’ concept that is discussed within this research to achieve in sustainable 
PPP arrangements includes adequately addressing human, social, economic and environmental 
issues. 
 
The water sector by its very nature involves human, social, economic and environmental 
aspects. A good – and therefore bankable - PPP arrangement should be inclusive of these. 
Human sustainability means maintaining human capital. Access to basic services such as water 
constitutes human capital. Investments in education, health, and nutrition of individuals have 
become accepted as part of economic development (Goodland, 2009) and as such access to 
water and wastewater services has a demonstrable effect on human and economic 
sustainability. Similarly, social sustainability means maintaining social capital (Goodland, 2009), 
and social capital is investments and services that create the basic framework for society (El 
Serafy, 1989). Water and wastewater services are key to society’s basic framework. Last but not 
least, environmental sustainability itself seeks to improve human welfare by protecting natural 
resources (a definition of environmental sustainability has been given by Daly (1973, 1974, 
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1992, 1996, 1999) and Daly and Cobb (1989)). In this respect, an adequate PPP arrangement 
will seek to ensure that the water resource as well as water ways are protected as part of the 
contractual obligations. 
  
The contractual arrangements for the PPP scheme have to embody ways of dealing with the 
long term nature of the provision of water and wastewater services (determined in the 
previous section), as well as the main factors influencing effective and sustainable 
development as described above. The long term success of the PPP arrangement will in a very 
large part be determined by the way that these factors are dealt with contractually. 

Chapter 10 (Contracts: Key Contract Provisions) contains the bulk of the work in this section, 
and works on the basis of an outline contract form developed for the most complex types of 
PPP arrangements (i.e. the Concession contract). This is developed as a practical checklist 
covering all the typical contract elements presented in the order typically expected. I note but 
do not cover in detail standard or project specific clauses. However I do give suggested ways 
of dealing with all clauses that are considered to potentially influence contractual and scheme 
performance.  

The importance of ensuring the continuing success of PPP schemes during their long term 
implementation and operation phases is recognized by a separate Chapter 11 (Maintaining the 
Economic and Financial Equilibrium of the PPP arrangement). Over long periods it is 
inevitable that changes will happen and that not all can be anticipated at the contract design 
stage and which may materially affect the financial and economic equilibrium of the 
arrangement. 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. 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. These issues are explored and 
specific recommendations made. 

In Chapter 12, I review all the contract recommendation made in the previous sections, and 
building on some of the contractual and structural limitations of the ‘traditional’ contract 
forms, propose new contractual models namely Output Based PPP agreements and long term 
PPP agreements incorporating the use of Trust structures to more effectively leverage 
financial resources.  

Many PPP schemes are designed around information on conditions of existing and future 
water and waste water systems using available data and estimates that are less than perfect. In 
particular this applies to the considerable element of the underground assets (eg pipe work, 
water mains and sewers) associated with provision of water and waste water services. Chapter 
13 (Dealing with Imperfect Data) looks at effective ways in which risks of underground asset 
condition and other imponderables can be transferred to the Developer in a systematic and 
sequential manner. This can have a major impact on the execution of the agreement, and this 
section looks at ways that bidding and contractual mechanisms can be incorporated that will 
handle this and any future improvements in data. This is an important subject as case history 
shows how lack of these mechanisms has affected PPP performance adversely, and in some 
cases has led to outright contract failures. 

Arising from the specific issue of Imperfect Data and the particular characteristics of water 
and wastewater PPP schemes, there is a particular need to improve public bidding and 
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procurement procedures to deal with this in the bid process (Chapter 14). Given that there 
will be gaps in the information on which Developers will make their proposals; the procedures 
can be strengthened by use of an approach that recognizes the need for data improvement 
and validation in a structured way through an improved bidding and procurement approach. I 
give a recommendation for a structured approach that runs through the pre-qualification 
process, the development of the bidding process to incorporate revisions and improvements 
in data and assumptions, and finally continues to deal with improved data in the initial period 
of the PPP contract. In regard to this last point I include a proposal for dealing with the 
adjustment of the Developers’ risks and payments as the improved information becomes 
available during these initial years of the contract. 

Summary Conclusions and Recommendations 

In this final part I review the work covered by this research, concluding with some thoughts 
on optimizing the PPP approach for long term provision of water and waste water services. I 
summarise some of the key recommendations made primarily in Part III which include 
contractual clauses and provisions, specific strategies to ensure the long term financial and 
economic equilibrium within the PPP arrangement, overall PPP structural improvements in 
the form of new structures (OBA and Trust), how to deal with imperfect data and how 
procurement processes can be re-engineered to allow for progressive and systematic approach 
to improved data. Some areas for future research are explored as well.  
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2. WATER & WASTE 
WATER SERVICE 
SECTOR ISSUES 

2.1 Introduction 

Whilst there has been considerable use of PPP arrangements in the Water and Waste Water 
Service sector over the last two decades, this sector has some intrinsic challenges in applying 
the PPP approach. In essence, the issues that, in combination, differentiate the sector from 
other public service sectors are: 

• Water is a basic human need for survival. Arguably, unlike other public services (eg 
electricity, telecoms or airports) individuals have no alternative but to use this service 
to survive. This generally brings with it an obligation to provide the service to all 
designated customers, whether they can afford to pay or not. Because it is seen as a 
basic good, there has long been a discussion about the reasonableness of making a 
profit from provision of such services. This generally manifests itself in the low 
profitability of this service sector, compared with, say, the Telecoms or Power sectors. 
In the PPP context this poses particular funding challenges. 

• Water and Waste Water services are typically provided under a condition of natural 
monopoly. This is a characteristic arising from the high costs of the physical 
infrastructure that is established to treat, distribute and collect water and waste water. 
It is not generally economic for more than one company to provide these services. 
This monopolistic situation, combined with the basic human need for water, makes 
the provision of water and waste services highly susceptible to political involvement, 
both in the creation or expansion of water services, but also in all aspects of the long 
term delivery of the services. In the PPP context the monopolistic situation offers the 
advantage of a defined market for services, but with high expected political 
involvement in arriving at the form and type of scheme and services provided. In the 
longer term monitoring and control of services, there is typically a strong and well 
defined public Regulation function. Whilst potentially constraining or limiting the 
Developer in key business areas (eg related to investment, tariffs or levels of service) 
strong regulation also brings with a certain stability as the business elements and the 
way that they are monitored and controlled are all contractually defined. 

• The investment costs in necessary infrastructure (eg creation, expansion or 
rehabilitation of pipe networks) are typically high, yet once built this infrastructure 
cannot be used for any other purpose. Once these investments are made they cannot 
be reversed.  

• Typically data on the existing services, satisfying demand for services and on the 
condition of existing physical infrastructure is difficult to assess. Often much of this 
information is not fully available prior to the contract award. This affects the design 
and pricing of any new schemes, and where there is uncertainty this generally increases 
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prices paid, to cover this perceived risk. The underground nature of water related 
infrastructure complicates data collection on asset condition, which can lead to major 
cost liabilities involving rehabilitation, renewal or replacement of existing systems. To 
be effective, some method of dealing with the refinement of uncertain data has to be 
incorporated in the PPP design and implementation process, to ensure long term 
scheme viability. Contractual mechanisms are being developed that allow for data 
collection and refinement during the early contract years, and potential structured re-
negotiation or adjustment of associated PPP elements.  

This Chapter serves as an introduction and background to these and other Water and Waste 
Water Service Sector issues that are integral to development of effective and sustainable PPP 
arrangements for the sector. These issues may not all apply to specific PPP schemes 
considered, but in general these issues will influence the specific types and forms of PPPs 
considered in this research. 

2.2 Strategic Planning, Policy Considerations & the Country Context 

Water and Waste Water Sector issues generally form an important part of government public 
service policy. Given the importance of the sector, and the long term planning horizons 
associated with any sector investment, design of any new PPP scheme is best carried out 
within the context of a strategic plan for the sector 

A good starting point for strategic planning is to obtain a full diagnosis of the problems 
associated with the existing water and wastewater systems. With this information in hand, the 
government can begin developing solutions that best address the issues identified in the 
diagnosis and best suited to the country context. Some common issues prevalent within the 
sector are: 

• Poor tariff setting capability: Utilities are often beholden to politics and political calendars. 
The ability to set tariffs at or above cost recovery levels may be out of their hands with 
resulting issues that come from under-funding and poor incentivisation.  A potential 
solution could be the granting of tariff-setting powers to an independent 
body/watchdog with the power to override political decisions; 

• Poor accountability: Often the reason given for poor accountability for the provision of 
services is that there insufficient information about performance and insufficient 
analysis systems. A potential solution is to create an agency whose sole purpose is to 
collect data on the utility’s performance and loaded with monitoring and evaluation 
capabilities. The agency would serve the dual purpose of improving the information 
available to the government (and thereby improve decision-making) as well as 
improving the information available to the public. 

• Insufficient technical capability: Managing water and wastewater resources and services is a 
difficult and technically demanding task. Involving the private sector in the 
management brings even more demands. Governments need to consider whether they 
possess the technical skills necessary to undertake these challenges within their existing 
institutions. If not, in some cases it may be prudent to set up an independent 
regulator/body to oversee the sector and control the activities of the service providers. 
This solution is not appropriate for all country contexts, instead, it might be more 
appropriate to set up an independent panel of experts that advises the government on 
sensible policies or assists it in analyzing the state of the existing system when called 
upon. The findings of the panel can also be made available to the public, increasing 
the levels of transparency and accountability. 
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The water and wastewater sectors are natural monopolies and any form of government 
intervention to improve operational efficiencies must be considered with this in mind. In 
competitive markets, competition between suppliers keeps the prices charged generally in line 
with the costs, and the market itself acts as a regulatory force. Such competitive forces do not 
naturally exist in the water and wastewater sectors as the infrastructure does not allow 
customers to choose between competing suppliers, eliminating the competitive pressure that 
would normally force a service provider to deliver the services their customers require, at an 
affordable price. Water and wastewater services are worth more than it costs to provide them 
and, with few other options, customers are often willing to pay a premium for the services 
rather than go without. Without sufficient oversight or regulation Operators/ Developers are 
prone to charge high prices with little incentive to provide high quality services, or conversely, 
they may charge low prices and deliver a low quality of service even in the face of evidence 
that customers would pay more in exchange for better services.  
 
Traditional regulation for publicly owned utilities was focused on ensuring that prices do not 
rise too high, but instead it is often observed that publicly owned providers charge too little. 
By charging below cost the utility is too reliant on government subsidies and generally will not 
have sufficient resources to spend on service upgrades, expansion and maintenance. Subsidies 
are rarely sufficient and can often work to undermine the customer-focus that should be the 
key driving factor behind a utility service provider. Regulation that keeps tariffs down is likely 
to win more friends than enemies, and the challenge for the government and the private 
Developer will be to earn the public’s confidence and support to create understanding and 
acceptance of tariff increases (Groom, Halpern, and Erhardt. 2006).  

Vital government roles in the water sector that complement regulation include: 

 Policy Making: sector objectives, principles and allocation of risks and responsibilities, 
the general strategy for controlling tariffs and service standards; 

 Ownership, Service Provision and Governance: Water sector performance is largely controlled 
by four factors: 

o Who owns the assets? 

o Who owns the service provider? 

o Who is responsible for delivering services? 

o How is the utility’s management controlled? 

The challenge for governments is to provide competent solutions to the challenges 
created by these factors. 

 Coordination: Governments must coordinate the water sector to ensure policy decisions 
and implementation plans are consistent and effectively implemented. 

Level of Decentralization 

Decentralization in the water sector refers to the level of responsibility for water and 
wastewater services that is allocated to municipalities by the central government. Greater 
decentralization is associated with the French model of water sector management which is 
based around the contract between the utility and the local government. Adjustments of tariffs 
and service standards are enacted through adjustments to the contract and disagreements are 
settled through dialogue between the parties or by courts/arbitration.  This is compared to the 
‘English’ model which is based on a regional system that is held accountable to a national 
water watchdog. The watchdog is also empowered by the government to make binding 
decisions on the utility. Greater decentralization is often associated with more responsiveness 
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to local needs and issues. At the same time, municipal governments generally lack the 
regulatory capacity of central governments, leading to conditions that may be conducive to 
potentially higher levels of corruption. Many countries have attempted to develop hybrid 
systems, with mixed success. These issues are dealt with in more detail in the chapters focused 
on Regulation (Chapter 3) and Contracts (Chapter 7). 

Managing Water Resources 

Water resources management is a complex task that must be considered when defining water 
and wastewater sector policies that in turn will condition any water sector PPP arrangement. 
Water Rights Law can differ across states and countries and it will be imperative that 
governments utilize existing frameworks or create a framework to handle this issue. The key 
points to consider are: 

• Understand the concepts of prior appropriation - while no one may own the water in a 
stream, all persons, corporations, and municipalities have the right to use the water for 
beneficial purposes; 

• Understand the differences between groundwater rights and surface water rights; 

• Co-ordinate with the agency or official that is responsible for the administration of all 
water rights within the region or the country 

• What is the availability of raw water? What are the prior-use rights established by 
other users (eg hydropower companies)? 

• What is the current state of water treatment by utilities? (This affects the quality of the 
water available to users downstream) 

• Is the government capable of assuring Developers about future access to raw water 
supplies and of the quality of the supply? Any private sector Developer will require 
such guarantees before engaging in a partnership in order to protect itself from the 
likelihood of circumstances such as depletion of groundwater or rivers or pollution of 
surface water or groundwater or rivers. 

 

Generally governments entering long term contracts with private Developers may be required 
to provide substantial guarantees of water resource availability. For governments lacking the 
resources and capabilities to manage the complexities of water rights and the issues raised 
above, it may be more appropriate to first enter into short term PPP arrangements (such as a 
management contract), since this would grant the government a window of opportunity to 
create a better system for water rights management before entering a longer term 
commitment. 

Integrated Water Resources Management 

Integrated water resource management refers to the integration of water quantity and quality 
management for both groundwater and surface water. Ideally the management of these 
resources is conducted with a full understanding of how natural resources and populations 
within the service area are impacted by developments or policies that affect the resource itself. 
Major stakeholder groups are often involved in the management of the water resources this 
can have a crucial and positive influence on policy decisions. Often the management of water 
resources is arranged around river basins and in situations where river basins overlap into 
different regions or countries, the river may fall under the remit of different legal and political 
institutions with no existing mechanisms for co-ordination. Such situations emphasize the 
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importance of a sound, over-arching ‘integrated river basin management system’ (World Bank 
2006a). The key elements behind such a system will include: 

• Establishing a basin-wide institutional framework that ensures all the main 
government institutions operating within the basin are involved. The framework 
should be detailed, strong and clear and backed by legislation, statutes or decrees along 
with a clear financing and budgeting system; 

• Solid and reliable data on the status and condition of the natural resources of the basin 
(not just water quality); 

• Development of an integrated strategy that ensures representation and participation by 
all parties in all decisions and elements of resource management; 

• Creating a monitoring and evaluation (M&E) system that can reliably and effectively 
determine whether the goals and objectives of the integrated are being carried out, that 
the health of the river basin is being maintained and supported by systems of 
accountability among the key staff and institutions involved in the management of the 
system. 

Whilst PPP arrangements are generally not directly used for water resource management either 
nationally or for river basins, the influence and importance of the water resource management 
situation can have a direct influence on the provision of PPP arrangements for water and 
waste water services. Furthermore, PPP can be used for small scale providers as a recent study 
by the Water and Sanitation Program (2002c) shows. The principles are similar although the 
scale will clearly be different. In some instances the tariff levels may beinsufficinet and may 
need to be complemented through subsidies (Veevers-Carter, 2008) 

2.3 Social Aspects 

Small Private Operators 

Governments in developing countries will have to develop strategies to deal with the plethora 
of small scale providers that may exist in their countries. Many small providers are associated 
with high prices, lack of environmental and health standards and inferior services. However, 
particularly for low-income and unserved populations in urban and peri-urban areas, small 
providers have become established service deliverers and are formally recognized by their 
governments (Mann 1993). Mehta (2003) shows that these small providers have inherent 
weaknesses – lacking access to finance, insufficient technical and managerial expertise, no legal 
status or tenure and unregulated price and service provisions. Despite these problems, small 
private providers continue to supply unmet demand and government strategies can 
incorporate their services in the short and medium term (and in some instances they may 
remain the only feasible long term approach).  

Government approaches to small service providers are determined by the country context, 
however the following general points are noted: 

• As part of the long term goal of improving access and quality of services, governments 
may wish to recognize and legitimize small providers. 

• Governments can consider introducing a limited form of regulation for quality, safety 
and environmental standards for these providers. 
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• Over the long term, as a public utility increases its coverage, it may decide to 
collaborate with the small providers under a more formalized contractual arrangement. 

The focus of this research is on use of PPP for larger public utilities, and not specifically on 
these small scale private operators. However, any PPP arrangement may have to 
accommodate these providers in some form or another, particularly if they are currently 
providing a service not already provided by the utility, or can mobilize resources for 
investment or operation more economically than the utility.  

Ensuring access for all 

Unsafe and inadequate access to water and wastewater services can lead to unbearable living 
conditions, high rates of waterborne illnesses, loss of livelihood and loss of human dignity. 
Evidence suggests that improvements in water supply and wastewater services can have major 
positive impacts on health, efficiency and productivity. Poor households are 
disproportionately affected by inadequacies in both sectors and improved provision of 
services to this segment of society is a development priority. Poor households want access to 
water and wastewater services and in many countries, they have shown their desire to be 
considered legitimate customers of services, buying water and wastewater services like other 
residents. The demand for better quality of service coupled with a willingness to pay, is clear 
and undeniable. As poorer households comprise the majority of potential new customers in 
most cities in developing countries, it is imperative that utilities develop the appropriate 
expertise to cater to this demand and design services with the requirements and constraints of 
low-income customers in mind. The main concerns include (World Bank. 2001): 

 Price of the service being delivered; 

 Expansion of the system in order to add new connections in previously unconnected 
neighbourhoods; and. 

 Service levels, such as water quality, hours of service, speed of response to service calls, 
and administrative services such as billing and connection applications 

One of the strategic reasons for considering use of PPP is often for expansion of services. In 
many cases the unserved populations are in the poorer categories. In some cases the need is to 
expand services into informal communities, with no formal land tenure, as well as limited 
incomes (eg favelas, barrios). To incorporate this sort of expansion into a PPP arrangement 
will involve clear resolution of the associated legal issues, and provisions of clear and adequate 
financial mechanisms (eg special grant or aid provisions related to measurable units of 
expansion achieved, such as increased output or numbers of connections).  

 

The Customer Approach  

Water and wastewater provision is driven by the need to provide good and effective services. 
Therefore focus should be on ‘customers’ and I use this term throughout, instead of ‘users’.  
Simply put, customers (unlike users) have rights including the right to safety, be informed, and 
to have redress, choose, satisfaction of basic needs and the right to a healthy environment 
(United Nations. 2003). In the planning and implementation of water and wastewater systems, 
governments and Developers alike need to ensure that the customers’ rights (as well as those 
of other stakeholders) are protected. 
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2.4 Summary and Conclusions 

There are four main characteristics that differentiate the Water and Waste Water Sector from 
other forms of infrastructure sectors for public service provision. These are that Water and 
Wastewater Services are a basic human need, with the associated social and political 
implications, the fact they are provided as a natural monopoly with high capital investment 
costs, and low rates of return achievable, and that there is scarce data on current and future 
service conditions and demands, including condition of underground assets, that have a major 
impact on the levels of investment required. 

These characteristics influence the way that it is possible to use PPP arrangements for long 
term service provision in this sector. Bearing in mind these key characteristics, in this Chapter 
I have reviewed some of the sector specific issues that need to be accommodated in any 
successful PPP arrangement. The Chapter describes the issues from the existing public sector 
aspect, but with specific comments where issues will need to be dealt with more effectively 
under the PPP arrangement. 

The research focuses on the issues of urban and peri-urban utilities, and a number of sector 
challenges have been identified and listed, including: current poor sector service performance, 
strategic planning issues, political involvement, issues of pricing and tariffs and finally how to 
deal with possible corruption issues. Similar challenges apply in the waste water sector, but 
there are additional issues related to the localised nature of these services, and the perceived 
higher subsidies required for this sub-sector. Successful incorporation of private sector 
participation into the sector depends largely on the chosen PPP arrangement’s ability to 
handle these challenges. 

Water and Waste water sector issues generally form an important part of government public 
service policy. Given the importance of the sector, and the long term planning horizons 
associated with any sector investment, design of any new PPP scheme is best carried out 
within the context of a Strategic Plan for the sector, and I have looked at a number of the 
strategic planning issues that may be relevant, including those related to the on-going roles and 
responsibilities of Government and Developer: 

• Tariff Setting and Regulation 

• Accountability issues 

• Technical capability required 

• Government Responsibilities and Policy Making issues 

• Ownership, Service Provision and Governance issues 

• Coordination of sector operation and development 

Additionally sector specific issues of decentralization, water resource management and 
integrated water management influence the way that any PPP arrangement is applied. 

Finally we looked at some of the social issues related to this sector. In many developing 
countries public water supplies only meet a portion of the actual water demand, with the 
balance being provided by small and informal private water vendors. While this research does 
not focus on the smaller water service providers, their role in provision of services needs to be 
accounted for in any PPP arrangement. There are two other socially oriented issues looked at: 
The need for projects to focus on all aspects of Customer Service provision and the need to 
‘Ensure access to all’. This last issue is linked with the policy issues of expansion of service 
provision, and a key challenge of expansion of services into poor and disadvantaged urban 
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and peri-urban areas is how to deal with the associated special issues (such as land tenure, low 
ability to pay and special aid and funding requirements) under a PPP arrangement. 
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3. INCORPORATING 
PRIVATE SECTOR 
PARTICIPATION 

3.1  Introduction  

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Frameworks conducive to PPP in the water and wastewater sector 

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

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

Figure 2: Frameworks conducive to PPP 
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As a basis for development of this research I make the assumption that both the Grantor and 
the Government have a full commitment to the PPP agenda, otherwise the whole issue of the 
scheme development and implementation would have a basic structural flaw. As described, 
underpinning any PPP program is the concept of a fair risk allocation (Chapter 5) ensuring 
that risk is allocated to the party that is best able to take, manage and accept such risk. The 
overall legal framework, and to a lesser extent the regulatory environment9 will be important 
as any PPP agreement that is developed will be enshrined within it (Chapter 6). The lesser 
these are developed the more the PPP agreement will rely on the conditions of the agreement 
itself. However, this is likely to increase the perceived risk of any such transaction and will 
require giving protection to the Developer and the lenders within the PPP agreement itself. 
This is discussed later on in Section 3.6, and the Tender Process in Chapter 8.  Consideration 
of all these issues should lead the Grantor to the selection of the most suitable form of PPP of 
the PPP Contract Structure (some generic structures are described in the following section). 

3.3  Overview of Possible PPP Contract Structures 

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

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

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

Figure 3: Characterization of General Infrastructure PPP Structures 

Figure 2: PPI Structures 
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PPPs and the European Union 

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

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

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

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

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

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

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

 

Specific PPP forms in the water sector  

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

• Dealing with Management and Operational Risk 

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

• Dealing with Capital Investment Risk 

• Dealing with Asset Ownership 

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

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

 

Source: Adapted from Stiggers (2007) 

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

Service Contracts 

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

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

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

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

Management Contracts 

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

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

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

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

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

 

Lease Contracts 

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

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

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

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

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

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

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

Figure 5: Typical Lease Contract 

 
 

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

Concession Contracts 

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

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

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

Figure 6: Typical Concession Contract Structure 

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

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

 BOOT Contracts 

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

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

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

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

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

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

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

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

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

Figure 7: Typical Joint Ownership Structure 

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

  



  60

Outright Sale / Divestiture 

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

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

Figure 8: Private Water Company Structure 

 

3.4  Key Requirements for a Successful PPP  

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

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

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

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

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

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

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

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

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

Achieving Value for Money 

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

 

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

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

o Contingent liabilities 

o Contract negotiation risks, or  

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

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

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

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

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

 

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

Contingent Liabilities  

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

• Actuarial or Statistical Techniques 

• Econometric Models 

• Contingent Claims Analysis 

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

Budgetary Implications 

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

3.5 Partnerships between Public and Private Institutions 

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

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

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

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

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

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

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

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

3.6 Managing the Stages of Development and Implementation of PPPs 

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

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

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

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

 

Developing PPP policy 

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

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

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

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

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

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

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

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

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

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

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

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

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

Selecting the Private Service Operator  

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

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

Managing the Arrangements 

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

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

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

Box 2: Project Team Members 

Project Team Members might include: 

• A high-ranking official from the contracting authority 

• A legal official with applicable policy and procurement experience 

• A technical officer with appropriate engineering knowledge and experience 

• A representative with expertise in communication skills 

• A representative of the local water and wastewater authority 

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

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

 

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

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

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

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

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

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

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

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

3.7  Summary and Conclusions 

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

4.1 Introduction 

The prime aim of a public water and waste water entity is the provision of a sufficient, 
effective and reliable service to its customers. The size and complexity of a scheme will be 
derived from the chosen level of service to customers.  

In this chapter I look at some of the key steps in the iterative process of designing, 
establishing and maintaining a sustainable, bankable scheme for water and wastewater service 
provision. This process is followed in a similar manner regardless of whether the scheme is 
funded by public or private funds.    

The process starts with the Grantor defining the level of service that it believes will be 
politically acceptable to the community. Size, complexity and funding of PPP schemes all 
revolve around what level of service is chosen and the standards to be met. This directly 
affects the overall cost of the project. It will be the task of the Grantor (and as appropriate its 
transaction advisers) to review the technical and financial requirements to provide this level of 
service and determine the funding requirements from tariff and other sources necessary to 
reach this level of service (eg expansion of service area to new customers, increase reliability of 
supply to 24 hours per day, additional sewerage connections etc).  

Once the final balance between services, costs and subsidies has been established then the 
Grantor proceeds to establish the final design, financial approach and the contractual basis of 
the PPP arrangement.  

Figure 10: Balancing Service Standards, Fares & Subsidies 

 
In the long term, there is a need to monitor and control the services to be provided by the 
Developer, and link this to some form of performance payment mechanism 

I argue that developing a standard set of more customer oriented performance measures, 
acceptable to a broad range of stakeholders, will allow transaction advisors/policy 
makers/Grantor to introduce more appropriate performance monitoring systems into the 
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design of PPP schemes in a more cost effective manner and ultimately lead to more stable 
long term PPP arrangements. This leads on to the premise that for long term effectiveness 
and sustainability it is necessary to formalize customer and stakeholder consultation 
throughout the life of the scheme, by means of contractual arrangements. 

4.2 Setting Service Standards and linking to Costs 

In this Chapter we are interested in establishing the first step of the project design, where the 
Grantor sets service standards targets to be achieved, and the standards that will be used to 
achieve this. Regardless of whether there is public or private funding, the Grantor needs to set 
out its service goals in terms of coverage (number of people served or to be served) and 
quantity and quality (physical and bacteriological characteristics of water, reliability, continuity 
and pressure, customer interface and service, effluent treatment and coverage etc). Clearly, 
there is a balance in terms of what government wants as regards coverage and quality and what 
customers are willing (and able to pay). Once initial objectives have been set, the Grantor 
should estimate the cost of providing the service. However, much confusion still surrounds 
the definitions of “cost of service” and “cost recovery.”  The starting point for determining 
the level of tariffs is average cost of investment and income required, as well as some issues 
about the role of tariffs in water PPP schemes26.  

In relation to coverage and quality specifications, the trend with modern water PPP arrangements 
is to design them on an output basis, rather than an input basis27.  Under a traditional approach 
every aspect of a water scheme was designed in detail, and the contractor had to provide 
inputs exactly as specified. An ‘Output Based’ approach is well suited to make best use of the 
ability of the private developer to provide the most economic and practical solutions within 
defined standards, to meet defined policy objectives, and to attain defined levels of service. 
The service goals are defined contractually and the Developer has to meet or exceed these 
goals. There will be a number of key issues that will be set as service goals that have to be met 
through the life of the PPP arrangement. These have to be defined early in the design process, 
and chosen to ensure that achieving these levels of service will achieve the long term goals of 
the PPP arrangement.  

A full list of service level goals can cover most aspects of the water scheme, but for successful 
contractual implementation it is more practical to consider the smallest number of 
‘overarching’ levels of service goals that will ensure that the project meets the overall scheme 
objectives. Further details on this are provided in a later section  

Cost recovery is considered to be at the heart of sustainability of the water and wastewater 
sector. Regardless of whether a utility is public or private, if it cannot cover its costs the 
service provided to customers will suffer. Full cost recovery implies that the tariffs are high 
enough that they can cover the costs of service. In this regard, the cost of service has three 
commonly accepted elements (adapted from World Bank PPIAF, 2006): 

                                                 
26 Tariff setting is a highly complex issue. Tariff setting is a careful balance between costs, investment and 
affordability and social implications. These are interlinked with demand and consumer behaviour. Whilst this 
whole topic can have a major effect on the sustainability of a PPP arrangement, this research does not delve into 
tariff setting policy but this information is given to illustrate the importance of this issue for long term 
sustainability of the water and wastewater sector.  
27 An example of this is the divestiture contract in Tallinn, Estonia that specified the outputs in terms of coverage 
but left the Developer to plan in whatever way it saw was best to achieve that contractual obligation.  
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• Operating and maintenance expenses - These are the day-to-day expenses involved in 
providing services and keeping the system functioning. They include labour costs, 
electricity, materials, repairs to equipment, and the like.  

• Depreciation - Depreciation is the reduction in value of system assets over time. This 
is roughly equivalent to the amount of money needed to replace assets as they wear 
out. 

• Rate of return on investment – Sponsors and lenders will require a return on the debt 
and the equity which they raise for the project. The return is the amount of money 
gained or lost on an investment relative to the amount of money invested and includes 
money earned (a return) on both debt and equity. Typically the cost of debt is the 
interest lenders charge, whereas the cost of equity is the return to the sponsors of the 
project stripping out the return committed to debt servicing. The so-called weighted 
average cost of (debt and equity) capital is usually considered an appropriate measure 
of the return on capital.  

The capital costs of building the infrastructure for a water system are significant. These costs 
depend on many factors a dominant one of which is the underground asset condition and the 
validity of the data presented about the condition of the assets, its material, age and other 
factors. Furthermore, there will be a number of financial factors which should also be 
considered to include: 

• Financing costs which may be impacted by the willingness of the private sector and 
other lenders as well as the capital markets to provide debt to the project28  

• The interest rates and maturities available for such debt, 

• The debt service cover ratios which the lenders will require and other associated 
conditions imposed by the lenders including level of debt and equity of the Developer.  

• The availability of bilateral, export credit, government and other funding sources for 
the project 

• Exchange rates between the local currency in which debt will be made available 
including the cost of any currency exchange29   

• Land costs  

• Labour costs 

• The tax and accounting regime which will influence issues such as the level of asset 
depreciation allowable, tax  treatment on financing and interest payments etc  

Full recovery of these costs will only be achievable if the associated level of the tariff proves 
affordable to the customers (Ehrhardt, 2003). 

In many developing countries, the low level of the domestic economy makes it likely that only 
a portion of the tariff allowing full cost recovery will be affordable by many sections of the 
community. Although the international lending institutions (eg World Bank, Inter American 

                                                 
28 Under the current financial conditions, we have seen a retraction of major lenders in infrastructure. This 
liquidity crisis has led to major investment in infrastructure (including water and wastewater) being delayed. 
International Monetary Fund, internal briefing note to World Bank staff, 6th April, 2009. 
29 It should be noted that in some jurisdictions there are limitations imposed on the level of foreign currency that 
may be used for a project or capped imposed on the amount of profit that may be repatriated.  
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Development Bank) would ideally aim for full cost recovery, there is an appreciation that in 
most cases in developing countries this would result in tariff levels not currently affordable.  

Frequently the aim is at the minimum for new schemes to operate with at least a tariff that will 
recover Operating and Maintenance costs. As the scheme is established, and the customers 
begin to benefit from the improved levels of service, then it is often planned to increase the 
tariffs further, often in a gradually increasing manner with time, until the maximum 
economically affordable tariff level is reached  

4.3 Determining Tariffs and Subsidy Requirements 

Having estimated the cost of providing the required level of water service, the next step is to 
check how much of this amount should be recovered through tariff income, and how the 
balance of capital and operating costs need to be recovered through the funding arrangement 
for the water project.  

Figure 11: Balancing Income with Cost of Service 

“To be viable: Fares + Subsidies = Total Cost of Service” 

 
 

Source: Stiggers, 2006 

As mentioned earlier, in setting the income that the water system needs to earn, the Grantor 
needs to consider not just the full cost of service as described previously, but also the annual 
cash needs of the Developer, and the financial ratios required by lenders. Some of possible 
implications are described in the section on funding. 

At the same time when setting tariffs the following should be considered: 

• Willingness to pay: Given the social nature of the water and wastewater services and the 
fact that the main revenue stream can only come from its customers,30 willingness to 
pay is crucial in assessing the overall sustainability of the services to be provided. 
Research suggests that willingness to pay surveys show that most consumers 
(especially unconnected consumers) are willing to pay substantial amounts for better 
water services (World Bank PPIAF, 2006). An assessment of willingness to pay for 
various levels of service, together with customer demand forecasts will be useful 

                                                 
30 For the purposes of this research I have looked at the point of view of a utility focusing solely on water and 
wastewater services and therefore I do not consider any subsidiary income streams from outside this core 
business.  



  76

Box 3: Applications of OBA – Subsidy Design Mechanisms  

One-off subsidies are the most common application of OBA approaches and usually involve capital 
subsidies for access to a given service.  An example is when a large portion of the subsidy is paid after the 
targeted beneficiaries are connected to a network and connections are verified.  Given that in OBA 
approaches the emphasis is on service delivery rather than on physical connections, even in the case of one-
off subsidies a portion of the subsidy may be withheld and paid only after verification of a certain number of 
months of satisfactory service delivery (hence a mixture of “outputs” and “intermediate outcomes” against 
which one-off subsidies are disbursed to provide a measure of improved access). 

Transitional subsidies can be used to support tariff reforms, where a subsidy is used to fill the gap between 
what the user is deemed able and/or willing to pay and the cost-recovery level (eg, long-run marginal cost) of 
the tariff.  The subsidy is transitioned out after a specified period of time (eg, months or years) as the user 
contribution increases (and possibly as tariff levels required for cost recovery decrease with efficiency gains).  
In these cases, the output against which the subsidy is paid is the service delivered and billed by the provider.  
The review identified only a handful of transitional OBA schemes and very few of those are still in place, 
often because of differences in actual demand and willingness-to-pay as compared to estimates made ex ante.  

Ongoing subsidies may be required in cases where there is a continuous gap between affordability and cost 
recovery – including for consumption costs.  As in the case of transitional schemes, ongoing subsidies should 
be paid out against pre-determined targeted outputs in order to be considered OBA.  On-going schemes are 
largely used in the roads and health sectors, although several ongoing OBA schemes have been identified for 
the utility sectors outside of the WBG. 

Source: Global Partnership on Output Based Aid, 2009 

preparatory work for water system design. The willingness to pay is greatly affected by 
service levels and availability of water.  

• Social acceptability: It must be noted that willingness to pay should be coupled with 
improved service levels. There are notable examples of where tariffs were increased 
without the necessary service improvements31.  

• External benefits: As mentioned earlier, water and wastewater services are at the core of 
the development of society. Accordingly, governments and policy makers may wish to 
subsidise the sector in various forms for the sake of external benefits such as reduction 
of water borne diseases, hygiene etc.  

Decisions on whether to raise tariffs or decisions on levels of service provision have a direct 
impact on the operational performance of a utility (regardless of whether it is a publicly run 
utility or whether it is a private undertaking managed by a Developer under a PPP scheme) 
and its customers (Estache and Rossi, 2002). 

Whilst this research does not focus on the issues of whether it is justifiable to subsidise in the 
context of PPP schemes, subsidies may play an important role. Having considered the cost of 
service, willingness to pay, social acceptability, externalities, and subsidy options, the 
government will face a choice of what tariff level should be applied. In some instances the 
Grantor may decide to set tariffs below costs and provide a subsidy to make up the difference. 
Making these decisions may involve consultation with customers and other stakeholders. It 
may be necessary to develop a range of options, and iterate toward a solution, until finally an 

                                                 
31 The 1903 water riots in Port of Spain, Trinidad and Tobago resulted from an ordinance that increased the cost 
of water. A number of public meetings had been held to protest the increase, culminating in a demonstration on 
March 23 in front of the main government building (Brunswick Square) smashing windows and causing members 
of the legislature to hide under tables for protection. The protesters set the lower floor on fire, at which time 
police opened fire on the crowd, killing thirteen people, and injuring forty-two others. Another highly publicised 
event occurred in the last decade in Cochabamba, Bolivia, referred to in an earlier chapter.  
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acceptable trade-off between tariffs and level of is reached. It must be noted that there is a 
trend to disburse subsidies on an output basis. This can be a particularly useful technique to 
augment the bankability of a PPP scheme. See box 4 for further details.  

4.4 Performance Indicators 

Monitoring and enforcing performance is at the heart of successful implementation of any 
PPP agreement. In this section I look at this subject in some detail, since this very important 
issue has to be clearly and practically dealt with in the contractual arrangements. 

Typically Developers carry out several types of reporting on their performance. These include 
internal reporting on performance for managers and others in the company, financial 
reporting for owners (shareholders) and creditors, as well as the reporting on their 
performance for regulatory purposes established in the obligations of the PPP agreement.  

As the functions of provision of water and wastewater services are being delegated to the 
Developer through a contractual structure – the PPP agreement – it is imperative that systems 
are in place to monitor and enforce performance. For example, according to Dinar (2000) it 
will be important that the Grantor is able to monitor whether the Developer is meeting its 
obligations with respect to: 

• Obligations related to service coverage targets (if any) in terms of quantity and quality  
• Provision of water to required standards such as pressure, continuity of supply etc 

(and for wastewater it may include specific treatments standards32) 
• Upkeep, upgrade and rehabilitation of the assets (both above and underground) 
• Adequate reporting by the Developer of its activities  

However, these more traditional metrics of service performance monitoring do not necessarily 
measure the customer’s experience with the Developer33. My premise is that for performance 
monitoring, enforcement and reporting to be effective, it requires access to performance 
indicators that are most relevant to the customer’s experience with the Developer, namely, 
whether the service provided is reasonable considering the tariffs that customers are asked to 
pay. If metrics related to contract obligations as well as specific indicators related to the 
customer’s experience in receiving a service are brought together, then PPP agreements and 
their resulting obligations are more likely to be understood by the public. Ultimately a better 
informed customer means that expectations in terms of service quality and reliability can be 
managed leading to an overall more sustainable PPP scheme34. 

                                                 
32 These standards typically include specific metrics such as level of suspended solids (SS), Biological Oxygen 
Demand (BOD) etc. 
33 Customer-oriented performance reporting differs from these points, with the focus not on detailed internal or 
financial issues but on matters of direct interest to the end user. Such reporting will also provide important 
insights to others, such as consumer-advocacy groups, chambers of commerce, other nonprofits, regulators, and 
governments. 
34 Interestingly, experience in PPP schemes throughput the world shows that although the provision of water and 
wastewater services are a basic service, the interface with customers is often overlooked. Although an obvious 
statement, my research shows that in many cases the introduction of the private sector into the provision of 
water and wastewater services has been used by governments to defray political attention and sometimes 
unpopular decisions. Examples abound (for example Trinidad and Tobago, Dar es Salaam, Tanzania) of failed 
PPP schemes where the public was ill informed about the scope of the respective PPP agreement and customer’s 
expectation were not managed appropriately. Developers need to ensure that they interface with the public  
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An important question to answer is precisely what is effective consumer reporting? Cook and 
Stevens (2004) perceive it as: (i) when customers are knowledgeable about the quality of 
service they are receiving and the value for money, and; (ii) the collection of information that 
leads to improvements in service levels; (iii) an increase in transparency that increases public 
knowledge on the balance facing the utility over service, tariffs and investments. 

Effective consumer-oriented reporting relies on a good set of easily-understood performance 
indicators. These will assist the Developer, monitoring units and governments in assessing the 
performance being provided and if made available in an easily-understood format, can assist 
the public in evaluating performance levels as well. Involving the public at this level can lead 
to improved decision-making, service delivery and accountability. 

Basic service performance indicator categories for water distribution include (compiled from 
various sources including (Dumol, 2000, Ehrhardt, et al, 2007, Environmental Resources 
Management, 2003b, Foster, 2001, Komives, 1998, Ofwat. 2003): 

• Coverage of households or other potential customer bases 
• Quantity of water provided or consumed 
• Water quality 
• Water pressure and reliability of pressure 
• Customer service response times 
• Customer satisfaction with different aspects of service, and 
• Affordability 

Basic wastewater performance indicators include: 

• Coverage of households and other potential customer bases 
• Service quality and reliability (frequency of sewage backups and overflows or 

frequency of collection of sewage from holding tanks) 
• Customer service response times 
• Affordability, and 
• Level of treatment and quality of outflows of treatment plants to the environment 

(which is not a customer-oriented indicator, but one of more general consumer 
interest for water resource management) 

 
Each of the above mentioned indicators can serve to inform decisions on service provision, 
policy decisions and customer decisions. My recommended approach is one that seeks to 
synchronise data from the Developer and customer surveys in order to generate a more 
meaningful perspective on the operation and management of the utility. At the same time, the 
advantage of this type of monitoring scheme within a contractual context is that it can be 
adjusted over time along with operational and data quality improvements, and as such may be 
used to: 

• Progressively tighten targets; 
• Increase the number and sophistication of indicators at each review period; 
• Progressively replace some of the surrogate indicators, as better data becomes 

available.  
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The benefits of this type of consumer based performance indicators can be summarised from 
the perspective of both the Consumer/Customer35 and the Developer:  

For Consumers: Information is power and information on actual service level provision can 
provide a powerful tool for customers to demand service improvements should they be 
required. Consumers will have three options under PPP arrangements to take action to obtain 
service improvements: (1) they can approach the utility, (2) file a complaint with the regulator 
(if one exists) or (3) approach their political representative with their issue. If a partnership 
arrangement is constructed between consumers and the utility, the information will inform 
discussions over service and tariff changes.  

Critical decisions relating to the management of water and wastewater service provision are 
often based on inaccurate and insufficient data as discussed in Chapter 12.  NGOs and 
consumer groups are often suspicious of the PPP process, and wary of the “benefits” that will 
flow from such an arrangement. Insufficient communication between the Developers and its 
customers can breed misunderstandings which in the past, have led to the collapse of PPP 
arrangements36&37. It is important therefore that all stakeholders of a PPP process38, and indeed 
all consumers, have access to information about the performance of Developer responsible 
for their service provision.  

For Utility Managers the greater accountability provided by the improved reporting mechanisms 
gives greater incentives for utilities to improve service performance, keep consumers happy 
and mitigates any pressure that the government may place on them in the event of inadequate 
service provision. 

Some of the main barriers to improved public reporting may include: 

• Secrecy of agreements in some cases, particularly in older PPP agreements, which are 
not in the public domain and prevent information on performance reporting and 
performance target achievements from being made public39 

• Lack of specification of the requirements for information and processes related to 
public reporting in the PPP agreement itself 

• Lack of definition of the role of monitoring units in the process of public reporting  

                                                 
35 The use of the word customer and consumer are used interchangeably. However it is noted that typically the 
distinction is made as customers (unlike consumer) have rights including right to safe water, right to be informed 
and the right to be heard amongst others. 
36 One such example is what happened in Cochabamba, Bolivia, after a concession type contract was signed 
where there were a number of civil disturbances that ultimately lead to the early termination of the contract. 
Although not a single factor is attributable to this early termination, (for example there was an obligation by the 
Grantor for the developer to build an expensive dam), the PPP agreement allowed for a 35 percent increase in 
tariffs at the start of the contract and a 20 percent increase once the new dam became operational. Upon review 
of the causes of failure, lack of communication between stakeholders and no adequate mechanism for addressing 
concerns of these groups played a key role in the early termination.  
37 See Bechtel 2002 Company statement on “Cochabamba and the Aguas del Tunari Consortium.”  
38 Stakeholders of a PPP process include not only the customers, potential customers, workers, private 
Developers and financiers and taxpayers.   
39 An interesting example of this is the PPP agreement in Trinidad and Tobago which was not publically available 
despite it being a management contract. PPP agreements in Guayaquil, Ecuador, Mexico City, Mexico, Bucharest, 
Czech Republic are also not publically available. The PPP agreement of Mendoza, Argentina (at the time in 
which it was won by a consortium of Saur and the failed US energy giant Enron) was not publicly available in 
Argentina. However because Enron was a NY listed company, there was a public disclosure obligation imposed 
by the Securities and Exchange Commission to make public such contractual documentation.  
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• Lack of Grantor interest in accountability and transparency in some countries 
(although in some instances this can be compensated by the interests of the NGO 
community40 and the multi-lateral donors) 

• Resistance/lack of incentive for some Developers to be transparent, since not all 
Developers feel that provision of information is in their best interest41 

• Lack of a partnership approach in most cases to the relationship between Developers, 
customers and owners or regulators. 

Accordingly, it will be important to develop strategies within the PPP agreement that allow 
improved monitoring of performance. Some of the research shows that in some instances 
Developers have actively sought improved disclosure such as was the case in Buenos Aires 
Argentina42 leading up to the  suggests that NGOs can be co-opted into effective monitoring 
roles. Cases in Argentina, Colombia, Philippines, Zambia and Senegal43, demonstrate that 
NGOs and Community Organizations can contribute to constructive dialogue for improved 
performance when given the task of monitoring tariffs and services and representing 
consumers and customers. Integration of NGOs to oversight committees has also taken place 
and can also be an effective method of introducing greater consumer-driven accountability. 

A key recommendation is to ensure as great a level of transparency and information transfer 
as possible. Monitoring units that are housed in regulatory agencies tend to have a greater 
inclination to keeping performance data confidential than those that are housed outside of 
government bodies. It is therefore recommended that monitoring units are required to use 
multiple channels to report performance standards to the public and develop mechanisms to 
obtain customer surveys on service levels and areas of improvement. Monitoring units are 

                                                 
40 NGOs, community-based organizations, and other civil society organizations should not be treated as a single 
group. They represent different stakeholders and different interests, and need to be engaged with a clear 
understanding of whom each organization represents and what its interests are. Some NGOs and community-
based organizations will be effective conduits for dialogue with consumers. 
41 Some of the big multinational water companies have felt that it is in their best interest not to make PPP 
agreements public as this allows ‘greater flexibility’ in terms of re-negotiations. Interestingly, at the time this 
research was done, accessing PPP agreements was difficult and in some cases special permission had to be sought 
from the existing Developer to use this document. In other cases, such as the case of Guayaquil, Ecuador, where 
the author was engaged as a mediator, specific permission had to be sought  
42 This occurred during the preparation of the Second Five-Year Plan for the concession in 2000, and took more 
than a year to complete. The Concessionaire put together a series of presentations on service quality aimed at a 
variety of stakeholder groups. The information in these presentations was checked with the Regulator’s office for 
validity before they were made. Some of these presentations were made as part of a public hearing process, which 
was an extra-contract activity agreed with the Regulator and some were for municipalities and other stakeholder 
groups. This consultation process was intended by both the Regulator and Concessionaire to get “buy-in” from 
the different stakeholders as the plans were adjusted to their needs. At the end of the process, the different 
municipalities gave their approval to the revised plan. This approval was not a legal requirement, but was critical 
to the political process. 
43 The research shows that NGOs and Consumer Organizations in particular, are playing an important and 
increasing role in water sector monitoring in many developing countries. However, there is a large variation in the 
approaches that are taken by NGOs in different countries, some are confrontational and do not contribute to a 
constructive dialogue for improving performance or getting more value for consumers. Other approaches can be 
very constructive and effective. NGOs and COs are often called upon to represent consumers on regulatory 
boards and other bodies.  Examples of this are found in Zambia, where ZACA (a CO) was invited to be a 
member of the National Water Supply and Sanitation Council, in Senegal, where ADEETelS (a CO) has both a 
seat on the board of SONES the state asset-holding company in the water sector and has been appointed a 
member of the management committee for the next phase of water sector reform, in Metropolitan Manila, 
Philippines where CONSUMERNET is on the Board of Directors of the regulatory authority (MWSS). 
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never completely independent and should be viewed as useful watchdog, rather than a 
replacement for the Operator/Developer completing its contractually obligated tasks. 

Various studies (Gentry et al, 1999 and Nichols, 2004) suggest that consumer-oriented 
reporting utilize multiple channels for public reporting, using the following components: 

• Using media outlets such as the local press or radio networks 

• Produce annual reports available on the internet 

• Conduct customer surveys that request information on levels of service and 
satisfaction levels 

• Conduct regular dialogue roundtables with NGOs or Committees 

• Undertake road-shows to present performance information and host consumer 
feedback sessions. 

4.5 Summary and Conclusions 

The PPP schemes considered in the Water and Waste Water sector have the service level 
provision to their customers as their prime focus. 

An iterative process is used to establish effective scheme service standards, sizing, costs, 
funding and financing. If levels of service are taken as the prime focus of the PPP schemes, 
then this iterative process defines and sizes an affordable scheme for which effective 
operational, financial and contractual arrangements have to be developed. 

Determination of the affordable tariff levels is key to ensure customers ability to pay for the 
services, and hence the financial sustainability of the services. Generally some form of subsidy 
is necessary for schemes in developing countries, as affordable tariff levels are not high 
enough to give full cost recovery. The details of this, any subsidy arrangements, any 
progressive program for change in tariff levels as levels of service improve, need to be clearly 
defined in the contractual arrangements. 

There is a need to monitor and control performance parameters under the PPP arrangement. 
A variety of performance measures can be defined for many activities of a utility. However, I 
propose that measures should be output based and directly related to a customer focused 
approach.  

There is a need to ensure that there is full stakeholder consultation at all stages of 
development and operation. Case history shows the positive effect of stakeholder involvement 
in design, development and implementation of PPP schemes (and also the potential negative 
effects when they are not involved). This leads on to the premise that for long term 
effectiveness and sustainability it is necessary to formalize customer and stakeholder 
consultation throughout the life of the scheme. I recommend that the contract terms 
specifically include provision for stakeholder consultation to be established by the Grantor, to 
reflect the importance of this issue. 
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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. 
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6. UNDERSTANDING 
AND MANAGING RISK 

6.1 Introduction 

According to Cornelius Keating “Risk is the unwanted subset of a set of uncertain outcomes." 
The research revealed that there is no consistent definition of risk and that this is dependent 
on the sector (Landsburg, 2003, Hubbard, 2009, Flyvbjerg et al 2002 and Flyvbjerg et al 2003). 
One definition is that risk is an issue, which can be avoided or mitigated (wherein an issue is a 
potential problem that has to be fixed now.) Risk is described both qualitatively and 
quantitatively. In the context of this research risk is described as a situation which would lead 
to negative consequences. Accordingly, proactive identification and allocation of 
responsibilities and risks is an essential planning tool in the successful delivery of major 
infrastructure projects. Whilst the contractual arrangements allocate the responsibilities of the 
parties, at the same time it is necessary to establish who takes the risks associated with the 
scheme. Commercially viable and cost-effective risk allocation between the parties is an 
integral part of a project’s success and is one of the most complex elements of a project 
arrangement. While decisions on the allocation of risks have important efficiency and 
distributional implications, the real challenge is to balance the private sector risks to a level at 
which they no longer constitute a significant impediment to private financing of infrastructure 
projects.  

In Chapter 3 I introduced some of the typical models of PPP arrangements, showing how the 
differentiation between the various models could be seen through looking at the way that the 
Grantor and Developer shared risks. Some of the major Developer Risks for each model can 
be shown diagrammatically: 
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Figure 12: Contract Risk Areas for each type of PPP Model 
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Source: Stiggers, 2006 

This chapter will explore methods of allocating the risks and responsibilities between the 
Grantor and the Developer along with a discussion on managing water and wastewater 
specific risks. Clearly, the roles and responsibilities between the Grantor and the Developer 
are allocated within the PPP contractual form that is chosen (as discussed in Chapter 3). So 
for example, demand risk affects the developer’s risk profile to varying degrees in all 
contractual models, except it does not have a direct impact on the Developer’s remuneration 
for management and service contracts. In this section I look at the most complex forms of 
risk that typically would be present in the concession and divestiture type PPP arrangements. 
Importantly, recommendations are made on how to bring out the key risk allocation issues, as 
an important and practical tool for effective decision making in complex PPP arrangement 
design.  

 
“Risk is the chance of an event occurring which would cause actual project 

circumstances to differ from those assumed when forecasting project benefit and 
costs.” (State of Victoria, Australia. Department of Treasury and 

Finance. 2001) 

6.2 Analyzing Responsibilities and Risks 

The precise allocation of risks among various parties involved is typically defined after 
consideration of a number of factors. These include (UNICITRAL, 2001) the public interest 
in the development of the project, as well the interest of other investors and lenders (and the 
extent of their ability and readiness to absorb those risks at an acceptable cost). All parties 
involved in the PPP arrangement have an interest in identifying all risks that a project may 
face and an equal stake in ensuring that these project risks do not jeopardise the project.  
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Financing of large infrastructure projects requires a good projection of capital costs, revenues 
and expected costs, expenses, taxes and liabilities of projects52. Effective risk allocation is 
premised upon the notion of allocating responsibility for dealing with the consequences of 
each identified risk to either one of the Developer or the Grantor, or through a system of 
shared responsibilities. Risks and responsibilities are usually allocated on the basis that 
(Ringskog, 2000, Smith, 1997a, Torres de Mästle and Izaguirre, 2008 and Woodhouse, 2003): 

• Threats to project costs and risks to the project are minimized by allocating particular 
risks to the party in the best position to reduce the probability of the risk being realized 
and in the best position to manage the consequences of the risk after it has 
materializedFout! Bladwijzer niet gedefinieerd.  

• One party may be better placed to diversify or absorb the risks than the other parties 
involved in the arrangement 

• Allocating a risk to a party should provide incentives for the party to spend time and 
resources in delivering the expected outcomes  

• Not all risks can be foreseen within a PPP agreement and therefore the agreement will 
need to allow for mechanisms that deal with unpredictable, unforeseen or 
unmanageable events. This is best dealt with under the contract eg force majeure and 
other clauses for unforeseen events. 

It must be noted however that risks are sometimes allocated on the basis of commercial and 
negotiating strength with the stronger party seeking to allocate the risk it does not want to 
bear to the weaker party. In such circumstances, the Grantor must ensure that when 
developing the PPP agreement it foresees such a situation and plans accordingly. The Grantor 
must not find itself with a counterparty that is unable to mitigate a particular risk which could 
lead to an unsuccessful PPP project (Gupta et al,  2002).  

An example of the format for a risk analysis matrix developed for a recent major PPP scheme 
is given in Annex 4. This matrix was developed at an early stage in the design and 
development of the PPP scheme to bring out the key risk allocation issues, and was used as an 
important and practical tool for effective decision making in a complex situation. In practice, 
risk allocation is often a product of policy considerations and the negotiating strength of the 
parties. In allocating project risks, it is important to analyze the strengths of each entity to 
which a specific risk is allocated and their ability to shoulder the consequences of the risk 
should it occur. 

6.3 Common Risks and Responsibilities 

Risks can be divided into three broad categories (Mandri-Perrott, 2009): 

• Political and Macroeconomic Risks - Country risk refers to the possibility that changes 
in the business environment will occur that reduce the profitability of doing business 
in a country. These changes can adversely affect operating profits as well as the value 
of assets. This includes political risks and macroeconomic risks 

                                                 
52 It must be noted that all these projections are not an exact science. Developers and lenders will make 
assessments of the various capital costs, revenues and expected costs, expenses, taxes and liabilities for the 
project based on their experience and their appreciation of country, sector and other risks associated with 
undertaking the project.  
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• Sector Risks - The risk that the sector will be affected by economic or other factors 
which pertain to that sector more specifically than other sectors  

• Project Risks - Refers to those circumstances which may have an effect on the 
responsibilities of each party to the PPP agreement and the benefits they may achieve 
from the project. These include risks related to financing, design and construction and 
operation and maintenance  

• Counterparty Risks – Relate to specific risks arising from the counterparties to the 
PPP agreement not being able to meet their responsibilities under the PPP agreement 
(in a typical PPP agreement the main counterparty if the Grantor but there may be 
other counterparties such as a specific a national agency that grants the developer 
special permits for water abstraction).  

Risk magnitudes vary depending upon the project phase: some risks are important early on in 
the bidding process and some will continue to exist until the end of the project life. This 
obviously impacts the optimum risk allocation. The four distinct periods for projects in which 
risks are allocated are: 

• Before bid submission 

• Between bid submission and financial close 

• During construction 

• During operation 

Each category of risks contains a number of specific risks connected to responsibilities within 
the project environment. Variations in specific risks can have positive or negative effects on 
the cash flow of the project and on the total value of the business. The Grantor should not 
seek to transfer all risks to the Developer because the Developer will seek to recover the cost 
of such risk (ie price the risk). The major responsibilities and risks involved in delivering water 
and wastewater services are now discussed in greater detail. 

 

 

6.4 Political and Macroeconomic Risks 

Political Risks 

The Developer and the financiers face the risk that the project may be negatively impacted by 
acts of the Grantor, other Government agencies or the legislature. ‘Traditional’ political risks 
include nationalizations, new tax regimes and other events that impact debt service and 
profits. ‘Regulatory’ risks include the imposition of new standards or the introduction of 
competition, while ‘quasi-commercial’ risks include breaches by the Grantor or interruptions 
due to changes in the Grantor’s plans (UNCITRAL, 2001). Other political risks include acts of 
war, rebellion, default or failure of public sector entities. The Grantor is normally the project 
participant with the greatest ability to manage the risk of change in the political climate, and so 
often takes this responsibility.  

In some instances, the risks of disruption of construction or operation by individuals or 
groups against the project will be borne by the Grantor unless the disruption was caused by 
the Developer itself through a specific act or omission. The same risk allocation normally 
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applies in the case of legal challenges against the Developer that inhibit the Developer’s ability 
to meet project objectives53. 

Change of Law Risk 

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). Developers will be 
particularly wary of future changes in any law which might have an effect on for example 
standards of water and wastewater quality for which adequate planning may not have been 
done initially54.  It is essential that there is an effective mechanism to deal with the 
consequences of any change of law after the bid date (not only after the effective date55), 
particularly where this may require the Developer to incur costs or which may result in a 
decrease in profits. 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. This is further discussed in Chapter 7.  

Significant changes in law could include: 

• Currency or capital repatriation limitations; 

• Nationalization of developed assets; 

• Import/export prohibitions; 

• Deprivation of Developer rights. 

 

Contingent Liabilities 

The United Kingdom’s HM Treasury (2003), state that contingent liabilities represent 
commitments to future expenditure if certain events occur. Many of the risks associated with 
private sector participation in infrastructure create sizeable contingent liabilities for public 
institutions. Because such liabilities are uncertain and do not correspond to definite cash flow 
events, simply relying on cash based budgetary analysis will fail to consider their potential 
impacts on affordability. This is an important issue for the Grantor, and a more detailed 
review of contingent liabilities and their impacts is given Chapter 7 on Financing. 

Risk of Change in Interest Rate 

Private investors and local or provincial governments have almost no control over prevailing 
interest rates, all of which are affected by central government actions. Typically loans are 

                                                 
53 Conventional insurance coverage by the Developer may not available to cover this risk or may be so costly that 
it may not be a practical alternative to cover this risk.  
54 In countries of Eastern Europe this has been a particular concern as some of the national legislation under 
which certain PPP arrangements were made were prior to their admission to the European community. In the 
case of Sofia, Bulgaria and Tallinn, Estonia both countries entered into their respective PPP arrangements prior 
to being full members of the European Union. In particular, the Estonian government made clear that any 
obligations related to water quality and associated standards related to the European’s Water Framework 
Directive were enshrined within the PPP agreement at the time of contract award.  
55 The effective date is the date in which the contract obligations become effective.   
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quoted in relation to a floating interest rate (based on some reference value such as LIBOR56 
or EUROBOR) and such interest rates change with time and are not something that bidders 
or Developers can control. Usually, Governments are not willing to compensate Developers 
for changes in interest rates during construction or operation.  

Since revenues cannot usually be varied in accordance with interest rate variations, equity 
holders, lenders and Governments usually prefer that the winning bidder - Developer sources 
a significant portion of debt at fixed rates through an interest rate swap57. This is a financial 
derivative product by which the developer seeks to manage its exposure on interest rates it is 
being charged for the loans in the project. The swap exchanges a floating rate loan to a fixed 
rate loan.  

However, given that the bidder/Developer does not know precisely when financial close of 
the PPP agreement will occur, it cannot enter into a swap agreement. Bidders must then use 
assumptions about applicable swap rates as part of their bids despite the fact that it cannot 
control the swap rate until it enters into a swap contract. More than likely, the swap rate at 
financial close will differ from that at the time of bidding and this variation can be a positive 
or negative for the bidder/Developer. Who should then take the risk related to the underlying 
movement in interest rate swaps? This question is true of any country and is a typical risk 
associated with project financing.  Countries experienced in PPP transactions have generally 
opted for the Grantor to take the risk of changes in swap rates between bid submission and 
financial close. 

Risk of Change in Inflation Rate 

Under PPP arrangements, the construction and operational risks are mainly borne by the 
Developer. However, inflation can have a serious impact on the costs (both construction and 
operational) of a project. To lenders, covering this risk is extremely important in order to limit 
their financial exposure, maintain the project cover ratios and also the net benefit anticipated 
from the revenue stream. For a typical PPP project, the time period between bidding and 
operating is long and the cumulative impact of inflation over time will be significant. 

                                                 
56 The London interbank offered rate (or LIBOR) is a daily reference rate based on the interest rates at which 
banks borrow unsecured funds from banks in the London wholesale money market (or interbank market). The 
euro interbank offered rank (or Euribor) is the rate at which euro interbank term deposits within the euro zone 
are offered by one prime bank to another. 
57 A swap is an agreement between two parties to exchange future cash flows according to a prearranged formula. 
They can be regarded as portfolios of forward contracts. The streams of cash flows are called “legs” of the swap. 
Usually at the time when the contract is initiated at least one of these series of cash flows is determined by a 
random or uncertain variable such as an interest rate, foreign exchange rate, equity price or commodity price. 



  107

 
Since bidders have no way of managing inflation risk, if asked to bear such risk they will either 
refuse to bid (the risk is too high) or they will make very conservative inflation assumptions 
(risk pricing) which will push up project costs significantly. In the latter case it is very likely 
that it would have been far cheaper for the Grantor to have compensated the Developer for 
actual cost inflation. For this reason inflation risk is typically passed through to the end user or 
the Grantor through the indexation of capital grants and other contract payments (eg 
availability payments, fares). Typically a transparent indexation formula is applied: it may 
simply refer to general inflation (eg Consumer Price Index/Retail Price Index), or preferably 
in many cases a basket of inflation indices which better reflect specific project costs (eg 
construction materials, power, labour). It is important that the indices used are from public 
sources to ensure transparency and minimize bias. 

Risk of Change in Foreign Exchange Rates 

According to Gray et al (2003), almost all developing country currencies have a history of 
depreciation against the US dollar.  The implications of this is that the true local currency cost 
of servicing debt denominated in US dollars (or other international currencies) will be higher 
than the interest rate on the loan58. Thus estimating the cost of finance by looking only at the 

                                                 
58 For example, if the interest is 10% in US dollars, but the local currency depreciates 5% per annum against the 
US dollar, then the local currency cost of financing is around 15%.   

Box 4: Exchange Rate Risk in Manila, Bucharest and Buenos Aires  

Exchange rate risk in the Manila concession contracts is managed via extraordinary price adjustments. The 
contract does allows for a Currency Exchange Rate Adjustment (CERA) to be added to tariffs as a when 
exchange rate movements in excess of 2%. Maynilad, the operator in the west zone of Manila, was required, 
through the concession fee, to service 90% of the public authority’s previously incurred U.S. dollar 
denominated debt.  The Asian financial crisis led to a large devaluation in the peso against the dollar leading 
to a significant increase in the debt service burden. As the tariff adjustment process allowed for only a slow 
exchange rate pass-through to customers, this led to serious financial problems for Maynilad. Both operators 
have since successfully negotiated an amendment to the agreement establishing a new mechanism called the 
Foreign Currency Differential Adjustment, which allows faster recovery of exchange rate losses from 
customers. 

A different sort of problem arose in Bucharest. Foreign exchange devaluation led to significant local currency 
inflation. Indexation was linked to local currency inflation, not the exchange rate, but the increase in local 
inflation led to significant tariff increases, which were highly unpopular with customers. 

The Buenos Aires concession contract of 1999 allowed the concessionaire Aguas Argentinas under the US 
dollar to Peso parity law, to increase end-user tariffs to compensate for the resulting increase in foreign 
currency cost.  This resolution also included provisions for annual tariff adjustments based on variations in 
US produce and consumer price indices. After the extreme devaluation of the Argentine Peso in December 
2001, Government enacted a public emergency law in January 2002 that ordered a suspension on all tariff 
indexation in accordance with US indices.  Shortly after that law was passed, Government issued Resolution 
38/02 suspending any tariff increases (this resolution was only applicable to national public utilities).  Both 
the law and the resolution were in direct contravention of the provisions of the concession contract.  All 
public utility contracts in Argentina were then subject to a renegotiation process, which has not yet 
concluded.  

Source: 
• Concession Agreement between MWSS and Maynilad. 
• Bucharest Concession Agreement  
• Various legal documents related to the Buenos Aires water concession, including the original 

concession contract, its amendments, as well as resolutions issued by ETOSS, the regulator. 
• Ducci (2008) 
• Interview with Ondeo and Mr Raul Pedroni (former adviser to Aguas Argentinas) 
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international currency interest rate will systematically underestimate the cost of finance, and 
hence underestimate the total cost of service59.   

 

Notably, PPP schemes in the water and wastewater sector may involve funding and 
procurement structures that depend on a variety of currencies: 

• PPP projects are often financed with significant amounts of foreign capital, eg in the 
form of syndicated bank loans, bond issues, bridging and stand-by facilities, with 
multilateral and export credit agency loans and guarantees   

• The project participants may have revenues in one currency, but costs in several 
currencies. 

• Some of the capital and operating costs may be denominated in a currency other than 
that of the country in which the project is being constructed. Exchange rate 
fluctuations directly affect the price of imported parts or other inputs required to 
maintain plants and equipment or construct or rehabilitate new assets 

• Project financing involving more than one currency exposes the project to changes in 
exchange rates 

• Changes in exchange rate of local currencies will have an effect on the level of planned 
revenues and profit taken offshore by the Developer 

As a result foreign exchange is a significant issue. Grantors and Developers may mitigate this 
risk by aiming to reduce reliance on imported inputs or foreign currency borrowing. However, 
in practice foreign exchange risk is a significant part of most PPP schemes in the water and 
wastewater sector. 

In some instances, it is generally impractical for the Grantor to take all the foreign exchange 
risk. Additionally the fiscal effects of taking this risk need to be carefully considered. It is 
possible for the Developer to purchase protection against movement in project costs caused 
by foreign exchange fluctuations. This can be done through a Currency Swap which involves 
exchanging principal and interest payments on a loan in one currency for principal and interest 
payments on an equal loan in another currency.  

6.5 Water Sector Specific Risks 

Demand Risk 

Demand forecasts form a key input to the economic appraisal of any PPP project in the water 
and wastewater sector.  Customer demand is required for the calculation of revenue income 
and assessing costs for operation, maintenance, rehabilitation of assets and investments. 
Future demand forecasts are a fundamental input to any economic appraisal.  Demand is 
vulnerable to a number of factors such as (Mackie,  et al, 2005): 

• Economic shocks, including fuel price shocks and economic boom or recession 

• Changing demographics and usage habits  

                                                 
59 My research suggests that this approach has been the norm as represented for example by the cases of Manila, 
Jakarta and Buenos Aires and elsewhere, governments and operators agreed to tariffs which were only viable if 
the exchange rate remained more stable than history would suggest was likely. 



  109

• Political intervention 

• Random error in the forecasts 

 
Depending on whether availability of good data on historical usage, customer numbers, and 
economic and demographic trends are available and accurate, will determine the extent to 
which demand risk is shared between the Grantor and the Developer.  However, the contracts 
examined under this research seem to show a trend whereby in practice Developer have been 
reluctant to fully assume demand risk and have developer mechanisms to pass (at least 
partially) part of this risk on to customers in tariffs or service levels. 

In discussions with sector specialists60 it is clear that the developer has limited ability to 
influence the demand for water services. This is because of the typical Developer cost 
structure whereby a large proportion of its costs are fixed. So when demand falls, the average 
cost to the Developer of delivering each unit of water rises (or the cost of treating wastewater 
effluent rises). It is unlikely that a Developer will be allowed to increase tariffs if demand is 
substantially below forecast levels61. There are however some limited technical, operational 
and financial actions open to the developer to help mitigate the effects of demand risk which 
could include cutting back on capital investment if demand is reduced, or bringing forward 
investments or leakage reduction plans if demand increases.   

Operation & Maintenance risk 

Operational risks refer to the responsibilities associated with operating the existing and new 
assets and maintaining them to required standards. Depending on the type of PPP agreement, 
the Grantor may take less or more of the demand and revenue risk. Typically, the Developer is 
responsible for costs of operations and maintenance including any costs related to latent 
defects in the construction for which he is responsible. 

                                                 
60 Discussions were had with David Stiggers, former Director for the management contract of  Trinidad and 
Tobago, Alain Locussol former lead water specialist at the World Bank, Antonio Vives, former Vice president of 
the Inter American Development Bank, Chris Jennings senior water specialist of the Inter American 
Development Bank, Dr Geoff Thorpe Director of Regulatory affairs for Interagua, and Alain Mathis, Director 
for Suez Lyonnaise de Eaux. 
61 If tariff setting rules leave demand risk largely with the operator rather than customers, the operator’s overall 
risk exposure increases significantly and the sustainability of the arrangement may be threatened. 

Box 5: The case of managing demand risk in Bolivia 

A good example of the potential impact of demand risk in the water and sanitation sector is the 1997 La Paz–
El Alto concession in Bolivia. The developer Aguas del Illimani, took responsibility for operating and 
managing of the water and sewerage systems and agreed to specified service expansion targets. The 
arrangement provided for tariff revisions every five years, based on a set of formulas covering the cost of 
repayment of capital for existing investments, the cost of operation and maintenance, the cost of expansion 
to meet targets set out in the contract, and commercial costs. In between tariff reviews Aguas del Illimani 
bore normal business risks, including demand risk. Demand growth, including demand for new connections, 
has been substantially lower than initially forecast. Despite requests from Aguas de Illimani for an 
extraordinary tariff adjustment to reduce the impact of this shortfall on its financial position, the regulator 
refused to review tariffs before the first five-year revision. Ultimately this PPP arrangement failed.  In 
Argentina, the PPP agreement relied on a law which provided for a direct convertibility on a one to one basis 
between the Argentinean peso and a US dollar. This protected the Developer against exchange rate 
fluctuations as a ‘change of law’ event in the PPP agreements. Unfortunately the end of the peso-US dollar 
parity in 2001 and the economic crisis that ensued, led to the early termination of the agreement. 



  110

Furthermore, and also related to foreign exchange risks described above, the exchange rate 
may affects the price of imported inputs required for the Developer to provide operational 
and maintenance activities. For example, a change in the exchange rate may change the cost of 
imported fuel oil, which may affect the domestic price of electricity used to pump water. 
Similarly, changes in foreign exchange with local currency will affect the supplies such as 
chlorine and other chemicals  

Risk of increased project costs  

Given the high capital cost involved in water and wastewater PPP schemes, errors in 
forecasting can have a major effect on the real economic cost of construction of 
infrastructure, financial planning and project management. Unanticipated escalations in 
construction costs and higher than expected inflation rates are factors that may lead to 
potential overruns62. Clearly, who bears this risk depends on the type of PPP agreement. For 
example, under a Net Cost Contract with Investment also know as a Concession (or some 
form of Build Operate contract), the Developer would be exposed to such escalations which 
may affect the Grantor. According to the United Kingdom’s HM Treasury (2003), the two 
main causes of bias in capital cost estimates are: 

• Inadequate definition of scope and objectives of projects in the business case – 
Grantor risk 

• Inadequate management of the project during the implementation phase so that costs 
are not controlled and contractual risk mitigation instruments are not adhered to – 
Developer risk. 

Bias in capital costs can be dealt with by improved estimation of the capital costs of each 
option, adjusting these estimates on the basis of empirical evidence, and reducing these 
adjustments based on confidence in the capital cost estimates and the risk management and 
mitigation systems. 

Demand forecasting has a direct effect on establishing capital and operating costs. When 
evaluating bids care must be taken to evaluate the forecasting techniques and costs used by the 
Developer to establish project costs.   

Project Related Risks 

Grantors and Developers face a large number of project related risks. To an extent, certain 
sector risks (such as demand risk) can overlap as a project risk. However, at its core a water 
PPP project is a ‘partnership’. Accordingly, the following key risk allocation rules should be 
kept in mind to balance full risk transfer against creating the right incentives between the 
parties to the PPP agreement: 

• If a Developer perceives a risk to be outside its control, it will tend to price this risk on 
a ‘worst case basis’.  

• Economically it does not make sense for the Grantor to pay the same price as if the 
problem were certain to happen, whereas it only might happen. 

                                                 
62 For example, in a United States government study (Pickrell 1992) found that most cost overruns were the 
result of critical errors in forecasting either the volume of materials and services required to build and equip 
projects, or the future costs of purchasing inputs. 
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• For such risks, if the Grantor is not itself capable of managing those risks, the 
emphasis should be shifted towards incentivization (for example 
“cost+fee+pain/gain” approaches). 

• The optimal incentive is such that the “pain/gain” is commensurate with the cost of 
doing one’s best  

Development Risk 

The Development phase involves the preparation and procurement of the project up to 
financial close63 of the PPP agreement. This phase includes the invitation to tender and 
bidding, negotiation of the PPP agreement and various project documents and obtaining debt 
and equity funding. Given the nature of water PPP projects, both the Developer and the 
Grantor will expend significant time and resources in negotiating the PPP agreement. The 
costs during this phase are understood to be normal development costs and generally each 
party bears its own risk. Occasionally, and depending on the way the bidding process is 
designed and what is allowed in the tender documentation, the Grantor may cover some of 
the Developer’s bidding costs.  

It is important that the Grantor is mindful of the possible changes in costs that may arise from 
initial estimates to actual costs once the PPP agreement is implemented.  

Design and Construction Risk 

Design and construction risks relate to responsibilities associated with the design, 
procurement, engineering, construction, completion, testing and commissioning of assets (if 
applicable). Depending on the type of PPP agreement chosen, the Grantor will set out 
specifications, or sometimes outputs such as water quality standards, number of connections 
etc. Developers will base their bids on these specifications. The risk allocation during the 
design and construction phase is complex but is summarized as follows: 

• Design – whichever party takes responsibility for the design, generally takes the risk of 
errors in design that may lead to the failure of the project to satisfy contractual 
requirements or laws. The risk of faults or changes in design, latent defects and asset 
life expectancy would have to be specified and responsibilities allocated.  Where 
variations are required by the Grantor, it typically bears that risk. 

• Permits, licenses and Access – the Grantor is responsible for providing the Developer 
support in obtaining the permits and licenses (eg abstraction licenses of wastewater 
discharge licenses) necessary for the construction and operation of the water project. 
However, the Developer has ultimate responsibility for obtaining such permits and 
licenses. The Grantor is also responsible for guaranteeing the timely delivery of land 
required for the development of the project, free of legal or physical encumbrances 
and will bear the costs of dealing with these encumbrances.  

• Construction – depending on the type of PPP agreement, the Developer is responsible 
for constructing the project. The Developer carries the risk of increases in 
construction costs (price of labour, materials). The Developer is also responsible for 
the performance of all sub-contractors. The risk of delays is generally borne by the 
Developer. 

                                                 
63 Financial close means that the loan agreements are in place and the first draw-down can be made on the loans.  
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Financing risk 

Depending on the PPP agreement type and the corresponding level of financing, the 
Developer will be responsible for raising private financing necessary to complete the project. 
For the portion of funding that is to be privately financed, the risk of increases in interest rate 
or inflation rate should be borne by the Developer after financial close. This is dealt in further 
detail in Chapter 6.  

Government Guarantees 

Guarantees are provided by the Grantor to support infrastructure investments and transfer 
risks from the Developer to Grantor in order to make an arrangement more attractive to the 
private sector/ Developer. During the construction phase of a project, Developers may be 
utilizing inputs whose costs depend on the exchange rate and the value of these inputs rises 
and falls with the local currency. In such cases the Government may provide an exchange rate 
guarantee to mitigate the effects of depreciation in the currency eg tariff dollarization. 
However, Irwin (2007) warns that Developers face reduced incentives to improve 
performance levels when government guarantees cover a risk which the Developer is capable 
of managing and controlling better than the government. Furthermore, when government 
guarantees are provided, the contingent nature of the guarantees makes valuing them difficult 
and this raises issues over how they are to be accounted for within the government’s financial 
and budget reports (Ter-Minassian 2005).   

Environmental risk 

Generally the Developer will be considered responsible to meet environmental norms and 
standards eg water discharges, over abstraction and pollution. However, the Grantor will 
retain certain responsibilities related to specific issues such as pre-existing conditions or 
special compliance waivers64. 

6.6 Risks Associated with Managing the PPP agreement 

The mechanism for implementing and monitoring risk allocation rules has to balance the 
required certainty of the PPP agreement in the future with a need for possible adjustment if 
there are unanticipated changes in laws, indexation and value testing – all critical factors in 
operating cost risk. Developers will be more willing to take on risks related to unforeseen 
changes in the operating environment provided they are given value-testing assurances that 
will not be disadvantaged (HM Treasury, 2007).  

The type of PPP agreement will set out its respective financial implications. Put simply, the 
payment mechanism contained within the PPP agreement details the financial contributions 
which the Grantor will make to the Developer and also sets out the framework of incentives 
used to encourage the Developer to provide an efficient service at a cost that provides value 
for money. How a Grantor contributes financial support to a PPP arrangement and how 
much it contributes is often dictated by what is necessary to attract private sector financing 
and to promote the success of the project (Torres de Mästle and Izaguirre,2008). Some of the 

                                                 
64 In some instances the Developer may be granted special waivers that have been allowed to the Grantor for 
example to meet European Environmental Directives. This does not mean that the Developer does not have the 
ultimate responsibility to, against a pre-agreed timetable, meet such standards. In such situations the PPP 
agreement must specify a schedule for such waivers to phase-out. 
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mechanisms used by the government aimed at reducing the risk of private financing for water 
and wastewater schemes include: 

• One-off subsidies usually involve capital subsidies when a large portion of the subsidy is 
paid after the targeted beneficiaries are connected to the water and wastewater 
network and connections are verified.   

 
• Transitional subsidies65 will be a useful instrument under the current financial crisis as 

users who before the crisis could afford services, are now out of a job or household 
resources are so low they are no longer able to afford the tariff. These subsidies can 
also help ensure the Developer remains financially viable by filling the gap between 
what the user is deemed able and/or willing to pay and the cost-recovery level (eg, 
long-run marginal cost) of the tariff.     

• Ongoing subsidies will be required in cases where there is a continuous gap between 
affordability and cost recovery – including for consumption costs.   

• Capital Grants – to cover part of the infrastructure construction costs. Where customer 
revenues would not be enough to recover the full construction cost of a project, 
reducing the privately financed construction costs can make the project more 
financially attractive to the private sector 

Furthermore, a Grantor can use bonuses and penalties as part of a mechanism for enforcing 
the risk allocation rules. Additionally, they can be used to enhance Developers’ incentives to 
carry out their general responsibilities under the terms of the PPP agreement and to meet 
agreed performance targets. Penalties and bonuses should reflect the economic costs and 
benefits of the behaviours that they are trying to prevent or promote. Without such incentives, 
the Grantor reduces its ability to influence the Developer and additionally reduces its ability to 
demand improvements should they be required.  

Price and Tariff Variations 

The regulations for adjusting the payment structure are a critical component in the risk 
allocation architecture. Throughout the life of contract a number of variables, such as 
inflation, variables in input costs, and legal regulations, are likely to change in unpredictable 
ways. To reflect these uncertainties the PPP arrangement should allow adjustments to the 
payments over time that will ensure that the Developer continues to earn a reasonable rate of 
return and that incentives are maintained (Kerf, et al, 1998). The Developer should always be 
encouraged to control costs but mechanisms to control unanticipated increases can go a long 
way to reducing an excessive contingency risk pricing in the Developer’s bid.   

Tariff indexation formulas alter fares to reflect changes in an index of prices and do not 
necessarily reflect changes to a Developer’s costs. Instead of changing in response to specific 
events, fares are adjusted at regular intervals (eg every six months). The indexation process 
aims to compensate the Developer for the effect of exogenous cost increases on the 
Developer’s inputs. Importantly, indices reduce the risks faced by the Developer without 
blunting the performance incentives (Hudson Institute, 1999). The indexation formulas 

                                                 
65 Transitional subsidies are typically used to support tariff reform. Typically the subsidy is transitioned out after a 
specified period of time (eg, months or years) as the user contribution increases (and possibly as tariff levels 
required for cost recovery decrease with efficiency gains). Under the current financial crisis, it will be important 
that a strategy is devised to deal with the period when tariffs should be raised to ‘normal’ levels of full cost 
recovery.  
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automatically adjust tariffs according to agreed rules. Specific indexation formulas can adjust 
tariffs according to changes in either the rate of inflation, consumer price indices or a 
consumer price index (related to changes in the system’s likely costs such as a basket of prices, 
exchange rates or specified inputs). 

A chief concern for the Developer is the risk of costs inflating over the life of the PPP 
agreement rendering the payments made insufficient to cover the operating and financing 
costs. The tariff as well as other specific payments made by the Grantor to the Developer, 
should be indexed and the proportion of the components of such tariff or payments to be 
indexed should be determined at an early stage. The choice of indices or proportion should be 
determined by the Grantor. Indexations which reflect the underlying cost exposures faced by 
the Developers can reduce the cost risks and provide large savings over the duration of the 
contract (HM Treasury 2007). 

Cost pass-through is usually used to cover the cost of risks over which the Developer does 
not have any control. As may be applicable depending on the type of PPP agreement, when 
input costs rise, the fare adjustment rules agreed upon between the Developer and the 
Grantor will allow for the changes in the costs to be passed through to customers through the 
tariff. Changes in inputs for PPP projects can include changes in tax structures or regulations 
governing the operation of the water system. 

Residual Value Risk 

Where an asset still has value (not fully depreciated) after the PPP agreement has expired, the 
Grantor should agree how this residual value should be treated.  Typically under PPP 
financing, assets will be depreciated against a given depreciation schedule. In most long term 
PPP agreements there will be a residual value at termination, especially if there have been 
significant investments towards the end of the contract period. If the Grantor wishes the 
assets to be transferred upon expiry at zero value, then accelerated depreciation would be 
required and result in large increase in the availability payments to cover this. Alternatively, if 
the assets are transferred at expiry at net book value (ie the residual value) then the Grantor 
would pay this residual value to the Developer at expiry, but would not have to suffer large 
availability payments in the final years of the PPP agreement. This residual value would be 
easily audited from the financial project accounts of the Developer (ie it is a transparent and 
fully auditable transfer value).   Other issues that the Grantor should consider include how the 
residual value transfer impacts any termination payments upon the termination of the PPP 
agreement. Other risks related to the implementation of the PPP agreement such as early 
termination and associated triggers are dealt with in the chapter on contractual 
recommendations – Chapter 9. 

6.7 Summary and Conclusions 

Once the appropriate service delivery scheme has been chosen, identification and allocation of 
responsibilities and risks between the private and public sector parties is an essential step in 
the successful planning and delivery of major infrastructure projects. The chapter looked at 
the importance of analyzing and allocating these risks in light of the need to balance the 
private sector risks to a level at which they offer optimal benefits to the Grantor, but no 
longer constitute a significant impediment to private financing of infrastructure projects.  

The main PPP arrangement types can be analyzed to show how the level of risks to the 
developer increases according to type of arrangement type chosen. Within these types of PPP 
schemes the Concession (or BOOT model) and Divestiture type arrangements generally 
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involve the most comprehensive array of risks and responsibilities to be taken by the private 
Developer. The comprehensive nature and the extent of allocation of risks and responsibilities 
is one of the main reasons why these contract forms have been used as the starting point to 
develop recommendations for contractual issues (Chapter 9). 

A variety of ways are used for allocation of responsibilities and risks and given the importance 
of this issue a systematic approach for registering this allocation, such as the Risk Matrix, is 
recommended.  

In allocating risk, four basic tenets are followed: 

• Allocating particular risks to the party in the best position to reduce the probability of 
the risk being realized and in the best position to manage the consequences of the risk after 
it has materializedFout! Bladwijzer niet gedefinieerd.  

• One party may be better placed to diversify or absorb the risks than the other parties 
involved in the arrangement 

• Allocating a risk to a party should provide incentives for the party to spend time and 
resources in delivering the expected outcomes  

• Not all risks can be foreseen within a PPP agreement and therefore the agreement will 
need to allow for mechanisms that deal with unpredictable, unforeseen or 
unmanageable events.  

Variations in specific risks can have positive or negative effects on the cash flow of the project 
and on the total value of the business. The Grantor should be selective as to which risk he 
transfers to the Developer, as often the Developer will increase his rate to cover for the 
perceived cost of the risk, adding to project cost. 

In this chapter I have developed some of the main risks to be expected in any PPP 
arrangement. 

I look at risks commonly encountered in three main areas: 

1. Political and Macroeconomic Risks 
The Grantor is often the party best placed to carry any political risk that may impact the 
project. However, where risks, such as impact of change of law, are included in the PPP 
arrangement the contract provisions need to clearly define who will be responsible for any 
cost implications. The risk to the Grantor of commitments to future expenditure, or 
contingent liabilities, has potential major impacts on funding and financing arrangements. A 
series of economic risks such as inflation, interest rates and foreign exchange rates are 
generally of importance in water and waste water PP projects and ways of mitigating the 
effects of these should be incorporated into the arrangement. 

2. Water Sector Risks 
Demand risk is perhaps the most major risk central to all Water and Waste Water Sector 
schemes.  Demand forecasting is notoriously difficult, yet the level of actual demand has a 
major influence on both the scheme effectiveness and the scheme costs and, through potential 
impact on revenue generation, scheme financing. The type of PPP model determines the level 
of risk taken by the Developer, including Operational risk, and risks related to project 
financing, construction risk and risk of increased project costs. Whilst the Developer is 
generally considered liable to meet existing environmental norms and standard, the Grantor is 
normally considered liable to meet pre-existing conditions, and arrangements included to take 
account of any future adverse change in law a requiring operation to meet higher standards. 

3. Risks Associated with Managing the PPP agreement 
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The mechanism for implementing and monitoring risk allocation rules has to be capable of 
adapting to meet potential changes over the very long life of a PPP agreement. Payment 
mechanisms have to be clearly laid out, and ways of dealing with the risks of key financial 
areas defined eg the method for meeting financial shortfalls (such as subsidies and price and 
tariff variations. The value of the assets is generally important to both parties, and may be an 
important issue in project financing – but the risk taken by each varies according to the 
contract model, the asset condition and the time in the project cycle. 

These risks and others, and their risk allocation and means of mitigation need to be dealt with 
effectively in the PPP contractual arrangements, and recommendations for detailed ways to 
deal with this contractually are give in Chapter 9. 
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7. FUNDING AND 
FINANCE 

7.1 Introduction 

This chapter summarizes the more important funding and finance issues which are likely to 
arise in water PPP projects.  Water PPP projects are expensive and developing strategies for 
sourcing funding (both public and private) need to be an integral part of the PPP strategy that 
is devised (Nickson and Franceys, 2003).  Typically under PPP schemes there are three 
primary sources for funding projects: 

• Debt: through commercial bank loans (local and international banks), publically traded 
bonds, private debt placement, loans from project sponsors, supplier credit, export 
credit financing, loans from international financial institutions (IFIs) or development 
organizations.66 

• Equity: typically sourced from consortium partners, passive investors, investment 
funds (eg emerging market, infrastructure or sector specific equity funds), domestic 
public entities, local property developers, international financial institutions (IFIs) or 
development organizations. 

• Grants: often provided by public institutions (local, national or supranational), local 
property developers, international donors or other groups benefiting from project 
implementation. 

Decisions made on policy, management, technology and commercial issues during the 
development of water PPP projects may affect the availability of some of these funding 
sources.  For example, grant funding may only be available to water PPP projects that aim at 
accomplishing selected policy goals.  Similarly, large amounts of private debt financing may 
not be available where private concessionaires must assume the entirety of certain major risks 
(eg full commercial and collections risk).  Understanding the implications that project 
structure has on funding and finance is a critical component of effective planning. 

7.2 Considering Bankability 

Water PPP planners face a daunting challenge when planning for project funding and 
financing requirements.  Finalizing a project’s financial structure usually occurs during later 
stages of planning and procurement - after many key decisions have already been made.  
Revisiting public approval processes along the way can result in substantial delays and lost 
confidence when amending earlier decisions.  Therefore, it is imperative that early decision 
making takes into account such requirements and their impact on a project’s future financial 
and commercial structure.  ‘Road shows’ and other events designed to test market interest can 
help planners get a sense for the market’s perception of proposed risk allocations and other 

                                                 
66 Terms such as ‘leverage’ or ‘gearing’ describe the relative proportion of debt in a projects capital structure.  
Highly ‘geared’ or ‘leveraged’ projects involve greater proportions of debt to equity– this has the effect of 
increasing lender project risk and reducing sponsor/equity investor project risk.  



  118

project features.  The term ‘bankability’ summarizes investor/lender sentiments and their 
willingness to commit debt or equity capital toward a project.  It is important to realize that 
considering bankability goes beyond financial analysis alone and should include much larger 
project considerations. 

Bankability generally depends on four broad criteria: 

• Creditworthiness 
• Legal viability 
• Economic viability  
• Technical feasibility 

The following table summarizes many of the key questions investors/lenders will ask in order 
to assess a project’s bankability and determine their level of interest in a project. Concepts 
discussed in Chapter 6: Understanding and Allocating Risk relate to many of these issues. 

Table 6: Factors Influencing Project Bankability 

 
Project Aspects 

 

 
Questions for Determining Bankability 

Credit Worthiness:

Are project cash flows sufficient to support envisaged levels of debt? 
How risky are project cash flows?  How certain are project revenues?  Who bares 
revenue collection risk and how realistic are demand forecasts? Is there potential for 
regulatory ‘claw back’ if actual numbers exceed estimates? Will the regulator be 
isolated from political pressures?   
Can the Grantor meet its financial obligations to the project? 
Does the project benefit from any Grantor or sovereign guarantees; will the project 
benefit from guarantees/insurance on its debt (eg partial risk or credit guarantees, 
political risk insurance)? 
Is there sufficient equity cushion to protect lenders if the concession’s value 
decreases?  Do project developers have sufficient ‘skin in the game’ (i.e. value at 
risk)? 
In the event of termination, what mechanisms guarantee debt repayment and what 
proportion of the debt will be covered?  
Do project developers have adequate capacity and incentives to deliver sustainable 
long term operational performance?  Do they derive significant value from ancillary 
activities outside of the concession company (eg local property development, 
turnkey construction contracts, etc.)? 
Do the project’s financial ratios meet lender expectations (eg principal and interest 
cover ratios, debt service cover ratio, loan life ratio, debt:/equity ratio)? 

Legal: 

Does the Grantor have the authority to grant the concession? 
Will the project require any additional legislation (eg sector law, PPP law)? 
How strong are the project’s contractual arrangements with input suppliers (i.e. 
rolling stock suppliers)? 
What legal protections/channels for recourse do investors have in the project’s 
jurisdiction (eg access to international arbitration)? 
Are legal decisions enforced in the project’s jurisdiction (rule of law)? 
How strong are property rights in the project’s jurisdiction?   

Economic: 

Is there a market for the project’s services?   
Does regulation protect against the threat of new market entrants?  How stable is 
that regulatory environment? 
Are project inputs (eg electricity, rolling stock, etc.) available at reasonable prices?  
How stable are input supplies?   
How stable is the project’s macroeconomic environment?  How would changes in 
inflation, foreign exchange, interest rates, etc. impact project cash flows?  How will 
such risks be mitigated in the PPP contract? Have any standby credit facilities been 



  119

 
Project Aspects 

 

 
Questions for Determining Bankability 

arranged to deal with potential lags between financial shocks and tariff adjustments? 

Technical: 

Are construction costs reasonable and realistic? 
Is the construction and commissioning timetable realistic? 
Does the project rely extensively on proprietary technology? 
How flexible is the systems design?   
Is the proposed technological solution appropriate for local conditions and the 
availability / scarcity of skilled labour? 

7.3 Structuring Finance for Water PPP Projects 

Financing for water PPP projects may take the form of either corporate or, more commonly 
for large projects, project finance structures.  The primary difference between corporate and 
project finance is the means by which lenders derive security for repayment.  Project finance 
structures will involve a Special Purpose Vehicle (SPV, an independent legal entity established 
for the purpose of undertaking the project) into which lenders and project sponsors 
contribute debt and equity to fund project costs.  As Special Purpose Vehicles are legally 
separated from project sponsors, lenders are said to have ‘limited or no recourse’ to sponsors 
regarding their debt investments.  Limited recourse is the more usual variation and is 
employed in financings, where recourse is limited to either a fixed monetary amount (eg USD 
50 million) and/or is subject to certain performance criteria (eg cost and time overruns during 
construction, revenue/cash shortfalls during operations when developers commit further 
capital toward debt service). For project financings the loan structures rely solely on project 
cash flows for repayment, with the project’s assets, rights and interests held as secondary 
security or collateral. Project finance structures are very common for water PPPs that require 
substantial upfront private investments; such investments exceed the capacity of developers’ 
balance sheets. 

Project finance has a number of key characteristics: 

• It requires cash flow certainty: this underpins the structure and risk allocation 
• Credit intensive: with the multitude of stakeholders and types of risk, project financing 

requires a multi-disciplinary and rigorous approach to risk allocation and management 
• International: most major projects in developing countries tend to have extensive 

international involvement (lenders, investors, developers, contractors, operators, 
suppliers etc) 

• Long-term: repayments are usually over extended periods (10 years or more) to 
accommodate high capital costs and subsequent operating margins 

• Highly structural: project financing risk allocation means rigorous and comprehensive 
structuring among the parties   

• Large: high development/transaction costs can usually only be supported or justified 
on large transactions 

• Mature: particularly in developed countries there are many experienced participants in 
the international PPP markets. Projects can, therefore, be smoothly structured by 
experienced financiers and advisors. For developing countries the challenge is often to 
attract such experienced participants and financiers.      

Other characteristics of project finance structures include (Vives, 1997): 
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• Financing is provided through a special purpose legal entity whose only business is the 
project; 

• Typically raised for green-field development or larger extensions to existing systems; 
• Project capital structures typically involve greater leverage (typically in the range 60-

90% debt); 
• Debt is typically ‘non-recourse’ or ‘limited-recourse;’ meaning that lenders rely 

primarily on future project cash flows for repayment; 
• Lenders derive security from the concession contract or PPP Agreement; 
• Financing reflects the concession contract’s time-bound nature.  The tenor of project 

debt will be less than the concession’s life, but usually linked to it. 

In contrast to project finance, lending for corporate finance projects derives security for debt 
repayment from the sponsors’ or shareholders’ balance sheets or other non-project security. 
Corporate finance lenders typically would have rights to all the borrower’s assets in the event 
of default.  Characteristics of corporate finance include: 

• Contractual arrangements between a Grantor and a legal entity which derives its 
financial strength directly from the sponsors’ or shareholders’ balance sheets 

• Generally smaller investment amounts compared to project financed alternatives 
• Absent or substantially reduced lender due diligence on the project, since the lender is 

taking the sponsors’ credit risk, as opposed to project risk - lender security is outside 
of the investment being financed. It is important to note, however, that this 
characteristic only applies if the sponsor is considered to be a good credit risk– it not 
then project finance type due diligence will still be needed. 

The relative merits of either structure will depend upon the size and risk profile of the project 
in question.  Larger, green-field water investments will almost always take on some form of 
project finance in order to limit the liability of developers and raise sufficient capital.  
Nevertheless, smaller water investments (eg minor extensions or refurbishments) may draw on 
corporate finance depending on their size and scope.   Different financing techniques have 
relative merits and limitations as summarized in Table 7 below: 
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Table 7: Project Finance vs. Corporate Finance Structures67 

 
Financing 
Structure 

 

 
Advantages 

 
Disadvantages 

Project Finance: 

• Off balance sheet. 
• Separates project credit profile from 

developers’ credit profiles – the 
project company is insulated from 
developer default.  Similarly, 
developers are insulated from 
project liabilities.68 

• Can achieve high leverage ratios.  
This can provide greater rates of 
equity returns from smaller cash 
flows. 

• Can create greater tax shields 
because of greater leverage – which 
can reduce the overall cost of 
capital. 

• Reduces managerial discretion over 
free cash flows because of lender 
imposed constraints. 

• Mitigates the “underinvestment 
bias.”69 

• Provides additional mechanisms for 
risk spreading through syndication 
and securitization.  

• Additional lender due diligence can 
improve project quality. 

• Lender reporting and control 
requirements can help achieve much 
greater transparency for the grantor 
with regards to project company 
operations and financial 
performance.  This can be very 
important implications when 
assessing performance related 
payments and when setting or 
adjusting fare levels. 

• Greater transaction costs compared 
to corporate finance 

• In developing markets only available 
for larger projects 

• Requires additional due diligence 
and associated time when 
structuring 

• Bid prices can change when final 
price is dependent on prevailing 
credit market conditions  (i.e. 
interest rates) as final financing 
terms may not be set until after 
preferred bidder selection. 

• Given the complexities of project 
finance structures and 
documentation the time between 
bid award and financial 
close/project commencement may 
be lengthy (typically in the order of 
12 months, but may be much longer 
if the project structure is not 
bankable). This can conflict with 
grantor/political project timetable 
expectations. 

Corporate 
Finance: 

• Lower transaction costs because 
credit risk assessment is based on 
sponsor credit rather than complex 

• Places sponsors’ assets/balance 
sheet at risk 

• Lower debt to equity ratios 

                                                 
67 Adapted from various sources but principally Yescombe, (2002). 
68 The degree of protection afforded by project finance structures varies between legal jurisdictions 
69 Underinvestment Bias: High proportions of debt increases a company’s management reluctance to finance low 
risk positive NPV projects as smaller returns belong almost entirely to lenders.  Similarly, other high risk positive 
NPV projects may be foregone because of the risks they pose to managers. Project finance can achieve higher 
leverage to enhance returns of smaller NPV projects and can also protect management’s interests by partially 
insulating them from potential downsides of riskier projects (Yescombe 2002).  
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Financing 
Structure 

 

 
Advantages 

 
Disadvantages 

project credit risk 
• Simpler, easier to obtain and faster 

to structure than project finance 
• Requires smaller amounts of due 

diligence and associated time 
because of additional security 
provided by sponsors’ balance 
sheets 

• Depending on sponsor’s credit 
rating, may offer lower margins on 
debt 

• Offers greater flexibility to 
accommodate changes (such as 
renegotiations) 

• Typically available only for smaller 
investments(sponsor not willing to 
accept larger risk) 

• Project is not isolated from sponsor 
credit profiles and vice versa 

• May limit public control over 
refinancing activities and prevent 
public sharing in refinancing gains. 

• Public authorities may realize fewer 
benefits related to project 
transparency compared to project 
financeFout! Bladwijzer niet 
gedefinieerd. structures. 

7.4 Typical financing structure of a long term PPP agreement  
 

As discussed above financing for water PPP projects usually take the form of project finance 
structuresFout! Bladwijzer niet gedefinieerd.. Project finance structures involve a Special 
Purpose Vehicle (SPV, an independent legal entity established for the purpose of undertaking 
the project) into which lenders and project sponsors contribute debt and equity to fund 
project costs (Yescombe 2002).  The figure below shows a typical representation of a 
financing structure for a long term water and wastewater PPP scheme. Characteristically, the 
Special Purpose Vehicles are legally separated from project sponsors. The Developer of a 
concession type or any other form of long term PPP scheme will be legally a separate 
company from the international parent company. If things go wrong, the extent of the parent 
company’s losses is the equity it invested in the Developer.   

Initial lender due diligence and subsequent monitoring can enhance project transparency and 
quality.  Since banks or other lenders may require significant changes to a project’s structure or 
agreed risk allocation before committing financing it is recommended that they are consulted 
as early as possible in the procurement process.  Although these changes can help rationalize 
risk allocations, they can take considerable time to negotiate and agree, as well as damage 
project and grantor credibility, which is why it is so important to focus, from project 
inception, on developing a project structure that is bankable.  In this respect, it will be 
invaluable for public authorities to hire experienced transaction/financial advisors who are 
familiar with taking PPP projects to market and financing them (typically investment/project 
finance banks or in some cases IFIs). 

Project financiers will look to the balance between sponsor equity and debt financing (gearing) 
in a particular project. The project’s gearing will reflect: 

• How much debt can project cash flows support? 
• How risky or uncertain are the project’s cash flows (market risk)? 

Although many project financings aim to maximize gearing (debt is typically cheaper than 
equity), equity requirements are never the less usually substantial to ensure that the sponsor’s 
commitment makes it too costly to withdraw its support when the going gets tough. Debt to 
equity ratios of 75:25 or 70:30 have been common, although some, more conservative, export 
credit agencies have sought lower gearing (60:40). Lenders and Grantor want to know that the 
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parent or sponsor company is truly committed to the operation, and will provide sufficient 
funds to fix things which go wrong.  To ensure this, governments may require that at least a 
specified amount of equity is injected into the SPV, or that the parent company guarantees the 
obligations of the concession Developer up to a specified level. It is good practice to ensure 
that the concession company has enough equity or parent company guarantees to remain 
viable70 even if things do not go as expected (see Ehrhardt and Irwin 2004).  More risky 
project structures (eg typical full concession type PPP agreements) are also likely to induce 
lenders to insist on lower gearing, as well as to increase the cost of debt – a ‘double-whammy’ 
effect on increasing project costs. 

 

Figure 13: Typical financing structure 
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Risk allocation and the certainty of project cash flows will determine the nature and amount of 
debt that projects can support.  Spreads on project debt will also reflect perceptions of 
riskiness in addition to general market conditions at the time of issuance. Higher leverage for 
water PPP projects with riskier cash flow characteristics is a recipe for disaster, assuming that 
sources of debt and equity are even available on this basis.  

International commercial lenders are also increasingly conscious of the social and 
environmental impact of projects they lend to. Over 60 of the world’s leading financial 

                                                 
70 It is important to note that in interviews undertaken with Severn Trent Water International (UK), Veolia 
(France), Ondeo (France), Biwater (UK), Cascal (UK-Netherlands), Odebrecht (Brazil), and Gelsenwasser 
(Germany) within a period from 2006 to 2009, these international player are not willing to effectively ‘bet the 
(parent) company’ on a single contract. It is therefore important to  take into account the willingness of 
Developers to bear risk, and accept that Developers will need to limit their risk to a specified level.  It is not good 
practice to seek unlimited parent company guarantees, since few Developers would be willing to bid in such 
circumstances.   
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institutions have now adopted the Equator Principles, a voluntary set of guidelines in financial 
industry to determine, assess and manage environmental and social risks in project financing. 
These Equator Principles Financial Institutions (EPFIs) have consequently adopted these 
Principles in order to ensure that the projects they finance are developed in a manner that is 
socially responsible and reflect sound environmental management practices. Water PPP 
projects will, therefore, need to have been the subject of environmental and social impact 
studies and public consultation prior to launch in order to attract financing from these 
institutions.  

7.5 Public Funding, Support and International Funding Institutions 

As discussed, depending on the type of PPP structure chosen there will be a lesser or greater 
level of support required. As the provision of water services are public in nature, are of high 
political sensitivity and are vital for human subsistence, most water PPP services require some 
direct or indirect form of public support. This section provides a non exhaustive list of some 
possible forms of public support. 

Capital grants and Public ‘soft’ loans. The upfront capital costs required to construct new 
water systems are typically in the hundreds of millions of dollars. However, the tariff revenues 
generated from customers are often too small to service the costs of project debt required to 
construct a system’s infrastructure.  Accordingly, the Grantor may opt to incorporate an 
element of capital grant designed to offset the private sector’s initial construction costs and 
associated ongoing debt repayment obligations. Reducing debt service during operations 
enhances the stability of concession Developer companies and helps to prevent default, which 
is often costly to public partners as well.  Determining the appropriate level of capital grant 
and defining appropriate construction milestones is a challenge for project planners.  Too 
much capital grant can reduce risk transfer to the detriment of value for money incentives 
when private partners do not have sufficient ‘skin in the game.’  Conversely, insufficient 
capital grants can result in potentially unstable concession companies and correspondingly 
large risk premiums ie poor project bankability. 

Lending public money to private partners at concessionary interest rates can help overcome 
disadvantages resulting from the private sector’s higher cost of capital.  Preserving appropriate 
risk transfer to the concession company requires careful consideration when projects 
incorporate public financing.  To protect public interests and ensure rational risk allocations, 
there is an argument that public loans should be senior in the project’s capital structure and 
should benefit from appropriately large junior debt / equity cushions. Private lenders may, 
however, have an issue with such an approach to funding structuring – in this respect it is 
important to clarify and agree whether the intention is that the public loan will be treated as a 
‘quasi-grant’ (which should be subordinated  to senior debt) or not.  Ideally substantial 
amounts of private financing should still accompany public loans to take advantage of private 
lenders’ due diligence and subsequent oversight.   

Exemptions from taxes and import tariffs. Exempting developers from selected import and customs 
tariffs and local and national taxes (eg tax holidays) can reduce costs to public institutions and 
passengers.  In most cases such waivers will require legislative acts or close coordination 
between public agencies.  Early planning for exemptions and their associated legal 
requirements is essential for ensuring timely project completion.  In addition, public 
institutions should carefully consider the ‘value for money’ associated with long term tax 
exemptions (especially on corporate income).  Existing tax codes and accounting practices 
may already provide large tax shields in early years through depreciation and interest expense 
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deductions.  Providing tax breaks in later years as well may reduce incentives for further 
capital investments as well as reducing potential public revenues. 

Loan guarantees. Public guarantees (sovereign, municipal etc) aim to improve project bankability 
and to reduce the cost of debt for private concessionaires.  In some cases lenders may not 
finance a project without the provision of such guarantees, especially where the 
creditworthiness of the Grantor is deemed deficient. However, ‘wrapping’ project debt with 
the full faith and credit of public institutions comes with a measure of caution regarding risk 
transfer and private incentives.  Planners should ensure that public guarantees on senior debt 
benefit from adequate cushions of equity capital at risk.  Contingent liabilities associated with 
guarantees should also be priced into any ‘value for money’ analysis and should be 
transparently disclosed. 

Equity contributions. Contributing public equity capital to water concessions aims to align public 
and private interest in a system’s financial success.  Sharing common equity can also provide a 
mechanism for public influence on operating and investment activities.  Public equity is often 
contributed “in kind” through public asset transfers for brownfield concessions, or through 
capitalization of capital grants. However, the drawbacks of public equity ownership often 
outweigh its benefits.  Reduced risk transfer and increased likelihood of political influence can 
harm water operations and compromise private incentives to perform; the shareholders’ 
agreement must specifically and explicitly addresses these issues where such a structure is 
being contemplated.  Differences between public and private shareholders can result in 
conflicting strategies or incoherent company objectives.  

Export Credit Financing. Export credit agencies (ECAs) exist to promote and facilitate the 
foreign investment and export of goods and services of their particular nation’s companies.  In 
water projects ECAs have commonly supported the financing of imported rolling stock and 
associated signalling/communication systems. A number of ECA’s can provide project 
financing through banks or directly to the buyer via guarantees to the buyer’s bankers. ECA 
financing can take the form of loan guarantees, political risk insurance, concessionary lending 
or working capital guarantees.  In some instances, ECAs require matching contributions from 
private lenders.  Most ECAs from OECD countries abide by the “Arrangement on Officially 
Supported Export Credits” which sets upper limits on the amount of assistance that foreign 
governments can offer in support of their exports.  ECA financing may be particularly useful 
when local credit markets are underdeveloped or when sovereign risks reduce the 
attractiveness of private finance. 

Where local public resources are lacking, support may be available through multilateral or 
bilateral development institutions.  Historically the World Bank, IFC, ADB, EIB, MIGA and 
EBRD have been active MLA project financiers. Most of these organizations operate 
exclusively within developing countries.  Multilateral and bilateral financial institutions may 
offer support through:  

• Loans (potentially to both projects and governments) 
• Grants 
• Equity investments 
• Guarantees on debt and equity 
• Advisory services 

Multilateral and bilateral support can help to make water PPP investments more financially 
viable and provide developers and lenders with additional comfort on political/regulatory 
project risks.  However, working with these institutions may also lengthen the project 
development process or constrain policy discretion.  They may be very demanding in terms of 
environmental and social safeguards requirements, or impose stringent procurement 
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procedure requirements. Multilateral and bilateral financial institutions with strong 
development mandates may also be able to help planners determine whether a water PPP 
would be a sound policy consideration, as discussed in Chapter 1. 

7.6 Considering and Valuing Contingent Liabilities 

Risks associated with private sector participation in water PPP projects invariably create 
contingent liabilities that can influence the amount of public support services may require.  
Contingent liabilities typically relate to the provision of public guarantees, but also reflect 
other potential public sector obligations that do not appear or are not accounted for in public 
budgets and accounts. Intuitively, public institutions should plan to cover the expected value 
of such liabilities as part of their efforts to budget for system affordability.  This can be 
accomplished either by verifying sufficient budgetary ‘cushion’ in later years or by setting aside 
appropriate amounts of reserves when future budgets are uncertain.  Proper budgeting is 
challenging to achieve in practice as contingent liabilities correspond to uncertain cash flow 
events and public funds have some opportunity cost associated with them.  Allocating 
excessive reserves to cover such expenses may divert public funds from other important uses.  
Conversely, allocating insufficient reserves may strain future budgets in periods where 
expenses occur.  This can prevent public authorities from meeting contractual obligations or 
from making necessary investments to ensure quality serves.  Correctly valuing contingent 
liabilities is therefore a critically important funding consideration for public institutions.  
Methods for valuing contingent liabilities include: 

• Actuarial or Statistical Techniques: these techniques use historical data and current 
trends to estimate future losses related to uncertain events.  The application of 
actuarial techniques is limited by the availability of historical data and their failure to 
explain the patterns behind losses which they predict. 

• Econometric Models: unlike actuarial techniques, this method identifies factors which 
drive future losses.  By forecasting future changes in those underlying factors, 
econometric models endeavour to predict future loss distributions.  For example, 
econometric models can be used to calculate government exposure on a direct loan to 
a private Developer by forecasting those elements which potentially drive default and 
the corresponding risk of loss, or early repayment and associated reinvestment risk. 

• Contingent Claims Analysis: this method can be particularly useful when historical 
data is lacking or when planners seek to evaluate a single specific element within a 
larger collection of risks.  Contingent claims analysis employs many of the same 
techniques used to value financial options by identifying elements of within larger risks 
that have option like cash flow features.  For example, the value of a direct loan with 
risk would be deemed equivalent to the value of a risk free loan less the value of a ‘put’ 
option on the borrower’s default (Lewis and Mody, 1997). 

 

7.7 Hedging 

Hedging instruments provide mechanisms that help public authorities and private developers 
manage financial risks associated with specific liabilities (both contingent and otherwise). 
However, such instruments provide counterparties with certain rights and / or obligations at 
some future date. Hedging is a common feature of water PPP projects and is often used to 
offset exposures to:  
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• Foreign currency movements (eg swap and forward contracts/options)  
• Large purchases of raw materials and other project inputs (eg forward contracts for 

steel and  concrete) 
• Interest rate movements (eg swaps) 
• Counterparty risks (eg credit default) 

Deciding when and how to hedge certain project risks requires careful consideration of 
associated costs and benefits.  Whenever projects procure hedging instruments from 
international markets, planners should ensure that: 

• Prices are fair and competitively obtained (see case example below) 
• Purchased hedges offset a risky exposure.   
• Hedging instrument covers are purchased in appropriate amounts. 

It should be noted, however, that hedging comes at a significant cost, with commercial lenders 
often earning as much from hedging instruments as they do from the project loans. Planners 
should, therefore, endeavour to construct natural hedges that eliminate risky exposures 
altogether when circumstances allow.  For example, when lenders can provide loans in local 
currency, projects can match revenues with debt service payments avoiding the need for 
expensive currency swaps or the need the public sector to bear foreign exchange currency risk. 
Chapter 4 discusses many of the risks that planners may want to consider hedging. 

7.8 Refinancing 

The capital and debt structure of a project can significantly affect both investor returns and a 
concession’s financial risk profile.  Striking the balance between stability and appropriate rates 
of return usually occurs towards financial close when lenders conduct extensive due diligence 
and also specify restrictive covenants on project debt to minimize default risk.  However, 
market conditions and a project’s credit profile are rarely constant throughout time.  
Favourable changes in either of these factors may provide for additional value capture by 
opportunistically altering elements in a project’s capital or debt structure.  For example, a 
concession company may be able to extend the maturity of project debt (within the 
constraints of the term of the PPP contract) and/or reduce interest rate margins and/or 
replace the hedging instruments.  This could reduce the debt repayment profile, leaving 
additional cash free for paying dividends or making investments in service improvements.   

The length of most water concessions allows ample time for potentially valuable refinancing 
during a project’s life as risk profiles or credit market conditions change.  Post-construction 
refinancing is relatively common and typically planned, and recently is often built into the 
original financing as a margin ratchet.  However, other opportunities for refinancing could be 
less predictable.  This may be especially true in rapidly developing countries where sovereign 
risk spreads hopefully contract over time to reflect improving governance, increasingly stable 
macroeconomic conditions, or developing local capital markets.  Financing terms may 
similarly become more favourable when systems demonstrate several years of sound 
operations and timely debt service or when contracting authorities show competence at 
managing privately financed infrastructure projects.  In practice, the opportunity for later stage 
refinancing often arises from a combination of public and private efforts.  When not originally 
planned, some structure for sharing these unexpected ‘refinancing gains’ between public and 
private partners is therefore reasonable to include in a well crafted concession contract. 

Profit maximizing developers and investors would naturally pursue refinancing whenever 
gains sufficiently exceed associated costs (eg transaction fees, additional financial risk, hedge 
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breakage costs etc.).  However, the benefits of refinancing decisions for public institutions 
may be less clear given different policy objectives and reduced appetites for risk.  In addition, 
refinancing may limit a project’s flexibility or may create additional termination liabilities for 
contracting authorities.  Value for Money analysis should precede any agreement to changes in 
a project’s capital structure.  Well designed contractual arrangements should therefore also 
include mechanisms for dealing with refinancing opportunities that may be in both the public 
and private interest.  

 
 

7.9 Summary and Conclusions 

In this chapter I have examined the different contractual arrangements for private sector 
participation that can effectively prescribe the funding and financing mechanisms for water 
PPP projects.  The majority of project financiers will look at the proposed transaction 
structure and try to find a funding structure that best fits. This in turn can have significant 
impacts on other important considerations such as affordability, value for money, risk transfer 
and overall project feasibility.  As financial close usually occurs later in a project’s 
development cycle, planners will inevitably be challenged to anticipate the implications of their 
decisions prior to receiving final investor feedback.  Indeed, it should be borne in mind that 
sometimes the project may need to be restructured to suit funding requirements. 
Understanding the basic financial considerations of water PPP projects is therefore essential 
when seeking to align financing implications with public interests during early planning stages. 

It is also important for public authorities to appreciate that private capital comes with an 
expectation of reasonable return.  Rational, profit maximizing developers and investors are 
prepared to take risks only if they expect to earn commensurate rewards.  Planners must 

Box 6: Refinancing Gain - HM Treasury 

The United Kingdom’s HM Treasury Department provides detailed guidance on refinancing and arrangements 
for sharing in version 4 of its Standardization of PFI Contracts guide.  Specifically, the Treasury in the October 
2008 Amended Refinancing Provisions, states that the grantor (“Authority”) is entitled to between 50% and 
70% of such refinancing gains depending on the amount and kind of gains generated, and subject to the 
Authority’s approval and value for money analysis.  Transactions where sharing may be warranted include: 

1. Reduction in interest margins; 
2. Reduction or release of reserve accounts; 
3. Release of contingent junior capital; 
4. Extension of the maturity of debt; 
5. Increase in the amount of debt; and 
6. Refinancing undertaken without the direct involvement of the Contractor. 

HM Treasury also mentions that certain transactions should not require an authority’s consent and likewise 
would not require any form of sharing.  These include: 

1. Disposal of junior capital, which in terms of rights is equity in all but name. 
2. Refinancing agreed in the project’s base case financial plan; 
3. Transactions originally taken on a corporate finance basis; 
4. Gains on interest rate hedging; 
5. Changes in taxation or accounting policies; and 
6. Qualified banking transactions such as syndication or securitization of loans. 

Considerable analysis should precede an agreement to refinance any portion of a project’s capital structure.  
HM Treasury recommends that contracting authorities should diligently analyze how refinancing can 
potentially increase termination liabilities or otherwise impact the operational / policy flexibility of contracts.  
More information from HM Treasury can be found at: www.hm-treasury.gov.uk 
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consider how private investors will recover normal returns throughout project development 
and implementation.  Public-private partnerships are never free, and failing to understand the 
need for reasonable rates of return can render projects financially non-viable or result in 
underinvestment during subsequent stages of operation and maintenance. 

I recommend that policymakers understand the implications that project structure has on 
funding and finance and underline that this is a critical component of effective planning. I 
discuss the concept of ‘bankability’ in reference to investor/lender sentiments and their 
willingness to commit debt or equity capital toward a project. I emphasise the importance of 
realizing that considering bankability goes beyond financial analysis alone and should include 
much larger project considerations. I explore how to structure finance for water PPP projects 
and discussed the merits and limitations of the different financing techniques available. In 
addition, I examined the role of public support and bilateral and multilateral financial 
organisations and the possible forms this may take, depending on the type of PPP structure 
chosen.  Finally, I end with a discussion on the consideration and valuation of contingent 
liabilities along with other risk management techniques and refinancing. 
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8. GENERAL 
PROCUREMENT 
ISSUES OF PPP’S 

8.1 Introduction 

This chapter takes an overview of key issues to be addressed for selection and award of a PPP 
agreement to a suitable Developer to implement the chosen long term water PPP agreement.  
Given the size and complexity of water PPP projects, the chosen procurement method has 
not only to meet local procurement standards but generally will need to be adapted to satisfy 
international norms and standards, to ensure effective involvement of financing institutions 
and developers.  The overall aim is to establish an effective method of selection of a long term 
Developer that is financially, technically and operationally capable of development and long 
term operation of an effective water system under the PPP agreement. I focus on a 
competitive bidding approach, but note some key issues of other procurement approaches. 
The selection criteria and assessment methods are considered to be issues to be established at 
an early stage in the process. Furthermore, given the nature of development of water PPP 
schemes, there is a benefit in having continuing stakeholder consultation throughout the 
procurement process, with the aim of development of the most optimal scheme. In this 
chapter I show how the procurement process can be managed from initial survey of interest, 
through to final bidding, negotiation and award of a PPP agreement and achieving financial 
close. Finally it must be noted that this chapter provides the backdrop and general principles 
for the recommendations that are made later on in chapters 12 and 13 related to dealing with 
imperfect data and improving the overall sustainability of long term PPP agreements.  

8.2 Principles for Good Procurement and Managing the Bidding 
Process 

“Proper planning prevents poor performance” 
The selection process is intended to achieve efficiency and maximize value for money within a 
dynamic and flexible environment. Conducting a selection process requires a balancing of 
control, flexibility and efficiency. The major parties involved in the tendering procedures, the 
Grantor, the bidders and the public will require assurances that the process has been carried 
out with transparency and that competition amongst bidders has obtained the best price and 
that the project will deliver value for money and quality service. The winning bidder will likely 
present the most economically advantageous offer, provide adequate price/service certainty 
and appropriate risk allocation.   

According to brook and Cowen (2002), the key considerations governing the award of public 
contracts are as follows: 

Competition amongst bidders injects efficiency into the process by allowing market forces to 
mould the procurement approach selected by the Grantor. The aim of a bidding competition 
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is to reduce the price of the project and to induce firms to offer best technical and financial 
solutions. Bidders are aware of the other competing firms and each firm or consortia will 
compete by reducing its price and improving its technical and financial proposals in order to 
be selected for final negotiations. Price is not the only consideration. The competitive process 
can spur greater innovation on the part of the bidders and this can only benefit the Grantor by 
providing it with technical and financial solutions that otherwise may not have been presented 
in non-competitive tendering. 

Economy and Efficiency: The competitive bidding allows the selection of the Developer best able 
to deliver a high quality service (including all investments required) at the most cost effective 
or most commercially attractive proposal. Promoting competition between bidders is the most 
effective method to achieving this economy. The competitive approach can also be used to 
develop most effective technologies and operational methods71. 

Integrity and Fairness: The selection procedure should be clear and transparent and should 
ensure equal treatment of all bidders. Bidders can spend substantial amounts of time and 
money on preparing bidding packages and most will do so with confidence in the integrity of 
the selection procedures. Bidding firms are likely to decline to participate, or will price in the 
higher risk of participation into their bidding package, where they not sure of the fairness of 
proceedings. The confidence of participants will be bolstered by an approach that is developed 
to show fairness, and also has confidentiality mechanisms that protect the information detailed 
in the bids. Assurances should be made that no information will be disclosed to competing 
bidders and that all negotiations or discussions will be confidential (UNCITRAL, 2001). Any 
form of abuse, either by firms participating in the process, or by the parties administering it, 
should not be tolerated and a clear system of sanctions will demonstrate the integrity of the 
approach. 

The transparency of the bidding process, the way that it is administered and the scope, 
requirements, pricing and technical specifications should be clearly detailed (Dinar and 
Subramanian, 1997). Not only does this reduce the need for clarifications during the process, 
but allows the bidding firms to generate a clearer view of the risks, resource commitment and 
costs involved in participating in the process. By giving every potential bidder the same 
information on the Grantor’s requirements, the costs of bidding and the probability of 
winning become much more calculable, increasing the number of potential bidders and 
increasing the competitive environment. The Grantor should ensure that all procedures 
governing the selection of the Developer are transparent and fully disclosed. Transparency in 
tendering procedures can improve competition and reduce unexpected costs. It also serves to 
mitigate potential corruption. A clear record of the selection proceedings will assist 
transparency and accountability, and help reduce potential disputes. Transparent tendering 
procedures can also attract the interest of non-traditional investors, increasing the potential 
sources of finance for bidders. 

Managing the Bidding Process 

A competent and efficient procurement management team, linked to careful planning and co-
ordination of the procurement process, will ensure success of the selection proceedings. My 
research suggest the need for the Grantor to establish a strong bid management structure able 
to handle the complexities of procuring the project and managing the bidding process The 

                                                 
71 Excessively costly and burdensome selection procedures can act to dissuade bidders from participation in the 
proceedings, as well as being a burden on the Grantor, and therefore selection procedures should be designed to 
select a Developer within a short period of time, with minimal administrative burdens and at a reasonable cost to 
both Grantor and the bidders. 
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Grantor should ensure that suitable administrative and personnel support is provided to 
undertake the chosen selection procedure. I would strongly recommend that representatives 
from key public agencies should form a steering committee to oversee the execution of the 
process72. Furthermore, I would recommend: 

Appointment of Award Committee: The Grantor should establish an award committee that 
will be responsible for evaluating the proposals and making recommendations on selection. 
The committee should ensure a fair, transparent and efficient procurement process, executed 
in accordance with local and international laws and regulations. The composition of the 
committee is decided by the Grantor, with members of suitable standing and skills. These will 
be supported by suitable technical, operational, legal and financial staff. Outside expertise will 
be critical in providing knowledge and expertise to establish the water PPP scheme. The 
advice of independent experts or advisers to help determine the evaluation criteria, 
performance indicators and specifications and preparing the bid documentation may be 
sought73. The responsibilities of the committee include overseeing the bid management team 
in: drafting bid documents, identifying short listed bidders, and identifying the winning bid. 
However, it must be noted that a separate team may be required to finalize negotiations with 
the winning bidder. 

Use of Advisers: As mentioned before it will be important that the Grantor has appropriate 
financial, technical, operational and legal support. Demand analysis is a key area where 
external technical advisor participation is often crucial.  Technical support is required as well 
in: 

• Preparation or review of construction costs and assumptions for the feasibility review.  
• Drafting output specifications and risk analysis 
• Structuring the technical aspects of the bid documentation 
• Evaluation and negotiation of the technical aspects of the bids.  
• Design review 
• Construction supervision 

External legal advisors can assist on specialized legal aspects of the project and particularly in 
drafting the PPP agreement and all bid documentation, and, together with the Grantor, 
ensuring that the bidding procedure fits with relevant procurement legislation (Basañes, et al, 
1999). 

Market Sounding is the process of assessing the reaction of all potential bidders to a proposed 
project and procurement approach before formally initiating a procurement process. Market 
sounding helps to establish the existence of a market for the proposed project, level of 
investor interest and project feasibility. It helps to obtain feedback on basic fundamentals of a 
project and its key constraints (Yescombe, 2002). If the project’s financial model is shared 

                                                 
72 My research reveals that time and money should be invested into proper procurement preparation. When badly 
conceived, tendering processes can lead to delays and wasted capital. An example of this is the failed bidding 
procedure for a lease type PPP agreement in Dar es Salaam, Tanzania which was re-bid twice before Bidders felt 
confident the procedure was well enough designed and has a reasonable risk allocation for them to spend money 
and resources in bidding the project. The Grantor should ensure that, prior to beginning the process, it has 
conducted a thorough review of the project in detail, of the potential risks, the design requirements and that the 
project will deliver value for money. Thorough project preparation will reduce the bidding costs for potential 
Developers, increasing the number of parties able to participate, the level of competition and so reducing the 
cost of the project to the Grantor. 
73 Other advisers and consultants may be hired to assist the Grantor in the evaluation of proposals and drafting 
and negotiation of the project agreement. Financial, technical and legal advisors should generally be selected on a 
competitive basis, and should demonstrate that they have the skills relevant to the scope of the work. 
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with the potential pool of bidders, insight on commercial viability can be sought74. However, 
the focus of market sounding should be to obtain information on: the following key areas: 
Feasibility – whether the proposed project is feasible, experience from other similar projects; 
Capability & Capacity  – whether potential bidders are able to execute the project; Maturity - 
whether there is an established market for the requirement and whether a competitive 
procurement could be held. 

It is recommended that the market sounding process be open and that all participants are 
treated with equality and fairness. Giving any potential bidder an inside advantage must be 
avoided to preserve a level playing field.  Market soundings can range from a request for 
comments, to a full market-testing questionnaire, through to ‘road shows’ or meetings with 
potential bidders to address key issues that may help optimize project design and 
implementation. 

8.3 Selection Criteria & Bid Evaluation 

Contracting authorities seek bidders with proven experience and capability in the service being 
tendered. As discussed above, my research suggests that the award of public contracts is best 
achieved through methods that promote competition among a range of bidders within 
structured, formal procedures. Competitive selection procedures generally provide optimum 
conditions for competition, transparency and efficiency. 

Competitive selection is generally carried out in two stages: 

a) Prequalification of suitable bidders 
b) Formal bidding,  and selection of the winning bid 

Contracting authorities should decide the methods, principles and scoring process and 
weightings before starting the selection process. Contracting authorities need to indicate the 
broad evaluation framework to the bidders in order to maintain transparency and to increase 
bidder’s confidence. It may also be necessary to train staff in reviewing bids in order to 
maintain consistency in the evaluation process. 

In this chapter we consider evaluation at both pre-qualification and bidding stages. 

Selecting Criteria for Competitive Bidding 

The complexity of many infrastructure projects requires contracting authorities to design 
evaluation systems to compare proposals from different bidders. Bidding packages which have 
passed the threshold of quality and technical aspects can be judged solely on the single factor, 
such as a global price offered for the construction works and long term operation, or some 
basket of financial measures. However, price alone should not be the sole determinant. 
Privately financed infrastructure projects are expected to be financial self-sustainable, 
maximizing recovery of the development and operational costs from the project’s own 
revenue, and optimizing amounts of subsidies needed. The Grantor will therefore need to 
analyze the suitability of the technical elements and the commercial and financial feasibility of 
the project, the soundness of the financial models and of the bidding proposals (Vives, 1997). 
The manner in which the winning bid will be selected must be determined prior to the 
tendering process. The most common system uses the following evaluation procedures: 

                                                 
74 One approach is for the Grantor to calculate the comparable cost for the public sector itself to construct and 
run the project in order to ascertain a ‘public sector comparator.’ This comparator can be useful as a 
measurement standard for assessing bids and provides another method of ascertaining value for money. 



  134

• Prequalification – Firms interested in the project are required to establish technical 
competence and financial viability. The purpose is to limit the field of applicants to 
those that meet the minimum requirements to participate in a competitive award 
process. The Grantor reviews the information and selects a short list of firms invited 
to participate in the next stage.  

• Evaluation of technical proposals – Technical proposals are submitted on how the 
Developers would execute the project and further technical and financial capacity 
information is submitted. Grantors establish technical evaluation criteria by which to 
assess the proposals. Bidders have to achieve a minimum score according to the 
criteria to be chosen to participate in the next stage. 

• Evaluation of financial proposals – financial evaluation criteria are then used to assess the 
bidders’ financial proposals. The bidder with the best financial proposal is then 
awarded the PPP agreement. 

The technical evaluation criteria determine the fitness of a bidder to undertake the project if 
selected. The criteria are used during the prequalification and the technical evaluation stages. 
As a pre-qualifying test, a bidder’s operating capacity may be evaluated by investigating the 
bidder’s previous experience with similar projects, its human resources and technical 
capability. Financial capacity can be established by analyzing the bidder’s financial statements 
and whether other financial institutions are supporting its bid. The financial capacity of the 
bidder evaluated at the initial stage only to see whether he has the resources to carry out work 
of the size and complexity of the proposed water PPP scheme (Klein, 1998b). 

Common quality criteria include: 

• Technical skills 
• Personnel skills 
• Management team 
• Supply chain management 
• Methodology 
• Environmental criteria 
• Relevant experience 
• Past performance 

At the final bid stage more specific technical evaluation criteria are required, specifically 
related to the detailed water scheme and the type of PPP agreement. Depending on the type 
of PPP agreement being bid, so will the emphasis of the technical evaluation differ – for a 
PPP agreement the Grantor will be more concerned with the construction, and operations and 
maintenance and extension plans included in the bids; while for a management contract, the 
evaluation will focus more on the quality and expertise of the management personnel, 
management style and systems. Operational and capital works investment issues are the main 
focus of the technical proposal. Financial information on the bidder’s working capital and 
investment plans may also be included to ensure sufficient resources will be available. 
Technical evaluation of proposed business plans involves a great deal of discretion and 
judgment, and care needs to be taken to ensure continuing transparency of procedures. The 
Grantor can liaise with bidders on the technical and service requirements before finalizing a 
technical package to be bid on75. 

                                                 
75 Many contracting authorities have opted for a process in which all the bidders bid on the same technical 
specifications or service requirements and the evaluation is solely based on the financial proposal. 
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The Developer’s financial proposal will need to assure the Grantor that sufficient financial 
resources will be made available to ensure that the technical proposal can be carried out. This 
will be evaluated on the strength and deliverability of the financing plans, equity and debt 
providers’ levels of commitment, and the risk allocation terms. Criteria required for financial 
evaluation can include: 

• Customer/ Developer tariff required/Subsidies payable  
• Upfront fee, periodic lease payments, or concession payments to the Grantor. 
• Price for shares or assets to be sold 
• Capital investment committed by the Developer 
• Service Quality targets 
• Service or management fees payable to the Developer 
• Subsidy payable to the Developer 
• Subsidy payable by the Grantor. 

8.4 Prequalification 

With the size and complexity of privately financed infrastructure projects, the Grantor may 
decide to limit the number of bidders from whom more detailed proposals will be requested, 
to only those which satisfy pre-qualification criteria. Pre-qualification is selection of suitable 
bidding firms from among all interested parties, involving evaluation of bidders’ qualifications 
and resources, as well as technical and financial capacity for handling the project 
(Klein,1998b). Those bidders who qualify can be selected to take part in the tendering phase. 

The prequalification process is also beneficial in helping to simplify the final bid selection 
process, since assessment of ability and capacity to perform will not be required again. The 
prequalification process has the benefit of helping the Grantor focus on development of the 
project details on a clear and effective way, and the process can be used to get industry input 
in doing this. My research suggests that key documents issued to potential bidders at the pre-
qualification stage can include: 

• Background information memorandum on the proposed project 

• Bidding process instructions and bidding selection criteria 

• Prequalification questionnaire for all potential bidders  

Prequalification Questionnaire: A key purpose of the pre-qualification questionnaire (PQQ) is not 
only to ensure the potential bidders’ capacity, but also to be used as an evaluation tool used to 
reduce the number of bidders invited to tender down to a manageable amount. The Grantor 
will evaluate the completed questionnaires and exclude the bidders who do not meet the 
minimum requirements of suitability (Office of Government Commerce 2005). The pre-
qualification questionnaire explores: 

• Business Activities – the bidders’ previous experience and expertise in the field 

• Financial Information – the bidder’s financial health and whether there are any risks to 
satisfactory contract completion. Information on the bidders’ capacity to raise finance 
and the type of debt to be raised will also be critical. 

• Legal Information - The legal status of bidding firm. 

• Resources – Quality of the personnel involved in the project. 
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Road Shows: Before launching a pre-qualification process, Governments (aided by their 
advisors) generally undertake a ‘road show’ to promote the potential transaction and review 
the level of investor interest. By meeting potential bidders, contracting authorities can set the 
criteria to ensure that there will be a sufficient number of bidders based on their knowledge of 
investor interest and the technical and financial characteristics of potential bidders 
Public Notification and Prequalification: In the interests of transparency and competition, the 
invitation to the pre-selection proceedings should be handled in a manner which attracts the 
broadest possible interest to ensure a competitive selection process76. The invitations should 
be published domestically and internationally in order to foster interest at home and abroad. 
The procurement process generally begins with a public notification in electronic and 
traditional media outlets stating the details of the tender opportunity. The details of the 
notification will adhere to the requirements of the country’s procurement laws and will 
contain information on the project with a request for qualified companies, groups, or 
consortia to participate in the tender process. Companies expressing interest in the invitation 
are then sent prequalification documents.  

The pre-selection documents should contain clear and concise information detailing the 
precise infrastructure to be built and the specific requirements expected of the selected 
Developer, the financial structure and a summary of the terms of agreement envisaged by the 
Grantor. 

Pre-selection Criteria: Bidders should be required to demonstrate that they possess: 

• The technical and professional qualifications 

• Financial and human resources 

• Managerial capability 

• Reliability and experience 

• The specific criteria required for large scale infrastructure projects such as an water 
scheme include: 

o Experience managing financial aspects and experience operating infrastructure 
services under public regulatory oversight (proven through quality indicators 
of their past performance in previous projects); 

o The experience of the key team members to be involved in the project; 

o Organizational ability (experience in construction, operation and maintenance); 
and  

o Financial sustainability (demonstrated by the amount of equity the bidder is 
willing to provide and the support of financial institutions defending the 
financial standing of the bidder). 

The challenge is to identify the right parameters by which to judge quality. Performance 
criteria may also be utilized which allow bidders to demonstrate a minimum level of efficiency 
in their relevant operations elsewhere.  

                                                 
76 In discussions with Mr David Stiggers, an experienced transaction adviser in the water and wastewater sector 
(February 2009), he strongly recommends that the Grantor only prequalifies firms with a track record and 
reputation at stake. Firms with experience will have observable PPP agreement behavioural patterns and 
therefore evidence of ‘low-balling’ in their past can be factored into the bid evaluation. 
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Dealing with bidding Consortia: The prequalification process should be designed in such a way to 
ensure the participation of the broadest range of local and international companies with 
relevant experience in the field. The number of firms experience in building and operating 
water and wastewater services is relatively small and in most cases contracting authorities will 
be faced with consortiums of real estate developers, rolling stock providers and construction 
companies. Developer consortiums seek to offer the full range of expertise and experience. 
Grantors should be careful to evaluate the full financial capacity of the consortium and 
whether there is a track record of the component firms working together in the past. There is 
a need to assess the forms of any joint ventures that have been established to make the bid 
and the likely effectiveness of their varying types of equity or sub contract structures. 

One firm should be designated as the spokesman for the entire consortia for the purpose of 
efficiency. It is recommended that the Grantor oblige the members of the consortia to sign an 
agreement committing them to remaining in the consortia in the event of their selection. The 
Grantor may also stipulate that the members of the winning consortia create a special purpose 
vehicle to carry out the entity. 

Evaluation of Pre-Qualification Responses: The Grantor should create a framework to evaluate the 
responses to the questionnaire using a pre-determined scoring matrix that determines the scale 
by which each component of the questionnaire will be graded and the level of importance to 
the Grantor (the weighting) that is to be applied. 

Generating a Shortlist for Bid Selection: Potential bidders will prefer smaller short lists due to the 
increased probability of winning the competition. Some past experience evaluated as part of 
this research shows that some bidders may withdraw from the process if too many other firms 
are prequalified (more than 5 prequalified firms is the general threshold before firms evaluate 
their decision to proceed with a bid)77. At the same time, contracting authorities will seek to 
ensure greater competition between bidders by prequalifying more bidders. Past experience 
suggests that at least 3 bidders are necessary to ensure competition with 4 chosen as an 
insurance option should one firm drop out. Quantitative pre-selection criteria are more easily 
applied and transparent than qualitative criteria 

• Prequalification Threshold – the Grantor determines a quality threshold and all the 
bidders that pass the threshold are placed on a shortlist. The disadvantage is that too 
many or too few bidder will be shortlisted. 

• Set a Number of Short Listed Bidders – the Grantor decides upon a maximum 
number of bidders that will be shortlisted. The top-ranking bids evaluated are then 
selected until the ‘quota’ is reached. The disadvantage is the probability of including 
low-quality bids and excluding high quality bids. 

• Hybrid – interlace the above two approaches by creating a maximum quota of 5 firms 
that pass the threshold to be put on a shortlist but at the same time the Grantor can 
ring-fence the right to choose the top two or three ranked firms if less than 5 bids 
meet the threshold. 

                                                 
77 Discussion with three international business development managers for Severn Trent Water International 
(Simon Langton), Thames Water International (Iain Menzies), Suez Lyonnaise des Eaux (Charles Chaumin), 
Bechtel International Water (Dr Geoff Thorpe) confirmed this statement. This was also evidenced by the 
retraction of Azurix from the bidding process of Tallinn, Estonia where five firms were pre-qualified.  
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8.5 Choosing the Bidding Process 

Contracting authorities have at their disposal a broad range of options for the bidding and 
award procedures. The three main approaches are:  

• competitive bidding  

• competitive negotiations and  

• direct negotiations.  

In practice, most award processes contain an interface between competition and negotiation. 
In this section we look at the competitive bidding and negotiation approach, as being the most 
common, and generally considered the most appropriate for water PPP schemes. 

After the pre-qualification stage, it is recommended that the Grantor review its original 
feasibility study and project/performance specifications in the light of information and 
comments gleaned from the pre-qualification process. The design of the bidding and award 
process can have a significant impact on the economic efficiency, transparency and quality of 
the outcome. At this stage of proceedings, the Grantor should then decide whether a single or 
a two-stage procedure or two-envelope bidding system will be used to request proposals. 

Single‐Stage Bidding 

If the Grantor is confident that the final project specifications and performance indicators 
meet the required standards and designs, the selection process may be structured as a single-
stage process. After pre-qualifying bidders, the Grantor would then proceed to issuing a final 
request for proposals. 

Figure 14: Single Stage Bidding Process 

 

Two Stage Bidding  

For complex projects, such as a water PPP scheme, the two stage bidding process is generally 
the most effective. The process includes a stage for dialogue between the Grantor and the 
eligible bidders that ensures that bids are more likely to meet acceptable standards. The 
purpose of this initial stage is to determine what the market considers feasible and bankable, 
and allows the Grantor to refine the bid requirements to take advantage of this information. 
No negotiations on the terms of contracts take place at this stage. 

The process contains the following steps: 

• Grantor issues request for proposals which contains technical specifications and 
bidding documents. The request for proposals should also include details on the risk 
allocation envisaged by the Grantor. 

• Bidders submit a first round bid containing only preliminary technical proposals based 
on the information contained in the request for proposals for comment and 
discussion.  
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Figure 15: Stage One of a Two Stage Bidding Process 

 

 

• The bidders’ responses to the proposed risk allocation can assist the Grantor in 
assessing the feasibility of the project. The Grantor consults with each eligible bidder 
to discuss the bids and what changes are required to improve the bids. The Grantor 
must avoid disclosing details of any discussions to competing bidders and must treat 
all discussions as confidential. 

• After these discussions, the Grantor should review and if necessary, revise the initial 
project specifications. Any changes to the project specifications must be 
communicated to the bidders in the invitation to submit final proposals. At this stage, 
bidders not desiring to maintain an interest should be allowed to withdraw from the 
process. 

Figure 16: Stage Two of a Two Stage Bidding Process 
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Final request for Proposals78 

The Grantor’s chief responsibilities at this stage will include: providing detailed information to 
the bidders along with information on the tender rules and procedures; consulting with the 
bidders and delineating the precise format and content of the proposals. Each of these 
responsibilities will ensure the maximum amount of transparency competition within the 
bidding process. 

The Grantor should ensure that it fully discloses all information regarding the potential 
project and precisely what the expectations are for the winning bidder. This will minimize 
accusations of unfairness and corruption. In addition, full disclosure will allow bidders to 
prepare the best possible bids according to the outlined requirements and given the same 
information, bidders are likely to produce easily comparable bids. Developers who have more 
relevant information will be more open to taking on the associated risks. 

The Grantor should provide information where possible on: 

• Description of the project and expected outputs – description of works and services to 
be performed, technical specifications, , plans, drawings, and designs; time schedules 
for the execution of works and provision of services; technical requirements for the 
operation and maintenance of the service; 

• Minimum applicable design and performance standards, including environmental 
standards – the desired quantity and quality of service should be detailed; 

• Quality of service – general obligations, availability of services, and the relevant 
standards of quality to be used to assess the system. 

• The bidders should provide information where possible in order for the Grantor to 
evaluate the technical soundness of proposals; the operational feasibility and the 
responsiveness to standards of quality and technical requirements, including: 

• Preliminary engineering design, along with the proposed schedule of works; 

• Project costs, operating and maintenance cost requirements and the proposed 
financing plan (debt to equity ratios); 

• Proposed organization, methods and procedures for the operation and maintenance of 
the project; and 

• Description of quality of services. 

The contractual terms of the proposed risk allocation envisaged by the Grantor should also be 
included as part of the bidding documents. If the Grantor details its preferred risk allocation 
(provided it is bankable) it can ensure that Developers will bid against a common standard. 
Other essential elements to be included in the request for proposals include: 

                                                 
78 Compensation for Bid Costs: Bidding for water and wastewater PPP agreements is expensive.  My research 
suggests that retaining at least two bidders until final selection is absolutely imperative for maintaining public 
bargaining power.  Public support during final stages of the procurement process can offer good value for money 
by keeping competing consortiums involved and committed.  However, structuring competition for unsuccessful 
bids can be difficult as actual bid costs are often unknowable.  Bidder compensation based on a percentage of 
proven expenditures is one solution for compensation when parties can agree to qualifying expenses and open 
information exchange.  Detractors of this method include increased complexity and reduced private incentives to 
control costs.  Alternatively, fixed sum ‘honorariums’ may offer a simpler option for compensating unsuccessful 
bidders.  Setting the honorarium amount correctly is the obvious challenge for this latter method and will require 
expertise from similar procurement processes. 
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• Information on the duration of the agreement   

• Formulas and indices to be used to calculate tariffs; 

• Government support and investment incentives; 

• Bid bond requirements; 

• Regulatory agency requirements; 

• Monetary rules and regulations; 

• Revenue sharing agreements, if any; and 

• Transfer of assets at termination; 

Information should be shared through the following channels: 

• Bidding documents and information memorandums 

• A data room 

• Meetings with Grantor 

A data room provides a one-stop location for bidders to receive further information about the 
proposed project. All bidders should have equal time and access to the project data. 

Interaction with Bidders: Dialogue between the Grantor and bidders can be beneficial to both 
parties. Consultation with potential bidders prior to formally beginning the procurement 
process can increase investor interest as the contracts and can be tailored to increase the 
attractiveness of the project. The main approaches for bidder interaction are bidder 
conferences and arm’s length consultation. Bidder conferences are arranged by the Grantor to 
meet all the prospective bidders, explain the bid process and consult them on their ideas for 
the project. The Grantor may provide the conference attendees with draft documentation 
before the conference and bidders are given the opportunity to raise questions or request 
clarifications of specification. Based on my research I would recommend that these questions 
and clarifications are distributed to all potential bidders prior to the conference. The aim is to 
ensure fairness and transparency of information. However, it must be noted that there are 
disadvantages to this approach: 

• Bidders may not wish to share innovative plans with their competitors. 

• Bidders may not honestly answer questions during the conference. 

• Bidders may seek to manipulate the transaction terms through their comments on the 
draft documentation. 

• Bidders may seek to collude and persuade the Grantor to take on more project risks 
than necessary. 

An alternative to this is the use of ‘Arm’s length’ discussions, where bidders submit written 
and independent comments on the draft bidding documents and the proposed PPP 
agreement. The Grantor reviews the comments and can receive a greater understanding of the 
key issues and concerns held by potential bidders. Whilst this written process does not suffer 
from the competitive issues of bidders conferences, it does not offer the advantages of the 
potential dialogue from a bidders’ conference. 
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The Technical Proposal 

The Grantor must clearly specify in the request for proposals (RFP) the precise information 
and format required in bidders’ technical proposals. The format and content should be directly 
related to the evaluation system being employed by the Grantor as this will facilitate easier 
comparison and scoring of bids. Mott Macdonald (2008) recommend that each bid package 
will contain a technical package which contains details as to the Bidder’s proposals to design, 
construct, commission, operate, maintain and handover (if contract stipulated) the project to 
the Grantor. Bidders must respond to the performance specification and construction 
specification as detailed in the invitation to bid. The marking scheme and weighting 
allowances that the Grantor will use to evaluate the bids should not be revealed to the bidders 
before bid closure. 

In the bidding procedures evaluated as part of this research it can be observed that technical 
proposal formats differ but their general purpose is to demonstrate the bidder’s ability to 
execute the proposed project according to the standards specified in the request for proposals. 
Bidders should provide sufficient details to enable the Grantor to obtain a good 
understanding of the essence of the development work that the bidder would undertake 
should they be awarded the PPP agreement79.  

It is therefore my recommendation that in evaluating the proposals, the Grantor should 
ensure that the bidders’ plans fulfil the terms of the bidding documents and are able to ensure 
the service levels stipulated in the proposed PPP agreement. In general, the evaluation process 
will look at: 

• The scope, clarity, quality, robustness and deliverability of the proposals; 

• The technical effectiveness of the proposals in relation to the reference design and 
performance specification; 

• The superiority of the operations and maintenance proposals; 

• The inherent quality, reliability, availability and maintainability of the proposed system; 

• The robustness of the program methodology, schedule and delivery plans; 

• The technologies to be employed for the supply, construction, billing and commercial 
systems, operations and maintenance; and 

• Compliance with environmental and sustainability requirements. 

 

The Financial Proposal 

The financial proposal will demonstrate the Developer’s detailed financial approach to 
providing the technical solution detailed in his technical proposal.  This typically includes 
details on: Financial Plan (funding as well as operational), Financial Model (provided by the 
bidder) demonstrating key financial parameters and assumptions, additional proposals made 
by the bidder and the required levels of State Financing (for example level of subsidy to be 

                                                 
79 A summary resulting from the evaluation of various tender documents of Ecuador, Tanzania, Estonia, 
Bulgaria, Chile, Argentina amongst other confirms that typically these includes details on: Design, planning and 
system management, examples of previous projects of a similar nature to the water and wastewater system being 
bid on where the procedures proposed have been used by the bidder, Procurement and Subcontracting Strategy, 
Asset management, Civil Works, Operations and Maintenance, Health, Safety, Quality and Environmental 
Management, Project Program and Work Structure and a list of other Critical Events and Factors.  
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paid by the Grantor to supplement connection or tariff charges for poor customers, Grantor 
contributions to the capital expenditure program etc). 

The structure of the financial proposal is critical as it can have important effects on the 
funding and the operation of the project, and ultimately on consumers. The financial plan 
within the bid is used to demonstrate the adequacy and feasibility of project financing 
proposals. The Grantor should follow the following basic principles: 

• The structure should be as simple and transparent as possible so that the bid award is 
automatic (avoiding complex formulas or anything requiring subjective judgment). 

• The structure should promote economic efficiency on the part of the Developer and 
users of the proposed system 

The financial proposals will be evaluated by the bid evaluation committees to check whether 
they are compliant with the requirements of the invitation to bid and whether they correspond 
to the legal and technical parts of the bid criteria. Generally, evaluation panels will award a 
coefficient to each financial part, and consider the quality of the financial plan and the model 
in respect to its maturity and feasibility. 

8.6 Submission, Opening and Comparison of Bids 

Given the complexity of the tendering procedures for large infrastructure PPP projects and 
the multitude of criteria to be evaluated, it is recommended that contracting authorities opt for 
a two-step evaluation process. The technical proposal is evaluated separately from, and 
generally before, the financial proposal evaluation in order to avoid placing greater weight on 
price considerations to the detriment of non-financial criteria. 

The two-envelope system has been used in many water and wastewater tendering 
competitions. The process occurs as follows: 

• Grantor pre-qualifies bidders based on their technical and financial capacity. 

• Bidders then submit technical and financial proposals in separate envelopes at the 
same time. 

• The Grantor will then evaluate the technical proposal and financial proposals 
separately and will not open the financial proposal until the technical evaluation is 
complete. 

• The technical and financial scores are combined using a suitable scoring methods and 
a winning bid is selected. 

This approach eliminates price as an influence during an evaluation of the technical proposals 
and therefore the more subjective technical evaluation is less vulnerable to manipulation. 
However, care must be taken to ensure that technical criteria do not exclude solutions that are 
technically adequate and that might offer more competitive financial advantages. International 
institutions such as the World Bank do not generally support such procedures due to the 
difficulty in objectively evaluating proposals under such a system. 

An alternative to the two envelope system involves the Grantor receiving both technical and 
financial proposals in one single proposals but the evaluation is structured in two stages. The 
Grantor establishes minimum quality and technical score thresholds and rates each proposal 
according to the degree to which the requirements specified in the requests for proposals have 
been met. The weighting and scoring mechanisms will be detailed in the request for proposals 
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so as to ensure transparency. The Grantor will then proceed to evaluate the financial 
proposals of all the technical bids that have scored at or above the threshold. 

The overall approach to selecting the winning bidder should be decided at the initiation of the 
tender process. The specific evaluation criteria and their use for determining the winning 
bidder should be detailed in the Bid Procedure documents. 

Compliance: The Grantor should review each bid submission to ensure that they comply with 
the procedures and requirements sets out in the Bid procedure documents. Under certain 
jurisdictions elimination may be mandatory at this stage. Any form of material non-
compliance may lead to either the elimination of the bidding firm from the evaluation process 
or a request for a revised proposal. 

The Grantor should review any changes made to the proposed PPP agreement. Any changes 
to the proposed PPP agreement should be marked clearly so that suitable risk adjustments can 
be made to ensure that all bids are evaluated using the same risk parameters. Bids should fulfil 
the requirements following any reference engineering design, and should include the core 
requirements that include commercial, technical, operational, maintenance and financial 
details. 

Financial and Technical Evaluation: As discussed in previous sections, the technical and financial 
evaluations are performed sequentially but not simultaneously to ensure unbiased analysis and 
to ensure that cost considerations are not factored into the analysis of technical proposals. 
Public opening of financial proposals are commonplace and the primary benefit is to avoid 
allegations of impropriety in the evaluation process. Arrangements are frequently made for 
opening of major bids in public, with attendance by the media.  Financial criteria will depend 
on several factors: 

• The type of arrangement proposed. 

• The level of cost recovery achieved by existing tariffs 

• Predictability and value of future tariff-based revenues 

• Grantor’s objectives 

• The rules for setting future tariffs 

• The need to prevent bidders from deliberately under-pricing their bids (low-balling) 

• Whether the proposed terms by the developer contained in the bid can be taken to 
financial close 

 

Bid evaluation methods available  

After assessing both the technical and financial viability of bids, the Grantor must then select 
the best overall bidder based upon the conclusions formed from the assessments. Some 
technical and financial criteria can firmly be established as crucial, but other elements of bids, 
such as personnel, are not completely objective criteria, yet can form a key element behind 
whether a company can successfully execute a project. A common approach is to therefore 
choose weights for the technical and financial scores and then combine the scores to produce 
an overall score. Pakkala (2002) suggests that the weighting of these factors should be 
appropriately defined and measured as objectively as possible in order to be most effective. 
Each factor will be weighted differently and this will be dependent upon the contracting 
authorities preferred combination of quality and price. Considerations include: 
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• To reward quality or price aspects, the bid weighting should be distinguished 
accordingly to reward bids that match this criteria. Therefore, in order to improve 
innovation and have the best qualified organization provide the maintenance activities, 
appropriate percentages for the quality aspects should be considered. 

• Technical proposals are usually evaluated first, scores are communicated to the bidders 
and then the financial proposals are assessed. The final scores are then calculated using 
the pre-determined formula and the winning bidder is then chosen. 

• The weighted average score can be manipulated. The technical score is subjective and 
is decisive for determining the winning bid. An avenue for corruption is therefore 
opened as an unwarranted higher technical score can be granted, with little chance of 
being detected, allowing a favoured bid to win. 

Another possible bid evaluation method is to, within the invitation to bid document, the 
Grantor indicate the percentage of total assessment marks that will be awarded to the different 
aspects of the bidding packages – the financial, legal and technical sections. The technical 
assessment and marking will allocate a percentage of the marks to each of the sections of the 
performance specifications and the code of construction practice and marks are awarded to 
the Bidder’s response to each section of the documents. The marks are recorded on bid 
marking sheets which are then forwarded to the Grantor by his technical assessors. The 
completed sheets should be kept securely for a period of years after the completion of the 
bidding process. The detailed marking scheme and weighting of the marks should not be 
revealed to bidders or any other parties before Bid Closure. After Bid Closure, bidders may 
privately request access to examine the bid marking sheets related to their own bid after the 
bid assessment process has been completed 

Table 8: Weighting Bids  -  Price vs Quality Features 
 

Source:  Pakkala 2002 

Other weighting methods include:  

• Technical threshold, highest financial score – this decision method is used for 
concession contracts. All bidders are evaluated on their technical proposals and a 
‘technical threshold’ score is set. All bids that do not meet this score are rejected. The 
remaining bids are then judged on their financial proposals and the best financial offer 
wins the PPP agreement. 

o This method is simple and transparent, based on the objective criterion of 
price, thereby making it harder to manipulate. 

 ADVANTAGES DISADVANTAGES 

Price Based 

• Easily administered 
• Widely used and accepted 
• Clear and objective selection 

process 

• Lack of innovation 
• Tendency for change 
• Orders and cost overruns 
• Tendency for mediocre quality 

Quality Based 

• Quality potential 
• Potential for innovation 
• Best qualified organization 
• Better people skills 
• Best methodology potential 
• Potential for project success 

• Some criteria is subjective 
• Requires more effort and skill 

for tender evaluation team 
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o However, this method eliminates higher priced bids that would provide higher 
quality solutions. In many cases the cheapest bid does not necessarily provide 
the best value over the long term. 

• Fixed budget, highest technical score – Grantor sets a budget and informs the 
prospective bidders. The bidders are then asked to submit their best technical proposal 
based upon the set budget. For management contracts, the bidders would then 
compete on the amount of money they would use to pay the management fee. This 
method encourages creativity towards quality rather than focusing on minimizing cost. 

Final Selection 

After completing the evaluation of the technical and financial proposals, the Grantor may 
proceed by selecting the proposal that contains the highest combined scores in price and non-
price criteria. Alternatively, the level of tariff offered over a given period (typically five years as 
was the case in Buenos Aires or Tallinn) may be used as the deciding factor. The winning 
bidder will likely present the most economically advantageous offer, provide adequate 
price/service certainty and appropriate risk allocation and the award committee is advised to 
offer written explanations for their selections that go beyond simply accepting the lowest 
priced bid. Negotiations then commence with the best rated bidder. If more than one bid 
obtains a high score or there is a minimal difference between bid ratings, more than one 
bidding firm or consortia can be invited for further negotiations over the transaction 
documentation and to answer any queries from the bidders’ lenders. If negotiations are 
unsuccessful it may be necessary to restructure and rebid the whole selection process. 

Negotiations may be done in two ways Non Competitive Negotiations where the best rated bidder 
is invited for a final round of negotiations for the finalization of elements of the project. If 
final agreement cannot be reached, then generally negotiation is started with the .next rated 
bidder. However, with the consultative selection process suggested, combined with the use of 
acceptance of contract terms at bid stage, the risks of non-agreement at this stage can be 
mitigated. Competitive Negotiations involve the Grantor negotiating simultaneously with two or 
more bidders in order to enhance the competitive nature of the negotiated transaction. 
Competitive negotiations are suited to complex, non-standard projects. However, the process 
is less transparent and more subjective. 

The negotiated bidding process involves: 

• The Grantor details its requirements and requests expressions of interest through a 
request for proposals (RFP). 

• The Grantor reviews the proposals and selects those that are technically responsive to 
the RFP. 

• The Grantor then negotiates the PPP agreement terms with the selected bidders.  

• The advantages for selecting competitive negotiations are: 

• Induces bidders to submit innovative and creative project proposals. 

• Reduces ‘optimism bias’ in bids and discourages bidders from deliberately 
underbidding in order to win PPP agreements. 

• Allows for greater dialogue between contracting authorities and more opportunities 
for the Grantor to evaluate bidders on criteria beyond bid prices alone. 

• The disadvantages are: 

• Non-standard bids make comparisons difficult  
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• Increased level of closed dialogues between contracting authorities and bidders 
decreases transparency (increasing the potential for corruption). 

• The prolonged bidding process and the costs involved may deter some firms from 
engaging in the process. 

• Bidders may attempt to make changes which fundamentally alter the price or risk 
allocation originally contained in the proposal, thereby distorting the criteria upon 
which the bid was originally rated. 

At this stage, the Grantor should inform the remaining bidders that they may be contacted for 
negotiations should negotiations with the highest rated bidder fail to end in agreement. If this 
scenario occurs, the Grantor will inform the bidder of its decision to terminate negotiations 
and then advance with negotiations with the next highest bidder on the basis of its ranking. It 
is recommended that contracting authorities do not re-open negotiations with bidders with 
whom failed negotiations have been conducted. 

Negotiating with Preferred Bidders 

Contracting authorities have various options available to them after completing the financial 
and technical evaluations. The Grantor can: 

• Choose the firm obtaining the highest score according to the bid procedure criteria at 
the price stated in the firm’s bid. 

• Enter into negotiations with the selected firm. 

• Hold another round of bidding due to: 

o Additional issues remaining to be agreed with the preferred bidder. 

o The opportunity for a better offer. 

Negotiation Options: 

• No Negotiation – all previous technical and financial consultations with the bidders 
has removed any issues over their bids allowing the bidding teams to include signed 
and unchanged PPP agreement and associated documentation in their submitted 
bidding packages. The Grantor then accepts the signed PPP agreement after selecting 
the preferred bidder. 

• Negotiation with Preferred Bidder – the Grantor negotiates outstanding issues with 
the preferred bidder. Contracting authorities should ensure that it maintains the 
resources to negotiate on level terms with the more experienced bidders to ensure that 
the modifications requested by the bidders are justifiable or are attempts by the bidder 
to take advantage of the Grantor’s lack of experience. 

• Additional Round of Bidding – all submitted bids are shared amongst the bidding 
teams and an additional round of bidding is then held. 

• Competitive Negotiation80 – the Grantor negotiates simultaneously with two or more 
bidders. The bidders compete against each other with the aim of generating a better 
deal for the Grantor. A major criticism of this approach is that it encourages ‘private’ 

                                                 
80 A new process called ‘Competitive Dialogue’ is an innovative new addition to the procurement options 
available to contracting authorities. Pioneered by the European Union, the process allows for dialogue between 
the Grantor and prequalified bidders to allow them to fine tune, specify and clarify their bids. 
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negotiations between the Grantor and the bidders and the transparency of such 
negotiations is questionable.  

Competitive negotiation may be formalized to include the ‘Best & Final Offer’ or BAFO 
approach. This is becoming common in some European projects. After bids have been 
evaluated, the bidders are called back to give a ‘best and final offer’, with the aim of increasing 
benefits to the Grantor.  

 
The main features of the EU competitive dialogue system are: 

• Dialogue is permitted with selected suppliers in order to identify and develop solutions 
to the Grantor’s project requirements; 

• Dialogue occurs in successive stages, at the end of each stage the number of 
bidders/solutions is reduced; 

• The Grantor makes its decisions based on which bid provides the most value for 
money; and 

• No changes are allowed to bids in the post-final tender or post award stage. 

 

The procedure is executed as follows: 

• Contracting authorities publish a PPP agreement notice which explains their needs and 
requirements; 

• A prequalification questionnaire is completed by the interested parties and is evaluated 
by the Grantor’s bid evaluation team. Prospective bidders are then selected. 

• Prospective bidders are invited to begin a dialogue to identify and develop the best 
solution to the infrastructure requirement. The Grantor must clearly describe its needs 
in order to assist the process and ensure bidders do not use the dialogue to market test 
ideas; 

• The Grantor can reduce the number of prospective bidders it remains in dialogue with 
as long as sufficient competition is ensured. If there is not a sufficient number of 
prospective bidders, the authority can continue its dialogue with the remaining 
bidders; 

• Contracting authorities can discuss all aspects of the PPP agreement with the chosen 
candidates, but care must be taken to ensure that all candidates are treated fairly and 
evenly; 

• The prospective bidders will then specify their proposals in writing and the award 
criteria contained in the PPP agreement notice will be used to evaluate the proposal. 
The number of bidders can then be reduced further at this point; 

Box 7: The down side of BAFO Processes 

Best and Final Offer (BAFO) processes can both benefit and harm the public interest.  Reduced bid prices or 
increased design value can clearly benefit the value for money that public authorities derive from PPP 
structures.  However, BAFO processes can add time and complexity to the procurement process while also 
introducing an overabundance of subjectivity into the selection of preferred bidders.  Compromises made 
during BAFO processes can potentially harm the economic viability of concession companies which may 
lead to insolvency or renegotiation at a later date.  Planners must be aware that sometimes the most 
accommodating bidder is not the best choice. 
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• The Grantor will then decide which of the proposals meets its requirements and the 
proponents of these proposals are then requested to submit their final offers based on 
the dialogues with the Grantor; the final tenders should be as complete as possible as 
there are various limits on post-tender discussion and alterations to bids; 

• The bids are then evaluated against the award criteria and then most economically 
advantageous proposal is selected as the winner; 

• Post-tender discussions with candidates who submit final tenders are permitted to 
allow clarification, fine-tuning and additional information. No changes to the 
fundamental nature of the bid are permitted; 

• Dialogue with the preferred bidder will allow for the further delineation of design, 
PPP agreement finalization, and financial due diligence. 

The dialogue process should be used to identify the best means of satisfying the Grantor’s 
needs. The intention is that during this dialogue phase, whilst there is still a competitive 
element in the process, bidders are encouraged to promote more value for money and 
innovative solutions. While competitive dialogue potentially extends the competitive phase, it 
ought to also shorten the closure phase after a preferred bidder has been selected and should 
lead to a shorter procurement timetable. 81 

Unsolicited Proposals and Direct Negotiations  

Unsolicited proposals usually originate from the private sector and are generally not requested 
by a Grantor. In unsolicited proposals the Developer uses its own resources to develop a 
project idea and then approach the relevant governmental or Grantor for the required official 
approvals. Government openness to receiving unsolicited proposals can incentivize the private 
sector to come forward with innovative proposals (Hodges and Dellacha 2007). Additionally, 
in smaller municipalities where it may be too costly or difficult to arrange a competitive 
bidding process, direct negotiations increase the chance of private sector interest in 
infrastructure development projects. However, my research confirms that a major 
disadvantage of unsolicited proposals for Grantors is that they are associated with a lack of 
competition and transparency, and they do not guarantee the most effective or economical 
solution. The granting of exclusive rights to private entities without the accountability of a 
transparent tendering process courts controversy and history suggests that such scenarios lend 
themselves easily to corruption (Hodges and Dellacha, 2007). Additionally, the competitive 
dialogue with the wider industry and financial sector that can be used to develop and refine 
the PPP agreement is lost. 

8.7 European Union Position on PPPs 

This section describes specifically the approach that the European Union has taken with 
respect to PPPs, their definition and the issues surrounding their procurement and operation. 
The relevance of discussing EU in this research and its ‘fit’ to this chapter is that the EU has 
developed an approach which is flexible enough to incorporate countries with different legal 
traditions yet have a consistent approach to the manner in which each country uses the private  
sector to help deliver infrastructure services. Accordingly, despite the basic guidelines or 
distinctions on PPPs, EU law on public contracts and concessions do not prescribe whether 

                                                 
81 More information on ‘Competitive Dialogue’ is available at www.4ps.gov.uk 
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or not a PPP arrangement should be used. A European Union Member Country, and thus by 
implication Accession Countries, are free to provide a public service themselves or to entrust 
it to a third party. Moreover, EU law allows a pragmatic approach to PPP whereby it 
recognises that under PPP arrangements, public partners are primarily national, regional or 
local authorities. There may also be public law bodies which have been created for the specific 
purpose to fulfil certain specific interests under State control. For the purposes of EU 
interpretation, the term “contracting body” or “contracting authorities” is used to designate all 
of these entities82.  In this way, EU law may be a useful guide for developing countries seeking 
to create an enabling PPP environment and associated legislation. EU is not prescriptive about 
the structure of PPP but ensures that in selecting the partner of a PPP, the general principles 
of the EC Treaty apply, as do the current directives on public contracts. These include that 
PPP agreements must satisfy the requirements of transparency, equal treatment, 
proportionality and mutual recognition. Furthermore, all agreements in which a public 
authority awards a contract are subject to the general principles on freedom of establishment 
and freedom to provide services in Articles 43 to 4983.  

In addition, PPP agreements that count as public contracts are subject to the application of 
the public procurement directives. Some special provisions apply to building concessions, 
while service concessions are not at present covered by secondary law. On the implementation 
of PPPs the national laws apply and they must be in agreement with the provisions of the EC 
Treaty, which take precedence.  Additionally, the Commission has introduced some degree of 
flexibility under procurement law. Notably, it defined, on the basis of the rules and principles 
derived from the Treaty and applicable secondary legislation, the outlines of the concept of 
concession in Community law and the obligations incumbent on the public authorities when 
selecting the economic operators to whom the concessions are to be granted84. 

In the absence of a uniform legal framework for PPPs at European level and in view of the 
heterogeneity of national laws the question arises, whether uniform provisions are needed to 
safeguard transparency and effective competition between market participants. The EU has 
decided against the creation of a separate legal regime for PPPs, but considers that there is a 
need for legislative initiatives in the areas of concessions for the provision of services, and 
institutionalised public-private partnerships (IPPPs). EU also considers that as a matter of 
principle, the law on public contracts needs to be applied whenever a private partner is to be 
selected. This is discussed in great detail in Annex 2. 

Community secondary legislation establishes that for any contract85 for the execution of works 
or services between a contracting body and an operator, these are to be designated as a 
“public works or public services contracts”. The concept of “concession” is defined as a 
contract of the same type as a public contract except for the fact that the consideration for the 
works to be carried out or the services to be provided consists either solely in the right to 
exploit the construction or service, or in this right together with payment.  

                                                 
82 The term “contracting body’ or “contracting authorities” is considered the same and falls within the meaning 
of Directives 92/50/EEC, 93/36/EEC, 93/37/EEC and 2004/18/EC and the contracting entities of the type 
“public  authorities” and “public undertakings” within the meaning of Directives 93/38/EEC and 2004/17/EC. 
83 The rules on the internal market, including the rules and principles governing public contracts and concessions, 
apply to any economic activity, i.e. any activity which consists in providing services, goods, or carrying out works 
in a market, even if these services, goods or works are intended to provide a "public service', as defined by a 
Member State. 
84 Interpretative Communication on concessions under Community law, OJ C 121, 29 April 2000. 
85 The contract has to be for a pecuniary interest i.e. a contract where a consideration in the form of a fee.  
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Thus, in relation to all PPP contracts the following should be considered:  

• PPP arrangements should emphasise fairness and transparency. Accordingly, 
transparency must be in evidence whenever public funds are involved, as well as 
ensuring that the PPP arrangement allows for the right of elected representatives to 
inspect agreements and documents. Furthermore, the EU takes the view that 
transparent rules should be applied for the award of public contracts to ensure 
effective competition and protection from corruption, in the citizen’s interest; 

• For those PPP arrangements or contracts which have already taken place, and in 
order to avoid legal uncertainty,  transitional periods should be applied for existing 
contracts that have been concluded in good faith in accordance with national law;  

• PPP arrangements should make adequate provisions to ensure protection of the 
citizen’s rights to ensure secure safety, efficiency and quality standards; 

• Member States are recommended to alleviate the task of the public sector by means 
of standard contracts and by stepping up the training of the decision-makers who 
have the task of selecting the private partners for PPPs; 

Furthermore the EU has decided not to establish a European agency for PPPs, but welcomes 
other ways of sharing experience, such as the networking of national and regional PPP 
authorities.  

PPPs are essentially a form of public contracting. Given the significant examples under case-
law of the Court of Justice86, the EU has decided against developing blanket regulations for 
PPPs. In any event, the decision has been taken by the Commission that the legislative process 
should as a matter of principle go carefully, because PPPs are often very complex agreements 
whose attractiveness can only survive in a climate of flexible regulation.  

As stated earlier in this chapter, in legal terms there needs to be a clear statement that, 
wherever a private partner is being selected, transparent procedures have been used for this 
selection. Transparency and fair competition between market participants should be used no 
matter what form of PPP is used.  

The EU considers two types of PPP arrangements, Contractual PPPs and Institutional PPPs. 
In the case of PPPs that are characterised as public contracts the main issue is the question of 
the award procedure.  With PPP structures, the competitive procedure to be used tends to be 
slightly more complex. In this regard, a new award procedure has appeared on the scene to 
join the familiar public, restricted and negotiated procedures for procurement above the 
threshold values. This procedure combines elements of the tender procedure with those of the 
negotiated procedure and takes precedence over the negotiated procedure. It must be noted 
that difficulties do arise in defining precisely what is meant by ‘particularly complex’ contracts. 
In response to this, the Commission has clarified that a particularly complex project is that in 
which the public contractor is objectively unable to specify the technical means with which 

                                                 
86 See for example Case C-324/98. Telaustria Judgment, the Court stated in this respect that “[the] obligation of 
transparency which is imposed on the contracting authority consists in ensuring, for the benefit of any potential 
tenderer, a degree of advertising sufficient to enable the services market to be opened up to competition and the 
impartiality of procurement procedures to be reviewed”. See also ruling of 30 May 2002, Case C-358/00, Deutsche 
Bibliothek, ECR. I-4685. These principles are also applicable to other State acts entrusting an economic service to 
a third party, as for example the contracts excluded from the scope of the Directives owing to the fact that they 
have a value below the threshold values laid down in the secondary legislation (Order of the Court of 3 
December 2001, Case C-59/00, Vestergaard, ECR. I-9505), or so-called non-priority services. 
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their needs and objectives can be fulfilled, and/or is objectively unable to specify the legal 
and/or financial conditions of a project.  

Although PPP projects by their very nature need not be necessarily be more complex, each 
case must be assessed on its own merits. In any event, the Commission does allow for the 
competitive dialogue procedure to take preference for the award of contracts in the PPP 
sector as a principle because it combines the advantages of the restricted procedure with those 
of the negotiated procedure. Its flexible nature enables it to obtain optimum solutions under 
great competitive pressure. Although its disadvantages include its complexity and the extent of 
effort required from all involved, these are offset by its greater transparency compared with 
the negotiated procedure. This reduces the risk of anti-competitive behaviour.  

The concept of “concession” is defined as a contract of the same type as a public contract 
except for the fact that the consideration for the works to be carried out or the services to be 
provided consists either solely in the right to exploit the construction or service, or in this 
right together with payment. The Commission takes the view that concessions should be of 
limited duration so that competitors are not excluded from competition for an unnecessarily 
long time. At the same time it recognises that under these types of PPPs, competitive dialogue 
is also the appropriate procurement procedure, as its flexibility is as a rule suited to the 
complexity of concessions, without jeopardising the principles of transparency, equal 
treatment and proportionality. 

Institutionalised PPPs (IPPPs) are joint industrial creations combining private and public 
partners. The objective of such a PPP structure is to provide or supply a service on behalf of 
the public, typically in the field of public welfare. IPPPs may be created by the formation of a 
mixed-economy enterprise or company, but may also arise when a private company assumes 
control of what was a public concern, i.e. by changing the share ownership. 

This raises the question whether the two processes, new formation or a change of ownership, 
are relevant from the point of view of procurement law. The Commission says that the private 
partner of such an enterprise must be selected for the tasks involved in a transparent way and 
without discrimination, and must be selected irrespective of the actual form of the contract 
under the procurement directives or the EC Treaty. The selection of a private partner in 
accordance with objective criteria will safeguard fair competition.  

Case law under the judgments of the Court of Justice in the Teckal and Stadt Halle cases (C-
107/98 and C-26/03) set the principle that the participation of the awarding authority in a 
mixed-economy company does not justify exemption from the principles of procurement law. 
What is crucial is to award the contract to a body with independent legal personality. 
Accordingly an exemption from procurement law is recognised when the awarding authority 
exercises a control over the mixed-economy enterprise similar to that control which it 
exercises over its own departments, and when the enterprise essentially acts for the public 
body. The two criteria must be cumulatively fulfilled to ensure that there is equivalence with 
internal entities of the contracting authority. The Stadt Halle case-law has further clarified the 
matter. The Court decided that public contracting authorities may award a contract to an 
undertaking that belongs to them without adhering to the procurement provisions only when 
they hold 100 % of the undertaking’s capital, in other words when there is not even a small 
private shareholding in the undertaking. Only then, says the Court, does the contracting 
authority exercise control as it would over its own departments. 

In summary, the Commission considers it necessary, in view of the transparency requirement 
and the ban on discrimination, for procurement law to be applied when an IPPP is set up, in 
so far as the act of setting it up is combined with the assignment of a public contract, 
concession or other public tasks to a private undertaking. Additionally, this same principle 
would apply when an IPPP is established by the sale of shares in a public undertaking. 
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8.8 Summary and Conclusions  

In this chapter we have examined the key issues to be addressed for selection and award of a 
PPP agreement. Parting from a recognition that given the size and complexity of water PPP 
projects, the chosen procurement method has not only to meet local procurement standards 
but generally will need to be adapted to satisfy international norms and standards, to ensure 
effective involvement of financing institutions and developers.  The overall aim is to establish 
an effective method of selection of a long term Developer that is financially, technically and 
operationally capable of development and long term operation of an effective water and 
wastewater system under the PPP agreement.  

Important contractual issues related to the bidding procedure include the use of Bid Bonds 
which provide insurance that compensates the Grantor should the winning bidder decide to 
withdraw from the project. The bonds serve to act as a guarantee to the Grantor that the 
winning bidder will implement the project and has the means to fulfil the terms of the PPP 
agreement. At the same time it will be importance to ensure that the procedures related to the 
acceptance of the process are clarified. Brook and Irwin (2003), suggest that the Grantor may 
require all bidders to sign a legally binding agreement which confirms their satisfaction with all 
aspects of the bidding process, that they will accept the outcome of the process and that they 
will not challenge the decision. This aims to limit bidders from seeking to re-open the bid 
evaluation process on the basis of complaints over procedures, evaluation criteria or lack of 
information. This is linked with a need for the Grantor to conduct the process with full 
transparency and treat all parties on an equal basis.  

Upon selecting a winning bid, a long negotiation period between the Grantor and the winning 
bidder begins. During this period, there is a large risk of the selected bidder attempting to 
change parts of agreement. To mitigate this risk, the Grantor can require the bidders, prior to 
selection, to provide a signed PPP agreement as part of the bidding package (Diaz, 2003 and 
Dinar and Subramanian, 1997). In the event that a financial model is provided as part of the 
bidding documentation the following should be considered: (a) should a single model by 
specified as part of the bidding material, or should the model be created by the bidder?87  
What will be the legal status of the model and how will it be given that status?88 ; (b) Will the 
results of the model be binding, or merely provide a guide to the Expert Panel, which could 
be allowed to take other factors into account also?  A binding model provides greater 
certainty, but runs the risk that it may not capture relationships between variables which in the 
event turn out to be important. 

Other issues that contracting authorities / Grantors may come across include: 

Dealing with Variant Bids: Contracting authorities will expect bidders to submit standard bids 
based on the bidding requirements. Additionally, bidders can usually be allowed to submit 
variant bids with alternative proposals for technical or financial provisions. The Grantor has 
to decide whether variant bids will evaluated simultaneously with the standard bid or whether 
variant bids will only be considered after a preferred bidder has been selected. This system 

                                                 
87 It must be noted that if the model is provided for by the Grantor there is a risk that the cost relations in the 
model may not match those the bidders/Developer believe to exist in the business.  Conversely if the 
bidder/Developer provides the model there is a risk that they would game the process, predicting where data is 
likely to change, and creating a model which overcompensates them for such changes. In my opinion, and based 
on my experience as a transaction adviser, I would recommend that the Grantor develop its own model and as 
part of the bidding process request bidders to provide detailed commentary on both the inputs to the model but 
also to its architecture.  
88 I would recommend that care be taken to ensure that the model cannot be altered after the contract is signed, 
while still allowing it to be used. 
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encourages innovation and can lead to the Grantor getting better value for money. Bidders 
must indicate the precise differences between their standard bids and variant bids and with 
explanations of the effects on costs and risk allocation. Variant bids also allow the Grantor to 
test the costs of different risk profiles between the authority and the potential Developer. 
Contracting authorities can hold meetings with the bidders to clarify or negotiate any issues 
emerging from the bids. All bidding teams must be dealt with in a fair and equitable manner. 

Dealing with Unsustainable Bids: With complex and competitive negotiations, a mistake or 
deliberate misrepresentation of information is likely. Contracting authorities should develop 
clear and sustainable guidelines on how to deal with such scenarios. Deliberate ‘under-bidding’ 
or even a genuine mistake by bidders may assist the bidder’s financial proposal and increase 
the attractiveness of their bid to the Grantor.  However, acceptance of the bid based on an 
unsustainable project  means that in the long term the PPP agreement will have to be 
renegotiated or dissolved and re-bid, both expensive in time and money for the Grantor. 
Experience shows that certain risk evaluation and mitigation techniques should be followed to 
ensure the sustainability of the bids and to avoid performance or financial issues. Such 
techniques include for example so called use of ‘shadow models’ created by the Grantor 
projecting what a standard and financially viable bid might look like. Real bids are compared 
to this shadow model allowing the authority greater information to query bids. I would also 
recommend that the Grantor should create bidding procedure that allow for discussions and 
clarifications, with the option to withdraw from discussions89. Requesting higher performance 
bonds can also protect the Grantor against the risk of Developer failures. 

Every procurement process runs the risk of being challenged on the grounds of unfair 
competition, partisanship or questions over procedures. My research strongly points at the 
need to establishing guidelines on methods to deal with such eventualities90.  These procedures 
need to unequivocally determine how complaints and appeals will be heard and on what 
grounds and how they are to be evaluated. The bid details should clearly establish the process 
to deal with the situation when the long term PPP agreement ends, and should ensure that the 
Grantor has the flexibility to be able to extend the PPP agreement or to re-tender the whole 
agreement. This matter should be dealt with in the contractual agreements. 

Furthermore, in this chapter I examine briefly the implications of PPPs in the European 
context. In the absence of a uniform legal framework for PPPs at European level and in view 
of the heterogeneity of national laws the EU has decided against the creation of a separate 
legal regime for PPPs. There are valuable lessons to be learnt from the European experience 
that may be applicable to developing counties, not only to ensure fair and transparent 
procurement and implementation processes but also to ensure their long term sustainability. 
This can for example be achieved through active and continued stakeholder consultation 
throughout the procurement process, with the aim of development of the most optimal PPP 
scheme. Finally, I draw attention to how best to manage the procurement process and 
recommend the use of early consultation with the market to assess suitability and ‘market 
appetite’. I recommend the use of a consultative process to contract development at the 
bidding stage, so long as the right framework is established to directly engage with bidders and 
that any inclusions that are made are done in a fair and transparent way. I end with a review of 

                                                 
89 This approach was used successfully in Tallinn, Estonia where bidders were allowed to comment on the 
bidding documentation. In my opinion and as far as I am aware and my research suggests this was the first time 
such consultative approach was widely used in a long term water and wastewater PPP agreement. I was involved 
as the lead transaction adviser for such project.  
90 A good example of this was the recently flawed PPP process on the island of St Lucia where a bidder has been 
selected (March 2009) and the losing bidder has launched a legal contest on this decision.   
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the possible ways in which negotiations can be done and recommend that whatever process is 
chosen the grantor retain the elements of competitive tension as a means of achieving best 
value for money.  
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9. DEALING WITH 
EXISTING PPPS AND 
RE-NEGOTIATION 

“A deal is a prediction…deal makers’ predictions at a negotiating table inevitably have to 
confront the realities of change later on.” (Salacuse, 1991) 

9.1 Introduction 

The nature of contracts in the water and wastewater sector renders them susceptible to the 
impact of unforeseen or unpredictable events. With contract durations of 25 years and above, 
the greater the exposure of the arrangement to environmental, commercial and political risks. 
Such events can alter the economic balance of the relationship that was assumed by each party 
upon the signing of the arrangement, making operation of the PPP agreement no longer 
viable from commercial and financial perspectives. In most cases, neither party will wish to 
take the drastic step of terminating the contract or withdrawing91. Instead, experience and 
practice suggest that the inclusion of renegotiation and adaptation clauses in contracts can 
help address such circumstances. This is why the previous chapter introduced clauses related 
to variations. What I argue in this chapter (and hence the need for a separate chapter) is that a 
‘structured renegotiation’ process that is in-built in the PPP agreement can allow both parties 
to maintain the contractual relationship with all the associated benefits whilst dealing with a 
difficult issue which would have otherwise triggered a termination right for one of the parties. 
Yet these provisions come loaded with consequences for the PPP agreement and the business 
relationship between the two parties. It follows that there is a difficult balance to play within 
the PPP agreement that allows the parties to deal with the issue at hand but does not open the 
contract for superfluous renegotiations. The premise of my recommendations contained in 
this chapter is that care must be taken at the outset of the design of a PPP arrangement to 
establish general renegotiation clauses which specifically define when a change of 
circumstances and its impact is serious enough to trigger a renegotiation. Doing so increases 
the chances of PPP agreements surviving.   

                                                 
91 Exercising a right to termination is not the issue. My research has shown that in most cases the Developer may 
have a right to termination but is loath to exercise that right as it would mean the end of the PPP agreement. 
This was the case in Buenos Aires Argentina where the clause linking the convertibility of the peso at parity with 
the dollar was breached by government’s actions. The Develop clearly had the right to termination but did not 
wish to exercise such right. Similarly, my personal experience in Ecuador Guayaquil where I acted as a mediator 
between the Grantor and the Developer Interagua, shows the reluctance of the Developer to exercise its 
termination rights. In the words of the Director for Regulatory Affairs of Interagua Mr Geoff Thorpe, “We 
know we can exercise our right to termination, but we also know that would lead to our divorce. In that event we 
will only recover our investments in the courts and our Board [referring to the Board of Directors and 
shareholders of Interagua] will not get their money back in many years”. 
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9.2 Why should Renegotiation and Adaptation Clauses be considered 
as part of the PPP agreement 

My research suggests that there are some common causes for renegotiation requests. For 
Governments these typically include when the fiscal regime (taxes, tariffs, subsidies) are 
affected by external events, altering the economic balance of the arrangement; when 
Developers obtain a higher return from their operations due to decreases in commodity 
prices; or due to pressure from the imposition of technical and environmental standards in 
existing contracts or enactment of said standards through legislation92. 

On the other hand, for Developers renegotiations may occur when, due to unforeseen events 
(such as improved knowledge of assets conditions etc), the economic viability of the PPP 
agreement is untenable; when obligations are imposed on the PPP agreement (environmental 
obligations etc) reducing the level of returns envisaged upon embarking into the partnership; 
or when government policies have a detrimental effect on the minimum rate of return through 
reductions on tariff levels or demands to subsidize costs to allow greater access. 

Other issues which may influence the need to specify renegotiation clauses within a PPP 
agreement may include, for example: 

Government Intervention: Renegotiation can often be invoked due to the unexpected intervention 
of governments into contractual relationships such as new laws etc. In some instances changes 
in law may not be considered as a Grantor’s failure to honour its contractual obligations and 
Governments must retain the right to enact new laws etc. Experience shows that the Anglo-
American legal approach to contracts is preferred to court arbitrated changes to contracts93. 

Environmental Risks: Water and wastewater sector contracts are also likely to face 
environmental risks over the duration of the arrangements. Environmental pressure groups 
can lobby the government for the cancellation or suspension of a PPP agreement that is 
viewed as threatening to the environment. Similarly, as mentioned above, the cost of having to 
comply with new environmental regulations and standards (water purity levels, treatments 
levels for wastewater) can also bring about unforeseen costs to the operation of a PPP 
agreement. Events of this nature are not unusual in developing countries which may not have 
developed their environmental regulations and may take an accident by accident approach to 
developing them. Continuing the economic viability of the project in the face of the new 
environmental costs may require renegotiations.   

Change in Government: A change in government does not always prelude a renegotiation nor by 
itself constitute a legal basis for renegotiation. However, experience has shown that any 
controversial contracts or PPP agreements entered into by previous governments are often 
liable to be renegotiated by the new government which may cite allegations of impropriety 
over the original arrangement. 

Against this backdrop, explicit renegotiation clauses may provide protection to both the 
Grantor and the Developer by guarding a state’s sovereign right to change laws that may 
affect the PPP agreement as well as providing protection to the Developer. A renegotiation 
clause is a contract provision that, upon the occurrence of a certain event or events, requires 

                                                 
92 This was the case for example in Eastern Europe where allowances had to be made in contracts to ensure that 
three was compliance with EU standards such as the Water framework Directive.  
93 The critical factor demonstrated by United States Supreme Court decisions is that regulatory changes may not 
always be regarded as a failure to honour a contractual obligation. English courts (mainly related to England, 
Wales and Northern Ireland but not Scotland) also remain reluctant to allow parties to commercial agreements to 
alter contractual arrangements even in situations of unexpected changes in industry or sector law. 
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all parties engaged in a contract to renegotiate the terms of their agreements (Gotanda 2003). 
Various legal arguments (Gotanda 2003, Waelde and Kola 2004, World Bank 2004) 
recommend that contracts should not attempt to use stabilization mandates against 
governments changing laws that would disrupt the financial balance of the contract. Instead, 
Grantors should retain this right under the proviso that any changes will automatically give the 
Developer the right to renegotiate or adapt the contract in order to re-balance the contract. 

Waelde & Kolo (2004), identify five main drawbacks with including renegotiation provisions 
in a contract: 

• They reduce contract stability: Contracts and partnerships rely upon predictability and 
enforceability. Adaptation and renegotiation clauses can breed scepticism in the 
viability of the arrangement from the outset94.  For example, US Courts system (other 
legal systems are discussed later in this chapter) are notoriously reluctant to include 
compelled renegotiation and adaptation clauses as these are not used regularly in 
common law countries as they are in civil law countries. 

• They may raise the costs of transactions: These provisions can create uncertainty of 
economic return which can either dissuade a Developer from entering into a PPP 
agreement, or will force them to “structure the investment in such a way as to increase 
returns to offset the risk created by the environment.” (Salacuse 2000)95  

• Difficulty in engaging a third-party to resolve disputes: if a renegotiation clause is included and 
activated and each party is unable to satisfactorily resolve their issues, some legal 
arguments suggest that if no agreement can be reached, there is no dispute and no 
breach of contract (Gaillard and Savage 1999)96. Without a dispute, an arbitral tribunal 
may not possess jurisdiction and any decisions made may not be enforceable. In 
Gotanda (2003) he explores that when an arbitral tribunal is requested to adapt a 
contract, this may not necessarily constitute a disagreement. This is important as the 
recognition of a dispute is a prerequisite for arbitration under the ICSID Convention97 
and the UNCITRAL98 Model Law which are the bases for many national arbitration 

                                                 
94 The principle being that if a PPP agreement needs a renegotiation clause from the beginning it would imply 
that such arrangement is incomplete or would require a renegotiation from the beginning. In practice this is not 
what renegotiation provisions aim to address nor are they included to encourage reckless bidding by Developers 
with the hope that they can exercise renegotiations rights once they have entered into the life of the PPP 
agreement.  
95 Transaction costs may increase as the cost of financing the PPP agreement will increase as investors and or the 
Developer would seek assurances against uncertainty by demanding a higher return on its investment. Another 
consequence would be that the Grantor could lose foreign investment.  
96 Gotanda refers readers to Fouchard et al (1999). 
97 The International Centre for Settlement of Investment Disputes (ICSID), an institution of the World Bank 
group based in Washington, D.C., was established in 1966 pursuant to the Convention on the Settlement of 
Investment Disputes between States and Nationals of Other States (the ICSID Convention or Washington 
Convention). As of May 2005, 155 countries had signed the ICSID Convention. ICSID Regulations and Rules 
have been amended and these revised rules are in effect from April 10, 2006. 
98 The United Nations Commission on International Trade Law (UNCITRAL) was established by the United 
Nations General Assembly by its Resolution 2205 (XXI) of 17 December 1966 "to promote the progressive 
harmonization and unification of international trade law”. It is the Commission that formulates and regulates 
international trade in cooperation with the World Trade Organisation. 
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laws99. The uncertainty over this issue often dissuades parties from inserting 
renegotiation provisions into the contract. 

• Lack of guidance for tribunal contract adaptation: Without specific instructions on how the 
tribunal should go about adapting the PPP agreement, the tribunal may be averse to 
involving itself in adapting a contract. If tribunals proceed to adapt a PPP agreement 
without specific guidelines, the final agreement may contain provisions which neither 
party would have agreed with prior to engaging the tribunal and may produce a 
profoundly different arrangement than otherwise desired. 

• Events that trigger renegotiation may be within the control of government: A major concern 
resides in whether it is sensible to allow renegotiation and adaptation clauses to be 
triggered by events within the control of the Grantor. If the contract is renegotiated 
favourably towards the Grantor, the government has gained an advantage and 
therefore profited from having the clause invoked. The best outcome for the 
Developer would be that renegotiation would place the arrangement back to the same 
economic balance which it enjoyed prior to renegotiation. 

In contrast to the identified disadvantages, the provision of renegotiation clauses with 
attached clauses for third party arbitration to adapt the PPP agreement in the event of 
unsuccessful renegotiation, has many advantages according to Gotanda (2003, p 69-71): 

• Stabilize the relationship between government and Developer:  Clauses allowing renegotiation 
can reduce the likelihood that parties to an agreement will choose to terminate a 
relationship. Flexibility in a PPP agreement that allow for renegotiation of certain 
terms under certain circumstances can lessen the risk of disputes that can permanently 
sour a relationship.  

• Allows for flexibility: Any Developer, prior to committing to a contract of long duration, 
will want to be assured of the stability of the investment regime, that the PPP 
agreement will be adhered to and respected by the Grantor and the rules of the game 
will not be altered100. Furthermore, the Developer’s sponsors (banks, insurance 
agencies and customers) will also require this assurance. However, the Grantor that 
owns the water and wastewater sector resources often enters into a long term 
arrangement for the management of these resources with imperfect data about the 
condition of the assets (See Chapter 11), resources available and the future price that it 
can command. It will therefore require flexibility in the PPP agreement to deal with 
changes in circumstances101. 

• Allow contracts to deal with unforeseen or force majeure related events: Provisions may prove 
more palatable to each party should the clauses be restricted to events that are out of 
the control of either party. Provisions for force majeure events are highly common in 

                                                 
99 If national laws do not recognize a tribunal to adapt the terms of a PPP agreement to be a dispute, the tribunal 
will not have the jurisdiction to adapt the agreement/contract. If the tribunal asserts its jurisdiction without 
authorization, the contract may be unenforceable under the New York convention. 
100 By rules we mean, issues to do with rights, titles, currency regulations, labour and environmental laws. 
101 Take the example of a Grantor that is unsure and unable to obtain information about the condition of the 
underground water assets. It then prices the cost of refurbishments and repairs into the subsidy and tariff levels 
in the PPP agreement with a Developer. If the Developer discovers that the underground assets do not require 
the level of repairs as predicted in the PPP agreement, the Grantor may feel that the tariff and subsidy levels are 
overly generous and may demand a readjustment of the PPP agreement. On the other hand, the reverse may be 
true and the Developer may require a greater subsidy. 
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contracts and are often seen as facilitators for the contractual relationship rather than 
increasing uncertainty102.  

• Maintain reputations: The failure of a major PPP agreement damages the reputation of 
the Grantor and the participating Developer. The political risk profile and investment 
climate perceptions of a country may be negatively impacted if there is a failure in a 
PPP agreement. Similarly, the Developer may face criticism from its peers and could 
be tainted by the investment community affecting its ability to raise money. Failed 
projects have serious negative repercussions and renegotiations may be a way to 
mitigate these repercussions. The possibility of tarnishing of a government or 
Developer’s reputation and credibility can act as a very strong incentive against 
violating the rules of the game. 

9.3 Legal Issues related to Renegotiations 

Renegotiation of contracts including PPP agreements opens up a whole series of legal debates 
on the sanctity of contracts versus flexibility of contracts. According to Waelde & Kolo 
(2004), this also reflects the tension between the binding nature of the legal instrument of 
contract – meant to commit the parties for a long time whatever their changing position, 
relation and interests, and the practical and commercial difficulties to being fully and 
specifically committed to certain obligation and courses of action when the reasons underlying 
the contract in the first place have changed drastically. As a general principle of contract law, 
the concept of the sanctity of the contract is widely accepted by all modern legal systems and 
is upheld by international tribunals. But under no municipal or international system has the 
principle of sanctity been found to be absolute. Some believe that classic contract principles 
over discrete transactions are not applicable to long-term ‘relational’ contracts with long 
durations. Instead, a relational contract is instead a framework for co-operation between 
parties103. 

The provision of renegotiation has many advantages (Gotanda, 2003) as described above. 
Importantly including such renegotiation clauses with associated clauses for third party 
arbitration to adapt the PPP agreement in the event of unsuccessful renegotiation is key to 
these types of clauses being acceptable to both the Grantor and the Developer. In other 
words, agreeing to include renegotiation clauses within the PPP agreement does not dilute or 
preclude each party’s right to arbitration.   

                                                 
102 It must be noted however that this may not erase the issue of whether a tribunal’s adaptation of a contract is 
viewed as a dispute as discussed above. 
103 During the course of this research a number of French, Spanish and British operators were interviewed. It was 
interesting to note that generally the French companies (Vivendi, Sour and Suez) all regarded long term PPP 
agreements as contracts were the relationship between the parties was crucial – thus ‘relational’ contracts. This 
may have to do with the fact that their genesis is in their original water contracts done in Napoleonic times.   
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Applicable Law – Common and Civil Law systems104 

Renegotiations occur under the remit of the applicable law under which the original contract 
was signed. If each party chooses national law to govern the PPP agreement, national law will 
determine the manner in which renegotiations may occur. Often in financial agreements, 
parties agree to the use of laws of another state, in which case, the law of another state will 
determine the applicability of renegotiations. If international law only is chosen, certain 
difficulties can arise as international law governing contracts is not very well defined. If 
negotiations over adaptation requests are not settled and are referred to a contract’s dispute 
resolution mechanism – an arbitrary tribunal – the tribunal’s decision will be made according 
to which law the arbitrators consider to be applicable. In situations where parties, unable to 
agree on a system of law, choose a hybrid of national law, international law and generally 
recognized principles of law, arbitrators will attempt to calculate how each system treats the 
issue and attempt to identify any commonalities. Generally, arbitrators have a natural tendency 
to select principles which reflect international consensus and will reject principles of national 
law that counter generally accepted international practice. The lesson to be taken from this in 
my opinion is that both parties, when negotiating renegotiation clauses, should consider how a 
hypothetical tribunal would deal with a renegotiation and what the applicable law would be. 

Common Law Systems105, generally identified with English law, places a particular focus on 
detailed legal drafting and regulation by contract and as s result display less flexibility for 
contract renegotiation. The sanctity of the contract is regarded as paramount. If renegotiations 
are to be considered, detailed provisions should be incorporated into the contract through 
escape/hardship/indexation and adaption clauses. Judges operating under common law 
systems generally choose not to intervene in contracts and uphold the validity of existing 
agreements. American courts tend to allow a narrow degree of flexibility, allowing contractors 
to withdraw from onerous contracts if changes directly impacting the contract’s economic 
balance occur, if the changes were unexpected and if holding the contractor party to the 
agreement could lead to damaging consequences for the contractor106.  

Civil Law systems are much more amenable to the renegotiation of long term contracts than 
Common law systems in the English tradition. Civil law systems view contracts as valid so 
long as the conditions that upheld the conclusion of a contract continued to exist (rebus sic 
stantibus- from the Latin: “things standing thus” or “things thus standing”)107.  While civil law 

                                                 
104 Consultations and discussions were had with the international legal firm of Allen&Overy, specifically with 
Mssrs Troy Edwards, Nigel Pritchard and John Scriven (various consultations between February 2008 and May 
2009), with regard to renegotiations and the implications of the various legal systems with respect to this. Some 
of these views are included in this chapter based on what is considered international best practice.   
105 For a more detailed description on the general differences between Civil and Common law legal systems see 
Chapter 5, Legal framework. 
106 During this research it was evident that United States law remains very strict and narrow with regards to 
renegotiation.  
107 The concept of rebus sic stantibus stipulates that, where there has been a fundamental change of circumstances, 
a party may withdraw from or terminate the agreement in question. In public international law, clausula rebus sic 
stantibus is the legal doctrine allowing for treaties to become inapplicable because of a fundamental change of 
circumstances. It is essentially an "escape clause" that makes an exception to the general rule of pacta sunt servanda 
(promises must be kept). Clausula rebus sic stantibus only relates to changed circumstances that were never 
contemplated by the parties. Because the doctrine poses a risk to the security of treaties as its scope is relatively 
unconfined, it requires strict regulations as to the conditions in which it may be invoked. Further details can be 



  162

systems do not provide simple exit strategies from a contract, lawyers can draw upon past 
cases and legal decisions to support their arguments for renegotiation and adaptation of 
contracts. Many countries civil law systems are shaped by their national political and economic 
experiences108 and recognize a restricted ‘rebus sic stantibus’ that allows for termination and 
renegotiation and empowers courts to enforce contractual adaptations109.  

Where a contract can still be operated, albeit under onerous conditions for one party due to 
severe changes in the assumptions underpinning the contract, civil and common law systems 
demonstrate a divided judgment on whether allowing renegotiation and whether adaptation is 
justifiable. Renegotiation is likely to be only agreed upon where there is a long term PPP 
agreement with parties having to continue to perform under drastically changed and 
excessively onerous new conditions.  

9.4 International Business Practices for Renegotiations 

As a result of the grey areas between national and international law approaches to 
renegotiation and the specific mechanisms for contract adaptation, my research shows that 
international investment business practices have developed templates for contracts that 
balance the binding nature of long-term contracts, with the necessary adjustment mechanisms 
required to maintain the economic equilibrium of a project throughout the PPP agreement’s 
duration. These templates have developed over the course of project finance transactions in 
the water and wastewater sector, learning from the successes and perhaps most importantly 
from the failures. These templates seek to address the typical risks that Grantor-Developer 
contracts face – technical, commercial, regulatory, environmental and political risks. 
Furthermore there are growing techniques (such as Comparative law described below) which 
can effectively be used to deal with variations and renegotiations. The international business 
community regards some form of PPP agreement adaptation provision(s) as critical to 
ensuring the long-term health of the business relationship and the economic viability of the 
PPP agreement. International investment/trade institutions and associations have recognized 
the need for clearly defined mechanisms for contract adaptation through the use of special 
rules provided by facilities such as the World Bank’s Centre for the Settlement of Investment 
Disputes110 or the Contract Adaptation Rules of the International Chamber of Commerce111 or 
the UNCITRAL Conciliation Rules112. The ICC and UNCITRAL both advocate for 
renegotiation proceedings should there be any drastic changes to the assumptions on which 
the PPP arrangement was originally signed. 

                                                                                                                                                    
found in Vienna Convention on the Law of Treaties (Done at Vienna on 23 May 1969. Entered into force on 27 
January 1980. United Nations, Treaty Series, vol. 1155, p. 331) 
108 For example, Germany allows the termination of judicial adaptation of PPP agreements ad other contracts in 
the event of severe changes to the main parameters governing the economic balance of a contract that have made 
the contract valueless to the affected party. French law allows contractual escape should the foundation of a PPP 
agreement be affected by an unforeseen event which severely disrupts the contract’s benefit allocation ie that the 
economic equilibrium has been breached to such an extent that it is no longer economically beneficial to a party 
to continue with such contractual arrangement. 
109 It must be noted that restrictions do apply in many countries which uphold the ‘rebus sic stantibus’ principle and 
it is not easy for parties to escape their contractual obligations. 
110 http://icsid.worldbank.org/ICSID 
111 http://www.iccwbo.org/ 
112 http://www.uncitral.org/ 
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The UNDROIT Principles of International Commercial Contracts provide guidance on 
conducting renegotiations and the conditions under which they can occur. The Principles 
allow for renegotiation in the event of a ‘hardship’ which is defined as: 

 The occurrence of events (that) fundamentally alter the equilibrium of the contract either because 
the cost of a party’s performance has increased or because the value of the performance a party 
receives has diminished, and (a) the events occur or become known to the disadvantaged party 
after the conclusion of the contract; (b) the events could not reasonably have been taken into 
account by the disadvantaged party at the time of the conclusion of the contract;  (c) the events 
are beyond the control of the disadvantaged party; and (d) the risk of events was not assumed by 
the disadvantaged party. 

In the event of a hardship, the disadvantaged party can invoke a renegotiation of the terms of 
the contract in order to modify it to reflect the altered parameters. If a successful 
renegotiation does not occur, the UNIDROIT principles call for the use of a third party to 
end the contract or adapt it to restore its balance. Both the government and the Developer 
can alter the contract to reflect changed circumstances out of its control. Some courts have 
argued that the principle of fairness should be used to adapt the PPP agreement. The 
UNIDROIT principles provide guidance on this to tribunals113. 

Other international commercial transactions have developed a similar 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 
relationship114. 

Akin to the hardships clause, and as discussed in Chapter 9, force majeure differs in that it 
may cause the termination or suspension of the contract. However, according to Yates (1999) 
when a force majeure event occurs, the government and the Developer would rather “seek to 
maintain the contractual relationship but to implement the term in a modified term, adapted 
to new circumstances”(Yates,1990). Effective provisions for hardship and force majeure 
clauses should not only stipulate a moral obligation on both parties to negotiate in good faith, 
but also to provide mechanisms for third party resolution of a dispute should negotiations in 
good faith fail. Such clauses are recommended for long-term projects where unexpected 

                                                 
113 Article 6.2(3), provides for ”In (adapting the PPP agreement,) the court will seek to make a fair distribution of 
the losses between the parties. This may or may not, depending on the nature of the hardship, involve price 
adaptation. However, if it does, the adaptation will not necessarily reflect in full the loss entailed by the change in 
circumstances, since the court will for instance, have to consider the extent to which one of the parties has taken 
a risk and the extent to which the party entitled to receive performance may still benefit from that performance” 
114 Experience from the oil, gas and mineral sectors show that it is feasible to have PPP agreements with formal 
renegotiation clauses that allow each party to invoke negotiations to restore the economic balance of a contract. 
Additionally, stabilization clauses are increasingly common. These clauses are invoked when government 
interventions such as change in law, change in taxation regime etc affect the balance of the PPP agreement. 
Furthermore, my research suggests that certain petroleum contracts contain highly specific renegotiation and 
contract adaptation mechanisms that deal with specific issues (conclusion reached after discussions with Mr 
Christopher Sheldon Senior Energy, Oil and Mining Expert of the International Finance Corporation and World 
Bank June 2008, as well as review of some gas contracts in Latin America (details withheld for confidentiality 
reasons). Furthermore, discussions were also had with Allen & Overy Mr Troy Edwards. It is my 
recommendation that such practice can be replicated in the water and wastewater sector, should either party have 
particular concerns over a specific risk.  
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events can mean that carrying out contractual obligations become onerous and economically 
unfeasible.  

Finally, Comparative law is a technique for comparing how major legal systems handle common 
subjects115. In the case of renegotiations, utilizing a comparative law approach can assist each 
parties’ negotiators with information on common triggers across different legal systems for 
invoking renegotiations and to identify generally recognized legal practices116. When drawing 
up agreements, if neither party can agree on a legal system to govern the PPP agreement, the 
parties are likely to come to an agreement on having the contract governed by legal practices 
that are common among major legal systems. The parties may also agree to identify where 
there is a difference among major legal systems and where the method to refer to the generally 
recognized principles will not lead to an absolutely clear and straightforward result.  

9.5 Summary and Conclusions 

International commercial business practices in contracting regards provisions for renegotiation 
and adaptation as an organic element of business contracts, particularly in long term 
arrangements. I fully concur with this principle.  My research shows that this principle stems 
from the main premise that parties to an agreement should not be forced to comply with 
unexpectedly tough terms in a PPP agreement in the interests of maintaining the business 
relationship in the long-term117. Each party should be expected to absorb the short term costs 
of the unexpected event until renegotiations or a PPP agreement adaptation has occurred. 
Furthermore there are growing techniques (such as Comparative law described) which can 
effectively be used to deal with variations and renegotiations. 

My research also reveals that renegotiation of an agreement should only be allowed in 
exceptional circumstances and that parties to a contract should bear their allocated risks 
except in the event of unforeseen events that affect the assumptions on which the agreement 
was made118. This is particularly important as allowing parties to withdraw or not comply with 
contractual obligations creates uncertainty and can affect the long-term investment climate. 
Furthermore, the legal assessment undertaken as part of this research suggests that generally 
recognized legal principles do recognize (albeit it narrowly) the right of a party whose 

                                                 
115 Wikipedia defines Comparative law as an academic study of separate legal systems, each one analysed in its 
constitutive elements; how they differ in the different legal systems, and how their elements combine into a 
system. Several disciplines have developed as separate branches of comparative law, including comparative 
constitutional law, comparative administrative law, comparative civil law (in the sense of the law of torts, 
contracts and obligations), comparative commercial law (in the sense of business organisations and trade), and 
comparative criminal law. Studies of these specific areas may be viewed as micro- or macro-comparative legal 
analysis, i.e. detailed comparisons of two countries, or broad-ranging studies of several countries. Comparative 
civil law studies, for instance, show how the law of private relations is organised, interpreted and used in different 
systems or countries. 
116 Generally recognized legal practices may include a given approach to compensation, use of independent 
(experts) in the determination of tariff reviews etc. 
117 Fiscal volatility and political upheavals are not as unexpected as they once were. The international business 
community has developed means by which to address these issues and so therefore should governments. In this 
respect international business practice is to place more importance on maintaining the relationship is more 
important than holding a party hostage to the original contract terms. 
118Allowing post hoc renegotiations every time there is a change in circumstances could reduce substantially the 
use of the PPP agreement as a risk allocation tool. In other words the PPP agreement sets out the overall risk 
allocation that the parties are prepared to absorb and the allowance of renegotiation events   should be carefully 
circumscribed. 
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participation in a contract has become unfeasible through no fault of its own but as a result of 
disruption to the main assumptions that underpinned the original contractual agreement, to 
seek renegotiation or termination of its contractual commitments.  

In response to the grey area of renegotiation within the auspices of international law, 
international business has developed a proprietary set of rules to handle contractual 
renegotiation and adaptation119. Even in the absence of structured mechanisms, international 
business relies on general principles and use of mutual accommodation to reach a satisfactory 
renegotiation. Accordingly, renegotiation should be conducted in good-faith and with the 
knowledge that hopefully, each party will benefit from the re-balancing of the agreement. I 
recommend that the party that accedes to the other party’s request for renegotiations should 
receive some form of concession to compensate it for its flexibility and to demonstrate to its 
constituents that it did made some form of advantage from the adaptation of the contract. 
Moreover, if renegotiation clauses are to be inserted, consideration must be given to the scope 
of events that trigger renegotiation – whether the events must be unforeseen and beyond the 
parties’ control; whether the applicable laws recognize the ability of an arbitrator or third party 
to adapt a contract should renegotiations fail; and to provide for specific criteria to guide the 
arbitrator in acceptable adaptation procedures. 

 

                                                 
119 Experience from negotiated agreements from different countries and private independent consultants can 
assist governments and Developers in designing appropriate clauses. 
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10. IMPROVING KEY 
CONTRACT 
PROVISIONS  

10.1 Introduction 

In this chapter I look at some of the major issues to be considered when formulating the 
contractual arrangements for a water and wastewater PPP scheme. By their nature PPP 
arrangements are complex, and each arrangement has its own set of interlinking contracts and 
agreements that are needed to establish allocation of risks and responsibilities, as well as to 
deal with financial obligations and cash flows. Depending on the risk allocation of each type 
of contract, as discussed in Chapter 3, section 3.3 each contract will allocate risk and 
responsibilities differently between the parties. Arguably, the most complex of these 
contractual arrangements is a long term concession type contract. For this reason, I use a PPP 
contract structure to illustrate some of the main contractual issues to be considered. I also 
detail some of the associated contracts that would typically be used by the Grantor as a means 
of sharing the risk among the project participants.  

This chapter is designed to give an outline to the key issues to be considered when designing 
and applying a new water PPP agreement. The majority of the new water PPP projects 
reviewed during this research have involved major project investment, with the majority of 
investment commitment by the Private. It should be noted that many of the points covered 
here (i.e. those not specifically related to investment) will also apply to the other non-
investment contract forms, such as a management contract. For contracts which include 
delegated management to the private sector but with no (or little investments by the private 
sector) such as lease / affermage type contracts, the provisions in this section will also apply. 
This chapter also assesses the basic need for subsidiary agreements to the main PPP 
agreement, specifically to gain an appreciation of the potential complexity of a complete 
contract structure and interlinking of the various contracts, land lease, water abstraction 
license (as appropriate), lenders direct agreements and technical annexes involved. 

For ease of reference I have divided the recommended provisions in the following way: 

• Provisions during Development mainly aimed at setting out the role of the Grantor 
after signature of agreement and prior to service being effective should be established:  

• Provisions related to Construction and Assets: this whilst not the main focus of this 
type of PPP agreements is dealt with to detail the conditions the General Construction 
requirement that details the relationship between Contractors and Sub-contractors. It 
also includes valuation and calculation of terminal payments of assets at the end of the 
PPP agreement period 

• Provisions related to Service Obligations: this is the main section and great attention is 
placed on making recommendations as to what has worked and what can be improved 
for the future.  
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• Provisions Applying to Financing to include protections for lenders through 
drawdown schedules, construction milestones and reserve accounts etc. including 
security rights to ensure lenders are protected from unsecured or junior creditor 
actions. 

10.2 Contract Form and Risk Allocation 

Contracts are important tools regardless the type of PPP form chosen and the level of 
government support whether the Developer is owned privately, or by the Grantor or is 
another public body. Furthermore, contracts are required whether or not the project is subject 
to a competitive procurement process. They can define a wide variety of objectives: economic, 
financial, social, and environmental, not only on behalf of the Grantor but also of other local, 
regional, or national stakeholders.  They help to give clarity and an objective basis for the 
development of the water and wastewater sector. Consequently, the use of PPP agreements is 
often promoted by external regional, national or supra-national agencies to enshrine policy 
objectives and to implement specific policy actions.  

Contracts have been used to change the relationship between  Authorities and local publicly-
owned service providers, either by these  providers being replaced by new Developers or to 
distance Authorities from the local publicly-owned service providers and to make the  
providers clearly accountable for quality-of-service.  

Each PPP contractual structure has to be tailored to suit the specific PPP scheme. We will use 
a typical long term Concession Contract to illustrate some of the key issues to be considered 
when establishing a PPP arrangement. In this contract type, the Public Authority contracts 
with an outside organization to construct, rehabilitate, operate and, simultaneously, to provide 
services to specified quality-of-service standards at a pre-defined tariff. The Developer must, 
consequently, provide from internal resources or via external financing the required inventory 
of fixed and moveable assets. The Developer will also retain all revenues and will absorb 
either all, or a contractually agreed portion of, traffic/revenue risks as well as the risks 
associated with construction. Risk-sharing may also extend into the areas of regulatory risk. 

Any contract allocates obligations and risks to the parties and consequently sets out the 
financial linkages between the parties. These arrangements are complex and one way to 
demonstrate this complexity (and a useful tool in the analysis or development of a full 
contract arrangement) is to show the linkage of the different parties in two ways: 

1. The contractual instruments linking the parties 
2. The cash flows (or potential cash flows) linking the parties 

In the following diagram illustrate the necessary contractual and financial linkages between the 
parties to a PPP agreement. When designing a PPP arrangement it is useful to start by defining 
key linkages in this way. This approach can be used to establish agreement on broad principles 
of the contract structure, before moving onto detailed contractual design. The first diagram 
establishes all the main contractual linkages, each of which requires its own contract document 
or agreement, and in the second diagram we note some of the main cash flows which are also 
dealt with contractually. 

Contractual Linkages 

The diagram below shows the typical contractual relationships within a PPP agreement. The 
Grantor grants a right to operate, maintain, construct, rehabilitate and charge for water and 
wastewater services to a Developer. The terms of the PPP agreement set out the rights and 
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obligations of the parties. The PPP agreement allows the Grantor to allocate project risk to 
the Developer and to define the risk sharing among the project participants. The PPP 
agreement may also set out the legal and tax regimes applicable to the project, including the 
environmental obligations of the Developer.   
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Figure 17: Contractual Linkages 

 

 
In defining the PPP agreement it will be necessary for the Grantor to have clarity on a number 
of matters including, in particular: 

• The overall risk allocation i.e. which party assumes or is responsible for managing 
associated risks. Annex 4 provides a risk allocation matrix which can be used as an aid 
to determine the optimum risk allocation. 

• How it is anticipated that the Developer will raise the revenues necessary to be able to 
fund what will be significant capital expenditure and, as a related issue, what type of 
financial support will be available from the Grantor. 

For this reason it is not uncommon for the Grantor to, as part of the PPP agreement, set out 
subsidiary documents which define and describe in some detail the other contractual 
relationships which are considered crucial for the integrity of the PPP agreement.  

The Grantor will also seek to ensure that the Developer performs against a minimum set of 
standards and overall requirements. The Grantor’s requirements will cover issues such as 
coverage, quantity and quality of service provision. Below is a summary of the main issues the 
PPP agreement will seek to cover which include (adapted from Delmon 2009): 
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• Completion date.  The Grantor's need for the infrastructure in question is generally immediate 
(often as much for political as practical reasons).   

• Performance of the project.  The Grantor's requirements will cover issues such as input 
consumption, efficiency of operation, maintenance needs and costs, life-cycle, health, safety, 
environmental, quality/quantity of the output/service generated and cost of operation.   

• Maintenance regime.  The Grantor will want to ensure that the maintenance and rehabilitation 
regime implemented is adequate and sufficient.  This is even more important late in the 
project as the incentive for the Developer to invest funds during the final phase of the 
concession period may be diminished, owing to the imminent transfer of the project to the 
Grantor. 

• Construction and operation.  The Grantor will want to ensure that the Developer’s construction 
and operation activities meet certain minimum standards, both those imposed by law and 
those specified by the Grantor to ensure the quality of the services provided and the 
protection of the public. 

• Government guarantees. The government may provide guarantees for public sector 
bodies taking part in the project whose credit risk is otherwise insufficient. 

• Exclusivity. The Grantor will need to provide the necessary assurances that the 
developer can abstract, discharge and the authority to serve the customer base. As 
previously noted the water and wastewater sector is typically a natural monopoly and 
therefore the conditions on this will need to be confirmed in the PPP agreement. 

• Know-how transfer. The Grantor may want to maximize the interaction between the 
Developer and local partners or the Grantor's personnel in order to ensure the proper 
transfer of know-how.120 

• Government interference. Notwithstanding the regulatory provisions and authority under the PPP 
agreement, the Grantor may undertake that the host government will not act against the 
interests of the lenders, the shareholders, the Developer, the performance of the Developer’s 
obligations or the project itself, to protect the Developer from a specific sub-set of political 
risk. 

• Concession fees. The Developer may be required to pay concession fees for the privilege of 
obtaining a concession and to offset Grantor costs, payable before commencement and 
possibly periodically during the concession period 

• Restrictions on share transfers. The Grantor may want to place restrictions on the transfer or 
change of shareholding in the Developer. The Grantor may want to disallow any transfer 
(direct or indirect) until a certain point in time after completion of construction (a lock-up 
period)121,  a right of approval over the identity of any transferee, and/or to maintain some 
guarantee from the original shareholders. 

                                                 
120 For further discussion of the transfer of technology and know-how, see UNIDO (1996) supra note 85 
at 75-90. 
121  There are a number of PPP agreements that include a lock-up period. For example in England and Wales the 
‘undertaker/operator licenses’ had a provision for a golden share that granted the government a veto right on any 
change in shareholding structure. Mendoza Argentina, Tallinn Estonia and Sofia Bulgaria all included in their 
respective PPP agreements restrictions on changes in shareholding to the Developer within the first five years of 
operation.    
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• Grantor step-in/continuous operation. The Grantor may want the right to continue operation of 
the project where it terminates the concession agreement, sometimes referred to as the "right 
to continuous operation", to ensure continuous delivery of services. 

• Hand-back. At the end of the concession period, the Grantor will either put the project out for 
re-tender or it will require the Developer to transfer the project assets to the Grantor or to a 
replacement Developer. 

Financial Linkages 

In every contractual arrangement, against each allocation of risks and responsibilities there is 
some flow of money. A similar diagram to the previous one, but illustrating financial linkages 
between the parties, is an extremely useful tool to obtain early understanding and agreement 
of key financial issues in a very direct manner. This is crucial for lenders and shareholders that 
will want assurance that their rights and obligations are protected within the PPP agreement.  

Figure 18: Typical Financial Linkages 

 
 

For complex contractual structures, such as for PPP contractual arrangements, the Term 
Sheet approach can help the Grantor ensure that key issues are systematically and 
comprehensively established, and agreed, before detailed contract drafting is carried out. As a 
preparatory step the Grantor or its advisers prepares a Term Sheet for each contract or 
agreement, briefly summarizing the key issues to be covered in the document. The main 
advantages of this approach are that issues and contractual principles are sorted out at an early 
stage, and the detailed drafting of the PPP agreement and other related agreements is carried 
out with more certainty, thus reducing the need for later detailed revision. This approach is 
also beneficial for establishing supporting documents, such as the operational and technical 
annexes. 
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Our analysis of existing concession contracts has suggested a draft heads of agreement as 
shown in Table 1. This table also shows which of the provisions in the heads of agreement we 
discuss later in this report. 

Table 9: Typical Heads of Agreement of a typical PPP Agreement122 

 

Section in Heads of Agreement 

 

 

Where it is discussed in this chapter 

 

 

1. Definitions 

2. General Provisions 

3. Conditions precedent 

4. Grant of concession 

5. Duration of concession 

6. Transitional arrangements 

7. Representations and warranties 

8. Service obligations 

9. Other obligations 

a. Labour issues 

b. Taxes 

c. Concession fee 

d. Asset use and transfer  

e. Disconnections 

f. Insurance 

g. Compliance with laws 

h. Performance bond 

i. Procurement 

j. Minimum equity 

k. Developer debt 

l. Existing projects 

m. Technical submission 

n. New assets 

10. Tariffs and indexation 

11. Periodic and extraordinary tariff adjustments 

12. Reporting requirements 

 

Not discussed 

Section 10.3 

Section 10.3 

Partially discussed in Section 10.3 

Partially discussed in Section 10.3 

Partially discussed in Section 10.3 

Not discussed 

Section 10.3 

 

Section 10.11 

Not discussed 

Not discussed                                                 

Section 10.10 

Not discussed 

Not discussed 

Section 10.4 

Section 10.4 

Not discussed 

See section 10.2 and chapter on funding and finance 

See chapter on funding and finance 

Not discussed 

Partially discussed under Section 10.3  

Section 10.6 

Section 11.4 

Section11.2                                                                     

Section 10.5  

                                                 
122 For those items where it says ‘Not discussed’ it means that the particular topic does not include a specific 
provision that has been included in this section. However, it does not imply that this issue has not been discussed 
throughout this research. For example, the category called Employee Matters is a major risk issue in developing 
PPP agreements in that the associated liabilities in terms of staff, (over staffing is typical in water and wastewater 
utilities that are publically owned), pension liabilities and other associated contingent liabilities are crucial in the 
development of a PPP scheme. This topic is discussed in earlier chapters.   
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13. Monitoring and enforcement 

14. Variations 

15. Termination provisions 

16. Dispute resolution 

17. Contract management mechanisms 

Section 10.5  

Section 10.7 

Partially covered in Chapter 12 

Section 11 

Not covered 

Section 10.7 

10.3 General Provisions  

Under the general provisions of the PPP agreement, there must be clarity as to the status of 
water and wastewater PPP project and the legal basis on which it will be established123. The 
contract starts by establishing the details of the parties to the contract, including:  

• Rights and obligations of each party to the PPP agreement i.e. the Developer and the 
Grantor 

• Term of the Agreement sets out the date that the PPP agreement becomes effective, 
and defines the term of the contract (eg 30 years) with the mechanism for agreeing any 
change in duration 

• Start of the PPP Agreement or commencement date in order to distinguish the time (if 
any) from the signing of the PPP agreement to the moment in which the services or 
actions detailed under the PPP agreement will start in earnest ie that the PPP 
agreement becomes effective124.  

• Transfer of Rights and Obligations, Authorized Body and Mandatory Requirements to 
the Developer. Although the Developer will generally be required to work within local 
laws, norms and standards, this section is used to detail specific covenants made by the 
Developer both on his status and ability to carry out the contract, that he has carried 
out his part in establishing all necessary legal and contractual arrangements and has 
obtained any necessary approvals to allow him to enter into the contract. 

• Compliance by the Developer and any subcontractors with the lawful demands by 
public authorities.  

Under a concession type of PPP scheme, the assumption is that the design, construction, 
integration, testing, commissioning, operation, maintenance and ultimate performance of any 
asset developed by the Developer should be the Developer’s responsibility. Accordingly, as a 
general principle it should be the Developer’s risk whether the design meets the Grantor’s 
requirements.  

The Grantor’s role after the signature of the PPP agreement and prior to the services being 
effective should be clearly specified to include at least: 

                                                 
123 Depending on the legal tradition of a country, in some instances the subject of the water PPP contract is 
described.   
124 Conditions that must be met by both parties before the contract becomes effective or external conditions that 
must be met are usually detailed as Effective Date Undertakings or as Conditions Precedent to the effectiveness 
of the contract and are typically detailed in an annex.  
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• Review and as appropriate comment on the Developer’s plans for achieving the level 
of service outputs and as appropriate any specific capital special capital program 

• Defines right of access to and use of the water resources, land etc. and Grantor the 
support to the Developer in obtaining necessary permits and licenses. 

 

Conditions Precedent, Effective Date and Financing Agreements 

Conditions Precedent (CP) are in essence a summary of the issues that need to be completed 
prior to the PPP agreement becoming effective on the Effective Date. The Effective date is 
when the CPs are met and part of meeting the CPs would be the signature of the financing 
agreements. These financing agreements are the agreements which the Developer (including 
any associated companies) enters into for the financing of the agreement.  CPs are often a 
checklist of tasks or documents that need to done and depending on the legal regime in which 
the PPP agreement is set will be part of the agreement itself or not.  

Parent company guarantees and minimum equity requirements 

It has been common to require that parent companies guarantee the performance of the 
company holding the PPP agreement, or that the Developer has at least a specified minimum 
level of equity.  Minimum equity, performance bonds and (limited sum) parent company 
guarantees are different tools to achieve the same objective.  It is good practice to ensure that 
the concession company has enough equity or parent company guarantees to remain viable 
even if things do not go as expected (Ehrhardt and Irwin 2004).  The Grantor should 
determine the total sum which it expects to be placed at risk, and then allow Developer’s 
flexibility as to which of these mechanisms they use, so long as the total amount at risk is at 
least equal to the specified minimum. 

Provisions related to Construction and Assets 

Conditions related to the construction should set out issues such as conditions precedent for 
the commencement of construction, the timetable and plan to which the Developer is 
committed to perform the construction (including specific milestones as may be appropriate), 
as well as the General Construction requirement setting out the Contractors and Sub-
Contractor. In this respect, it will be necessary to detail as appropriate, the nominated sub-
contractors.   
Typically under long term PPP agreement the spirit of the contract should allow flexibility to 
the Developer to design and implement its own construction program to meet the pre-agreed 
levels of service. Notwithstanding this, it is important that the PPP agreement should allow 
for a procedure for: 

• The Developer to regularly inform about its capital investment program and other 
relevant information to the Grantor 

• The Grantor should retain some flexibility to require some minor modifications that 
do not have an impact with the proposed cost or service that is being proposed by the 
Developer 

• The maximum allowable time for any comments that are to be reasonably made by the 
grantor (if any) 

It must be noted however that the Grantor should be wary of taking on too great of an 
overseeing role. The Developer should be granted the freedom to manage the project without 
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interference from the Grantor. Issues related to compliance with Health and Safety standards 
including documentation and procedural requirements to be followed should be included. 

Acceptance of the infrastructure constructed: Notably, the PPP agreement needs to specify 
who is responsible for assessing satisfaction of the test. As a general rule it is advisable that 
this be done by a joint assessment between the Grantor and the Developer. Better still, and in 
order to minimize any potential disputes, the test could be undertaken by an independent third 
party or Expert Panel125.  

Early Works Agreements: In most cases, Early Works Agreements are considered bad practice 
for the following reasons: 

a. They may generate questions over whether the agreements have been procured in 
accordance with procurement laws and regulations; 

b. Under ordinary circumstances the contracting authorities would not make any 
payments to the Developer or sub-contractors prior to the completion of the relevant 
facilities and commencement; 

c. Under ordinary circumstances, contracting authorities should not be obligated to make 
any payments prior to financial close. 

d. Reaching agreements on early works contracts can act as a distraction from the 
negotiations on the main contract and delay contract closing. 

e. They can lead to project integration issues. 

f. Early works agreements can alter the balance of risk on the procurement by altering 
the bargaining position of the Grantor; 

In the cases where early works agreements are required, the following rules should be applied 
(United Kingdom HM Treasury 2004): 

a. The enabling works should be planned in advance and be incorporated as part of 
the procurement strategy; 

b. A decision should be made as to who should perform the works – whether the 
Developer should do so or whether the Grantor should commission a third party 
to do them; 

c. The works program should deliver time-savings and provide value for money; 

d. Only essential and necessary works should form part of the enabling works. This 
means works which  are not specifically related to the Developer’s project plans 
but would be of general use to the Grantor whether a contract is signed or not–  
this can include surveys, access roads or other pre-construction enabling works; 

e. The enabling works should not affect the risk allocation of post contract work; 

f. The costs of the works should be controlled and the Grantor should designate 
funds for this purpose. 

                                                 
125 It is important to note that the Grantor should not allow for the third parties appointed by the lenders to act 
as their third party, as the adviser appointed by the lenders will not have the same overall objectives as the 
grantor. The Grantor should appoint a fully independent third party acceptable to it and the Operator.  
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10.4 Provisions Related to Service Standards and other Obligations  

The PPP agreement needs to specify the actual services that the Grantor expects to be 
delivered under the PPP agreement. Some contracts have failed in this basic premise as there 
is often difficulty in reaching a consensus as to the baseline against which to measure service 
improvements (see Chapter 11 for more on imperfect data problems). Furthermore, the 
Service Standards themselves may not be well specified.  For example, important dimensions 
of service may be omitted, or targets may not be disaggregated by geographic area, even 
though needs and services may vary widely between areas. Finally, in some instances there 
have not always been clear and sensible links between the Developer’s remuneration and its 
achievement of the service standards.  

In drafting the provision for service standards, it is generally accepted as useful for the 
contract to provide standards covering all aspects of service which are relevant to customers 
and potential customers.  These include, for water: 

• Coverage of households or other potential customer bases 

• Water quality 

• Water pressure and reliability of pressure 

• Customer service response times 

For wastewater service key standards include:  

• Coverage of households and other potential customer bases 

• Service quality and reliability (frequency of sewage backups and overflows or 
frequency of collection of sewage from holding tanks) 

• Customer service response times 

• Level of treatment and quality of outflows of treatment plants to the environment  

In some instances it may be advisable to specify such standards for discrete geographic areas, 
rather than for the PPP scheme as a whole. This can guard against particular areas being ‘left 
behind’, and ensure that the benefits of expanded and improved service are widely felt. It also 
allows for differential standards to be set based on characteristics of different areas.  For 
example, service standards (and tariffs) may be lower in low income or hard to serve areas.  In 
all cases, service standards should be set taking into account customers’ willingness to pay for 
the service126.  My recommendation is that the PPP agreement should allow for: 

• The definition of each service standard indicators including water quality, water 
pressure, continuity of service, coverage, water billed as a percentage of water 
produced and customer service levels 

• The level of service to be attained, for each customer category and area 

• The date by which the standard is to be met – the opening value of the service 
standard should be the level currently being achieved by the utility, with a realistic 
timetable set for improvements 

• How compliance is to be measured and monitored 

                                                 
126 In some instances this may imply that the PPP agreement will specify service levels which are lower a desired 
standard for example European Union, United States standards, or World Health Organization guidelines. 
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• Events which excuse compliance 

• Sanctions in the event of non-compliance. 

 

Box 8: Linking Tariff Adjustments to Service Improvements – The Case of 
Bucharest  

The Bucharest concession used an innovative approach to provide incentives for achieving service targets.  
The contract has a specific schedule of service targets that the Developer is expected to achieve at different 
points during the term of the concession.  The Developer is given direct monetary incentives in the form of 
tariff increases and penalties linked to achieving these targets.   

Level of services indicators include: potable water quality, pressure, continuity, coverage, billing, and other 
customer service indicators.  Targets for these indicators were set for years 2, 3, 5, 10 and 15 of the contract.  
Each target is assigned a weight; for example, achieving the potable water service target in year 5 is worth 
23% of the targets for that year.  The Developer was required to indicate in its offer the tariff increases (i.e. 
difference between bid tariffs for two consecutive target years) that it would expect to receive for achieving 
the service targets.  Upon achieving the service targets for a particular year, or a portion of them, the 
Developer is granted the corresponding tariff increase, or the corresponding portion depending on the targets 
achieved and the weights assigned to them. 

In the event the Developer failed to achieve a level of service target by the deadline set in the contract, its 
corresponding level of service tariff adjustment will be delayed until the target is met.  If the target is not met 
within 3 months after a failure notification by the technical regulator, the Developer will be required to pay 
US$1.5 million for each target that it failed to achieve.  The contract makes a distinction between limited and 
general failures.  The Developer is required to monitor its performance against level of service targets, and to 
inform the technical regulator when a penalty is due.  The Developer will be subject to additional penalties if 
it fails to comply with this provision. 

Source: Operators Roundtable, World Bank (2004), Concession Contract between The City of Bucharest and 
APA Nova Bucuresti S.A,Privatization of Bucharest Water and Sanitation Services, Corporate Finance 
Services, IFC, Amy 2000 
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I recommend that the PPP agreement require the services to be provided but not specify the 
technology to be used. An example of good drafting of service standard provisions is provided 
by the Bucharest contract127.  Poirier (2004) argues that this is especially important for services 
to low income areas, where innovative technologies may be required.  For example, the 
contract might provide that service is to extended to a specified number of households in 
defined areas, and that this service is to provide people with at least 40 litres of water per day, 
at no more than 50 meters from the house, with water available at least 12 hours per day. 

10.5 Provisions Applying to Implementation, Monitoring and 
Enforcement 

PPP agreements are fundamentally contracts that at their core set out service obligations. As 
has been discussed earlier my premise is that the contractual obligations need to focus on 
achievement of levels of service, customer focus and be based on monitoring of outputs and 
not necessarily inputs. Parting from that philosophical perspective, it is nevertheless essential 
to design the PPP agreement in such a way so as to provide the mechanisms which give the 
Developer the incentive to undertake its obligations, ensures it actually undertakes what it is 
contractually obliged to do, and that there are sufficient disincentives if it fails to fulfil its 
obligations. The following sub-sections discuss problems that have arisen in each of these 
areas, and recommend improved contractual approaches.   

Monitoring and Contract Monitoring Units 

Typically PPP agreements set out service standards and other targets which the Developer 
must meet and define who is responsible for monitoring such obligations. Monitoring and 
enforcement of obligations within the PPP agreement should be directly linked to the 
institutional capacity of the given country within which the PPP agreement is to take place. It 
is usual to charge a government agency (as in Port Vila, Vanuatu or Tallinn, Estonia) or a 
regulatory body (as in Manila, Sofia or Bucharest) with monitoring the service standards. 
However care must be taken by the Grantor in designing such arrangements to ensure that the 
entities tasked with undertaking such monitoring and enforcement are able and motivated to 
do so.  

The research undertaken, seems to suggest that in some instances there is insufficient clarity 
about the procedures for auditing reports received from the Developer, that the Grantor 
agency may not be motivated or competent to carry out the monitoring, or that monitoring 
may be done ‘behind closed doors’, leaving the public uncertain and suspicious as to the 
Developer’s performance. In this respect, my recommendations for improved contractual 
drafting should allow for: 

• Defining service standards and tariff rules clearly in the PPP agreement 

                                                 
127 Although the concept of level of service attainment tariff adjustments is an innovative one, and could provide 
direct and strong incentives to the Developer, this did not work well in practice in the PPP scheme in Bucharest.  
The winning bidder offered a declining bid tariff schedule, therefore removing most of the incentive to achieve 
level of service targets.  This shows the importance of a careful design and consultation on such provisions.  To 
work well and be publicly acceptable, the increased tariffs need to be planned and expressed as being designed to 
ensure the sustainability of the service improvements. 
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• Specifying the Grantor agency who is responsible for receiving information from the 
Developer, detailing the format and content of each report, how each standard is to be 
monitored, and requiring the Developer to report on these standards at regular and 
specified intervals128 

• Providing for the Grantor agency to check the accuracy of the reports through some 
audit process and requiring it to validate Developer reported performance against 
standards 

• Allowing the Grantor agency to take specific enforcement actions when performance 
falls short of standards 

• Making the standards and actual performance of the Developer available to the public 
at large129 

My recommendation is that the above aspects of good monitoring may be contracted out to 
an independent contract monitoring unit. This is discussed in the next section.  
Contract Monitoring Units can be an effective way of undertaking monitoring of contractual 
obligations, as was the case of Sofia, Bulgaria. Contracting out monitoring of performance to an 
independent, reputable, international firm is one of the main recommendations in this chapter.  Under 
this model, the regular reporting of service performance by the Developer would be made to the 
contracted monitoring unit.  The unit would check the accuracy of the report.  It would then report to 
government on the extent to which the Developer met the standards, and recommend enforcement 
action where it appears standards are not being complied with.  The reports of the monitoring unit 
would be public. It is also recommended that customer groups are involved in monitoring 
performance.  For example, this may include creating a group of customer representatives, and 
providing in the PPP agreement for this group to have a mandate to check on service levels compared 
to standards, as an input to the monitoring process carried out by the firm or agency charged with 
monitoring. It may also be a good idea to provide explicitly for monitoring of the contracting 
authorities performance against its obligations.  

Penalties and Grantor ability to intervene for persistent minor breaches 

Given the long term nature of water and wastewater PPP agreements, it is necessary to allow 
for situations where persistent breaches by the Developer occur but that by themselves do not 
justify termination of the agreement. The introduction of a persistent minor clause allows for a 
specific mechanism for remedy by the Grantor. It allows for deductions or financial penalties, 
but in the event these are insufficient consideration should be given to the use of warning 
notices with pre-defined resolutions procedures with the ultimate sanction to a right to early 

                                                 
128 For example, in the Manila concession contracts the Developers must report quarterly on service performance 
indicators such as coverage, quality standards, and customer service data. 
129 During the course of this research a number of international water and wastewater operators were contacted 
and the issue of making information about performance available to the public was discussed. It is interesting to 
note that there was consensus that information pertaining to performance of the PPP agreement should be made 
available to the public. There was an element of discomfort for full disclosure of financial information. The 
argument being made was that Developers did not want to ‘open their books’ to other operations as this was 
considered sensitive commercial information that could be used by competitors or even Grantor’s for other 
purposes than that of monitoring. Having worked for a private international water and wastewater operator (and 
in fact one of the companies contacted was my former employer) I have heard this same argument being made 
by my senior management at the time.  
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termination130. Cleary, such arrangement needs to go hand-in-hand with specific penalties if 
the service standards are not met.   

It is accepted good practice to specify penalties for all breaches of the contract, with the 
penalty proportionate to the harm done by the breach131.  Care must be taken to ensure that 
the inclusion of such penalties is allowable. For example, in common law countries it may not 
be possible to including penalties within the PPP agreement itself. Penalties may have to be 
introduced as for example liquidated damages, or including penalties in specific regulations.  
Research also shows that it is advisable to cap the level of penalties the Developer would be 
liable for as a result of any specific incident or over any given period132 and to allow for a 
procedure for expedited resolution in the event of disagreement about the application of a 
penalty133.  The cap should be set at a level which is high enough to provide the Developer 
with a strong incentive to perform, but low enough to protect the Developer from financial 
distress caused by penalties (Operators Roundtable, World Bank 2004).  Additionally, and in 
the interest of equitable treatment of parties to the PPP agreement - sanctions also need to be 
provided against contracting authority non-performance134.  The form of such penalties may 
be a direct penalties or set-off rights as discussed below. 

 

                                                 
130 It must noted that this is not a remedy that is normally used in this sector. However, there are positive 
experiences of this in other infrastructure sector eg public transport services in the UK and the UK’s Private 
Finance Initiative procedures (HM Treasury, 2008). 
131 A good example is the provisions of the Port Vila, Vanuatu concession contract. This involves a monetary 
penalty for the Developer for any instance where it fails to fulfil its obligations. The monetary penalty for any 
failure is then found by taking the prevailing volumetric tariff multiplied by the appropriate multiplier. For a 
particular failure for example interrupted supply or insufficient water pressure, a specific number of cubic meters 
is pre-specified as a multiplier. As service standards will be clearly defined in the contract, it was envisioned that 
this approach will enable penalties to be easily determined when such standards are breached.  
132 The Guayaquil, Ecuador PPP agreement specifies that any breach of the “Reglamento de Servicios” 
(operational rules) which governs the relationship and interface between the Developer and the customers is 
liable to a fine of US$5000 per event. The PPP agreement is silent on the manner in which such sanction can be 
imposed. So for example, not responding to a customer call could be considered a customer complaint by the 
Regulator, and a fine could be imposed. There are no provisions defining what a customer complaint is nor 
allowances for a period in which the Developer could respond to such customer complaint. This demonstrates a 
failure in the design of the PPP agreement in that a fairly ‘reasonable’ clause stating that the Developer may be 
fined US$5000 for “failures to perform its obligations under the terms of the concession” can have a cumulative 
effect that could potentially lead to the Developer being faced with multi-million dollar fines imposed on it for 
not responding to customer calls. The problem was not there was no cap associated with such provision nor was 
there a mechanism within the PPP agreement that allowed the Developer to disagree with such penalty 
application. The result was that the Developer had a contractual obligation to pay the fine or else he would be in 
breach of his contractual obligations. His only legal recourse was to avail itself of the arbitration provisions in the 
PPP agreement, a procedure it was loath to initiate as it would put him in direct ‘conflict’ with the Grantor.  
133 Where there is a dispute as to whether or not a service standard has been breached, the penalty would not be 
applied until a final legal determination on the matter had been reached. Although a provision like this may be 
advisable, care must be exercised to avoid nullifying the effect of the penalty provision. What is meant by this is 
that the provisions of the PPP agreement must not allow the Developer to shield itself and unduly delay the 
application of a given penalty until there is a legal determination on the matter. That is why it is recommended 
that the PPP agreement includes a procedure(s) that allows for an expeditious resolution on this. If the parties 
cannot agree than the other dispute resolution procedures contained within the PPP agreement would apply.  
134 Arguably a provision like this may have helped in the case of Guayaquil, where the Regulator ECAPAG had 
too much discretion. This is a personal opinion based on my assessment of the situation when I was employed as 
a mediator for a dispute between the Interagua and ECAPAG between 2004 and 2005.  
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Performance Bonds and Set‐off rights 

Research suggests that the use of Performance bonds is a well used technique for PPP 
schemes in infrastructure development projects135. The reason is due to the ‘limited recourse’ 
nature of project finance (as previously discussed in Chapter 7). The water and wastewater 
sector is no exception. Many contracts have included performance bonds posted by the 
Developer.   

A performance bond is an amount of money lodged with a neutral third party, such as a bank 
or financial institution, which the Grantor may claim in the even the Developer breaches pre-
specified obligations detailed in the PPP agreement.  The bond ensures the Developer faces a 
penalty for non-performance, and that a sanction can be imposed.  Without a performance 
bond, the public authority might need to sue the Developer for non-performance, which can 
be costly and time-consuming, and even if the court finds in the public authority’s favour, it 
might be difficult to actually make the Developer pay. 

 
It is good practice to include performance bonds in contracts.  However, problems have 
arisen – for example in Guayaquil (see Box 10) – that the conditions under which the bond 
may be called are not well defined, creating risk.  A related problem has been “first-demand” 
bonds – those which are callable without the public authority having to show that the 
Developer has defaulted.  The idea of “first-demand” bonds is to protect the public authority 
by avoiding delays and litigation when the public authority believes the Developer has 
defaulted.  However, they have in some cases unbalanced relationships by putting in the 
public authority’s hand a substantial sanction which it can exercise at will. 
Emerging options to improve practice include: 

• Avoiding “first demand” bonds, and instead including a provision that the bond may be called 
when the independent monitoring unit certifies that relevant breach has occurred 

• Making lodging of performance bonds reciprocal. In many cases the Developer is required to 
post a bond to protect the government from risky behaviour, but not vice versa. Where the 
Developer is required to lodge a bond to ensure it meets its obligations, the government 
should also lodge a bond for its obligations.  

                                                 
135 Performance bonds have been used extensively in the water and wastewater sector. For example, of the 
contracts analysed for this research Guayaquil, Manila, Sofia, Estonia, Trinidad and Tobago, Port Vila amongst 
others all had performance bonds linked to their respective PPP agreement.  

Box 9: Covering the Risk of Wrongful Call of Performance Bonds – Guayaquil 

The Guayaquil concession contract required the concessionaire to issue a US$10 million performance bond in 
favor of the Grantor to cover its performance obligations.  The bond could be called to cover payments due to 
the contracting authority over damages to third parties, unpaid penalties or early termination, as well as unpaid 
renewal of insurance policies.  Beyond these traditional trigger events, the bond also covered the obligation of 
the Developer to make the capital investments in the amounts offered in its bid.  The Developer felt that this 
was a harsh requirement, and that there was a significant risk that the contracting authority would wrongfully call 
the occurrence of this event. To protect itself against this risk, the Developer requested a counter-guarantee from 
MIGA to cover a wrongful call of the performance bond.  This was the first guarantee that MIGA provided to a 
water sector transaction. The US$18 million guarantee covered risks of expropriation, war and civil disturbance, 
and notably, wrongful call of the Developer’s performance bond. 

Source: Interview with Interagua (Dr Geoffrey Thorpe) and MIGA, and PricewaterhouseCoopers Securities 
LLC, IFI Risk Mitigation Instruments and Direct Sub-Sovereign Lending, Final Report, 2004 
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• Using set-off rights which would allow the Developer to unilaterally adjust cash payments, 
service obligations and any investment roll-out if the Grantor breaches the PPP agreement in 
ways which increase the Developer’s cost or reduce its revenue. Similarly, the government 
should be able to withhold payment of any fees payable to the Developer to set-off any money 
owed by the Developer. If either party is unhappy with such an adjustment, the process of 
dispute resolution (outlined below) should be followed. 

My proposal is that these measures are practical and pragmatic solutions that go at the core of any PPP 
agreement ie that the fact that a party has a right to something does not in itself allow it to exercise that 
right, and that if one party is in breach it should not excuse the other party from performing its 
obligations136.  By avoiding on demand performance bonds, making performance bonds reciprocal (ie 
both the Grantor and the Developer are obliged to post a bond) and by allowing “rights of set-off” in 
the contract, there will be (a) less likelihood for unilateral actions by the Grantor, (b) an automatic 
compensatory mechanism that allows the Developer to unilaterally adjust cash payments, service 
obligations and any investment roll-out if the Grantor breaches the PPP agreement in ways which 
increase the Developer’s cost or reduce its revenue.  

Enforcement of customer payments 

A Developer cannot be financially viable if it cannot collect payment for customers.  This means it 
needs a way to sanction non-payers. Disconnection is the most effective tool.  It is accepted practice 
that Developers should have available all the normal sanctions against customers who do not pay, 
including the ability to disconnect after a specified period.  Developers may be required to report on 
the number of disconnections, but should not be required to report in advance of disconnection, or to 
seek approval to disconnect. However, this needs to be balanced against ensuring that there are 
mechanisms to protect consumers which may include for example, a requirement that in cases where a 
customer disputes the bill, he has the right to take the issue to an independent body, and service must 
not be disconnected until the dispute has been settled, or that the Developer is obliged to offer 
reasonable terms for settlement of payment arrears. Another possible suggestion is that the Grantor set 
up a fund which has the discretion to pay water bills on behalf of families in genuine hardship, and 
which can work with them to provide budgeting and other assistance.  Such a fund and agency would 
recognize the role of the government in social assistance, allowing the Developer to focus on 
commercial performance. 

10.6 Provisions Applying to Financing 

Financing‐ Developer obligations 

Financing is provided by the lenders and the shareholders. Financing will include up-front 
fees, development costs, design, construction and ultimately operation.  Lenders will advance 
funding progressively with payments usually linked to milestones and verified by an 
independent expert acting for the lenders and possibly the grantor.  During this first phase, 
the lenders will insist on a careful balance of equity and debt funding and may require recourse 
beyond project assets, to the shareholders or some other guarantor. The lending agreements 
will need to set out protections for the lenders, such as: 

                                                 
136 For example, in Manila the government did not build a new water source it had promised, but the Developers 
were still legally required to provide the level of coverage and service they had committed to.  In some African 
contracts, for example the lease contract in Dar es Salaam Tanzania, government agencies have not paid their 
bills, leaving the Developer in a difficult financial position, but the Developer is still expected to deliver the 
contracted levels of service.  In Buenos Aires the Grantor did not allow tariffs to increase as the peso 
depreciated, as the contract required, but the Developer was still contractually bound to make investments and 
expand service, even though government action meant it did not have the money to do so. 
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• Drawdown schedule and the conditions precedent that must be satisfied before each 
drawdown, in particular related to completion of construction milestones and 
aggregate paid-up equity 

• Repayment schedule 

• Funding and control of reserve accounts, where the project company must set aside 
money for contingencies, in particular to cover a number of months of debt service in 
the event of revenue shortfall, periodic major maintenance expenses and annual costs 
like insurance and taxes 

• Events of default, such as failure to satisfy ratios (DSCR, LLCR, debt: equity, etc.), late 
payment, defaults under project contracts, making changes in management or project 
contracts without consent; and  

• The right for lenders to stop disbursements to the shareholders, control voting rights 
and other project company discretions (“reserved discretions”) and seize funds in the 
event that things are not going as well as the lenders would like (eg where events of 
default arise or might arise). 

Security, step‐in rights and direct agreements 

Security rights (over different project assets and in favour of creditors) are both "offensive" 
and "defensive": offensive to the extent the lenders can enforce the security to dispose of 
assets and repay debt where the project fails; defensive to the extent that senior security can 
protect the lenders from actions of unsecured or junior creditors.  If comprehensive security 
rights are not available, the lenders may seek to use ring-fencing covenants in an effort to 
restrict other liabilities, security over project company shares to allow the lenders to take over 
control of the company or the creation of a special golden share that provides the lenders with 
control in the event of default.  Security rights may also allow the lenders to take over the 
project rather than just sell the project assets, since the value of the project lies in its operation 
and not in completed assets (Delmon 2009).      

The lenders and the grantor may enter into direct agreements with the project participants 
setting out step in rights, notice requirements, cure periods and other issues intended to 
maintain the continuity of the project where the project company defaults and/or falls away.  
A project may not require direct agreements where provisions can be included in the relevant 
project document or where some other solution is available. 

Exchange Rate Issues 

From the contracts analysed it would appear that there is no real best practice for drafting 
exchange rate risk provisions. Generally this is dealt with by a combination of indexation, 
review, financing and enforcement provisions.  As explained in the risk chapter, exchange rate 
risk can have a significant effect on the ability to attract private finance.  Accordingly, there are 
a number of possible contractual mechanisms which may help to manage foreign exchange 
rate risk and include137: 

• Mandated local currency financing can eliminate the mismatch between a project’s revenues 
denominated in local currency and its debt being denominated in foreign currency. The 
disadvantage is that the amount and duration of local finance will be poor (or not 

                                                 
137 Interview with Ms Tomoko Matsukawa, Senior Investment Officer, Finance Economics and Urban, 
Sustainable Development Vice-presidency, World Bank (April 2009) 
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available) in many markets. Another factor is that even if local finance is available tenors 
are usually too short making it impractical or too costly. Nevertheless, Gray and Irwin 
(2003) suggest that, while reducing the reliance on foreign currency debt may initially 
lower the amount of finance available, in the long-run there will be benefits in terms of 
longer-lived and more robust investments.  

• Mandated hedging to help mitigate exchange rate risk by requiring the Developer to take out 
compulsory hedge contracts (as discussed in Chapter 7). In this way, a Developer could 
purchase the foreign currency requirements for debt servicing at a fixed forward exchange 
rate.  Like local currency financing, this approach is hard to implement due to lack of 
depth and tenor in local currency hedge markets138. However, there may be cases where 
local currency financing and hedging instruments will available, and in such cases it will 
usually be a good idea to use these instruments so far as possible. 

• IFI local currency swaps: The Asian Development Bank has initiated a new instrument in 
which it swaps a given amount in US dollars for the local currency in a country (Bestani 
and Sagar 2004).  The IFI then on-lends the local currency to financial institutions in that 
country, which in-turn lend to borrowers for investment projects. This provides the 
benefits of local currency financing. The difficulty, however, is that the government of the 
country, by making the local currency swap, takes on a large portion of the exchange rate 
risk. 

• Liquidity backstopping facility: Another approach is to use a devaluation liquidity 
backstopping facility, as proposed in the Camdessus report (2003), which would be 
provided by an international agency with an excellent credit rating, which would pay 
foreign lenders the part of the Developer’s debt servicing due to devaluation of the local 
currency. This requires the establishment of an “affordable exchange rate”, above which 
the facility would intervene to repay foreign debt. The repayments made by the facility 
then become a loan from the facility to the government. This loan is repaid over a long 
time period by way of an additional surcharge added to tariffs. However, since 2003, as far 
as I am aware from the research undertaken, there has not been another project – other 
than the Tietê power project in Brazil – where a similar structure has been used. Given the 
current financial conditions it is not clear if this proposed structure will be commercially 
feasible for financial institutions to take the risk involved in backing such a facility.  

 

                                                 
138 Matsukawa et al. (2003, p.10) argues that in lower-middle and low income countries it is unlikely that forward 
foreign exchange transactions could be arranged at an affordable cost with sufficient tenor to serve as the basis 
for financing an infrastructure project. As a practical matter, forward foreign exchange transactions have not 
been used to finance infrastructure projects in developing or developed countries. 

Box 10: Liquidity Backstopping Facility in Tietê power project in Brazil  

A similar type of facility was used for the Tietê power project in Brazil. In this case, the operator raised finance 
for the project by issuing U.S. dollar bonds. Tariffs from the project are indexed to local inflation but not to 
changes in the exchange rate. If the operator is unable to meet its debt repayments, it may draw on a liquidity 
facility provided by the U.S. Overseas Private Investment Corporation. In the long-run, this is repaid from cash 
that would otherwise have been paid to shareholders. 

Source: Gray and Irwin (2003) 
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10.7 Provisions related to Force Majeure & Termination  

Each party to an arrangement intends to work towards fulfilling the terms and completing the 
contract until its expiration date. Provisions for early termination of the PPP agreement 
should be dealt with within the arrangement. The lenders of the Developer will require that 
the agreement detail precisely what compensation is payable if the arrangement is terminated 
early139. The key consideration for contracting authorities is to ensure the Developer is 
motivated to achieve optimum performance and should not be motivated to deliver a 
substandard performance because the financial penalties are not sufficient enough to motivate 
it to remedy the problem. A compromise should be found that meets both expectations. The 
cause of termination will determine the level of compensation to be granted. Additionally, a 
compromise will need to be found over definitions of persistent breaches and the list of 
grounds for termination as well as the definition of Force Majeure. The Grantor should be 
careful of not making the termination triggers too stringent as they are unlikely to be accepted 
by the Developer or its lenders.  

My research shows that the main causes for early termination include140: 

• Grantor Default: The Developer should be granted the right to terminate the 
arrangement where the Grantor or the government conducts itself in a way that 
compromises the contractual relationship and makes service provision so impractical 
or impossible141. This should be a last resort and provisions should be made to allow 
the contracting authorities or government to rectify its actions before triggering a 
termination. Compensation should be calculated on the basis that the Developer and 
its financiers are fully compensated i.e. no better or worse off than if the arrangement 
was continuing as expected. 

• Developer Default: The Grantor may seek to terminate the agreement due to 
inadequate service provision. A balance must be found between the effect of early 
termination due to inadequate service provision and the Developer’s and financiers’ 
interest in ensuring termination only occurs after severe defaults, after all possible 
attempts at rectification have been made and all other options have been exhausted. 
To counteract this eventuality, the Grantor can incentivize the Developer to deal with 
persistent performance breaches. I recommend that the PPP agreement should include 
a performance points system with respect to all defaults with a right to terminate the 
contract if a certain threshold of points is reached. Where such a points system is not 
applicable, the Grantor should retain a right to terminate the contract for persistent 
breach if defaults are occurring without rectification. Warning procedures should be in 
place before termination procedures begin.  

• Corrupt Gifts and Fraud: Termination can be triggered by instances of fraud or 
corrupt acts perpetrated by the Developer, sub-contractors or the Grantor. Careful 
consideration must be given to each party’s interests in handling issues of corruption. 

                                                 
139 In some instances the maximum liability payable under a termination event is limited or uncertain in law 
leading to the project not being considered by lenders as bankable. In this case lenders are likely to require 
assurances for partial or full compensation in the event of early termination and in some cases even for 
termination due to the Operators’ breach.  
140 For more detailed discussion on termination triggers and drafting of appropriate texts, readers are advised to 
consult the H.M.’s Treasury’s ‘Standardisation of PFI Contracts Vol. 4 document. 
141 For example, if the Operator requires visa for its foreign personnel to be in country and these visas are not 
granted by the Government (or the grantor) this would make it impossible for the Operator to meet its 
contractual obligations.  
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It is perfectly understandable for the Grantor to wish to distance itself from a corrupt 
agreement. I recommend that the Grantor may decide not to proceed immediately to 
terminating the agreement where the fraudulent act has been perpetrated by a sub-
contractor or by an employee acting on his own. The Developer should be given 
sufficient time to impose sanctions on the relevant party, terminate the relationship 
and locate alternative service providers. However, any form of corporate corruption 
should lead to immediate termination. 

• Voluntary Termination by Grantor: Certain events can occur that make the agreement 
between the Grantor and the Developer untenable, forcing it to voluntarily terminate 
the agreement. Such events can include policy changes which make service provision 
redundant. The Developer should in these instances receive a termination payment 
which would ensure it remains in the position it would have been in had the PPP 
agreement been fulfilled. 

• Authority Break Points: The Grantor may also structure the agreement to grant it the 
option to terminate the agreement on specified dates for a specified compensation 
amount for equity and junior debt. The degree of increased agreement flexibility for 
the Grantor provided by the authority break points will depend upon the extent to 
which the specified compensation amounts are less than the alternative amounts 
payable under voluntary termination by the authority circumstances. 

• Termination for Breach of Refinancing Provisions: The agreement between the 
Grantor and the Developer should deal with the possibility of termination due to 
breaches of refinancing provisions. A balance must be struck between the Grantor’s 
need to incentivize the Developer to be open and honest with regards to its 
refinancing and the Senior Lender’s fear of threats to their loans due to actions by the 
Developer. 

Force Majeure 

My research reveals that the PPP agreement should have a detailed list of Force Majeure 
events that can trigger termination and the respective rights of each party should such a 
situation arise. Unfortunately, the definitions of force majeure, and the consequences, are not 
always clearly defined or well thought out.  Different people have different interpretations of 
what force majeure means, so it is important for the PPP agreement to be clear on the matter. 
Generally it is accepted that force majeure refers to something which neither contractual party 
can control or mitigate, and which substantially affects the performance of the services.  Basic 
principles suggests that if such an event arises and neither party can reach an agreement within 
a specified period (generally 6 months), each party has the right to terminate the contract. The 
Developer is entitled to compensation payments but the Grantor can attempt to prevent the 
termination request by continuing to pay the Developer as if the event had not occurred. The 
Grantor should define the time period for these payments after which it will review the 
situation. 

Despite what would appear to be a fairly un-contentious issue, water and wastewater contracts 
appear to have run into difficulties with the definition of force majeure (FM) events. For 
example, the Grantor may want to include events which increase the cost of providing the 
service (such as a currency depreciation), or whether events which are foreseeable but 
uncontrollable should be included in the definition, or whether it should be limited to 
unforeseeable events.  
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My recommendation is to limit the FM provision to events which make performance of the service 
physically impossible142.  That is because I have recommended other provisions such as Termination 
for Breach of Refinancing Provisions, Emergency Adjustment, Grantor or Developer Default 
provisions to manage the financial consequences of unforeseen and uncontrollable events which have 
a major impact on the cost of service. Where events are foreseeable, I recommend including explicit 
contractual provisions to deal with them.  If any event is not explicitly included in the contract, and is 
beyond the ability of either party to control or mitigate, I recommend that it be included in the 
definition of force majeure.  

Step‐in Right143s and Remedial Action 

At any time during the term of the contract, the Grantor should reserve the right to suspend 
the Developer’s rights under the PPP arrangement under specific circumstances: generally 
these include events of war and long periods of unavailability of service. Where it does step-in, 
the Grantor should also comply with performance criteria and be responsible for proper 
maintenance and operation of the system. The Developer will require compensation for any 
damage caused during a step-in period. If the step-in continues for a long period of time, the 
Developer will have the right to terminate the agreement. At the same time, the financiers of 
the project will undertake their own assessment of the project and will attempt to rectify any 
breaches which have led to termination. Financiers will not want to take significant risk before 
they have had the opportunity to assess the project and assess whether they can put together a 
substitute plan which could take over the project and rescue it. If the financiers confirm that a 
breach has been rectified, control over the project may be returned to the Developer. 
However, if the financiers decide that a permanent replacement for the Developer is required, 
they would then seek to find a suitable substitute to take over the rights and obligations of the 
Project. The Grantor should retain the right to approve the suitable substitute. The Substitute 
should be granted a ‘clean sheet’ in terms of pre-substitution termination defaults. 

Handover Provisions for Assets which Transfer to the Authority 

The methods for dealing with the transfer of the assets will need to be determined in the PPP 
agreement. The key areas to be determined are: 

• The condition of the assets to be transferred, repairs required, costs and how they are 
paid for; 

• Any design life requirement after the Expiry Date; 

• Inspection tests prior to handover; 

• Provision for warranties, contracts and other rights; 

• Resolution of any disputes related to any of the above. 

Employees are also regarded as assets and provisions should be made in the agreement s as to 
how they are to be deal with under a transfer to another Developer or to the Grantor. 

                                                 
142 It is generally good practice to list all events which might constitute force majeure and state explicitly whether or 
not they are included in the definition.  Earthquakes, floods, fires and military or terrorist action are generally 
included in such definition. Furthermore, the Developer may be required to maintain insurance against some or 
all of these risks.  Other factors like industrial unrest may or may not be included, depending on the parties’ view 
of how much control the Developer has over such matters.   
143 A step-in right is a right where the Grantor has the ability to take action under the PPP agreement.  
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Valuation of Terminal Payments on Expiry where Residual Value Risk has been transferred 

The Grantor has two main options open to it for calculating payments with respect to assets 
with alternative uses at the end of the PPP agreement period: 

• Using the market value of their assets in their existing use; and 

• Using the amount bid by the Developer during negotiating of the original contract and 
indexing it during the life of the PPP agreement . 

The market value of the assets is the most valid basis for determining terminal payments. But 
under the scenario of an extraordinary increase in the market value of critical assets (without 
which service availability would be compromised), a payment cap should be set to guard 
against excessive payments. 

Calculation and Payment of Early Termination Liabilities  

The principles applying to the calculation and payment of early termination payments are set 
out: 

• Compensation Payment Amounts and Changes to Financing Agreements: 
Compensation payments where any of the above termination triggers are activated are 
calculated in whole or in part by reference to the level of the Developer’s senior debt 
at the time of the termination payment. The Grantor must ensure that senior debt 
outstanding at any time is not inflated and therefore will not increase the Grantor’s 
liability.  

• Set-Off on Termination: The Grantor should be entitled to place any outstanding 
liabilities of the Developer against the amount it pays in compensation in a Developer 
default scenario. Where termination is triggered for reasons other than Developer 
default, the Grantor is entitled to place the outstanding liabilities of the Developer 
against all amounts it pays in compensation, except amounts paid to compensate 
senior debt. 

• Method of Payment: Where an incoming Developer pays market value on Developer 
default termination, or the agreement is terminated due to Grantor default, the 
Grantor should pay the Developer by way of lump sum. Payment by installation 
should be avoided as interest will accrue on the compensation amount unless 
affordability constraints hinder this option. 

Transition on Handover 

a. Handover of water and wastewater system at end of PPP agreement or early 
termination.  

b. Procedures, documentation, inspection, bonds. Survival of rights and remedies after 
handover. 

c.  Assignment of Assets & Stock 

d. Retention of Assets by Contractor on Termination:  

In situations where the Developer retains assets after termination, the value of the assets 
should be deducted from any compensation payments made. Where assets have no 
alternative use, their value will be approximately zero and therefore no contractual options 
are required. Assets with residual value must be carefully considered as the commercial 
incentives can be significant. For example, if residual values exceed original returns, they 
could distort the effect of any compensation agreement and reduce the Developer’s 
incentives to perform. 
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e. Information handover 

f. Position of personnel  

Treatment of Assets on Expiry of Service Period 

There are two distinct types of contract approach which deal with how assets are handled 
upon expiry of the service period (HM Treasury, 2007):  

a. Contracts where it represents value for money for the Grantor to take over the 
assets on expiry. Includes assets which have no other feasible alternative use and is 
only of value to the public sector entity. 

b. Contracts where the residual value of the Assets is best transferred to the 
Developer. Such assets have alternative uses and are not required in the long term 
by the public sector. ‘Residual value; value refers to the market value of the assets 
associated with the contract at the time of agreement expiration. This is classified 
as a risk as the residual value of the assets is unknown at the time of signing the 
contract. Estimations of the value of assets will be made and this will be 
incorporated into the financing structure of the agreement. 

The key allocation questions to be considered are: 

a. Which party retains the assets on termination? 

b. Do these assets have alternative uses? 

c. How does this affect the termination payment (if any) payable by the Grantor? 

The UK Government’s PFI Unit recommends that the contracting authorities long term 
objectives will be best served by requiring either automatic transfer or reversion of the assets 
to itself  on the expiration of the agreement  or at the very least, an option to purchase the 
assets at nominal cost. This is the case where legal constraints prevent any practical alternative 
option or when assets have a useful economic life if retained by the Grantor and conversion 
of the assets for other uses may be costly. The Grantor may also require the asset in order 
continue providing service.  

The Grantor should protect itself by not reducing the options it has available at or just before 
the termination of a contract. These options include: 

a. Taking possession of any assets at no cost; 

b. Retendering the service provision with the outgoing Developer making any assets 
available to the Grantor at no cost; and 

c. Removing any assets. 

Where the Grantor retains the assets at no cost, considerations should be made as to the 
Developer’s obligations to deliver the assts in a serviceable condition. This does not apply if 
the assets have reached the end of their useful economic life. Importantly, the Grantor should 
use operational requirements as their modus operandi rather than attempting to generate 
residual value interest. 

Preserving the Conditions of the Assets on Expiry 

In the past, terminal payments related to the value of the assets at the end of the agreement, 
were used as an incentive mechanism for the Developer to maintain high standards of service 
throughout the contract period. However, this system is flawed in that it confuses payments 
for services and payments for asset transfer as the assets can be well maintained by the quality 
of service can be low. 
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Instead, the availability payment should be the main vehicle for incentivizing the Developer to 
maintain standards throughout the life of the agreement. If at the end of the contract there 
will be a re-tendering of the service, the Developer has further incentive to continue to meet 
the Grantor’s service requirements. 

An alternative means of incentivizing the Developer to maintain service standards where there 
is no alternative use for the asset would be to structure the agreement to grant the Grantor the 
option of a secondary contract with the Developer. The Grantor can exercise this secondary 
contract option at the end of the Expiry Date but this choice can be made after holding an 
open competition with other bidders. Under this system, the Developer is incentivized to 
maintain standards through to the Expiry Date without the need for terminal payment. The 
major difficulty with this approach is the difficulty in calculating the price for the secondary 
contract during the negotiations for the first contract. 

10.8 Various Standard Contractual Issues 

 

Transparency Provisions 

Transparency in the PPP agreement is particularly important in relation to tariff indexation 
and adjustment procedures, because it helps protect against corruption and increases 
legitimacy and hence the likelihood that results are accepted by customers and other affected 
parties. My research reveals that most contracts do not provide for full disclosure and 
transparency in tariff-setting144.  The process usually involves only the Developer and the 
government or a regulator, without the opportunity for public scrutiny and input.  My 
research shows that there are some ‘good practice’ options related to customer service 
standards and tariffs, which include allowing the public to have a right to ask questions, and to 
be heard, in periodic and other kinds of adjustments145,  as well as allowing Consumer 
representative groups to be involved in monitoring performance against service standards. 
Other important provisions to increase transparency could include for example, the making 
publicly available a Developer’s determination of its estimated tariff increase, public hearings 
for any tariff increases and making the proceedings and findings of such tariff reviews public 
and in the event of dispute between the Grantor and the Developer making the result of such 
proceedings publicly available146. 

 

Intellectual property rights 

In long term PPP agreements it will be necessary to explicitly set out what forms of 
Intellectual Property Rights (IPR) result from the agreement. In the event of expiry, early 
termination or authority step-in, agreement should be reached to ensure the Grantor has the 

                                                 
144 This has caused suspicion and reduced legitimacy in several long term PPP agreements such as Buenos Aires, 
Manila and Port Vila. 
145 The precedent for this is in the United States and the tariff/rate cases and which has been successfully used in 
places such as Barbados. 
146 Incorporating these provisions will enable customers to check for themselves that the Developer is not trying 
to put through an unwarranted tariff increase. They also ensure that the customers, being those directly affected 
by tariff increases, are able to make objections or general submissions on any proposed increases. An example of 
such transparency provisions is provided by the US rate of return regulation process, which allows public 
participation throughout the process.  The New Jersey regulatory system does this.  
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right to use IPR required to continue provision of service. This is particularly important in the 
case of the water and wastewater sector where as part of the contractual obligations the 
Developer may be required to develop a customer data base or commercial / billing system147. 
In such circumstances the Grantor should be granted immediate access to IPR and any 
information required to operate the system. New service providers will also require access to 
IPR prior to expiry dates in order to familiarize itself with the service. 

Labour issues 

Although in the main PPP agreement this may not be very detailed, this is a crucial point in 
terms of liabilities, pension commitments etc and other associated issues for a successful PPP 
agreement. Typically in municipal water and wastewater services existing labour force is a 
major source of potential efficiency gains. Depending on the contract type over staffing and 
the manner in which this is dealt with may have major implications for the sustainability of the 
PPP agreement. It is recommended that if major labour issues are involved as part of the PPP 
agreement, the way in which staff issues are handled by the Developer are made explicit. For 
example this may include the level of compensation payable, pension contributions, the 
retrenchment numbers allowable over a period of time, outreach and post employment 
obligations etc. 

 

10.9 Summary and Conclusions 

 

PPP agreements in the water and wastewater sector are fundamentally contracts that at their 
core set out service obligations in terms of quality, quantity, management, operations and 
investments. As has been discussed earlier my premise is that the contractual obligations need 
to focus on achievement of levels of service, customer focus and be based on monitoring of 
outputs and not necessarily inputs. Parting from that philosophical perspective, it is 
nevertheless essential to design the PPP agreement in such a way so as to provide the 
mechanisms which give the Developer the incentive to undertake its obligations, ensures it 
actually undertakes what it is contractually obliged to do, and that there are sufficient 
disincentives if it fails to fulfil its obligations.   

Contracting out monitoring of performance to an independent, reputable, international firm is 
one of the main recommendations in this chapter.  Furthermore, it is recommended that 
monitoring and enforcement of PPP agreement can be improved by: 

• Defining service standards and tariff rules clearly in the PPP agreement 

• Specifying the Grantor agency who is responsible for receiving information from the 
Developer, detailing the format and content of each report, how each standard is to be 
monitored, and requiring the Developer to report on these standards at regular and 
specified intervals148 

                                                 
147 For example, the concession contract in Tucuman Argentina, the Developer (a French multinational water 
company) exited the contract in acrimonious terms with the Grantor and decided it would remove the 
commercial and billing systems of the company.  
148 For example, in the Manila concession contracts the Developers must report quarterly on service performance 
indicators such as coverage, quality standards, and customer service data. 
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• Providing for the Grantor agency to check the accuracy of the reports through some 
audit process and requiring it to validate Developer reported performance against 
standards 

• Allowing the Grantor agency to take specific enforcement actions when performance 
falls short of standards 

• Making the standards and actual performance of the Developer available to the public 
at large149 

My recommendation is that the above aspects of good monitoring may be contracted out to 
an independent contract monitoring unit.  My proposal is that these measures are practical and 
pragmatic solutions that go at the core of any PPP agreement ie that the fact that a party has a 
right to something does not in itself allow it to exercise that right, and that if one party is in 
breach it should not excuse the other party from performing its obligations.  By avoiding on 
demand performance bonds, making performance bonds reciprocal (ie both the Grantor and 
the Developer are obliged to post a bond) and by allowing “rights of set-off” in the contract, 
there will be (a) less likelihood for unilateral actions by the Grantor, (b) an automatic 
compensatory mechanism that allows the Developer to unilaterally adjust cash payments, 
service obligations and any investment roll-out if the Grantor breaches the PPP agreement in 
ways which increase the Developer’s cost or reduce its revenue.  

In this chapter I argue the importance of allowing for variations that take into account pass 
through and other cost items that are not in the control of the Developer. Additionally, 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 be foreseen. All these issues require a 
pragmatic solution to resolving, and including for mechanisms that allow for these changes in 
the PPP agreement allow for its ultimate sustainability and survival in the long term. In this 
respect I make some recommendations as to structures that would allow for periodic changes 
in the PPP agreement. There are several options for introducing periodic adjustments which I 
discuss and make specific recommendations on.  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, and (e) fixed NPV of 
revenue with a variable length of PPP agreement. These have been briefly discussed. The 
applicability of any or part of these methods will depend on the actual conditions on the 
ground, the type of PPP agreement and the local legal and legislative environment where the 
contract will take place.  

                                                 
149 During the course of this research a number of international water and wastewater operators were contacted 
and the issue of making information about performance available to the public was discussed. It is interesting to 
note that there was consensus that information pertaining to performance of the PPP agreement should be made 
available to the public. There was an element of discomfort for full disclosure of financial information. The 
argument being made was that Developers did not want to ‘open their books’ to other operations as this was 
considered sensitive commercial information that could be used by competitors or even Grantor’s for other 
purposes than that of monitoring. Having worked for a private international water and wastewater operator (and 
in fact one of the companies contacted was my former employer) I have heard this same argument being made 
by my senior management at the time.  
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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.



  201

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
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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). 
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12. IMPROVING PPP 
STRUCTURES  

12.1 Introduction 

Chapter 10 on contractual recommendations discussed the conventional methods of private 
sector entry into the water and wastewater sector. As a result of the many issues identified 
with conventional models and as discussed in the proceeding chapters of this book, my 
research has identified two prospective new models for allowing private sector participation in 
the water and wastewater sector. This chapter will analyze these new models in relation to the 
issues that affect conventional models and I will seek to highlight some recommendations. 

This research’s previous chapters have each attempted to identify some of the critical issues 
and mistakes made by policymakers and Developers when pursuing reforms of their water and 
wastewater sectors through the introduction of private sector participation. Often, these issues 
contend with the inability of a Developer to recover its costs or fund operations and 
maintenance (O&M) or expansion plans because tariffs may be set too low or subsidy levels 
are insufficient. In Chapter 6 I have explored the ‘conventional’ models of PPPs in the water 
and wastewater sector and shown how critical it is to develop a PPP structure that allocates 
responsibilities correctly and allows lenders and Developers a suitable environment in terms of 
stability and predictability where investments can be made. Furthermore, Chapter 9 on Key 
Contract Provisions demonstrates the need for a pragmatic approach to contract 
development, the need for variation provisions and how the economic sustainability of the 
PPP arrangement can be maintained.   

At the heart of PPP arrangements is a balance between expanding access to water and 
improving quality of service with concerns over possible tariff raises, job cuts and suspicions 
over whether access and efficiency will truly be improved under private management.  

This research has shown that Government’s strategies to involve the private sector have not 
always been successful or have met with questions or resistance for various stakeholders. At 
the same time a variety of PPP type contracts have been developed to ease the worries of risk 
averse Developers. For example, medium-term management and lease/affermage contracts 
have been implemented as a compromise to ease the financial and foreign exchange risks of 
long-term PPP agreements (typically concession type contracts). However, under these types 
of contracts, the Developer bears substantial commercial risk as it has to generate an operating 
surplus sufficient to cover its operation and maintenance costs. My research suggests that 
problems arise when issues fall into the grey area of either being operational or investment 
issues. If these issues cannot be dealt with under the terms of a PPP agreement there is likely 
to be conflict between the parties and most likely the PPP agreement will fail. As the decision 
making process on operation and investment decision are shared between the Grantor and the 
Developer, neither side has incentives to incur the costs of undertaking the improvements the 
system may require173. Concession contracts place all responsibility for capital and O&M costs 

                                                 
173 To illustrate this point for example, if underground assets are determined to be in poor conditions, a new 
network may need to be constructed. Reducing non-revenue water by fixing leaking pipes could also be a 
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onto the Developer, eliminating this as a potential area of conflict. Integrating operating and 
capital expenditure decision-making occurs most effectively through a concession type PPP 
arrangement. However, long term PPP arrangements following the traditional ‘concession 
type’ structure are not always appropriate for Grantors or in areas with high regulatory and 
political risk. 

For this reason, part of this research provides some specific recommendations for the 
development of new models of public private participation in the water and wastewater sector. 
My approach is to tackle the issue of cost recovery and financing sources, as these appear to 
be at the heart of most issues with private sector operations with contracts. It should be made 
clear that cost recovery and financing issues are not linked and must be solved individually174. 
My suggestions outlined in this chapter are a first step in identifying areas in which new 
models can improve existing systems and whether further subsidization is required. 

Figure 19: Simplified representation of a Standard PPP agreement (Concession type) 

 

 

 

 

 

 

 
Source: Author 

 

 

 

 

 

                                                                                                                                                    
solution. The Grantor may argue, under the terms of the lease/affermage agreement, that repairing pipes is the 
optimal solution and would classify it as an O&M issue, and therefore the responsibility of the lessee. The lessee 
might argue the other side, preferring the construction of a new network, which would require capital 
expenditure and therefore would fall under the responsibility of the Grantor.  
174 Cost recovery refers to the ability of an Operator/Developer to recoup its operational and capital costs. This 
is normally achieved through subsidies and tariffs. Financing refers to sources for capital expenditures required 
by the Operator/Developer to fund spending above the amounts received in revenues and subsidies.  
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12.2 New Model: Output-Based long term PPP agreement 

Under this structure the use of an output based arrangements is incorporated into the 
structure. Output based aid or OBA175, is a financing strategy whereby the use of public funds 
can be used to support the delivery of basic service where policy concerns would justify public 
funding to complement or replace user fees. Typically payment is only made once a pre-agreed 
output has been reached. In the proposed model, the Grantor enters into a PPP agreement 
with the Developer. The Developer commits to performance targets specified in the PPP 
agreement and receives financing for capital expenditure from commercial capital markets. 
Tariff revenues provide the Developer’s source of cash flow. These are used to cover O&M 
expenditure, debt repayment, capex financing and any remainder is retained as profit. Tariff 
revenues are supplemented by funds payable by a Subsidy Fund which is to pay on an output 
basis. 

 
 

 

The Subsidy Fund component is financed by an IFI and the subsidy is based on a predefined 
output which incentivizes the Developer to provide the output. The subsidy is paid into a 
fund which would be administered as a neutral escrow account, backed by an independent 
auditor which confirms service provision. The debt incurred by the subsidy fund would be the 
responsibility of the Grantor.  

                                                 
175 What is OBA?  OBA is a mechanism that ties the disbursement of public funding to the achievement of 
clearly specified results that directly support the delivery of basic services. Basic services include improved water 
supply, electricity delivery, health care and education, communications services (ICT), and roads.  In the case of 
OBA, “outputs” are defined as close to the desired outcome or impact as is contractually feasible.  For example, 
an output might be the installation of a functioning household connection to the water network. In some cases, 
an “output” might also include a specified period of water delivery demonstrated through billing and collection 
records. “Subsidies” are defined as public funding used to fill the gap between the total cost of providing a 
service to a user and the user fees charged for that service, justified by the need to improve basic living 
conditions or the existence of positive externalities. For more information on OBA schemes and the World 
Bank, please visit www.GPOBA.org.  

Box 12: Mozambique Water: OBA and the World Bank  

Access to water in urban areas, currently estimated at 37 percent, has significantly improved through two 
consecutive national water projects funded by a loan from the World Bank of around US$126 m between 1999 
and 2007. They have increased access to water in the five major cities of Maputo, Beira, Nampula, Quelimane, 
and Pemba, strengthened sector institutions and the regulatory framework, and successfully piloted the delegated 
management framework. This framework separates assets from operations, contracts out operations 
management to private sector operators, and has oversight by a regulatory body. The urban water strategy not 
only provides for increased coverage, it also aims to secure full cost recovery through tariffs for larger cities – but 
this will not include connection costs.   

The OBA component, Water Private Sector Contracts ($ 6 million funded by the Global Partnership on Output 
Based Aid (GPOBA), is targeted to poor households (with expenditures equal to or below US$1 per day) who 
cannot afford to pay connection costs which currently are wholly funded by users and not recovered through the 
tariff. Connection fees range from about US$160 per connection to well over US$240 per connection.  Whilst 
most middle and high income households, industries, and commercial establishments can afford such connection 
charges, it is often very difficult for low income households.  The output-based subsidy is funded by GPOBA 
and expected to encourage uptake by poor households, and is therefore a critical component to achieve the 
desired outcomes of the IDA-funded scheme.  

Source:  Interview with Mr Lars Johannes, 12 May 2009, GPOBA, a multi donor trust fund administered by the 
World Bank 
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The main advantage of introducing OBA subsidies comes in reducing the burden on the 
Developer of recovering all its costs (O&M expenditure, debt repayment, capex financing and 
profit) through the tariff itself and connections charges176. Instead tariffs can remain low and 
the Developer is able to obtain full cost recovery and in some instances, a return on 
investment. The predefined outputs which are linked to incentives can include: 

• The provision of access to service defined as the delivery of working connections 
demonstrated through a paid water bill. In this case the total or partial cost of a 
connection is paid by the Subsidy Fund based on each new connection. An additional 
advantage is the increased accountability that comes with this system as customers can 
monitor the performance of the Developer on the basis of connection provisions. 

• An incentive to improve and extend billing capabilities and reduce unbilled water by 
having the subsidy paid to the Developer as a proportion of the customer’s bill. In this 
way the subsidy is paid at the same frequency as a customer is billed, therefore 
incentivizing the Developer to increase the amount of water that is billed and improve 
service delivery. Another advantage of this mechanism is the transparency provided to 
customers who can view the level of subsidy on their bill. 

• Assurance is given to commercial lenders cautious about the regulatory and political 
risks to debt repayment, by linking the subsidy to outputs but paying it directly to the 
commercial lenders. 

• A wastewater incentive is to base the subsidy on the volume of wastewater treated. 

                                                 
176 Another interesting example of the applicability of OBA schemes can be found in the project for the 
expansion of Water Services in Low income areas of Jakarta, Indonesia. The objective of the project is to 
increase piped-water access to poor urban and slum households in Jakarta through the incumbent operator, PT 
Pam Lyonnaise Jaya (PALYJA). PALYJA, majority owned by international water management group Suez, has a 
25 year water supply concession contract for western Jakarta and has been operational since 1997.  The project 
uses output based connection subsidies to connect low income households that are located within larger areas 
that are already served - the project is not focused on green-field areas, but on areas that are in the proximity of a 
secondary main. The project is able to provide services to urban poor households that would not be served due 
to their inability to afford the upfront connection charge.  The OBA subsidy is successfully able to transfer the 
performance risk to PALYJA by paying 75% of subsidy upon successful independent verification of the 
connection. The remaining 25% is paid after three months of satisfactory service delivery.  Construction began in 
mid-April 2008.  A total of 3,324 household connections have been made as of Feb 2009.  
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Figure 20: Output-Based long term PPP agreement 

 
It is generally recommended that the OBA Concession model be utilized in situations where 
Developers are unable to set tariffs to achieve full cost recovery for political or social reason 
and the political and regulatory risks are not so great as to threaten the project and can be 
comfortably managed. As can be seen in the figure above, the use of the Independent 
Verification Agent is crucial to (a) ensure that the pre-defined output has been achieved, (b) 
provide certainty of revenue to the Developer and thus enhance the bankability of the scheme 
overall177, and (c) avoids dispute between the Grantor and Developer as the Independent 
Verification Agent is an external party to the PPP arrangement. Nevertheless, as suggested 
earlier it may be necessary to allow for provisions for contract adaptations and renegotiations 
to take into account unforeseen changes to the initial assumptions underpinning the PPP 
agreement; tariff indexations and periodic and emergency reviews.  

This model provides a great deal of certainty against Grantor interference through the use of 
the Independent Verification Agent to monitor the Developer’s performance, ensure 
performance indicators are being met and appropriate tariff indexation practices are 
occurring178. In addition, the model will also have an Expert Panel specially constituted work 
group that meets for evaluation, made up of independent specialists which will advise 
negotiation proceedings between the government and Developer on issues related to tariff 
reviews, contract adjustments and renegotiations. Also, in order to avoid entrenched positions 
of the Grantor or Developer, the use of an Independent Arbitrator, as a judge of last resort, 
should be introduced should an unresolved dispute fail to be settled by the Performance 
Auditor or the Panel of Experts. 

                                                 
177 As mentioned previously, significant political and regulatory risks act as deterrents for Developers to engage in 
long-term investments. This model tackles provides certainty of funding of Grantor obligations through the IFI 
loan. This also provides a guarantee to commercial lenders that payments to the subsidy fund will be made. 
178 In this regard an independent regulator may not be required as ongoing monitoring will be done by the 
Independent Verification Agent to ensure the Developer is delivering on its contractual obligations and 
responsibilities. Tariff review processes would be dealt with by the Expert Panel with an Independent Arbitrator 
should issues not be resolved amongst the parties, as described below.   
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12.3 New Model: PPP Trust Structure 

The PPP Trust Structure builds upon the successful application of similar structures in the 
cases of Tlalnepantla, Mexico, Tamil Nadu, India and Guayaquil, Ecuador which created 
reliable financing structures for the water and wastewater sector operations and investments 
that utilized private sector expertise without equity requirements. 

• Tlalnepantla – a legal Trust structure was used to issue debt that received a partial 
guarantee by the IFC ($3m of $9.6m issued) and backed by a letter of guarantee by a 
Project Finance specialist Bank ($5.3m from Dexia). The Trust used the debt proceeds 
to make a loan to the Municipality of Tlalnepantla and its municipal water utility to 
finance water conservation projects. The debt is repaid by user fees and local taxes. 
Debt holders receive assurance through the Dexia and IFC guarantees in the event of 
default. 

• Tamil Nadu – In Tamil Nadu, USAID enabled the creation of a Water and Sanitation 
Pooled Fund (WSPF) to allow the state of Tamil Nadu to provide investment funds to 
small and medium sized Urban Local Bodies (ULBs) to finance and refinance water 
and sanitation projects.  The Fund raised bonds on the local market to extend loans to 
local utilities for expansion and improvement of WSS assets and services.  The local 
utility repayment is based on user fees as well as state and federal transfers.  USAID 
provides a 50% standby guarantee on bond principal if the debt service reserve 
account (funded through fees and transfers) is exhausted after any 90 day period. 

• Guayaquil - In Guayaquil, a private investor/operator, International Water Services, 
entered a 30 year concession agreement to upgrade and expand water and sanitation 
services in the municipality.  They were required to post a performance bond and 
sought and received a MIGA guarantee against wrongful call of the bond and against 
political risks.   

This model builds upon the successes of the above mentioned projects but because of the 
legal structures and transaction costs is more appropriate for middle income countries and for 
medium and larger sized water utility companies (yet the model could be adapted for poorer 
countries and smaller utilities). The key structural elements are as follows: 

• Create a financial and contractual structure that is ring-fenced and insured against 
political manipulation and partially guaranteed against default by using a Trust 
structure (created as a new entity or legal construct) which is then used to raise the 
financing for the utility, and also to repay debt which is backed by guarantees. (Debt 
can be raised on local and foreign capital markets). 

• Debt repayment is achieved through a financing structure based on a combination of 
user fees (tariffs), state transfers, local taxes, donor grants179 and loans and OBA 
schemes. 

• Private sector is engaged through allowing them to bid on the provision of design, 
build, operate, maintain, rehabilitate and arrangement of financing. 

                                                 
179 Donor participation may be in the form of donor grants (ie there is no financial obligation to repay such 
monies) or through soft or preferential loans in which case, depending on the IFI monies would need to be 
guaranteed either by the Federal or State government. For example, in the case of the World Bank, funding needs 
to be guaranteed by the federal entity which then ‘on-lends’ to the state entity. Other financial institutions such as 
the European Bank for Reconstruction and Development are able to lend directly to sub national entities such as 
state government which are guaranteed at a sub national level.   
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In this arrangement, a utility receives user fees through tariffs and in some situations, through 
local taxes, state/federal transfers and sometimes donor grants/loans. 

Figure 21: Trust Structure 

 
A Trust180 is created which receives funds from local, state and federal government as well as 
tariffs. The Trust is positioned between the utility and local government. (This is the main 
structure used in Tlalnepantla and Tamil Nadu). Depending on the national context, in some 
instances federal funds are mandated through the legislative framework. For example, in 
Mexico, the Federal Government is obliged to make available monies for the water and 
wastewater sector every year181. These funds can be easily pledged to the Trust as lenders have 
full certainty that those funds will be made available. Other main features include: 

• Cash flows into the Trust can be pledged against debt raised by the Trust. The Trust 
helps to mobilize local capital as it can obtain loans from local banks and bonds which 
are backstopped by a third party guarantee. Cash flows from IFIs to Trust can also be 
used to be pledged against foreign denominated debt. 

• Debt is used to finance capital expansion and rehabilitation of facilities. The debt is 
repaid through flows into the Trust. The private sector is not encouraged to provide 
equity in the project. 

• Ownership of the utility can be retained by the municipality but the rights to operate, 
maintain, rehabilitate and expand are ceded to the private Operator/Developer 
through the contract and debt covenants182. 

                                                 
180 A Trust is a financial structure which is ring-fenced and insured against political manipulation. In some 
instances this is similar to an ‘escrow account’ in which funds are only used against specific  pre-defined criteria.  
181 Mexico and India also have other federal programmes which provide federal funds to the water sector every 
year based on the level of poverty for each state or region. These programmes also provide for a ‘revenue stream’ 
which could potentially be pledged into the proposed trust structure.  
182 It must be noted however that legal requirements may make it necessary to transfer the rights and 
responsibilities of the municipality for the utility to the Trust to allow the financial documentation to integrate 
with the legal documentation. 
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• The Trust is likely to find it easier to borrow money than the Local government given 
the conflicting demands on its unpledged revenue streams. The structure also helps to 
create a degree of transparency by separating the Local Government, local politics and 
the financing of the utility. 

• The Trust can be structured in two ways: 

o A legal construct established for the benefit of the debt-holders; or 

o An actual institution with responsibilities over financial management and 
oversight of the utility. The Trust could also act as an investment management 
vehicle for other utilities and could assist in the identification, preparation, 
packaging, contracting and structuring of arrangements. 

• Funds in excess of the required debt service to the Trust can be ploughed back to 
prepay debt or used for reinvestment. If the Trust is created as a legal entity, it will not 
likely be able to reinvest the funds. If an investment Trust entity is created, it would be 
allowed to operate as an investment manager of the funds. 

Simply establishing a Trust structure will not be sufficient to dispel private sector concerns 
about the risks of default on payment obligations by the utility. The Trust fund creates a ring-
fence around the revenue flows for the utility but lenders will require greater security that 
debts will be repaid and this can be achieved through the provision of a third-party guarantee. 
My research reveals that guarantees formed intrinsic elements to the Tlalnepantla and Tamil 
Nadu Trust Structures in the form of partial credit guarantees (that pay out only a percentage 
of the outstanding principle in the event of default). An alternative system would be to 
provide a guarantee that mimics mono-line insurance products that assure bond holders of 
complete principal repayment in the event of default. Each country’s utility will require 
different forms of guarantees to reflect the varied nature in cash flows into the Trust (local or 
foreign denominated debt, IFI grants/loans). 

The way in which this structure would be bid is that private sector is invited to bid for the 
ability to provide design, build, operate, maintain, rehabilitate and/or provide financial 
arrangement services. Critically, the private sector is not encouraged to provide equity in the 
project which is something that many Developers have claimed suits their business models 
and desired risk exposures. Instead private sector Developer compete to provide a package of 
services that are specified in bid documents and the Trust structure enables their participation 
and management expertise in a system designed to provide sufficient incentives without equity 
participation. Operators can also arrange and structure financing using the Trust structure, 
allowing them to raise finance against public sector cash flows pledged through the Trust 
structure and backed by appropriate guarantees. To ensure the commitment to the project by 
a winning Developer, the bidder would be required to post a performance bond that would 
assure the debt-holders that the proposed work will be undertaken as specified. The Trust 
could enlist the services of an independent evaluator to assess the performance of the selected 
Developer against a set criteria specified in the contract. 

The main incentive for the private sector to meet the performance criteria is a share in savings 
arrangement. This mechanism works in the following manner: if the cash flow after debt 
service from the utility exceeds a projected rate of return for the investor, then this excess 
cash flow is divided between the Operator and the Trust. The Trust Structure risk allocation 
would be as follows: 

• Construction Risk – private Developer backed by performance bond 

• Tariff Collection Risk – private Developer within contract-set parameters 
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• O&M Performance Risk - private Developer within contract-set parameters 

• Debt Repayment Risk – Guarantors (first call for public sector funds which collects 
against the local and national government) and Creditors for non-guaranteed portions 
including tariff based financing 

• Regulatory and Contractual Risk – risk of default by government covered by IFI 
guarantee, default by private Operator/Developer covered by performance bond 

The benefits of this proposed structure is that it enables long-term private sector participation 
in the water and wastewater sector on a competitive, least cost, highest value basis. It 
recognises that the existing condition has insufficient tariff levels to cover capital and O&M 
costs but provides for capital investment and improved O&M efficiency. In addition, this 
structure reduces cost of accessing finance as no return on equity is required and pledges 
against public sector flows guaranteed by a third party should reduce perceived structural risk 
by lenders.  

Furthermore, this structure recognizes the decreased private sector appetite in equity 
investments in the water sector and could assists in the development of local capital markets if 
the Trust chooses to borrow from local markets using local currency financing. A Trust 
structure could potentially be converted into an equity investment vehicle provided it is 
granted a stable institutional platform and is adequately staffed. 
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12.4 Conclusions 

The two proposed schemes are a good step towards developing integrated long term PPP 
solutions. Whilst they are not totally ‘new’ structures they do focus on particular features 
which if used would enhance the overall bankability and sustainability of long term PPP 
arrangements in the water and wastewater sector.   

Under an Output Based long term PPP agreement, the Developer commits to performance 
targets specified in the PPP agreement and receives financing for capital expenditure from 
commercial capital markets. Tariff revenues supplemented by funds payable by a Subsidy 
Fund which pays against prescribed results and on an output basis. provide the Developer’s 
source of cash flow. These are used to cover O&M expenditure, debt repayment, capex 
financing and any remainder is retained as profit. The main advantage of introducing OBA 
subsidies comes in reducing the burden on the Developer of recovering all its costs.  

The Trust structure on the other hand recognises that equity is expensive and increases the 
overall perceived risk profile of a long term PPP agreement. By utilising a trust structure, there 
are no requirements for equity but other financial resources can be effectively leveraged as 
revenue security is provided through pledges against public sector flows guaranteed by a third 
party.  

It must be noted that none of this structures would by themselves work. The PPP agreements 
that are developed should also take into account some of the recommendations on how best 
to deal with imperfect data, termination for convenience by both parties and other key 
recommendations that have been made in Part III of this research.   
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13. DEALING WITH 
IMPERFECT DATA 

13.1 Introduction 

Traditionally water and wastewater assets are underground and their condition unknown. 
Good management would require the utility to have an accurate understanding of the exact 
location and condition of its distribution and sewerage network. However, in some instances 
detailed asset conditions are not known. For example, a utility may have sections of the 
network that were developed at different times and as such are of different materials such as 
iron, steel, concrete etc. Each material (and depending on the condition of the soil 
surrounding it) will experience different degradation. Accordingly, the rehabilitation or 
renewal of the network will depend on the type of material of the network, it current 
condition and the level of serviceability183 being obtained.    Under a long term PPP scheme 
one of the major risks is the manner in which the risk of underground asset condition is 
transferred to the Developer. Given the unavailability of accurate data during the bid stage 
and the impact that this imperfect data can have on the execution of the PPP agreement, this 
section looks at ways in which mechanisms can be introduced both at the bidding and at the 
PPP agreement stage, to handle improvements in data. The level of accuracy and reliability of 
this data will be crucial over the course of a PPP agreement to improving the operational 
efficiency of the partnership between the Developer and the Grantor.  

In the context of PPP schemes, and in view of developing specific recommendations to deal 
with imperfect data, I have focused on defining ‘data’ as all quantifiable and qualitative facts 
that should be gathered at the bid stage and which may have a significant impact on the 
operational efficiency and on the financial balance of the contractual service as defined in the 
PPP agreement. Accordingly, this section provides: 

• A mechanism to identify and categorize major data items for the bid stage 

• Specific suggestions on how best to define priority data in the early years of a PPP 
agreement, and  

• Recommendations on the possible procedures for dealing with data during the PPP 
agreement’s life  

The importance of dealing with imperfect data is twofold: firstly, if the PPP agreement 
operation is executed in an efficient manner and if the service is financially balanced, then 
reasonable targets (social, political and contractual) can be achieved and the service will be 
self-sustainable; secondly, given that PPP schemes are partnerships played out within the 
framework of the PPP agreement and hence expectations must be managed and achieved for 
both the Grantor and the Developer. 

                                                 
183 Serviceability is defined in this context as the level of degradation of a give section of the network based on 
the level of unaccounted for water (UFW) in a given section. UFW is the difference between the level of water 
produced by a system and the level of water actually billed (and collected).  
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13.2 Identification and Categorisation of Data  

Data can be categorised on the basis of its increasing relevance to the service obligations to be 
detailed in the PPP agreement: 

1. Data related to the status of the respective country/ city, which may include 
demographic, economic/ development level, social, geographic/ environmental and 
political and cultural, 

2. Data related to the background enabling environment of the service/contract 
including economic and legal/ regulatory issues.  

3. Data related to the service as to be delivered within the PPP scheme including physical 
and financial data.  

Ascribing data sets under this categorisation is easy as they correspond to qualitative numeric 
measures. However, other data which we are also concerned with includes items that are not 
so easy to consider, for example: 

• Political and cultural items (level of social pressure/ political requirements for 
improved service, level of corruption), which may rely on subjective judgment 

• Legal and regulatory items including the availability of relevant information about the 
regulatory mechanisms, mechanism for co-ordination with the Grantor and quality of 
its enforcement at the bid stage 

• Data that are the results of estimations (including 'engineering judgement') and choices 
(definition of the perimeter or service area of the PPP agreement, targets) that may 
already be fixed at the bid stage and over which the Developer may not have control 
and the bid procedure may not be flexible enough to allow for more realistic 
adjustments. 

For completeness of this research I have chosen to focus on the impact of the information 
that should be gathered for the bid, whether it corresponds to a strict definition of the term 
“data” or not.  Accordingly, I define an imperfect set of data as unreliable information 
characterised by data that: 

• are incomplete 

• are inaccurate 

• are unstable in time and need to be assessed periodically 

• are difficult to measure, or 

• are otherwise unreliable due to one or more of the following factors: 

o they are based on old studies and badly maintained records; 

o they are based on studies or surveys that would require a minimum technical 
or institutional capacity that appear to be questionable or lacking; 

o they are based on estimation methods that increase their degree of 
approximation and inherit error in base data. 

The starting point for dealing with imperfect data is the recognition that there are usually no 
100% accurate data sets at the bid stage. Accordingly it is necessary to make a distinction 
between baseline data and derived data that is calculated from baseline data. Derived data sets 
can come from different sources and can be manipulated in many different ways in order to 
obtain sensibly different results, with varying levels of accuracy. The danger is that within a 
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bid, the same base data can lead to different interpretations or calculations with resulting 
differences in opinions and expectations between the Grantor and potential Developers. This 
is particularly relevant for the calculation of coverage targets, service perimeters or calculating 
the levels of investments required. Bidding competitions can be won or lost on the accuracy 
or in most cases, the inaccuracy of the data upon which bids are based. Much of the bidding 
criteria is decided prior to bid initiation and used by the government to set the performance 
baseline against which bids will be judged, with no input from prospective bidders.  

The manner in which data is treated can be equally as important as the inherent errors with 
the data itself. Understanding this and understanding the optimism bias that is inherent in 
setting targets based on imperfect data will assist both the government and potential 
Developers at the contract negotiation stage. Data that is at particular risk of inaccuracy 
includes: 

• Data related to revenue and costs:  revenue collection performance, scope of investments 
required, billing ratio, price of bulk water; 

• Condition of assets: metering rate, unaccounted for water, condition and performance of 
assets, distribution network mapping, inventory of meters; 

• Population data: number of population, number of households and number of persons 
per household; 

• Customer base: number of households served, service coverage ratio and consumption 
patterns; 

• Date on water resources: availability and quality of ground water resources; 

• Targets: water quality and service targets; 

• Procedures for investment decisions: procedure of coordination with conceding/regulatory 
authority concerning decisions on investment planning; 

• Political and economic background: political stability, inflation and exchange rate. 
The availability of accurate date is important for the Developer at the bid stage. The treatment 
of data is also critical for the Grantor and its advisors when they come to define the targets 
and parameters of the PPP agreement (targets, flexibility, and adjustments during the 
contract). Bias introduced at the data treatment stage is equally as important as the quality of 
the data itself. 

In addition, data relating to political stability, inflation and exchange rates and regulatory 
processes for adjustments are particularly difficult to predict over time and should probably 
not be analyzed in the same way as data on service parameters. 

13.3 Differentiating between data to be collected at Bid and Post 
Contract Award Stage 

Given the constraints identified above, it is recommended that the PPP scheme focuses on a 
limited but targeted list of important data items at the bidding stage. In this respect it will be 
essential that a clear definition of what data is to be collected and who is in the best position 
to collect it. In many instances the Grantor could spend significant time and effort in 
gathering the data which may not be of sufficient quality for the Developer to use or that 
would need to be fully warranted within the PPP agreement thus shifting that risk back to the 
Grantor. This may not be an acceptable position for the public sector. Furthermore, if the 
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Grantor is responsible for collecting the relevant data, it may be subject to political or social 
pressures. For these reasons it may be more advisable to develop a mechanism whereby the 
private sector is responsible for data acquisition and quality. The Developer is usually more 
experienced than the Grantor for data gathering. Typically they have a better informed 
judgement on data reliability issues, and are better equipped to assess and gather data sets, 
related to operation and service parameters, level of service, below ground infrastructure, and 
in some cases water resources management. What will then be important is to develop a 
mechanism whereby the accuracy and reliability of such data can be validated.  

A consultative process with major international water developers commissioned by the World 
Bank in 2004 (Babtie) looked at the type of data that could be reliably obtained at bid stage 
and post contract award stage. These are summarised in the two tables below: 

Table 10: Data that can be reliably determined at bid stage 

Summary of data that can be determined at bid stage 

Value of bill payments 
received 

Value of bulk water sold Tariff structure 

Volumes of bulk water sold Production Capacity Perimeter 

Asset register (above ground) Power availability Pipe network mapping 

Number of staff and labour 
costs  

Cost of production per m3 Affordability and 
accessibility 

Debt service (historical) Surface water resources 
assessment (availability and 
quality) 

Current water quality 
standards 

Source: Babtie (2004) 

Likewise, the following data sets are typical of the data that would best be left for the 
Developer to establish post contract award. 
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Table 11: Data that can only be reliably determined after several years of operation 

Summary of data that can only be determined after 5 years of operation 

Unaccounted for Water – 
physical and commercial 
losses 

Accurate population figures 
and socio-economic data 

Scope of investments 
required – detailed 
investment plans for below 
ground assets 

Physical losses as 
percentage of total water 
produced 

Consumption patterns/ 
water demand 

Level of service and service 
targets 

Service coverage Metering rate Service coverage and 
coverage targets 

Water resources safe yield 
and reliability  

Resources limitations Groundwater resources 
assessment 

Source: Babtie (2004) 

Accordingly, in order to develop a sustainable PPP scheme the following main data will be 
required: 

• Financial data on costs and revenues: Basic financial data is the most important data that 
Developers wish to establish prior to bid stage yet is generally reliant on reliable 
information such as consumer base, commercial losses etc, which are difficult to 
obtain. It is recommended that this data set be obtained by a Transaction advisor 
where the information is known. Where data is hard to obtain, estimates should be 
acknowledged as requiring post contract revision. 

• Availability and quality of water resources and accessibility of bulk water: Water resource issues 
are rarely assessed and obtaining information on this can be very hard. Availability and 
quality of surface water can be measured through sampling and quality tests and yields 
estimated through monitoring of rainfall and river gauge stations. Specialist nature of 
this information means that specialist consultants should be contracted pre-bids to 
conduct an evaluation. 
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• Level of service parameters: Data related to levels of service often encompass the most 
politically and socially sensitive issues and are often the most inaccurate. They are 
often the most quoted data sets behind any drivers for reform (eg losses, service 
coverage, availability and affordability) and are extremely susceptible to biased 
reporting for political reasons eg levels of service and population served are often 
overrepresented. Quality and service levels data are not hard to obtain yet 
unaccounted water data usually requires years to obtain. It is recommended that 
Developers with experience or independent specialist consultants be used to gather 
this data and bidders must be given access to this data the due diligence stage. It 
should be made clear that the data gathered at this stage will be refined by the 
Operator during the initial years of the contract. 

• Infrastructure asset base: Infrastructure assets, particularly those below ground are 
particularly susceptible to bias and data inaccuracies. Obtaining reliable data on below 
ground infrastructure is difficult and it is recommended to leave this evaluation to the 
Operator during the initial years of the contract so that operational data can be used to 
determine areas requiring relaying or repair. Transaction Advisors can conduct the 
evaluation of above ground assets which can be validated during due diligence 
performed by potential Operators. A monitoring regime can be established between 
the Transaction Advisor and the client for items such as power availability and 
resource availability to ascertain a performance picture. 

• Staff: Staff costs are fairly simple to calculate and are important as they usually form a 
large part of the utility’s operational budget. The Transaction Advisor should conduct 
this analysis. Performance evaluation should be undertaken by the Operator post 
contract award. 

• Customer base: Local governments rarely maintain accurate and reliable records of 
households served. The customer base data point is difficult and time consuming to 
assess. As such it should be determined pre-bid by consultants but cannot be 
meaningfully explored during due diligence proceedings. 

• Population: Population data includes number of persons, growth rate, number of 
households, social distribution and income. Data on these items are usually inaccurate 
and rely upon periodic census data which is usually rife with inconsistencies. It may 
not be possible to assess this data pre-bid and Babtie (2204) recommend that the 
Operator gather this data in post contract award. 

In conclusion, there are no 100 % accurate data sets at the bid stage. It is therefore better that 
the Grantor focus its efforts on a limited set of data centred on the utility operation. 
Furthermore, there is a need for clear and reasonable objectives within the PPP agreement at 
manageable horizons coupled with a periodic review and revision of data baseline. A 
suggested response to this is detailed in the section n below. 
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13.4 Recommendations on Dealing with Imperfect Data 

The inaccuracies and issues identified in the data used in agreements can be handled through 
the provision of flexibility and adjustment mechanisms in the design of the PPP agreement. 
However, given that data inaccuracies can have such a great effect on the outcome of the PPP 
scheme it is recommended that (a) the Grantor acknowledges that baseline data is to some 
degree inaccurate and will require re-evaluation over time through periodic reviews; (b) 
potential Developers should come to an agreement on clear and realistic targets and the 
schedule for revision and target adjustment with details on the impact of these adjustments on 
their contract obligations; and (c) when evaluating Developer performance, performance 
indicators based on hard to obtain data in the first years of operation should be de-linked to 
the remuneration system in the formative years of the PPP agreement.  

The following figure represents the way in which this process would happen: 

Figure 22: Representation on how to deal with Imperfect Data in from initial bid 
preparation to bid submission and contract award 
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In summary the details on the proposed approach are detailed as follows.  

Data gathering leading up to the bid period 

When the bid procedure is launched, the Grantor must ensure that it collects all relevant data 
needed for the Bidder/ Developer to present its bid. During this period the grantor should 
engage as Transaction Adviser whose remit will be to collect all relevant information. The type 
of information it should collect is detailed in the table above. The Bidders will present their 
bids based on the initial data provided by the Grantor which will likely refine the Grantor’s 
base data.  

Depending on the availability and quality of data the basic structure of the long term PPP 
agreement will be developed. My recommendation is the splitting of the long term PPP 
agreement into two phases: an initial period of 2-5 years and the remainder of the PPP 
agreement contract. The contractual implications of this are discussed in the section below.  

The bidding procedure would be as follows: 
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• Grantor would agree a set of specific key indicators for which reasonable aspirational 
targets can be set for the duration of a long-term contract based on a starting point 
derived from best available data at the bid stage.  

• Targets will be reflective of the sectoral reform and performance improvements that 
the Grantor is seeking. The long-term incremental targets can be set directly at the 
beginning of the PPP agreement or at the end of a pre-defined transition period. The 
Grantor and the developer should at the negotiation stage clearly agree on the 
adequate timeframes to set the targets. 

• For each indicator, the Grantor would forecast the trend showing how the indicator is 
expected to evolve over the period of the contract. This forecast is the bid stage 
performance target, which the operator would prepare his bid against. 

• The operator would be selected on the basis of the best value proposal in response to 
these objectives, and the bid response would include a short to medium term fixed 
investment profile with early year investments identified184. 

Data validation period 

Before contract signing, the Developer should agree upon a revision period at the beginning 
of the PPP agreement. During this period, the Developer will be contractually obliged to 
obtain accurate system data based on its experience of operating the utility. The original 
baseline data will then be revised with this more accurate data. The following guidelines 
should be considered during this transition period: 

• The timeframe must be clearly explained in the contract (usually between 2-5 years)185. 
The time frame will reflect the different amount of time required to obtain complex 
data; 

• Set input based targets instead of performance based outputs186. The targets should be 
specified in physical terms and can be linked with incentives (eg number of km of 
pipes laid);187 

                                                 
184 The bid process, where appropriate, may benefit from the use of a peer review challenge process, whereby the 
contractual objectives set by the Grantor during bid preparation are subject to challenge by a peer team, 
independent of the transaction advisor, who are knowledgeable ‘experts’ in long term PPP schemes. This process 
would have the value to ensure that the requested sectoral objectives are possible and reasonable and would be 
similar to the type of peer review that Developers would themselves do at due diligence. 
185 An adequate time frame for a transition period is likely to be between 2 and 5 years, with the timeframe largely 
a function of the status and level of preparedness of the specific utility in question. In discussion with technical 
experts (Adrian Harrisson of Babtie, and Scott McIntosh of MottMacdonald) suggests that it is not unusual for a 
period in excess of 2 years to be required to gather robust information on parameters like Unaccounted for 
Water, with different periods needed for different situations. 
186 It is recommended to use ‘best value’ or ‘non-price’ bidding criteria instead of just tariff criteria (eg lowest 
required tariff) and to focus more on the level of service as a target instead of the amount of investments 
required. 
187 Other examples of milestone actions aimed at gathering reliable data for which the developer would be 
responsible as input based targets, could include for example: 

Procure mapping or aerial photographs for all urban areas over 10,000 estimated population; 

Complete house count survey: identify and map number of connections, number of households within 250m of a 
shared connection, house count without direct access to piped supply, number and location of standpipes and 
water tanker points; 



  224

• Milestone actions which will assist in the data gathering process are also 
recommended, eg aerial mapping photographs, house count surveys, zonal metering 
monitoring etc.); 

• Incremental increases within allotted periods should be targeted rather than any 
absolute performance requirements during the transition period; 

• During the transition period, a ‘lighter’ penalty regime should be in place. It is 
recommended that in order to allow for stability of the overall PPP scheme, no target 
based penalties that affect tariffs or investments should be enforced. Instead penalties, 
maintained, should be focused on input based targets. 

 

Data acquisition between the bid stage and first major review period of contract 

During the initial years of the contract, more accurate data on the utility will be obtained and 
reported to the Grantor when required. The data will usually lead to the adjustment of targets 
and contract parameters and therefore it is critical that procedures on adjusting PPP 
agreement terms are clearly delineated in the contract. To agree on the new values after more 
accurate data there are two possible options:  (a) the use of a regulatory body or relevant 
institution, and (b) in situations where regulatory capacity and experience is limited, an 
independent expert may be used Provisions should be made in the PPP agreement on how the 
expert is to be selected, how the expert will be paid for and the its respective terms of 
reference. It is also critical that the manner in which the new data is to be handled should is 
stipulated in the PPP agreement. Varying methods of calculation and evaluations should be 
agreed upon and listed in the contract. 

Contract adjustments based on revised baseline data should be agreed upon at the negotiation 
stage. After several years of improved data collection post contract award, the more reliable 
data sets would establish the true position of the performance indicator, and the improvement 
profile would be rebased relative to the actual versus predicted position of the baseline data. 
Here the original incremental improvement profile would be retained. Hence, the desired 
‘degree of improvement’ is retained within the contract objectives. The precise parameters of 
the revisions will be agreed upon during the step detailed above.  

                                                                                                                                                    
Complete supply zone demarcation; 

Establish zonal metering monitoring regime: procure and replace meters,  

Complete production monitoring programme and establish key production records reporting; install bulk meters 
at each water production site and service reservoir; 

Complete consumer enumeration for each system; 

Establish consumer complaint database; 

Establish level of service monitoring regime; 

Establish demand/ loss management regime; 

Implement programme of sanitation education measures for new connections; 

Commission integrated water resources development plan. 
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Key features of the initial period include: 

• The arrangement is akin to an enhanced lease/affermage arrangement with 
considerable responsibilities devolved to the Developer; 

• The Developer is responsible for the operation, maintenance and working capital from 
its own account; 

• Minimum performance standards would be specified: 

o A limited number of service standards 

o Investment milestones 

o Network outputs delivered on time: asset evaluations, improved collection and 
billing systems, etc. 

o A great deal of importance would be placed on data-gathering during the initial 
period in order to provide the raw data and analysis that will underpin the 
price review that will take place at the end of the initial period.  

• The Developer has a further incentive to improve operation and maintenance costs  

• Reduces risks to both parties and simplifies relationships as each parties 
responsibilities are clearly laid out in the contract. 

The second step is to define through contract provisions how the revised data will impact the 
PPP agreement through revised targets, service parameters, investment and remuneration. The 
Grantor and the Developer would agree a timeframe, within which the indicators would be 
periodically reviewed and the targets revisited. An adequate timeframe for periodical review 
would be between 2 and 5 years, depending on the particular parameters of the contract and 
of the service, when accurate operational data should be available with a higher degree of 
confidence. This timeframe would be clearly stipulated in the contract188.  

Periodic Revision of Targets, Service Parameters and Operator Remuneration 

The time period for the adjustments should be clearly set out and should mesh with other 
periodic review periods and transition periods as set out in other areas of the contract; 

• The contract should detail the party responsible for adjusting the targets and how that 
party is to be appointed, operate, funded and the terms of reference; 

• In situations where the original estimates values are significantly different from the 
new data, to avoid the need to rebase, both parties can agree to extend the timeframe 
for achieving the targets. “Trigger limits” between the original and new data values can 
be detailed in the contract that would allow for the extension. 

Both parties must agree upon a financial model that connects the baseline data with targets 
related to service levels, investment, tariff and cash-flow profiles. Each party must also agree 
to accept and follow the adjustments to the model as a result of the revised baseline data. The 
financial model should not be overly complicated models to ensure that each side understands 
it and can easily interpret it. The model which will detail the cash-flow curve and remuneration 

                                                 
188 Past experience has demonstrated that this is often the most contentious element of defining an arrangement 
and as such care should be taken in the contract design stage to ensure that contract adjustment mechanisms are 
clear, precise and understood by all parties. 
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framework should be flexible and interface with additional consideration factors such as 
investment amounts, service levels and debt service.  

After the transition period has ended, the relevant adjustments have been made to the baseline 
data and performance targets have been adjusted, the arrangement will continue to operate 
with the penalty and incentive mechanisms fully operational. Data will continue to evolve 
through the life of the contract and it is recommended that further baseline data review 
periods are incorporated into the contract but with more stringent parameters for acceptable 
errors. An alternative suggestion is to set ‘margins of tolerance’ for key data indicators. If 
engaged, the penalties would entail significant increases or decreases in contractual obligations 
for each party. These margins should be agreed upon for each indicator in the contract. 

Also when the transition period has ended, the Grantor and the Developer would agree 
(negotiate) an investment plan and associated performance targets for the remainder of the 
PPP agreement based on an adjustment mechanism agreed at the bid stage.  

13.5 Contractual Provisions to Adjust for the Implications of Imperfect 
Data  

In coordination with the provisions detailed in Chapter 9, dealing with imperfect data will 
require a different approach to the PPP agreement’s contractual structure. There are two main 
recommendations related to contractual provisions: 

• Data improvement clause 

• Mutual Convenience Termination / Break clause 

Figure 23: Representation of when the Data Improvement Clause would apply 
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Data Improvement Clause 

As can be seen from the above figure, the basic process for dealing with imperfect data is that 
the transaction advisor would determine which data will be important for bidders in 
estimating the cost of service. Explicit assumptions are to be provided on these key variables 
in the bidding documents. Bidders would bid against those assumptions and after a 
predetermined initial period – say 12 to 24 months or so after contract award – the actual 
levels of those variables would be determined. Both the Developer and the Grantor would 
have the ability to terminate the agreement using a Mutual Termination Clause (as described 
below). The tariff or other aspects of the PPP agreement are adjusted through a well-specified 
process to put the Developer in the same situation it would have been in had the original 
assumptions held.  

In order to deal with the data validation process I suggest a process similar to the one used for 
Extraordinary Adjustments. This is described in detail in Chapter 9189(section 11.2) but is a 
good model because it will ensure that the Developer in a no worse situation than if good data 
had been available at the time of bidding190. My suggested approach would include: 

• Once the PPP agreement has been awarded the Developer reports the actual values of 
the specified variables, and the affect this has on cost of service and the achievability 
of other contractual commitments. The Expert Panel assesses and verifies that the 
Developer’s report is reasonable and undertakes a preliminary assessment of the affect 
on the Developer’s financial position as a result of actual values being different from 
the assumptions in the bidding documents. 

• The Expert Panel proposes changes to the tariff or service standards which take into 
account the revised information (initially presented by the Developer and validated by 
the Expert Panel). The purpose of such process is to ensure that the revised data 
would put the Developer in the same financial position that it would have been if the 
true position had been as assumed in the bidding documents. 

• The recommendation of the tariff or service standards is to be done by the Expert 
Panel. The procedure by which they are introduced into the PPP agreement will be up 
to the Developer and the Grantor. It may for example be done simply by reducing 
service standards or increasing tariffs. If the parties cannot agree the Arbitrator would 
decide. 

• Alternatively, a financial model of the business prior to contract award could be 
provided by the Grantor to the Developer. This was discussed under Chapter 8. This 
would constitute the basis of any future negotiations between the parties. Thus any 
negotiations resulting from improved data collection get reflected as the financial 

                                                 
189 Emergency adjustments are an emerging option as demonstrated by their use in the UK Water Licenses (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. In the context of Imperfect Data, the suggestion is that the Imperfect Data Clause that is being 
proposed here parts from the premise that the Developer must be protected against imperfect data but creates a 
strictly contractual procedure whereby as accurate data becomes available it can readily be integrated into the PPP 
agreement without the need for a renegotiation. 
190 The actual values for key variables may be different from the assumptions used by the Developer or as 
originally contained in the bidding documents. 
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impact of deviations from the original assumptions. In this way the process would 
involve replacing the assumed data in the model with the actual data. This approach 
although more mechanistic may provide greater certainty to all parties involved. The 
use of a financial model will require the rules of the bid and the PPP agreement to 
establish the legal validity of the financial model, the enforceability of data resulting 
from the application of the model etc.  

Mutual Convenience Termination or Break Clause 

Prior to the end of the initial transition period, either the Grantor of the Developer would 
have the possibility of ending participation in the arrangement without cause. Under regular 
contracts, the right to terminate without cause is normally only granted to the Grantor191 (if it 
is granted at all).Typically, my research suggests that under an early termination or if there is a 
default situation the initiating party pays a penalty for breaching the agreement.  

Figure 24: Mutual Convenience Termination or Break Clause 

 

 
Developing from Shugart’s (2004) basic idea, each party should have the right to invoke a 
termination for convenience. The basic premise of this idea is that a party may wish not to 
continue with the contract. However, terminating the relationship would not be without 
consequences, ie there would be a significant monetary cost to the party invoking such 
termination right. If both parties were to face a significant financial penalty for terminating the 
contract, it is likely that short-term issues will not lead to terminations192 and instead, greater 
focus will be given to dispute resolution. Notably such provision would have the following 
conditions: 

                                                 
191 See discussion in Chapter 9.  
192 Many PPP agreements using the concession model in Argentina were rescinded in the years after the 2001 
economic crisis. However in the case of the province of Salta, the PPP agreement continued until May 2009 Juan 
Manuel Urtubey, governor of the Province, terminated the concession contract because of non-compliance and 
created a transition unit to provide services until a state company would be created whose shares would be held 
by the Province (90%) and workers (10%).( Télam (the Argentine national news agency): Salta rescinde concesion 
del servicio de agua potable, May 25, 2009) 
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• The right to terminate could only be invoked at a specific time at the end of the initial 
transition period; 

• Clause could only be permissible prior to the tariff review in order to avoid messy 
negotiations for the regulator or expert panel.  

• Invoking such clause would incur a charge which should be set at such a level that 
incentivizes each party to remain in the relationship but should not be so great so as to 
place too great a financial risk on the arrangement in the initial stages of the 
relationship.  The setting of the fee should be commensurate with the costs required 
to cover the unwinding the PPP agreement (for the Developer) and for the Grantor 
the costs of a transition and rebidding193. Three possible options could be used to 
handle the mutual convenience termination: 

• The Developer and the government hand over a sealed statement to a third party by a 
specified date in which their decision to continue or cancel the arrangement is stated; 

• In the event that both parties decide to terminate, neither party pays any penalties and 
losses are absorbed; 

• If only one party wishes to terminate, the terminating party must pay the penalty fee 
dictated in the contract to the other party; 

• If one party does not deliver a statement and the other party does deliver a statement 
requesting a termination, the requesting party does not pay any penalty fees. 

The key element is that by submitting a negative statement, one party can create a modest 
disincentive to a convenience termination initiation by the other party. 

The provision that all capital expenditures whose cost recovery would extend beyond the 
initial period would be the responsibility of the government, acts to mitigate the risk for the 
Developer. 

                                                 
193 It must be noted that the payment required by each side may differ from the other. What would be important 
to establish is that the payment amounts should be equitable, eg the payment for each side could be X% of the 
estimate of the expected net costs to the other side arising from termination, where X is the same for both 
parties. 
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13.6 Summary and Conclusions 

My recommendations on the suggested approach to deal with imperfect data are: 

1. The establishment of monitoring systems at the bid stage and provision of refined data 
package at the negotiation/ PPP agreement commencement stage 

2. There should be a transition period which is ‘input-based’ focused on Developer meeting 
specific early year targets, ie 

• Input targets specified in physical terms – eg known short lead time capital works 

• Gathering data sets in the early years to become part of operator’s contractual 
objectives - targets 

3. Performance monitoring should be based on: 

• Measuring incremental improvement 

• In the early years there should be a basket of indicators, based on ‘easy-to-measure’ 
data sets, reflecting overall utility performance. Specific recommendations on how to 
deal with imperfect data in the   

4. Both parties must agree upon a financial model that connects the baseline data with 
specific service targets. Each party must also agree to accept and follow the adjustments to 
the model as a result of the revised baseline data.  

5. Consider other types of adjustments other than tariff adjustments – cascade of options to 
avoid conflict during rebasing. 

6. After an initial 2 to 5 year period (the comprehensive review period), the Developer can 
negotiate adjusted performance targets and investment plans based on the new and more 
accurate data194. This adjustment system will be clearly detailed during the bid negotiation 
stage. 

Finally, it must be noted that the data monitoring aspects becomes particularly important 
under this situation described herein. If such an approach is used under a PPP arrangement 
the normal monitoring and control system (see Chapter 10, provisions related to service 
standards, as well as monitoring and enforcement) will have to be specifically adapted to allow 
for accepting and incorporating the changing and improved data standards that will be used. 
This needs to be adequately captured in the PPP agreement and reflected in the institutional 
regulatory and monitoring arrangements (see Chapter 5 and some of the specific 
recommendations made in the next chapter).  

 

                                                 
194 The PPP agreement should target and measure incremental improvement for a period of time, instead of an 
absolute level of performance, especially during the transition period. As a pragmatic example, one could 
consider instead of targeting an absolute level of 35% of unaccounted for water in year 5, the target would be an 
incremental improvement of 8% over the first five years. If the assessed level of unaccounted for water reveals 
the baseline to be inaccurate, it will then be easy to transpose the improvement made by the operator to the 
correct values and to assess his performance against these more efficient and accurate targets. 
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14. IMPROVING 
PROCUREMENT 
PROPOSALS FOR PPP 
AGREEMENT 

14.1 Introduction  

A key recommendation resulting from the initial period of the PPP arrangement and the 
inadequacies of data mainly related to underground asset condition is the need to allow for 
enhanced data acquisition once the Developer has been contracted. This has been extensively 
discussed in the previous two chapters. Accordingly, the main recommendation resulting from 
Chapter 13 is the need to allow specific contractual provisions that allow for a mechanism that 
allows for the progressive and systematic acquisition and improvement of data and therefore 
the need for a Data Improvement Clause and for a Mutual Termination or Break Clause. 
However, although this is part of the PPP agreement, the fact that there is a data acquisition 
and validation period with an option for both parties to the agreement to terminate such 
agreement could be argued as an ‘enhanced procurement’ process. It is for this reason that I 
include these suggested recommendations in a chapter specifically dealing with the 
procurement process, as this process is in effect still part of the selection of the Developer 
prior to entering the longer period of the PPP agreement. Below I offer suggestions on how 
the Data Improvement Period can be done.   

 

14.2 Enhanced Procurement to deal with the Data Improvement Period 

Prior to the end of the initial period, a chosen regulator or expert panel will be called upon to 
perform an evaluation of the accuracy and reliability of the data that is available. The precise 
procedures regulating this review will be clearly defined in the PPP agreement in order to 
reduce discretion levels and potential disputes. As mentioned before, the decision of the 
regulator or expert panel should be binding. In addition, as this is adjudication by a third party, 
it is not necessary for rebidding to take place. What is critical in this process is that the review 
process will not consider the prices or costs bids contained in the bidder’s original proposal 
(the proposal on which the winning bidder was selected). The tariff review process should be 
based on the actual costs of the Developer over the initial period with considerations for future 
investments and O&M requirements, projected costs based on the Developer’s historical 
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costs, adjusted for future efficiency changes, and costs expected to be incurred by a 
hypothetically efficient company195. 

Responsibility for capital investments during the initial concession period 

Typically under a traditional long term PPP agreement, the Developer finances capital 
expenditure but the Grantor has strong opinions on how the capex should be directed. Under 
this revised approach, the responsibility for funding capital expenditure is split between the 
grantor and the Developer. It is my recommendation that the Developer is granted full 
discretion over the investment program but the Grantor can insert provisions/constraints to 
assist it in achieving its goals or to prevent any possible unwelcome developments that could 
arise if full discretion were left with the Developer, or for issues over which the Developer 
does not deem critical to its operations but over which the government has strong opinions. 
Notably, wording in PPP agreements such as “both parties to agree” and “aspects are to be 
coordinated” should be avoided because of their lack of specificity. The Grantor and the 
winning Developer, prior to signing the PPP agreement should agree upon a three-year rolling 
investment plan. Such approach will minimise disagreements in the first years of the contract 
and highlight any possible gaps or issues that had as yet not been considered. Furthermore, 
given that the relationship between the Grantor and the Developer is crucial to the long term 
success of the PPP agreement, having this initial period (of relatively low risk or at least at a 
lower risk than if there were no possibility for an early termination for convenience as 
described in the chapter above), discussions on the proposed budget will give each party 
experience of working alongside each other and point to any institutional personality 
mismatches that could hinder the relationship. 

Both parties will share information on the scope of their capex responsibilities and will decide 
a detailed capital investment program for the forthcoming year and a conceptual program for 
the following two years. If no agreement can be reached, a structured process of dispute 
resolution stipulated and detailed in the concession contract, will be engaged. If no agreement 
can be reached at this stage, the independent adjudicator (detailed below) will be consulted. 

Building on experience in the UK with the use of independent adjudicators, I recommend that 
each party agree on the appointment of this independent party at the beginning of the PPP 
agreement. The adjudicator would be retained throughout the entire initial period of the 
contract. The adjudicator will have an important role in dispute resolution, given the fact that 
if the Grantor and the Developer cannot reach an agreement (after a set period of time) the 
independent adjudicator will be authorized to make binding decisions. If the Grantor fails to 
comply with the adjudicator’s decisions, the Grantor will be liable to face claims for damages. 
The structure for making claims for damages would be detailed in the PPP agreement and the 
adjudicator will be encouraged to make swift and punitive decisions with little room for 
disputes or appeals. 

14.3 Prequalification and Award Recommendations 

The proposed recommendations differ from the usual criteria of other PPP agreements 
reviewed as part of this research in that they seek to go beyond the usual contract-based 

                                                 
195 Given that this is a new way of doing things, it is highly recommended that the rules and procedures 
governing this process are developed thoroughly to avoid disincentivizing potential Developers. However, this 
process does reduce the overall risk to the Developer as it will not be held responsible for capital investments 
that extend beyond the review period. 
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criteria and develop a greater understanding and examination of potential Developers. The key 
point behind this approach is to view a PPP agreement as a business relationships rather than 
merely a contractual relationship. Therefore, my recommendation is to go beyond the regular 
levels of due diligence usually done by Grantors to obtain a greater understanding of the 
performance, management and experience profile of prospective candidates. 

Prequalification Stage Evaluation 

Conventional initial criteria are used to screen candidates – number of similar projects, specific 
experience, basic financial data – and those that pass the minimum thresholds go through for 
further evaluation. 

• Reference Case Study: The second stage involves an in-depth examination and assessment 
of the candidates than that used in traditional procurement. The level of examination 
would be akin to the level of examination a business would do prior to engaging in a 
joint-venture with another business. The candidates would have to go into much 
greater detail about their experience levels, presenting a case study which would be 
evaluated by an examination committee. The committee would study the reference 
case study submitted and would conduct interviews with people involved with the 
project and could obtain further details if required from the prospective candidate. If 
required, a second reference case study can be requested if the first case proves 
insufficient. 

• Business Qualification Statement: Similar to the review conducted by a credit rating agency, 
the business qualification statement would request more detailed information than in 
traditional procurement, eg: 

o Profile of the candidate 
o Organizational structure and management 
o Corporate strategy 
o Market standing 
o Specific markets and experience 
o Financial strengths 
o Future challenges and risks 

The Business Qualification Statement would seek to go beyond the usual questions by 
requiring potential bidders to provide firm evidence of past experience, strategies and the 
thinking-processes that went behind some of the decisions made with regards to past projects. 
The proposed prequalification strategy places more emphasis on past deeds rather than what 
Developers propose they will do in their bids. In addition, a scoring process that uses 
judgmental criteria that differs from the usual merit-based scoring system or weighted average 
formulas could be used. Decisions would have to be explained using well reasoned arguments 
and set out in writing196.  

                                                 
196 The use of judgmental criteria requires a greater amount of discretion on the part of the evaluators and less 
reliance on complex quantitative formula. For this reason it would be normally not as ‘clean and transparent’ as a 
fully quantitative process. However, my recommendation is to identify a list of the core qualities desired in the 
Developer. These qualities are then grouped into higher-level criteria (ie criteria which the Grantor would value 
more eg regional understanding, local partners etc) and would provide guidance to the evaluation committee. 
Sound decision making using judgmental criteria requires compartmentalizing the issues and applying discretion 
only to the areas that require it, and evaluators must provide sound justification for the assessments made. 
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Pre‐Contract Signature Assessment 

After bids have been evaluated and substantially responsive bids have been selected, it is 
recommended that after the price evaluation, a Pre-Contract Signature assessment be 
conducted for the bidder/Developer with the best bid price. This is an intensive process and 
if the first-ranked bidder is deemed insufficient after the evaluation, the process is conducted 
for the next highest price-bid. The rationale of the implementation assessment is to establish 
whether: 

• Is the bidder technically and financially capable of executing the project to an 
acceptable standard? 

• Are the technical, financial, scheduling proposals and assumptions realistic given the 
parameters of the proposed contract, the risk matrix and the operational conditions? 
And can realistic justifications be given for these assumptions? 

• Is the bid price realistic given the technical requirements? 

• Are there any identifiable risks with any aspects of the proposal? 

Conducting such a thorough analysis of the bid at this stage could lead to the exposure of 
flaws in the bid that do not stand up to scrutiny. At the same time, it will also reveal to the 
Grantor which elements of the contract require greater deliberation and revision. If new risks 
are identified than barring any material modifications that might affect the bid price, changes 
to the contract can be made. The most important effect of such a rigorous evaluation would 
be to induce the bidders to take even greater care with the preparation of their bids. 

After the evaluation is conducted and the bidder is found to be capable of adequately 
executing the contract, final negotiations can commence. I do recognise however that a 
potential flaw behind this proposed plan is the possibility that evaluators might have a bias 
against rejecting the highest-price bid, in which case a more impartial assessment might take 
place if evaluators did not the outcome of the price evaluation. 

 

14.4 The Developer’s Remuneration and the Bid Price  

It is recommended to use a single criterion for the evaluation of bids. These can include: 

• Tariff level – lowest is best 

• Subsidy level – lowest is best 

• Up-front transfer payment – highest is best 

• Lump sum payment linked to performance standards – highest for both is best 

For the tariff and subsidy level, the Grantor would define the tariff profile over the initial 
period (3-5 years) and the Developer’ remuneration package would be set to incentivize 
improved performance. As stated earlier, during the initial period capex financing would be 

                                                                                                                                                    
Ultimately, the aim is to utilize the same rigour that Grantor’s use for the evaluation of bids, for the evaluation of 
short lists. The use of discretion may face critics from proponents of completely mechanical evaluation but as 
discussed under the section in procurement, the European experience with PPPs suggests that even a small 
amount of discretionary judgment can eliminate some of the issues that mechanical evaluation systems can 
sometimes throw up. 
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provided by the Grantor, therefore the incentive payments would only need to cover 
incremental O&M costs. The remuneration should be set to cover the optimal O&M and 
other costs (eg financing costs for working capital) for the initial period. Furthermore, the 
remuneration should be set at a generous level so that should adverse conditions ensue, the 
total expected remuneration is enough to cover the Developer’s essential costs and allow it to 
perform basic functions without the need for Grantor support. 

Incentive payments would be based on: 

• Key performance indicators that encourages Developers to increase water availability 

• Discrete variables and outputs (eg network model, leakage detection) that earn 
incentive payments when delivered but these payments are decreased for every month 
that they are not submitted. 

• Service requirements of such importance that if not met, significant liquidated 
damages may be claimed – eg wastewater quality. 

For a lump sum payment linked to performance standards, the Grantor would decide upon 
the performance standards and calculate how the Developers’ remuneration would be 
calculated on the basis of attaining these performance standards – base remuneration and the 
incentive payments – along with what the capex budget will be. Prospective Developers will 
then bid in the following manner: 

• Bidders bid on the lump sum payment they will make to the Grantor should they be 
awarded the contract. The higher the lump sum, the higher the likelihood of winning; 

• If a bidder is unable to pay a lump sum, they can bid on the level of annual payment 
they will require from the Grantor, in addition to other remuneration. The lower the 
payment required, the higher the likelihood of winning. 

Using a transfer payment tackles the issue of low-balling that occurs when tariff levels are used 
as the price criterion for decisions. Other positive benefits include: 

• Regardless of the amount of lump sum bid, the Developer will receive sufficient 
remuneration from the tariff structure to enable it to focus on operating the 
concession. This lessens the requirement for the Grantor to renegotiate the terms of 
remuneration should the Developer suffer losses in its return on equity, not any 
deficits required for O&M. With this risk mitigated, Grantors can expect more serious 
bids from potential Developers. 
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14.5 Summary and Conclusions 

In this chapter we part from the need to allow for enhanced data acquisition once the 
Developer has been contracted. Building from the conclusions of Chapter 13 introducing the 
need to allow for a Data Improvement Clause and for a Mutual Termination or Break Clause, 
I argue that the introduction of these clauses in the PPP agreement is in effect an ‘enhanced 
procurement’ process. It is for this reason that I make recommendations on how this process 
of continued selection of the developer even though a PPP agreement has been signed should 
be done. My main recommendations are that: 

• Prior to the end of the initial period, a chosen regulator or expert panel will be called 
upon to perform an evaluation of the accuracy and reliability of the data that is 
available. With adjudication by a third party if the parties cannot agree.  

• The tariff review process should be based on the actual costs of the Developer over the 
initial period with considerations for future investments and O&M requirements, 
projected costs based on the Developer’s historical costs, adjusted for future 
efficiency changes, and costs expected to be incurred by a hypothetically efficient 
company. 

• Selection of a potential Developer should go beyond the usual contract-based criteria 
and develop a greater understanding and examination of potential Developers. The 
key point behind this approach is to view a concession agreement as business 
relationships rather than merely a contractual relationship. A scoring process that uses 
judgmental criteria that differs from the usual merit-based scoring system or weighted 
average formulas is also being proposed. Decisions would have to be explained using 
well reasoned arguments and set out in writing. 

• After bids have been evaluated and substantially responsive bids have been selected, it 
is recommended that a Pre-Contract Signature assessment be conducted for the 
bidder/Developer with the best bid price, ultimately allowing for any final scrutiny 
and exposure of flaws in the bid, identification of new risks and minor modifications 
prior to PPP agreement effectiveness.  

 

In this chapter I also recommend the use a single criterion for the evaluation of bids eg lowest 
tariff, lowest subsidy etc. Given that one of the key recommendations in this chapter is that 
during the initial PPP agreement period capex financing would be provided by the Grantor, 
incentive payments to the Developer would only need to cover incremental O&M costs. The 
remuneration should be set to cover the optimal O&M and other costs (eg financing costs for 
working capital) for the initial period. Furthermore, the remuneration should be set at a 
generous level so that should adverse conditions ensue, the total expected remuneration is 
enough to cover the Developer’s essential costs and allow it to perform basic functions 
without the need for Grantor support. If a lump sum payment linked to performance 
standards is the bidding criteria, the Grantor would decide upon the performance standards 
and calculate how the Developers’ remuneration would be calculated on the basis of attaining 
these performance standards. 
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15. SUMMARY 
CONCLUSIONS AND 
RECOMENDATIONS 

This thesis has sought to determine, and make recommendations on, means of optimizing the 
use of Public Private Partnership (PPP) in development of infrastructure whilst ensuring the 
sustainable long term provision of water and waste water services. The outcome of this 
Research is focused on providing detailed recommendations on contractual issues and 
contract structures to achieve this objective. These detailed recommendations are set out 
below. 

The provision of a public service requires a careful balance between the potentially divergent 
interests of the public and private sectors. On the one hand, the public sector has a 
responsibility and an obligation to provide services to its inhabitants and ratepayers. At the 
same time the private sector is entitled to receive adequate compensation for the risk of 
managing the provision of that infrastructure service, as well as being compensated for putting 
its Private Capital at risk. Since, 1989 we have seen a surge in the number of "Public Private 
Partnerships" (or PPPs) in many sectors but particularly in the water and waste water sectors. 
The considerable case history that has been amassed shows that these PPP arrangements can 
be an effective tool for water and waste water scheme development and long term 
management and operation. However, it is also clear that there is a considerable range of 
levels of effectiveness of these PPP arrangements, including some outright failures. 

In this research I have focused on the following questions related to the effective design, 
development and implementation of PPP arrangements for the Water and Wastewater 
Services Sector: 

1. How do we best capture the benefits of the private sector and blend it with the 
strengths of the public sector? 

2. What aspects of PPP arrangements work and what does not?  
3. Are there any common lessons that can be derived?  
4. What special legal and financial instruments need to be developed in order to deal with 

PPPs in infrastructure, particularly when applied to the socially sensitive sector of 
water and sanitation services? 

The methodology of the research  was to develop a thesis on practical approaches for 
optimising PPP, based on research using international case history, literature and contractual 
document review, review of expert opinion and some fact finding missions. The approach was 
based on: 

• review of water and waste water sector issues, and general review of use of PPP 
taking into account levels of service and cost implications 

• establishing key issues in effective PPP development,  

From this, in the course of this research, I assessed that while current literature and guidelines 
provided a variety of commercial and technical recommendations, there was a marked lack of 
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comprehensive guidelines for a legal and contractual framework specifically adapted to PPP 
projects in the water and waste water sector. To cover this need I developed an approach for 
incorporating a practical mechanism to ensure optimal implementation of PPP arrangements 
and provided a review and recommendation of detailed contractual issues for optimal and 
sustainable long term provision of water and wastewater service. Furthermore, since it became 
apparent during the research that a subject not comprehensively dealt with in current PPP 
arrangements has a ‘make or break’ effect on project viability I have developed 
recommendation of an approach for  dealing with limited or unreliable data, to ensure long 
term contractual sustainability. Ultimately, I propose two possible hybrid structures that focus 
on particular features which if used would enhance the overall bankability and sustainability of 
long term PPP arrangements in the water and wastewater sector.   

The research has sought to show that for the PPP arrangement to be effective, the design of 
the structure for private sector involvement involves a clear definition of the roles to be 
played by the government and the private sector, the type of structure to be adopted for 
private sector participation, the applicable regulatory regime and its effects, and also the 
influence of the specific current economic and political conditions.  The type of PPP structure 
chosen will have a direct influence on the provision of services and it is essential that an 
adequate legislative and regulatory framework be in place to ensure the long term sustainability 
of the chosen PPP arrangement. At the heart of this is the realization that however much 
governments want to place risk with the private sector, if things go wrong with the PPP 
arrangement, then for social and political reasons it is unlikely that the government will be able 
to walk away from taking back these obligations, which might be very costly. This is a key 
reason for the importance of ensuring PPP effectiveness and sustainability. The arrangement 
not only has to look at the skills, resources and responsibilities that it expects from the 
Developer but for project viability and effectiveness also has to consider the manner in which 
the profit motive of the private Developer can be harnessed, through the arrangement 
structure, the contract  and associated incentives. 

Furthermore, given that the service level provision is a key tenet of the Water and Waste 
Water sector, experience shows that an iterative process is used to establish effective scheme 
service standards, sizing, costs, funding and financing. If levels of service are taken as the 
prime focus of the PPP schemes, then this iterative process defines and sizes an affordable 
scheme for which effective operational, financial and contractual arrangements have to be 
developed. At the same time determination of the affordable tariff levels is key to ensure 
customers ability to pay for the services, and hence the financial sustainability of the services. 
Generally some form of subsidy is necessary for schemes in developing countries, as 
affordable tariff levels are not high enough to give full cost recovery. The details of this, any 
subsidy arrangements, and any progressive program for change in tariff levels as levels of 
service improve, need to be clearly defined in the contractual arrangements. 

There is a need to monitor and control performance parameters under the PPP arrangement. 
A variety of performance measures can be defined for many activities of a utility. Additionally, 
following best current practice, I propose that measures should be output based and directly 
related to a customer focused approach. There is also a need to ensure that there is full 
stakeholder consultation at all stages of development and operation. Case history shows the 
positive effect of stakeholder involvement in design, development and implementation of PPP 
schemes (and also the potential negative effects when they are not involved). This leads on to 
the premise that for long term effectiveness and sustainability it is necessary to formalize 
customer and stakeholder consultation throughout the life of the scheme. I recommend that 
the contract terms specifically include provision for stakeholder consultation to be established 
by the Grantor, to reflect the importance of this issue. 
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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. 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.   

Once the appropriate service delivery scheme has been chosen, identification and allocation of 
responsibilities and risks between the private and public sector parties is an essential step in 
the successful planning and delivery of major infrastructure projects. The research looked at 
the importance of analyzing and allocating these risks in light of the need to balance the 
private sector risks to a level at which they offer optimal benefits to the Grantor, but no 
longer constitute a significant impediment to private financing of infrastructure projects.  

The main PPP arrangement types can be analyzed to show how the level of risks to the 
developer increases according to type of arrangement type chosen. Within these types of PPP 
schemes the Concession (or BOOT model) and Divestitures type arrangements generally 
involve the most comprehensive array of risks and responsibilities to be taken by the private 
Developer. The comprehensive nature and the extent of allocation of risks and responsibilities 
is one of the main reasons why these particular contract forms have been used as the starting 
point to develop comprehensive recommendations for contractual issues that form one of the 
main conclusions and recommendations of my research. A variety of ways are used for 
allocation of responsibilities and risks and given the importance of this issue a systematic 
approach for registering this allocation, such as the Risk Matrix, is recommended. 

This research has also explored the importance of funding and finance. Funding and Finance 
are two of the key drivers for choice of PPP for Water and Waste Water Sector schemes. I 
recommend that policymakers understand the implications that project structure has on 
funding and finance and underline that this is a critical component of effective planning. I 
reviewed the concept of ‘bankability’ in reference to investor/lender sentiments and their 
willingness to commit debt or equity capital toward a project. I emphasise the importance of 
realizing that considering bankability goes beyond financial analysis alone and should include 
much larger project considerations. I have explored how to structure finance for water PPP 
projects and discussed the merits and limitations of the different financing techniques 
available. In addition, I examined the role of public support and bilateral and multilateral 
financial organisations and the possible forms this may take, depending on the type of PPP 
structure chosen.  The consideration and valuation of contingent liabilities should also be 
understood when undertaking PPPs in the water sector. These important issues have to be 
carefully reflected in appropriate contractual arrangements. 

Generally existing public procurement methods have to be adapted to ensure most effective 
design, implementation and regulation of PPP projects. The research has highlighted issues 
that can arise over the whole of the procurement process, and look at best practice options for 
dealing with PPP procurement. I have made some key recommendations in terms of ensuring 
transparent competitive bidding procedures and note some key issues of other procurement 
approaches. I also recommend that there is benefit in having continuing stakeholder 
consultation throughout the procurement process, with the aim of development of the most 
optimal scheme. Finally, I draw attention to how best to manage the procurement process and 
recommend the use of early consultation with the market to assess suitability and ‘market 
appetite’. I recommend the use of a consultative process to contract development at the 
bidding stage, so long as the right framework is established to directly engage with bidders and 
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that any inclusions that are made are done in a fair and transparent way. I end with a review of 
the possible ways in which negotiations can be done and recommend that whatever process is 
chosen the grantor retain the elements of competitive tension as a means of achieving best 
value for money.  

As the main conclusion of the research, Part III, provides specific recommendations for 
effective procurement and implementation of the chosen PPP scheme, to achieve optimal 
results. The contractual arrangements for the PPP scheme have to embody ways of dealing 
with all the main factors influencing effective development and long term operation that were 
determined in the previous section. The long term success of the PPP arrangement will in a 
very large part be determined by the way that these factors are dealt with contractually. 
Furthermore, in this Part III I have presented the bulk of the research findings on the basis of 
an outline contract form developed for the most complex types of PPP arrangements (i.e. the 
Concession contracts). This has been developed as a practical checklist covering all the typical 
contract elements presented in the order typically expected. I have suggested ways of dealing 
with all clauses that are considered to potentially influence contractual and scheme 
performance. At the core of my recommendations is that the contractual obligations need to 
focus on achievement of levels of service, customer focus and be based on monitoring of 
outputs and not necessarily inputs. Contracting out monitoring of performance to an 
independent, reputable, international firm is one of the main recommendations.   

Furthermore, I recommend that by avoiding on demand performance bonds, making 
performance bonds reciprocal (ie both the Grantor and the Developer are obliged to post a 
bond) and by allowing “rights of set-off” in the contract, the sustainability of the PPP 
agreement can be enhanced. I also make other specific recommendations such as an automatic 
compensatory mechanism that allows the Developer to unilaterally adjust cash payments, 
service obligations and any investment roll-out if the Grantor breaches the PPP agreement in 
ways which increase the Developer’s cost or reduce its revenue. I have also argued the 
importance of allowing for variations in the PPP agreement that take into account pass 
through and other cost items (including financing costs) that are not in the control of the 
Developer.  

My research demonstrates that the unpredictable nature of long term PPP agreement such as 
concession contracts can mean that frequent re-negotiations are required in order to facilitate 
adjustments to specifications and performance requirements. Recognizing also the fact that 
large numbers of water and waste water PPP arrangements have had to be renegotiated within 
a few years of contract award I made some practical suggestions for contractual provisions for 
establishing contractual and legal mechanisms to allow for potential future renegotiation of 
new contracts, as well as ways of dealing with bidding for existing PPPs including the 
contentious issue of renegotiations. This leads on to some specific suggestions on 
development of contractual structures that may be used to deal with the imperfections in 
typical PPP design identified throughout this research. These include the Output Based PPP 
agreements and long term PPP agreements incorporating the use of Trust funds. Under an 
Output Based long term PPP agreement, the Developer commits to performance targets 
specified in the PPP agreement and receives financing for capital expenditure from 
commercial capital markets. Tariff revenues may be supplemented by funds payable by a 
Subsidy Fund which pays (typically grant monies) against prescribed results and on an output 
basis. The main advantage of introducing OBA subsidies comes in reducing the burden on the 
Developer of recovering all its costs. On the other hand, the Trust structure recognises that 
equity is expensive and as a result has an overall increased risk profile. Equity requirements on 
behalf of the Developer may be minimised with other financial resources that can be 
effectively leveraged as revenue security is provided through pledges against public sector 
flows guaranteed by a third party.  
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In the supporting conclusions, I also give recommendations on optimization of specific areas 
of PPP viability and sustainability. Many PPP schemes are designed around information on 
conditions of existing and future water and waste water systems using available data and 
estimates that are less than perfect. One of the main findings of this research is the potential 
sub-optimal effect that this has on PPP design, implementation and on general project 
viability and sustainability. In particular this applies to the considerable element of the 
underground assets (eg pipework, water mains and sewers) associated with provision of water 
and waste water services. Accordingly, I have looked at effective ways in which risks of 
underground asset condition and other imponderables can be transferred to the Developer 
systematic and sequential manner. This can have a major impact on the execution of the 
agreement, and I have developed specific ways that bidding and contractual mechanisms can 
be improved to handle this and any future improvements in data. Arising from the specific 
issue of Imperfect Data and the particular characteristics of water and wastewater PPP 
schemes, there is a particular need to improve public bidding and procurement procedures to 
deal with this in the bid process. Given that there will be gaps in the information on which 
Developers will make their proposals; I recommend the procedures to be strengthened by use 
of an approach that recognizes the need for data improvement and validation in a structured 
way through an improved bidding and procurement approach. I give a recommendation for a 
structured approach that runs through the pre-qualification process, the development of the 
bidding process to incorporate revisions and improvements in data and assumptions, and 
finally continues to deal with improved data in the initial period of the PPP contract. In regard 
to this last point I include a proposal for dealing with the adjustment of the Developers’ risks 
and payments as the improved information becomes available during these initial years of the 
contract. 

The early years of water service PPP agreement are historically challenging due to poor initial 
information and a lack of knowledge of how the system really operates. The result being that 
the bid price of the winning Developer may be completely irrelevant within a short period of 
time as tariff adjustments may be required to compensate for the reality as actually 
encountered by the Developer once it starts operating. It is therefore recommended that PPP 
agreements be designed to adapt to the initial period of a contract and provide more 
intelligent and flexible mechanisms to deal with the higher likelihood of problems within the 
initial few years of the contract. My research suggests a change of emphasis: a shift in focus 
from pure technical and financial assessment of the Developer’s proposal, to a thorough 
evaluation of the potential Developer’s profile and experience levels. In parallel with this I 
have made some recommendations for the prequalification and bidding process including a 
means of entering into a long term PPP agreement that allows the possibility of early 
termination by both parties in certain well defined circumstances.  

 

Areas for future research 
Research suggests that there are no right or wrong PPP structures. The structure chosen must 
reflect, as best possible, the actual realities on the ground and the conditions of the water 
utility. It is outside the scope of this research to analyse the ways in which all limitations can 
be addressed. Future research could focus on areas such as how could the public sector 
restructure to create the same advantages as one of the PPP structures examined?; how to 
balance the profit motivation of the private sector with government’s obligation to provide 
services to the poor?; how are subsidies managed? It may for example be interesting to assess 
how corporatisation of water and wastewater entities has performed against those companies 
that have used some form of private sector participation. In this same vein, it would be 
interesting to assess whether specific national policies can better promote the use of PPPs in 
all its forms and whether specific issues of PPP may be enshrined into law. 
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In the European context in particular, in the last 15 years the number of countries actively 
seeking accession rights to the EU increased dramatically. Major investment in water and 
waste water infrastructure has been necessary to meet the accession requirement standards in 
water and waste water and environmental services. Many of these schemes have been 
developed under PPP arrangements yet some of the member counties have not embraced the 
private sector as a strategy for more effective management, operation and financial resources. 
Although I have included a few of the recent schemes in Bulgaria, Romania and Estonia as 
part of the current research, there is potential benefit in research to establish the overall 
effectiveness of the PPP contractual approaches used in countries seeking accession to the 
European Union. This could be carried out using the recommendations of this current 
research as a comparator. 

Furthermore, this research makes some specific recommendations on how the contractual 
structures can be improved. It however falls short of testing the applicability of these 
recommendations in different legal regimes. One such regime is the European Union 
framework for PPPs and in particular the Competition Directive. This is particularly 
important, as in some instances I have argued that some PPP structures may require 
Government support (in the form of grants and or soft loans) to allow the Developer to 
include strategies for dealing with the very poor which may be unable to pay tariffs that reflect 
the full cost recovery of providing such services. These suggestions whilst pragmatic may fall 
foul of some of the EU directives on competition, government support etc. This could be 
explored in more detail and the specific implications assessed in future research. Furthermore, 
some of the suggestions included in the research in particular with respect to procurement of 
the PPP arrangements can also be tested.  

Future research could delve into the ex ante / ex post effectiveness of PPPs not only in the 
water and wastewater sector. Comparisons could be made between different PPPs in different 
infrastructure sectors and assess qualitatively and quantitatively how effective the use of PPPs 
has been in achieving the Government objectives as set out prior to embarking on the 
respective PPP arrangements. Similarly, it would be interesting to explore whether PPPs are 
being used as a way to ‘mask’ Government interventions and avoid specific procurement laws. 
One such example would be the recent clarification from the European Union stating that 
even if a member country calls a contractual arrangement a PPP, it can only fit the definitions 
of such arrangement if there is more than 50% ownership (and control) by the private sector 
partner. In this same vein, research could be done in terms of what constitutes effective use of 
PPP, what value for money studies have been done and whether public cost comparators have 
been used effectively in the decision making process.  

The issue of regulation is a hotly debated one and which also merits future research. The form 
of regulation, whether it is a price cap, rate of return, benchmark etc will depend on the actual 
situation on the ground and the specific project’s idiosyncrasies. Research could be done on 
the different ways in which regulation can help promote and resolve specific issues under the 
PPP agreement. For example in a developing country where the major challenges to the water 
sector is high leakage and insufficient water resources (and therefore major initial investment 
is required to help address this challenge), the regulatory regime may specifically incorporate a 
‘rate of return’ type system which incentivises quick investment. In more developed 
economies such structure may not be as applicable as the focus may be on operational 
efficiency for which a combined regulatory structure following a ‘price cap’ style plus an 
efficiency indicator may be more relevant.  

Similarly, it may be interesting to undertake an assessment of different regulatory regimes and 
compare and contrast how regulation by contract vs discretionary (or commission) regulation 
has dealt with the challenges of the water and wastewater sector.  Issues such as parameters of 
discretion, setting of tariffs, implications on decision making systems, transparency, 
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accountability, avoidance of regulatory capture and political interference can be looked at, 
compared and lessons learnt. In this respect some of the hybrid structures that have been 
developed should be assessed and see how they have managed against traditional concession 
or discretionary systems.  
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ANNEX 1 - EUROPEAN 
LEGAL FRAMEWORK 
AND ITS IMPLICATIONS 
ON PPP 

The need for financing infrastructure services and in particular the water and wastewater 
sector is a challenge being faced by a number of governments seeking accession to the 
European Community. Moreover, Public authorities at all levels, including Member Countries, 
are increasingly interested in developing specific arrangements for cooperation with the 
private sector. Public Private Partnerships are one of the methods available, and as discussed 
under the previous chapter, there are various contractual forms available to undertake PPP. 
The choice of one of these forms is dependent on what a public authority seeks to achieve. 
Notably, within Community law there are no prescriptions at law for such relationships nor, in 
fact, whether a public authority should enter into a PPP. The decision to provide an economic 
activity is squarely in the hands of the public authority. If it wishes to delegate a part or the 
whole of this activity to a third party it is the prerogative of the public authority.  

However, any delegation of responsibility may be the subject of Community law on 
procurement. Accordingly, the form of delegation through a PPP instrument needs to be 
examined against the basic principles of EU law and the framework it establishes.  

In this annex we review the impact Community law may have on developing PPP structures. 
In the absence of a uniform legal framework for PPPs at European level and in view of the 
heterogeneity of national laws the question arises, whether uniform provisions are needed to 
safeguard transparency and effective competition between market participants. The EU has 
decided against the creation of a separate legal regime for PPPs. The EU also considers that, 
as a matter of principle, the law on public contracts needs to be applied whenever a private 
partner is to be selected.  

The main purpose of Community law on public procurement is to create an ‘internal market’ 
in which free movement of goods and services can take place. The intent is to ensure the right 
of establishment and the right to provide services (Article 43 and Article 49 of the EC Treaty) 
are respected.  The implication of this is that, under Article 48, the principles of equal 
treatment, transparency and mutual recognition must be assured. Value for money must also 
be obtained when a public authority buys products or mandates third parties with performing 
services and/ or works.  

Given the above issues, this chapter starts with a general examination of the general principles 
of EU law in terms of competition and procurement. It follows that the impact of the EU 
Utilities Directive, the implications of public involvement and ownership, and state aid must 
be examined. General principles of EU Competition law must also be understood and a 
simple test structure is presented to exemplify the legal concepts behind EU thinking in this 
regard.    
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Having understood the basic principles of Community law, it follows that the specific rules 
applicable to PPP in the EU context must be understood. The selection of a private partner 
under a given PPP structure derives firstly from the definition of the contractual relationship 
which the party enters into with a public contracting authority (see previous chapter for 
contract types). Under Community secondary legislation, any contract for pecuniary interest 
concluded between a contracting body and a private partner in the form of an operator, which 
has as its objective the execution of works, or the execution of works and services, is 
designated as a “public works or public services contract”. The concept of “concession” is 
defined as a contract of the same type as a public contract except that as consideration for 
undertaking these works, a right to exploit has been granted or a combination of a right and a 
payment is made. Thus, under this section of the chapter we detail the manner in which PPP 
structures can be developed.   

Given that our objective is to develop PPPs in the water and wastewater sector, it is 
contingent upon us to ensure that the PPP structure devised is consistent with relevant sector 
practice and legislation. The EU’s framework for the sector is enshrined in the Water 
Framework Directive (WFD). The WFD is an inclusive approach to managing water as it 
flows through catchments from lakes, rivers and ground waters, to estuaries and the sea. The 
WFD creates a framework for all future actions by the EU on water policies. 

So, in this annex we also examine the Water Framework Directive, its evolution as well as its 
main principles and objectives. We delve into the key principles behind the application of the 
WFD and its managerial and environmental objectives. Under each we identify the most 
salient issues as they apply to Accession Countries. These key principles, together with the 
principles of competition as they apply to PPP, will be utilised later on as the basis for the 
development of an analytical framework for examining more rigorously the provisions of the 
WFD against a real life situation in two Accession Countries: Bulgaria and Estonia.  

Relevance of the EU Law in the Water Sector 

In this annex the relevant provisions of Community law that may apply to the water and 
wastewater sector will be highlighted. In so doing, the implications on procurement and 
competition need to be examined. Community law on public procurement seeks to create an 
‘internal market’ in which free movement of goods and services can take place. The principles 
of equal treatment, transparency and mutual recognition must be assured. Value for money 
must also be assured. However, given the need to simplify and modernize procurement 
procedures of entities operating under the water, energy, transport and telecommunications 
sectors, a ‘Utilities Directive ’ coordinating the procurement procedures of entities operating 
in these sectors has been developed. This Directive is specific to the sector and a distinction 
has thus been made between these sectors and other forms of public procurement – the 
‘Public Sector Directive’. 

EU Utilities Directive  

The EU Commission recognised the need to simplify and recast the procurement Council 
Directive 93/38/EEC of 14 June 1993 coordinating procurement procedures. The new 
Utilities directive of 31 March 2004, is based on Court of Justice case-law, in particular case-
law on award criteria. One major reason for the introduction of rules coordinating procedures 
for the award of contracts in these sectors is the variety of ways in which national authorities 
can influence the behaviour of these entities. This influence may be exerted through a 
participation in their capital and/or through representation in the entities' managerial 
structure. Another main reason relates to the closed nature of the markets in which they 
operate, due to the existence of special or exclusive rights granted by the Member States 
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concerning the supply, provision or operation of the service concerned. Nowhere is this more 
the case than in the water and wastewater sector where the incumbent has typically an 
exclusive and monopoly right to provide services in a given geographical area.  

 

In this section I detail, briefly, the main issues related to this Directive and the impact it has 
on the water and wastewater sector. Equal treatment and transparency: In order to guarantee 
the opening up to competition of public procurement contracts awarded by entities operating 
in the water sector, it is advisable to draw up provisions for Community coordination of 
contracts above a certain value. Such coordination is based on the requirements inferable from 
Articles 14, 28 and 49 of the EC Treaty and from Article 97 of the Euratom Treaty, namely 
the principle of equal treatment, of which the principle of non-discrimination is fundamental. 
Additionally, the principles of mutual recognition and proportionality, as well as transparency 
,must be respected. Accordingly, procurement needs to ensure that it follows these principles 
while providing sufficient flexibility. Similarly, the procedures developed should ensure equal 
treatment for contracting entities operating in the public and private sectors. 

Single or multiple contracts: It must be noted that the Directive does not seek to prescribe whether 
the design and execution of works should be done separately or jointly. This decision should 
be determined by qualitative and economic criteria, which may be defined by national law.  

Classification of contracts: the Directive provides for the classification of the different types of 
contracts for works as defined in Annex XII. Service contracts may under certain 
circumstances include works contracts.  

Tendering and procurement processes: The Directive provides for the free provision of services 
without discrimination. Procurement techniques to be used by the Member Countries should 
comply with the principles of equal treatment, non-discrimination and transparency.  It is 
appropriate for the contracting entities to apply common procurement procedures in respect 
of their activities relating to water. However, procurement rules of the type proposed for 
supplies of goods are inappropriate for purchases of water, given the need to procure water 
from sources near the area in which it will be used. Qualification systems developed as part of 
the tendering system should be set with objective criteria, which, at the contracting entities' 
choice, may concern the capacities of the economic operators and/or the characteristics of the 
works, supplies or services covered by the system.  

Special or exclusive rights: The fact that an entity supplies water under a special or exclusive right 
granted by a competent authority of a Member State, does not mean that the provisions of 
this Directive do not apply to the entity concerned. However, it is possible – subject to not 
introducing distortions in competition - to exclude certain service, supply and works contracts 
awarded to an affiliate undertaking having its principal activity the provision of such services, 
supply or works to the group of which it is part, rather than offering them on the market. It is 
also appropriate to exclude certain service, supply and works contracts awarded by a 
contracting entity to a joint venture which is formed by a number of contracting entities for 
the purpose of carrying out activities covered by this Directive and of which that entity is part. 

Technical Specifications: technical specifications should allow public procurement to be opened 
up to competition and different technical solution to be presented should be possible. The 
Directive allows for the inclusion of specific performance conditions provided they are not 
directly or indirectly  

Mutual recognition: when evidence of a particular qualification is required as part of the tender 
process, the principles and rules of mutual recognition of evidence of qualification apply. 
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Award of contracts: is to be made on the basis of objective criteria which ensure the principles of 
transparency, non discrimination and equal treatment, and which guarantee that all parties to 
the tender are treated in conditions of effective competition. The determination of the award 
criteria depends on the object of the contract and the award conditions should fulfil economic 
and qualitative criteria.  

Implications of public involvement & ownership under EU  

Although my analysis is concerned with the introduction of the private sector, Community 
Law is not concerned with the mechanisms through which the private sector is involved, but 
rather the degree of control exercised by the public sector.  This is subject to Article 85(1), 
which ensures that the rules contained in the Treaty must be maintained. In a practical sense, 
what this means in the context of this book is that even though a Government may have an 
‘interest’  in a water utility, it must still abide by the basic principles of Community law and in 
particular the requirements of the Water Framework Directive.  

At the same time, another important consideration in this book is the extent of public 
ownership in the sector. Actually, the Treaty does not prohibit public ownership, nor indeed 
does it limit it from enhancing its current area of service provision so long as it does not break 
any fundamental principles of Community law.  Thus, Article 222 of the Treaty states that the 
free market ethic that characterises the economic system of the EU will in no way affect the 
system of property ownership. For us, the implication of such a position is that, in principle, 
public undertakings are subject to the same rules of Competition law as the private sector.  

Implications of State Aid 

The amount of state aid in any particular situation may vary and its impact has to be carefully 
considered. The first thing to consider is if the country itself has abided by the rules regarding 
state subsidy whose range is limited in Article 87(1)  of the Treaty.  However, there are a 
number of cases deemed to be compatible with the common market  but that should be 
carefully authorised by the Commission. These are set out in Article 87(2) and 87(3) of the 
Treaty.  

 

Some of these are very important in the sector under consideration and those relevant issues 
should be noted, including: aid of a social nature granted to individual consumers provided 
there has been no discrimination,  aid aimed at promoting the economic development of 
specific areas, & aid seeking to promote the implementation of a major project of common 
European interest, or rectifying a serious disruption in a Member State.   

In these particular case studies, state aid was a definite condition under which both contracts 
with the private sector were obliged to operate. A government could not be seen to favour any 
one contractor through subsidies, either to businesses or consumers. Thus, the aid available 
had to be on a fair and transparent basis for all operators.  

 EU Competition Law  

In the provision of public services such as water and wastewater it is essential to first ascertain 
whether or not EU Competition law is applicable and if so, in what context and to what 
extent. A number of principles for determining whether a firm has a dominant position have 
been stipulated by the European Court of Justice in the application of case law. These 
principles can be used as ‘tests’ to ascertain how a water utility, and hence a PPP option may 
be judged to be compliant with Competition Law. These tests are:  
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Test 1: The capacity of a firm to engage in actions that do not take into account their 
competitors, customers or suppliers.  

In case law, the European Court of Justice has defined dominant position to be "a position of 
economic strength enjoyed by an undertaking which enables it to prevent competition being 
maintained in the relevant market by giving it the power to behave, to an appreciable extent, 
independently of its competitors, customers, and ultimately of its consumers.  This concept 
captures the potential imbalance of power between a water utility and its customer base, both 
consumers and government. As a natural monopoly in a geographical region, the water utility 
clearly has the power to exhibit this form of dominance and potentially abuse it. Hence an 
effective regulatory framework is required to mitigate the effect of this type of dominance 
through a series of monitors, controls and, as necessary, sanctions. 

Test 2: The capacity to prevent other undertakings/ firms from entering the market 

The main barrier to other operators entering a given geographical market is the existence of a 
single water utility infrastructure system. It is likely to be economically unattractive to build a 
duplicate infrastructure system. If a water utility were able to control competitors from having 
access to that infrastructure, either through veto or excessive tariffs, then it would constitute a 
dominant position. Similarly if it were able to prevent a competitor building new 
infrastructure, it would be in a dominant position. Hence a regulatory framework is required 
to ensure fair competition. This could be managed through the contract letting process to 
avoid giving the private operator of an existing infrastructure an unfair commercial advantage. 
This could be through regulating mutual access to infrastructure, or a mechanism to maintain 
an equal playing field regarding the benefits of building and operating new infrastructure. 

Test 3: The market share of the undertaking in question. 

The natural monopoly of the water utility in both its geographical and product market 
effectively gives customers little, or no choice of the supplier from whom they may buy water 
and wastewater services. Hence, the water utility’s market share will be greater than 70-80%. 
The European Court of Justice generally regards a market share of greater than 70-80% as a 
dominant position.  Usually a water utility is in this position and thus clearly dominant and 
consequently may be in the position to abuse it. Therefore, the regulatory regime must ensure 
that this type of dominance is mitigated through a series of monitors, controls and sanctions. 

Test 4: The economies of scale realised by the undertaking/firm 

Again, as a natural monopoly, the economy realised by a water utility with its almost total 
market share gives rise to economies of scale, particularly in the case of distribution. 
Undoubtedly this could prove a major economic barrier to competition. Hence, a regulatory 
regime should ensure that there is no economic advantage to be gained from being the first 
private sector operator in a geographical area, and that a mechanism is in place to ensure that 
competition is encouraged, if only in future bid contests. 

Test 5: The capital strength of the firm and its access to capital markets. 

In the water sector, this type of dominance is only partially relevant to the argument around 
competitiveness. Indeed a large element of the benefit of using PPPs is that they exploit the 
private sector’s ability to raise capital. There is however, a risk that with the growing 
importance of the 'Water Trans-nationals', the need for capital, with the subsequently 
dominant position of the 'Water Trans-national', may lead to a poor deal for the customer on 
an ongoing basis, and hence be anti-competitive. 

Test 6: The ownership structure  
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After a water utility has introduced some form of private involvement, say through the selling 
of a strategic interest, the key issue is whether the public sector continues to exercise control 
over the water utility’s activities. 

 

Although this concept is not directly applicable in our case studies, Article 82 of the Treaty is 
concerned with competition that may ‘affect trade between Member States’. However, the 
geographical market definition of a water utility and its historical constraint within national 
borders has meant that there is no cross-border trade in water services. Notwithstanding the 
current situation, it may be possible in the future for the same international operators in 
adjacent nations  to trade water between them to gain economies of scale, or alternatively 
merge their commercial operations into a regional hub larger than a single national operation.  

EU LEGAL POSITION ON PPP  

Member Countries, recent entrants to the EU as well as Accession Countries are relying more 
and more on different forms of PPP’s to meet infrastructure investment needs. The form of 
PPP varies substantially between Member States and depending on the sector. National law 
also clearly influences the type of PPP structure chosen. In the water and wastewater sector, 
PPPs have increasingly been used by Accession Countries as a strategy to help meet EU 
accession criteria and more specifically the EU Water Framework Directive.  

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

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

b) Institutionalized PPPs refer to the establishment of an entity held jointly by the public 
partner and the private partner. The joint entity has the mandate to deliver work or a 
service for the benefit of the public.  

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

Recently significant steps have been taken by the Commission to develop an approach to PPP. 
To this end the Commission adopted the Green Paper on Public-Private Partnerships and 
Community Law on Public Contracts and Concessions as well as subsequent communications 
. This paper was the result of a consultative process and was one of the actions resulting from 
the European Initiative for Growth.  The aim of this Green Paper has been to determine the 
suitability and applicability of Community law on public contracts and concessions involving 
PPP. It sets out the rules that should be applied when taking a decision to entrust a given 
activity a third party (usually the private sector) under a PPP. It must be noted however, that 
these rules are downstream of the economic and organisational choice made by a local or 
national authority. The Commission makes no value judgment regarding the decision to use 
PPP and thus externalise the management of public services or not. This decision remains 
squarely within the competence of public authorities.  

Despite the basic guidelines or distinctions on PPPs, Community law on public contracts and 
concessions do not prescribe whether or not a PPP arrangement should be used. A Member 
Country, and thus by implication Accession Countries, are free to provide a public service 
themselves or to entrust it to a third party. Moreover, under PPP arrangements, public 
partners are primarily national, regional or local authorities. There may also be public law 
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bodies which have been created for the specific purpose to fulfil certain specific interests 
under State control. For the purposes of EU interpretation, the term “contracting body” or 
“contracting authorities” is used to designate all of these entities. However, it must be noted 
that for selecting the partner in a PPP, the general principles of the EC Treaty apply, as do the 
current directives on public contracts. Under the EC Treaty all agreements in which a public 
authority awards a contract are subject to the general principles on freedom of establishment 
and freedom to provide services in Articles 43 to 49. It follows that PPP agreements must 
satisfy the requirements of transparency, equal treatment, proportionality and mutual 
recognition. In addition, PPP agreements that count as public contracts are subject to the 
application of the public procurement directives. Some special provisions apply to building 
concessions, while service concessions are not at present covered by secondary law. On the 
implementation of PPPs the national laws apply and they must be in agreement with the 
provisions of the EC Treaty, which take precedence.  Additionally, the Commission has 
introduced some degree of flexibility under procurement law. Notably, it defined, on the basis 
of the rules and principles derived from the Treaty and applicable secondary legislation, the 
outlines of the concept of concession in Community law and the obligations incumbent on 
the public authorities when selecting the economic operators to whom the concessions are to 
be granted . 

In the absence of a uniform legal framework for PPPs at European level and in view of the 
heterogeneity of national laws the question arises, whether uniform provisions are needed to 
safeguard transparency and effective competition between market participants. The EU has 
decided against the creation of a separate legal regime for PPPs, but considers that there is a 
need for legislative initiatives in the areas of concessions for the provision of services, and 
institutionalised public-private partnerships (IPPPs). EU also considers that as a matter of 
principle, the law on public contracts needs to be applied whenever a private partner is to be 
selected.  

Community secondary legislation establishes that for any contract  for the execution of works 
or services between a contracting body and an operator, these are to be designated as a 
“public works or public services contracts”. The concept of “concession” is defined as a 
contract of the same type as a public contract except for the fact that the consideration for the 
works to be carried out or the services to be provided consists either solely in the right to 
exploit the construction or service, or in this right together with payment.  

Thus, in relation to all PPP contracts the following should be considered:  

• PPP arrangements should emphasise fairness and transparency. Accordingly, transparency 
must be in evidence whenever public funds are involved, as well as ensuring that the PPP 
arrangement allows for the right of elected representatives to inspect agreements and 
documents. Furthermore, the EU takes the view that transparent rules should be applied 
for the award of public contracts to ensure effective competition and protection from 
corruption, in the citizen’s interest; 

• For those PPP arrangements or contracts which have already taken place, and in order to 
avoid legal uncertainty,  transitional periods should be applied for existing contracts that 
have been concluded in good faith in accordance with national law;  

• PPP arrangements should make adequate provisions to ensure protection of the citizen’s 
rights to ensure secure safety, efficiency and quality standards; 

• Member States are recommended to alleviate the task of the public sector by means of 
standard contracts and by stepping up the training of the decision-makers who have the 
task of selecting the private partners for PPPs; 
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Furthermore the EU has decided not to establish a European agency for PPPs, but welcomes 
other ways of sharing experience, such as the networking of national and regional PPP 
authorities. PPPs are essentially a form of public contracting. Given the significant examples 
under case-law of the Court of Justice , the EU has decided against developing blanket 
regulations for PPPs. In any event, the decision has been taken by the Commission that the 
legislative process should as a matter of principle go carefully, because PPPs are often very 
complex agreements whose attractiveness can only survive in a climate of flexible regulation.  

As stated earlier in this annex, in legal terms there needs to be a clear statement that, wherever 
a private partner is being selected, transparent procedures have been used for this selection. 
Transparency and fair competition between market participants should be used no matter 
what form of PPP is used.  

Purely Contractual PPP 

As mentioned above, EU considers two types of PPP arrangements, Contractual PPPs and 
Institutional PPPs. In the case of PPPs that are characterised as public contracts the main 
issue is the question of the award procedure.  

With PPP structures, the competitive procedure to be used tends to be slightly more complex. 
In this regard, a new award procedure has appeared on the scene to join the familiar public, 
restricted and negotiated procedures for procurement above the threshold values. This 
procedure combines elements of the tender procedure with those of the negotiated procedure 
and takes precedence over the negotiated procedure. It must be noted that difficulties do arise 
in defining precisely what is meant by ‘particularly complex’ contracts. In response to this, the 
Commission has clarified that a particularly complex project is that in which the public 
contractor is objectively unable to specify the technical means with which their needs and 
objectives can be fulfilled, and/or is objectively unable to specify the legal and/or financial 
conditions of a project.  

Although PPP projects by their very nature need not be necessarily be more complex, each 
case must be assessed on its own merits. In any event, the Commission does allow for the 
competitive dialogue procedure to take preference for the award of contracts in the PPP 
sector as a principle because it combines the advantages of the restricted procedure with those 
of the negotiated procedure. Its flexible nature enables it to obtain optimum solutions under 
great competitive pressure. Although its disadvantages include its complexity and the extent of 
effort required from all involved, these are offset by its greater transparency compared with 
the negotiated procedure. This reduces the risk of anti-competitive behaviour.  

PPPs as concessions 

The concept of “concession” is defined as a contract of the same type as a public contract 
except for the fact that the consideration for the works to be carried out or the services to be 
provided consists either solely in the right to exploit the construction or service, or in this 
right together with payment. The Commission takes the view that concessions should be of 
limited duration so that competitors are not excluded from competition for an unnecessarily 
long time. At the same time it recognises that under these types of PPPs, competitive dialogue 
is also the appropriate procurement procedure, as its flexibility is as a rule suited to the 
complexity of concessions, without jeopardising the principles of transparency, equal 
treatment and proportionality. 
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Institutionalised PPPs (IPPPs)  

IPPPs are joint industrial creations combining private and public partners. The objective of 
such a PPP structure is to provide or supply a service on behalf of the public, typically in the 
field of public welfare. IPPPs may be created by the formation of a mixed-economy enterprise 
or company, but may also arise when a private company assumes control of what was a public 
concern, i.e. by changing the share ownership. 

This raises the question whether the two processes, new formation or a change of ownership, 
are relevant from the point of view of procurement law. The Commission says that the private 
partner of such an enterprise must be selected for the tasks involved in a transparent way and 
without discrimination, and must be selected irrespective of the actual form of the contract 
under the procurement directives or the EC Treaty. The selection of a private partner in 
accordance with objective criteria will safeguard fair competition.  

Case law under the judgments of the Court of Justice in the Teckal and Stadt Halle cases (C-
107/98 and C-26/03) set the principle that the participation of the awarding authority in a 
mixed-economy company does not justify exemption from the principles of procurement law. 
What is crucial is to award the contract to a body with independent legal personality. 
Accordingly an exemption from procurement law is recognised when the awarding authority 
exercises a control over the mixed-economy enterprise similar to that control which it 
exercises over its own departments, and when the enterprise essentially acts for the public 
body. The two criteria must be cumulatively fulfilled to ensure that there is equivalence with 
internal entities of the contracting authority. The Stadt Halle case-law has further clarified the 
matter. The Court decided that public contracting authorities may award a contract to an 
undertaking that belongs to them without adhering to the procurement provisions only when 
they hold 100 % of the undertaking’s capital, in other words when there is not even a small 
private shareholding in the undertaking. Only then, says the Court, does the contracting 
authority exercise control as it would over its own departments. 

In summary, the Commission considers it necessary, in view of the transparency requirement 
and the ban on discrimination, for procurement law to be applied when an IPPP is set up, in 
so far as the act of setting it up is combined with the assignment of a public contract, 
concession or other public tasks to a private undertaking. Additionally, this same principle 
would apply when an IPPP is established by the sale of shares in a public undertaking. 

 

WATER FRAMEWORK DIRECTIVE ‐ BACKGROUND & DEVELOPMENT 

It was not until the early 1970s that the EU Member States started developing legislation to 
reach a common approach to water policy.  Initially this approach concentrated on deterring 
pollution and only for certain types of water or by certain pollutants.  The legislation was not 
an all-encompassing solution aimed at developing a sustainable pollution policy.  

Throughout the 1980s and 1990s the remit of pollution control has been gradually extended, 
culminating in the first draft of the Water Framework Directive (WFD) issued in February 
1997. The main objective of the proposed WFD was to create a framework for all future 
actions by the EU on water policies, but at the same time be observant of regional variations. 
Thus, through the WFD the Commission sought to integrate the views of all stakeholders  
including local and national authorities, water users, water providers, industry, agriculture, 
consumers, environmentalists, non-Governmental Organisations (NGO’s) and other bodies 
involved in the water and wastewater sectors. It also aimed at ensuring coherence of objectives 
and eradicating conflicting policies between the sectors e.g. water, wastewater and 
environment, as well as any conflicting policies and/or objectives between EU member 
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countries. Fundamental to this approach was the need to rationalise water management 
policies by applying the concept of ‘river basin’ management system,  which all governments 
would be required to adopt. 

 

However, a great deal of debate between the differing bodies, i.e. European Commission, 
European Parliament and the European Council, delayed the WFD implementation.  It was 
not until September 2000 that finally the EU adopted the WFD that entered into force on the 
22nd December 2000. In its current form, the WFD focuses on establishing the right 
conditions to encourage efficient and effective water protection at the local level, by providing 
a common approach and common objectives, principles, definitions and basic measures to 
achieve a sustainable water policy.  Thus, ‘sustainable use’ ensures adequate supplies of water 
of good quality to be maintained for present and future generations. It must be noted 
however, that the WFD recognises that its objectives are ambitious and that Member States 
will not be able to comply with them immediately.  It allows for extensions where 
improvements cannot reasonably be achieved. 

The scope of the WFD covers all surface, ground transitional and coastal waters. Under 
Article 3, Member States must identify River Basin Districts  and a competent authority to 
manage them. The WFD also recognises that the management of these districts may imply 
regional, national and international co-operation and may also involve co-operation with non-
Member States. It also explicitly permits existing structures stemming from international 
agreements to be used for this purpose.   

Thus, it can be appreciated from the previous section on the history and development of the 
WFD, that it has two equally important objectives. A managerial objective, aimed at creating 
integrated water management at the river basin level to ensure overall co-ordination of water 
policy in the EU, and an environmental objective, based on the premise of preventing further 
deterioration and achieving water quality of "good status". Good status means that it is not 
only about preventing deterioration but, if deterioration has already occurred, there is an 
obligation to restore water quality.  

The parameters of the WFD, as specified in Article 1, are to protect, enhance and prevent 
further deterioration of the aquatic ecosystems, promote sustainable water use based on long-
term protection of available water resources, enhance protection and improvement of the 
environment, ensure the progressive reduction and prevention of pollution of groundwater, 
and to mitigate the effects of floods and droughts. In order to do this, a sustainable 
environmental objective needs to be ensured, which will prevent deterioration and achieve 
‘good status’ in all waters by 2015 i.e. ‘good surface waters’ meeting certain ecological and 
chemical criteria, and ‘good ground waters’ meeting certain quantitative and chemical criteria). 
Simply stated, “status” means when the body of water in question deviates from its original or 
referential conditions. The objective of the WFD in this context is to set both quantitative and 
qualitative criteria to be achieved by the Member States. These detailed criteria stipulated in 
Annex 5 of the WFD are the basis for measuring sustainable use of waters. 

The WFD is pragmatic in its approach to achieving its environmental objectives. It allows for 
extensions where improvements cannot reasonably be achieved. For example, exceptions may 
be granted when it would not be feasible, or would be disproportionately expensive (Article 4 
(5)). Other exceptions might include a temporary deterioration due to unforeseen natural 
circumstances (Article 4 (6)). Needless to say, the WFD is very specific about water quality 
standards. Accordingly, under Article 7, Member States are required to identify water currently 
in use or to be used in the future for human consumption, and to take all necessary protective 
measures to ensure the quality of these waters. Member States are also required to comply 
with existing and future legislative requirements. This necessitates measures to combat 
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pollution whilst protecting the environment, which is a key principle of the WFD. Article 10 
establishes emission limits and environmental quality standards. The WFD also focuses on the 
need to co-ordinate existing and future legislative requirements. Each River Basin must have 
river basin management plans that include specific responsibilities to develop and set up 
appropriate administrative arrangements within each river basin, including the identification, 
or creation, of a competent authority to manage each River Basin District (RBD). In each 
plan, the characteristics of the river basin should be defined, a summary of the significant 
pressures on that particular basin identified, and a programme of appropriate measures to be 
developed. In the case of international RBD’s, each Member Country has to set up the 
relevant administrative arrangements within the portion of international RBD lying within its 
territory. In addition, each River Basin should design and implement measures that will ensure 
that the objectives of the WFD are achieved, e.g. pollution control measures, water abstraction 
control, implementation of existing EU legislation for the protection of water  etc. For 
international river basins that lie between Member States and Non-Member States, Member 
States “shall endeavour to establish appropriate coordination with the relevant non-Member 
States, with the aim of achieving the objectives of this Directive throughout the river basin 
district”.  However, it is up to the Member State to apply the rules of the WFD within its 
respective territory.  

Although the WFD states that “water is not a commercial product like any other”,  there are 
some basic economic principles that the WFD endorses. In particular it states that Member 
States should take into account the principle of full cost recovery and the ‘polluter pays’ 
principle as provided for in Article 9. It should also take note of the economic analysis, the 
long-term forecast of supply and demand, volume, price and cost of water services, as well as 
the relevant investments for the provision of these services.  

The WFD is specific about water pricing policies to be attained by 2010 to allow for adequate 
incentives for the efficient use of water. In addition, the WFD makes a distinction between 
the contributions that industry, agriculture and households provide in order to recover the 
cost of water services.  

In the compliance and implementation of these WFD criteria, Article 8 provides for a 
monitoring structure. In it, each Member State must establish a monitoring programme by the 
year 2006. Ecological and chemical status for surface waters will be monitored, as well as the 
chemical and quantitative status of groundwater. Such monitoring should be in accordance 
with Annex V. The aim of these provisions is so that each Member Country may perform 
different types of monitoring and inform the European Commission of these arrangements in 
accordance with certain reporting mechanisms. These reporting mechanisms provided for in 
Article 15 require each Member State to send copies of the river basin management plan to 
the Commission, the reports on the characteristics of river basins and the monitoring 
programmes that are being implemented, or proposed (Article 8). A further obligation is to 
submit an interim report describing progress to date and the analysis required under Article 5  
within three years of implementing the river basin management plan.  

Public participation is seen as an essential part of the WFD. Article 14  actively encourages 
each Member State to ensure that all interested parties are involved, especially in the 
production, review and updating of the river basin management plans which should be made 
available to the public for comment at least three years prior to adoption. All information used 
for the development of the plans should be made public. 

Finally, it should be noted that compliance and implementation of the WFD cannot be 
fulfilled if there are no instruments in place to enforce adequate penalties for a breach in the 
WFD provisions. In this respect, the WFD allows penalties to be imposed by Member States 
under Article 23.  
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ANNEX 2 – SECTOR 
SPECIFIC RISK MATRIX 
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ANNEX 3 – CASE 
STUDIES197 

Cochabamba (Bolivia) 

Contract overview 

Award date 1999 (terminated in 2000) 

Type Concession 

Duration and 
possible extension 

40 years 

Contracting 
authority 

Central government (Superintendencia Sectorial de Saneamiento Básico or SSSB). The concession 
negotiation committee included the mayor of Cochabamba, a superintendent from the SSSB, the vice-
minister of investment and privatization, and the general manager of SEMAPA, the municipal water 
service department of Cochabamba. 

Operator Aguas del Tunari, a consortium of International Water Ltd. (55 percent), Rivestar International (25 
percent), and four Bolivian companies, Sociedad Boliviana de Cemento, Compañia Boliviana de Energia 
S.R.O., Constructura Petricevic S.A., and ICE Agua y Energia S.A (20 percent). At the time of contract 
signing, Bechtel Enterprise Holdings held 100 percent of International Water until November 1999 when 
Edison S.p.A. acquired a 50 percent share of International Water.  

Setting upstream policy 

Market structure Horizontal structure: The service area covers the municipality of Cochabamba. At the time of the contract 
signing, there were approximately 500,000 potential consumers in the municipality. The contract did not 
cover rural areas. 
Vertical structure: Water and sanitation services are jointly provided. 
Cross-sector structure: Water is provided separately from other utilities.  

Competition 
constraints 

Competition for the market: No constraints 
Competition in the market: The operator had exclusivity over water resources in Cochabamba and any 
additional sources needed to supply consumers in the municipality. Aguas del Tunari also had 
exclusivity in its service area. The contract required all actual and potential consumers to connect to the 
system.  

Bulk water payment The operator did not pay for bulk water. 

Donor financing None 

 Setting service standards, tariffs, subsidies, and financial arrangements 

Operator obligations Input or output terms: Obligations are specified mostly in output terms but construction of the Misicuni 
Multipurpose Project required input terms for investments. 
Coverage obligations: Detailed coverage targets defined in the contract include a share of the population 
with access to the network, with five-year moving targets until 100 percent water and wastewater 
network coverage was reached in 2034. Some targets were subject to water availability from the 

                                                 
197 This annex was developed by the author and is based on the work undertaken as a consultant on behalf of the 
World Bank for the preparation and development of the publication World Bank. 2004a. “A guide to using private 
firms to improve water services.”Washington, D.C.: World Bank.  
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completion of the Misicuni Multipurpose Project. 

Cost recovery Tariffs covered operating costs and some investment costs.  

Tariff structure The contract stipulated an increasing block tariff. Water customers were split into nine classifications, 
with residential customers divided into four categories based on the type and condition of housing 
units. Differential rates based on consumption existed in each category. 

Types of subsidy No external subsidies 

Allocating business responsibilities and risks 

Main business 
responsibilities 

Operator:  
• Management 
• Operations and maintenance 
• Investment including the construction of the Misicuni Multipurpose Project, a project 

intending to convert the water resources of the Misicuni River for the municipality of 
Cochabamba’s electricity generation, irrigation, and water supply. 

Government:  
• No significant business responsibilities 

Allocation of main 
risks 

The consumers bore much of the risk; for example, decreases in demand would not affect the 
concessionaire because the contract guaranteed the concessionaire a rate of return of 15-17 percent. 
Customers also bore exchange rate risk because the concessionaire’s rate of return was indexed to the 
U.S. dollar.  

Provisions for 
unforeseen events 
and changes 

Renegotiation of certain contractual provisions could occur. The construction of the Misicuni system, for 
example, was subject to the results of field research, technical feasibility, and financial feasibility studies. 
Stipulations on tariff, network coverage, and network expansion targets could also be renegotiated.  

 Managing the relationship with institutions 

Monitoring and 
enforcing 
performance 

The contract was supervised by the Sectoral Superintendence for Basic Sanitation or Superintendencia 
Sectorial de Saneamiento Básico (SSSB). The name of the SSSB has changed to the Superintendencia de 
Saneamiento Básico Aguas as noted in the La Paz-El Alto example. In addition to granting the 
concession, the SSSB was responsible for enforcing compliance with regulatory rules for water services; 
granting, revoking, extending, or modifying concessions and licenses; approving tariff structures and 
price increases; monitoring water services performance; promoting efficiency in delivering water 
services; and acting as the court of appeal for consumer complaints against the operator. The SSSB is 
financially and managerially autonomous.  

Role of independent 
experts 

None indicated. 

Resolving disputes Any dispute resolution institution recognized by the Bolivian government could be used in contract 
dispute. The following institutions were recognized in the contract: International Centre for the 
Settlement of Investment Disputes, the International Chamber of Commerce, and the United Nations 
Commission on International Trade Law.  

Adjusting tariffs After the initial average tariff increase of 35 percent, tariffs were set to increase by 20 percent in 2002 
(with the expected additional resources from the Misicuni system). Tariffs could be adjusted in the 
interim based through periodic reviews and revision of tariff and expansion targets to guarantee the 
operator’s 15 - 17 percent rate of return.  

Changes in the 
arrangements 

The contract was not changed between the signing of the contract on 3 September 1999 and the 
operator’s cancellation of the contract on 10 April 2000. The initial tariff increase of 35 percent was 
reduced to 20 percent on 3 February 2000 in response to conflict with customers and non-customers.  

 Designing legal instruments for the arrangement 

Legal instruments The contract set out the arrangements. The contract was developed within the legal framework provided 
by the 1994 Sistema de Regulación Sectorial and the 1999 Water Services Law or Ley de Servicios de 
Agua Potable y Alcantarillado Sanitario. The Bolivian legal frame work is based on civil code similar to 
the French civil code. 

Mechanisms for 
compliance 

Operator. The concessionaire would incur penalties for not meeting its obligations (for example, a fine for 
not reaching coverage targets, or failure to complete the Misicuni system).  
Government. Government noncompliance concerns any part of contractually stated obligations, for 
example failure to authorize agreed upon tariffs. Contract termination was possible if either the operator 
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or the government was noncompliant.  

Selecting an operator 

Operator selection The operator was selected by negotiation. The government initially conducted a competitive bidding 
process, as required by Bolivian law. Because the government received only one bid, the government 
passed a Supreme Decree allowing for direct negotiation of the contract with Aguas del Tunari.  

Re-tendering The government did not indicated the strategy it intended to adopt after the contract concluded. 

 Other comments and references 

Other contract 
information 

The contract was terminated due to significant conflict involving consumers in the municipality, 
residents from outside the municipality, the government, and the operator. See Box 3.1 for additional 
information on the dispute and cancellation.  

Sources and references: Bechtel 2002, Nickson and Vargas 2002, Woodhouse 2003, and World Bank 2002. 
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Ecuador (Guayaquil) 

Contract overview 

Award date 1999  

Type Concession 

Duration and 
possible extension 

90 years 

Contracting 
authority 

ECAPAG the former water and wastewater operator for the Guayaquil  city and surrounding areas. The 
concession negotiation committee included the new head of ECAPAG, now taking on the role of the 
regulator for the concession and who was appointed directly by the President of Ecuador.   

Operator InterAgua, a consortium of International Water Ltd. , Bechtel (USA), and United Utilities (UK). At the 
time of contract signing, Bechtel Enterprise Holdings held 100 percent of International Water until 
November 1999 when Edison S.p.A. acquired a 50 percent share of International Water.  

Setting upstream policy 

Market structure Horizontal structure: The service area covers the municipality of Guyaquil. At the time of the contract 
signing, there were approximately 500,000 potential consumers in the municipality. The contract did not 
cover rural areas. 
Vertical structure: Water and sanitation services are jointly provided. 
Cross-sector structure: Water is provided separately from other utilities.  

Competition 
constraints 

Competition for the market: No constraints 
Competition in the market: The operator had exclusivity over water resources in the area and any 
additional sources needed to supply consumers in the municipality. The contract required all actual and 
potential consumers to connect to the system.  

Bulk water payment The operator did not pay for bulk water. 

Donor financing Some involvement of the Interamerican Development Bank  as well as a political risk gurantee 
instrument offered by the World Bank’s MIGA  

 Setting service standards, tariffs, subsidies, and financial arrangements 

Operator obligations Input or output terms: Obligations are specified mostly in output terms. 
Coverage obligations: Detailed coverage targets defined in the  

Cost recovery Tariffs covered operating costs and some investment costs.  

Tariff structure The contract stipulated an increasing block tariff. Water customers were split into nine classifications, 
with residential customers divided into four categories based on the type and condition of housing 
units. Differential rates based on consumption existed in each category. 

Types of subsidy No external subsidies 

Allocating business responsibilities and risks 

Main business 
responsibilities 

Operator:  
• Management 
• Operations and maintenance 
• Investment including sewerage extension to poor areas. 

Government:  
• No significant business responsibilities 

Allocation of main 
risks 

The consumers bore much of the risk. Customers also bore exchange rate risk because the 
concessionaire’s rate of return was indexed to the U.S. dollar.  

Provisions for 
unforeseen events 
and changes 
 

Renegotiation of certain contractual provisions could occur. Stipulations on tariff, network coverage, 
and network expansion targets could also be renegotiated.  
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 Managing the relationship with institutions 

Monitoring and 
enforcing 
performance 

The contract was supervised by ECAPAG the former water utility. This posed a natural conflict of 
interest as the staff of ECAPAG was never going to say that the new operator was doing a good job as it 
would effectively imply that they were doing a bad job prior to the involvement of the concessionaire.   
In addition to granting the concession, ECAPAG was responsible for enforcing compliance with 
regulatory rules for water services; granting, revoking, extending, or modifying concessions and 
licenses; approving tariff structures and price increases; monitoring water services performance; 
promoting efficiency in delivering water services; and acting as the court of appeal for consumer 
complaints against the operator. ECAPAG ‘s cost of operation were financed through a levy  on the 
tariff.   

Role of independent 
experts 

None indicated. 

Resolving disputes Any dispute resolution institution recognized by the Ecuadorian government could be used in contract 
dispute. The following institutions were recognized in the contract: International Centre for the 
Settlement of Investment Disputes, the International Chamber of Commerce, and the United Nations 
Commission on International Trade Law.  

Adjusting tariffs   

Changes in the 
arrangements 

The contract was not changed although it did require the agreement of the rules of service (Reglamento 
de Servicios)..  

 Designing legal instruments for the arrangement 

Legal instruments The contract set out the arrangements. The contract was developed within the legal framework of the 
region and the country. The Ecuadorian legal frame work is based on civil code similar to the French 
civil code. 

Mechanisms for 
compliance 

Operator. The concessionaire would incur penalties for not meeting its obligations (for example, a fine for 
not reaching coverage targets)  
Government. Government noncompliance concerns any part of contractually stated obligations, for 
example failure to authorize agreed upon tariffs. Contract termination was possible if either the operator 
or the government was noncompliant.  

Selecting an operator 

Operator selection The operator was selected by negotiation. International Water was the only bidder that was left after an 
international competitive process.  

Re-tendering The government did not indicated the strategy it intended to adopt after the contract concluded. 

 Other comments and references 

Other contract 
information 

The contract was terminated due to significant conflict involving consumers in the municipality, 
residents from outside the municipality, the government, and the operator. See Box 3.1 for additional 
information on the dispute and cancellation.  

Sources and references: International  2002, Dr Thorpe, Interagau (2007). 
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Gdansk (Poland) 

Contract overview 

Award date 1992 

Type Affermage-lease 

Duration and 
possible extension 

30 years 

Contracting 
authority 

Local Government (City of Gdansk) 

Operator Saur Neptun Gdańsk (SNG), a joint-venture between the French company Saur International (51 
percent) and the City of Gdańsk (49 percent). Saur has overall control of the company.  

Setting upstream policy 

Market structure Horizontal structure: The service area covers urban inhabitants of the City of Gdansk and Sopot, a 
neighboring town (approximately 30,000 total water connections). 
Vertical structure: Water and sanitation are jointly provided. 
Cross-sector structure: Water is provided separately from other utilities. 

Competition 
constraints 

Competition for the market: No constraints 
Competition in the market: For those assets owned by the City of Gdansk, SNG has exclusive rights for the 
provision of services. However, there is a different operator in one area of the city, which delivers 
similar services through its own network. 

Bulk water payment There is no payment for bulk water, but SNG pays an environmental tax for abstracted raw water to the 
National Environment Protection Fund.  

Setting service standards, tariffs, subsidies, and financial arrangements 

Operator obligations Input or output terms: Obligations are specified in both input and output terms.  
Coverage obligations: There are no coverage obligations on the company. The city carries out investments 
in coverage extensions. 
Quality obligations: 

• Maintain continuity of service and quality of water and sewage according to Polish law 
• Reduce operating costs and water losses 
• Modernize management systems 
• Improve customer service quality as specified in the service regulations approved by the city 
• Achieve EU water quality standards (as specified in the European Water Framework 

Directive) within specified deadlines. 

Cost recovery Tariffs are based on full cost-recovery principles, including provision for investments in capital works. 

Tariff structure A national Tariff Law was adopted in 2002 and applied to set tariffs from 2003. The Law defines the 
principles and procedure for setting tariffs in a unified manner across customer classes and requires the 
elimination of cross subsidies between customer classes over the course of five years. Before this 
measure, industrial consumers provided a significant cross-subsidy to domestic consumers. The tariff is 
a single volumetric charge that varies between customer classes.  

Types of subsidy Subsidies include: 
• The local government can set lower tariffs for certain consumer groups and compensate the 

loss of income through direct operating subsidies to SNG. 
• The city provides investment subsidies by funding some of the required investments with its 

own budgets and loans. 

Donor financing None.  

Allocating business responsibilities and risks 

Main business 
responsibilities 

Operator:  
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• Management 
• Operations and maintenance 
• Proposing investment programs and advising on investments. 

Local Government:  
• Asset ownership 
• Approving and proposing investments (with advice from SNG); financing investments 

(mainly from city budgets, tariffs, and/or structural EU funds and credits) 
• Regulation and setting of tariffs based on SNG proposals. 

Allocation of main 
risks 

SNG revenue and tariff proceeds cover its operating costs with any surplus going to the city to finance 
investment. In the event of nonpayment by customers, the commercial risk is spread between SNG and 
the city. 
Financial aspects of the contract can be reconsidered on the basis of the following events:  

• Material change in conditions (this provision is only applicable 5 years after contract 
signature) 

• Yearly variation of 10 percent in the revenue base 
• Significant changes in buildings and equipment or technical processes 
• Significant changes in sewage quality standards 
• Serious economic crises where revenues cease to cover service provision costs. 

Provisions for 
unforeseen events 
and changes 

The contract can be changed in the event of significant variations between the contract and changes in 
Polish Law. Each change in the contract must be agreed in writing and signed by both parties. If an 
agreement is not reached, Polish Law takes precedence but without prejudice to the SNG’s right to go to 
arbitration. Financial aspects of the agreement can also be reconsidered in light of certain defined events.  

Managing the relationship with institutions 

Monitoring and 
enforcing 
performance 

The shareholders agreement between the city and SNG regulates the company’s performance. 
Enforcement of performance is also done through the city’s members on the Supervisory Board of SNG. 

Role of independent 
experts 

Independent experts are used in the arbitration of disputes. 

Resolving disputes Disputes are settled through arbitration in Gdansk. If this fails, disputes are referred to the Arbitration 
Chamber in Gdynia, a neighboring town. The Arbitration Board consists of three arbiters and functions 
according to the rules of the International Chamber of Commerce. 

Adjusting tariffs Tariffs are set and approved by the city of Gdansk based on SNG proposals. Tariffs can be reset every 12 
months based on general principles (i.e. no specific formula). Tariff adjustments must consider 
improved efficiencies (through negotiation with SNG) and considerations for particular consumer 
groups.  

Changes in the 
arrangements 

The contract was amended in 1995, 1999, and 2001 for legal and other reasons. The amendments altered 
procedures for the timing of annual tariff negotiations, sharing and control of information, and operator 
tariff formula for the private operator (defined on the basis of a fixed return on capital). 

Designing legal instruments for the arrangement 

Legal instruments The contract sets out the arrangements. In addition, general legislation takes precedence over the 
contract, such as the Act on Collective Water Supply and Sewage Treatment, especially in the event of a 
contradiction between this legislation and the contract. 

Mechanisms for 
compliance 

Operator. Mechanisms are included in the contract as well as in Polish Law. Penalties are also stipulated.  
Consumers. Consumers can be disconnected for non-payment if they have not paid their due for more 
than two invoicing periods.  

Selecting an operator 

Operator selection The operator was selected through a direct negotiation process. Saur initiated negotiations with the city 
in 1990 and signed the contract in 1992.  

Re-tendering The government has not indicated the strategy it intends to adopt after the contract concludes. 

Other comments and references 

Other contract A sharp drop in demand affected the activities of the company, mainly due to the introduction of 
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information metering, changes in consumption practices, and the closure of many heavy industries. The company 
diversified its services, expanded geographically, and requested additional tariff increases. The city 
approved most tariff increases.  

Sources and references: International Water Association 2001, Marek Swinarski 1999, Pricewaterhouse Coopers 2001b, Public 
Services International Research Unit 1997, and Ringskog 2000. 
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 La Paz and El Alto (Bolivia) 

Contract overview 

Award date 1997 

Type Concession 

Duration and 
possible extension 

30 years 

Contracting 
authority 

Central government 

Operator Aguas del Illimani, a joint-venture including the French company Lyonnaise des Eaux, fully owned by 
Suez (35 percent), Bolivian partners BICSA (20 percent), the Argentinean Sociedad Comercial del Plata 
(18 percent), Arousa, an affiliate of the Argentinean bank Banco de Galicia (10 percent), and an 
engineering corporation CONNAL (5 percent). 

 Setting upstream policy 

Market structure Horizontal structure: The service area covers the capital city La Paz and the poorer neighboring city El 
Alto, with a combined population of approximately 1.3 million. When Aguas de Illimani took over the 
concession, over 80 percent of the population of La Paz and over 70 percent of the population of El Alto 
had a water connection, and over 60 percent of La Paz residents and 30 percent of El Alto residents had a 
sewerage connection.  
Vertical structure: Water and sanitation services are jointly provided. 
Cross-sector structure: Water is provided separately from other utilities. 

Competition 
constraints 

Competition for the market: There are no specified constraints. 
Competition in the market: Nationwide regulations effectively protect the concessionaire from 
competition, given that: 

• The sale of water by connected households is prohibited 
• The concessionaire can charge a fee for private groundwater extraction in its service area 
• Legislation states that if two companies want concessions in the same area, the regulator must 

award one through competitive bidding. 

Bulk water payment The operator does not pay for bulk water.  

 Setting service standards, tariffs, subsidies, and financial arrangements 

Operator obligations  Input or output terms: Obligations are specified mostly in output terms, with corresponding penalties for 
defaulting to meet those obligations. Input obligations concern design standards and service quality, 
although some flexibility was provided in poorer areas, such as El Alto.  
Coverage obligations:  

• All new connections must be in-house 
• Maintain 100 percent water service coverage in La Paz and in El Alto and achieve 

contractually stated coverage targets. There were distinctions made for coverage targets 
between El Alto and La Paz. 

Service obligations: 
• Improve water quality to standards above the Bolivian national standards 
• Achieve targets for water pressures and flow 
• Achieve customer service targets. 

Cost recovery All costs are recovered through tariffs, including investment costs.  

Tariff structure Industrial, commercial, and government users pay higher tariffs than domestic customers. The tariff 
differentiates between low- and high- volume users, with a rising block tariff. Poor customers are 
charged a reduced rate for the first 30 m3 consumed each month. There is only a volumetric tariff, and no 
fixed charge is payable. The contract requires that tariffs for water and sanitation be differentiated after 5 
years.  

Types of subsidies None 
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Donor financing Before the concession contract was awarded in 1997, the Water and Sanitation Program – Andean 
Region in partnership with the Swedish International Development Cooperation Agency launched the 
El Alto Pilot Project to experiment with options for providing sanitation in peri-urban areas and 
provided very limited financial support. 

Allocating business responsibilities and risks 

Main business 
responsibilities 

Operator:  
• Management 
• Operations and maintenance 
• Investment, including repaying the debt of the previous municipal company. 

Government: No business responsibilities 

Allocation of main 
risks 

The operator takes on all main risks, with some exceptions stipulated in the concession contract:  
• Environmental liabilities. Aguas de Illimani is not responsible for environmental liabilities 

incurred before the concession. 
• Currency risk. This risk has been hedged as the tariff is contractually specified in U.S. dollars, 

the currency in which all loans have also been taken.  

Provisions for 
unforeseen events 
and changes 

The contract cannot be adapted to unforeseen changes, but it does include rules for its renegotiation.  

Managing the relationship with institutions 

Monitoring and 
enforcing 
performance 

An independent regulatory agency in charge of economic regulation, the Superintendencia de 
Saneamiento Básico (SISAB), was established in 1997 by a central government regulation specific to 
concessions in the water sector. SISAB is responsible for making sure that all regulated companies in the 
sector (municipal, private, or cooperatives) meet their obligations. The name of the SISAB has changed 
since 1997 to the Superintendencia Sectorial de Saneamiento Básico (see the Cochabamba example).  

Role of independent 
experts 

Aguas de Illimani must employ an independent expert to carry out the capital expenditure and tariff 
studies which the five-year contract revision is based. The studies are financed by the operator and 
presented to the regulator. 

Resolving disputes The overall system of economic regulation for network services comprises of five sector regulators 
(including SISAB), and a sixth, the Superintendencia General, which serves as an appeal body for 
disputes relating to those sectors. This is the first recourse before a judicial review is initiated. The 
contract also includes provisions for international arbitration. 

Adjusting tariffs According to the contract, tariffs are revised every five years in order to cover the costs of operation and 
maintenance, repaying capital for existing investments, and expansion to meet targets set out in the 
contract. The contract defines the procedure for estimating tariffs in four steps to be applied by an 
external consultant. The first step consists of estimating a formula to cover the following five-year 
period, including the costs of operation and maintenance, taxes, depreciation, the costs of repaying 
capital for existing investments, and a return on new investments. The second step consists of projecting 
revenues based on current customer tariffs. In the third step, the change in revenues required to cover 
the projected costs is estimated in real terms, using a set discount rate of 12 percent. The last step 
involves deriving projected tariff change in order to reach the corresponding change in revenue 
requirement based on a tariff-basket formula.     
The concession contract also provides for extraordinary revisions after the first 2 years if the 
concessionaire’s costs rise above a certain percent. 

Changes in the 
arrangements 

The contract has not been renegotiated. The regulator refused Aguas de Illimani’s request for an 
extraordinary tariff renegotiation during the first 5-year period. Aguas de Illimani had requested such 
renegotiation due to a much lower than forecast demand for new connections and lower demographic 
growth than expected, which both had the effect of depressing demand and revenues. 

 Designing legal instruments for the arrangement 

Legal instruments The concession contract is the main instrument and builds on a series of earlier regulations passed at the 
national level. These include the 1992 National Regulations for Water and Sanitation Service in Urban 
Area, which define in-house water and sewerage connections as the only acceptable long-term water 
and sanitation solution for urban areas. 

Mechanisms for 
compliance 

Operator. Penalties are used to ensure coverage connections are met. For example, the number of 
required connections for a given year will increase by one for every 5 failed connections. If Aguas de 
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Illimani is more than 15 percent short, they pay US$500 for every connection they have failed to install 
and if they are more than 25 percent short, SISAB can cancel the contract, and execute a US$5 million 
guarantee. 
Consumers. According to the contract, the operator can disconnect customers if they have not paid their 
bills for two consecutive months.    

Selecting an operator 

Operator selection The operator was selected by international competitive bidding, but there was only one bidder. The 
bidding criteria was the number of household water connections to be established in El Alto by 2001, as 
well as a commitment to specified levels of sewerage coverage.  

Re-tendering The government will re-award the contract according to the minimum net asset value bid, as set out in 
the concession contract.  

 Other comments and references 

Other contract 
information 

Given that demand was lower than expected and the inflexibility of service standard obligations, the 
concessionaire worked in partnership with the Ministry of Basic Services and the Water and Sanitation 
Program to introduce condominial technique for water and sewerage. The short-term objective of the 
project was to provide water and sanitation connections to 10,000 low-income households. Key strengths 
of the initial pilot were improved institutional and organizational structures, and strong community 
relationships. 

Sources and references: Caplan and Jones 2001, IADB 1998, Foster 2001, Inter-American Development Bank 1998, Komives 1998, 
and Trémolet and Browning 2002. 
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London and Thames Valley (United Kingdom) 

Contract overview 

Award date 1989 

Type The Secretary of State granted a license and simultaneous sale of shares in the license-holder capital. At 
the time of privatization, the water and sewerage management elements of the former ten regional water 
authorities were converted into public limited companies, wholly owned by holding companies, and 
licensed to operate water and sewerage services in their defined service areas. Shares in the holding 
companies were sold on the London Stock Exchange via initial public offerings. A similar process was 
undergone for smaller water-only companies.  

Duration and 
possible extension 

The license is effectively a perpetual appointment, but for a minimum of 25 years after the date of 
transfer of assets in 1989. The license conditions originally allowed for possible termination after the first 
25 years on the Secretary of State giving 10 years notice—this was amended in 2002 to 25 years notice. 

Contracting 
authority 

Central government. The license is granted by the Secretary of State for the Environment. 

Operator Thames Water Plc, a subsidiary of RWE Group as of 2001. 

 Setting upstream policy 

Market structure Horizontal structure: Thames Water is one of ten water and sewerage supply companies in England and 
Wales. Service areas are defined primarily on the basis of river basin boundaries. Thames Water serves 
approximately 13 million primarily urban customers in London and the Thames Valley. The service area 
includes over 3 million connections. 
Vertical structure: Water and sanitation services are jointly provided, except in certain cases described in 
competition constraints and where former statutory water companies continue to operate independently 
as water supply companies. 
Cross-sector structure: Water and sanitation are provided separately from other utilities, although a 
subsidiary of RWE provides electricity to other regions in the United Kingdom outside of the Thames 
Water service area. 

Competition 
constraints 

Competition for the market: No constraints 
Competition in the market: When the initial license was signed, the operator had exclusive right to the area 
of service for water and sewerage supply. Since then, the regulators have authorized both inset 
appointments (an external water and/or sewerage supplier can supply services for specific clients 
within the operator’s service area), and common-carriage permits (a service provider shares the 
infrastructure assets of another provider). The introduction of the Competition Act of 1998 allowed for 
this increased competition in the service areas, namely by enabling common carriage. The Water Act 
2003 was expected to allow licensing of new water production and retail companies and for competition 
in the market for supply to large industrial users.  

Bulk water payment Bulk supplies are managed largely by the company with oversight from the economic regulator (Ofwat), 
the Environment Agency, and ultimately the ministers. The Environment Agency licenses and levies 
charges over the abstraction of raw water from the environment.  

Service standards, subsidies, and tariffs 

Operator obligations Input or output terms: Obligations are specified in both input and output terms. The system of regulation 
is primarily output-driven; the operators propose target service levels, operating costs, and capital 
investments anticipated to be incurred for each five-year tariff period and Ofwat modifies and monitors 
operator obligations. 
Coverage obligations: Universal coverage 
Quality obligations: Ensure environmental, quality, and customer service standards. Quality 
improvement obligations derive from the transposition of European Union directives, mainly the 
European Water Framework Directive, into national legislation. Improvements are driven by European 
Union directives and other incentives, for example, with the application of comparative competition by 
the economic regulator for the determination of prices. The performance of companies on the basis of a 
number of indicators is compared: the company achieving high performance relative to the other 
companies can obtain comparatively higher allowed chargeable customer tariffs.  

Cost recovery Tariffs are designed to cover the majority of costs.  
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Tariff structure Tariffs are the same throughout the service area, thereby creating implicit cross-subsidies between 
regions. Maximum connection charges are levied and regularly reevaluated by Ofwat. Under a law 
enacted in 1999, the operator is required to establish policies for vulnerable consumer groups whereby 
low income groups supplied by meters are eligible for tariffs that were equal to or lower than the 
operator's average bill.  

Types of subsidies Subsidies include: 
• No direct government subsidies are provided to consumers other than social security and 

other general welfare provisions.  
• Subsidy for the operator: The government provided an implicit subsidy by offsetting the 

companies' existing debts at the time of privatization and granting companies a "green dowry" 
in order to encourage immediate investment. In addition, the asset base, on the basis of which 
tariffs are estimated, was set at a lower level than the historical value of assets, on the grounds 
that companies should not earn a return on sunk investments made by the public sector. 

Donor financing None 

Allocating business responsibilities and risks 

Main business 
responsibilities 

Operator:  
• Management and meeting regulatory requirements for infrastructure investment, 

environmental protection, customer satisfaction standards, and water and effluent quality 
standards 

• Operations and maintenance 
• Investment and finance 

Government: No business responsibilities 

Allocation of main 
risks 

Main risks are allocated through the tariff adjustment formula: 

KRPI +  where, 

RPI : Retail Price Index or annual percentage change in the RPI . 

K : Adjustment Factor or the annual rate by which each licensed water company can annually increase 

charges annually on top of inflation. Ofwat sets K  factors, companies can defer K  factors, and both 

Ofwat and companies can seek interim adjustments of K  factors. Setting the K  factor occurs during 
periodic reviews and is based on the review of operator’s performance of the previous five-year period 
and an analysis of anticipated costs and efficiency savings for future periods. 
Under this formula, customers assume the majority of risks. Between tariff adjustment periods 
(scheduled every five years with the possibility of interim determinations), customers bear most risks, 
for example inflation risk. Operators bear risk at the time of tariff adjustment as regulator decisions alter 

K  values, thereby affecting the operator’s levied tariffs and eventually, the gross operating revenue. 
Operators also bear increasing investment cost risks between adjustment periods, although operators 
can request that unexpected increasing costs be accounted for in future tariff reviews. The government 
bears minimal risk. 

Provisions for 
unforeseen events 
and changes 

Renegotiation and arrangement changes can be addressed in periodic reviews, interim determinations, 
and acts of Parliament.  

Managing the relationship with institutions 

Monitoring and 
enforcing 
performance 

The operator’s performance is monitored by three independent regulators: 
• The Office of Water Services (Ofwat), the economic regulator, is in charge of establishing price 

limits, encouraging efficiency by comparing the performance of all water companies in 
England and Wales, and protecting standards of service as set forth in the company’s license 
and the Water Industry Act 1991. Ofwat provides public information on operator 
performance, demand for water services, and other indicators. Customer service committees, 
part of the Ofwat national consumer council, are appointed by the director general of Ofwat 
and act as informants to Ofwat on the companies’ performance in meeting customer service 
standards.  

• The Drinking Water Inspectorate monitors water quality and takes corresponding 
enforcement actions when the company’s water quality standards are violated. 

• The Environment Agency, the environmental regulator is responsible for protecting and 
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improving the environment by regulating water quality and water abstraction licenses. 

Role of independent 
experts 

Independent experts play a role in tariff determinations, regular review processes, and company 
performance reviews. 

Resolving disputes Disputes relating to the license not resolved under the operator’s or regulators’ capacity are referred to 
the Competition Commission. 

Adjusting tariffs Tariffs are adjusted over time by the principles set forth in the company’s license and according to the 
director general’s calculation. Occurring at five-year intervals, the periodic review determines whether 

the company’s adjustment factor, or K  value, should be changed.  
Calculations of tariff adjustments in the periodic review are based on the overall level of tariff but also 
the relationship between different types of tariffs.  In addition, tariff adjustments can also occur through 
interim decisions. As stipulated in the company’s license, interim decisions are determined by Ofwat's 
director general after receiving requests submitted by either the companies or Ofwat. 

Changes in the 
arrangements 

Modifications to the license include: interim price determinations, ring-fencing of financial and 
accounting affairs between core and non-core company activities (1993 License Amendment), 
mandatory Periodic Reviews for every five year interval (1995, 2000 License Amendment), and 
mandatory maintenance of investment grade ratings (2001 License Amendment). 

Designing legal instruments for the arrangement 

Legal instruments The legal arrangements are set out in the 1989 License and subsequent revisions, in addition to national 
legislation with respect to water services and water resources.  

Mechanisms for 
compliance 

Operator. Incentives for performance improvement are included in the operator’s license and tariff 
adjustment formula. The operator is required to deliver specified service levels. Failure to meet the 
standards results in the operator directly compensating customers. Major breaches of license obligations 
can result in termination of the license.  
Government. The government’s responsibilities are carried out by the independent regulators as 
stipulated in legislation. 
Customers. There are no specific incentives since customers cannot, by law, be disconnected for unpaid 
bills. 

Selecting an operator 

Operator selection Licenses were granted to Thames Water and nine other existing water and sewerage companies, 
previously existing as publicly-owned regional water authorities. Company shares were sold on the 
stock exchange.  

Re-tendering The government has not indicated the strategy it intends to adopt after the contract concludes. 

Other comments and references 

Other contract 
information 

The full divestiture of assets to private companies is rarely encountered elsewhere in the world—one 
case is in Chile (see example of private participation in Santiago). Such  sales require a sophisticated and 
comprehensive regulatory regime. 

Sources and references: Buckland and others 2001, Competition Commission 2000a, Competition Commission 2000b, 
Department of the Environment 1999, Green 2003, Ofwat 1998, 2001, 2003a, 2003b, 2003c, and www.ofwat.gov.uk. 
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Metro Manila (Philippines) 

Contract overview 

Award date 1997 

Type Concession (two separate agreements) 

Duration and 
possible extension 

25 years. There is no possible extension. 

Contracting 
authority 

National government (Ministry and Metropolitan Water Works and Sewerage System, MWSS). 

Operators The city divided into two service areas to promote diversity and comparative competition. For the West 
Service Area: Maynilad Water Services Inc, a consortium between the Philippine company Benpres (60 
percent) and the French company Lyonnaise des Eaux, fully owned by Suez (40 percent). For the East 
Service Area: Manila Water Company Inc, a consortium between the Philippine company Ayala (60 
percent) and the UK/USA company International Water (40 percent). This case study mostly focuses on 
Maynilad’s contract in the West Service Area although the institutional arrangements are applicable to 
both. 

Setting upstream policy 

Market structure Horizontal structure: The service area covers the area previously supplied by the publicly owned 
MWSS—32 cities and municipalities with a total of over 11 million people. In both areas, there were over 
800,000 water connections and 90,000 sewerage connections. The West Service Area covered by Mynilad 
Water Services had a larger population  than the East Service Area. The operators also serve a small 
number of communities by giving them a wholesale service with internal distribution to be provided by 
a homeowners association. 
Vertical structure: Water and sanitation are jointly provided within each service area. The government 
was to build a major new water source. Delaying in doing so has been cited as one problem with the 
concession. 
Cross-sector structure: Water is provided separately from other utilities. 

Competition 
constraints 

Competition for the market: The Philippine Constitution specifically mandates that all public utilities must 
be owned and controlled by Filipino citizens. As a result, the concessionaire needs to be at least 60 
percent owned by citizens of the Philippines (or by corporations that are at least 60 percent domestically 
owned) in addition to having Filipino technical managers. Minimum nationality rules governing the 
ownership of outstanding capital stock (these have been revised slightly at periodic reviews). 
Competition in the market: The two concessionaires were granted exclusive rights to provide services in 
their respective service area on the basis of several conditions: 

• Existing private water providers were allowed to remain if already legal at the date of the 
concession awards (that is, licensed by the National Water Resources Board and with the 
consent of the MWSS) 

• The contract includes provisions for granting licenses to new private operators (third parties) 
in the concessionaires’ service areas if the concessionaire declines to provide the services as 
proposed by the third party or if they fail to provide the proposed services at substantially 
similar terms. These new third-party licenses cannot exceed 10 years and can be terminated 
with 60 days notice if the concessionaires notify the MWSS and the National Water Resources 
Board that they can provide the service covered by the third party. Many third parties (such as 
housing associations, community groups, or private companies) provide services, especially in 
poor areas.  

Bulk water payment Provisions for bulk water charges apply when the concessionaires transfer water to each other’s service 
areas. Otherwise, there are no raw water charges. 

Donor financing The World Bank and the Asian Development Bank played a leading role in financing the development 
of the country’s water supply and sanitation sector in general, as well as during the privatization 
transaction. The International Finance Corporation was hired to act as transaction advisors and the 
World Bank approved a loan financing the rehabilitation of sewerage networks and treatment plants 
and the first phase of sewerage management expansion. Maynilad and Manila Water both raised 
substantial debt packages to meet their investment needs. The packages were financed by various 
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mechanisms, including limited recourse Official Development Assistance financing.  

Setting service standards, tariffs, subsidies, and financial arrangements 

Operator obligations Input or output terms: Although estimates of capital investment requirements were provided before the 
bidding process (without a minimum requirement) and although both bidders informally committed to 
significant investments over the contract life, the investment obligations remain output-based in 
principle. The operators are dependent on MWSS for investments in some major bulk water projects.  
Coverage obligations:  

• Achieve annually increasing coverage targets, with inter-annual targets defined by zone. 
Coverage target were in respect to time, population served, and type of service.  

Quality obligations:  
• Achieve targets for percentage of water treated (water and wastewater) 
• Achieve continuity of supply (24 hour supply by 2000), pressure, meet national drinking 

water quality and, environmental standards, and customer service quality. Detailed reporting 
requirements are specified in the contract. 

• Achieve targets for asset management obligations. 

Cost recovery Tariffs cover operating costs, capital maintenance and investment expenditures, a rate of return to 
finance such expenditures (referred to as the Appropriate Discount Rate), the concessionaire cost of 
borrowing for loans, financial costs on the performance bond, foreign exchange losses or gains, MWSS’s 
operating budget, and concession fee payments.  

Tariff structure Customers are divided into four categories: residential, semi-business, business I, and business II. Tariffs 
are lowest for households and highest for large industrial or commercial users of water (business II). 
Both operators have special programs for poor communities. In some cases they have arranged for a 
group of homeowners in these communities to pool their water usage and bill payments, thereby 
keeping down their connection costs. 

Types of subsidy Subsidies include: 
• Consumer: There are no subsidies, other than direct government subsidies for construction of 

shallow wells by certain poor communities. 
• Operator: No explicit subsidies are granted but the concessionaires are granted preferential 

treatment, including a six-year income tax break, preferential tariffs on the import of capital 
equipment, tax credits on locally produced equipment, and exceptions from local government 
and franchise taxes.  

Allocating business responsibilities and risks 

Main business 
responsibilities 

Operator:  
• Management 
• Operation and maintenance 
• Investment. 

Government:  
• Compliance with notification procedure for payment of fees  
• Monitoring of service provided and approval of tariffs 
• Operation and allocation of some bulk water 
• Functions associated with existing MWSS projects and loans that were not transferred to the 

concessionaires.  
 

Allocation of main 
risks 

Risks are allocated through tariff adjustment rules shown below. Due to the  tariff formula’s price cap, 
the operator bears risk in the short term. The general principles used by the Regulatory Office in tariff 
adjustments are: 

• A reasonable rate of return, as provided for under tariff adjustments 
• Affordability to customers 
• Justifiable economic efficiency gains (for example, seasonal-differential rates, marginal cost 

pricing) 
• Acceptable cross-subsidization. 

Provisions for In addition to amendments allowed through written approval of all parties and acknowledged by the 
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unforeseen events 
and changes 

Secretary of Finance, changes are usually  dealt with through the extraordinary price adjustments. 

Managing the relationship with institutions 

Monitoring and 
enforcing 
performance 

Monitoring occurs through the Regulatory Office and periodic independent audits. The Regulatory 
Office has independent financing but it must cooperate with the MWSS, board of directors. The MWSS 
Administrator reports to the Board and the Regulatory Office reports to the Administrator. The 
Regulatory Office has two main functions:  

• Responsibility for a range of monitoring activities including the operators’ service 
performance, legal obligations, financial performance, asset management obligations, and rate 
adjustments 

• Making a range of determinations on both a periodic and an occasional basis. 

Role of independent 
experts 

The regulator utilizes independent experts to assist in rate rebasing, auditing, and monitoring, as 
necessary. 

Resolving disputes An appeals panel is set up for minor disputes, with the regulatory office, the concessionaire, and the 
appeal chairman each appointing one member designated by both parties. In the event of major dispute 
(for example, rebasing determination, determination of extraordinary price adjustments, and early 
termination), the chairman is appointed by the president of the International Chamber of Commerce. 
Procedures and timetable are strictly regulated in the concession agreement. The concession agreement 
does not establish arrangements for resolving disputes between the two concessionaires themselves. 

Adjusting tariffs Initial tariffs were determined by the concessionaires’ bids. Thereafter, they can be adjusted annually in 
accordance with: 

• The annual rate of consumer price inflation 
• Extraordinary price adjustments on the basis of a number of specified factors  
• Rate rebasing, carried out every 5 years to adapt the financial aspects of the contract to 

changes in circumstances beyond the control of the concessionaires. 
The process and rules governing an equal rate adjustment (across all rates and categories of customers) 
is simple. But, the process and rules governing unequal rate adjustments are more complicated because 
equity, efficiency, and cross subsidization also need to be addressed. 

Changes in the 
arrangements 

Concessionaires obtained a special price adjustment that involved renegotiation as a consequence of the 
wide exchange rate fluctuations that followed the Asian financial crisis. Negotiations between Maynilad 
and the concessionaires resulted in an amendment to the concession agreement, establishing a new 
mechanism called Foreign Currency Differential Adjustment (FCDA), which completely and 
immediately passes foreign exchange costs to consumers in addition to other extraordinary elements. 
Current tariffs incorporate this FCDA and an AEPA (accelerated extraordinary price adjustment).  

 Designing legal instruments for the arrangement  

Legal instruments In addition to obligations under the concession contract itself, the concessionaires must comply with all 
Philippine laws, regulations, orders, and directives that may affect the concession. 

Mechanisms for 
compliance 

Operator: Mechanisms to ensure operator compliance are: 
• Penalties in the event of failure to meet service obligations  
• A performance bond in favor of the MWSS to cover performance failures with respect to the 

concessionaires’ obligation (ranging from setting up the joint-venture, through to rate 
rebasing, remedial works, costs of appeals, and the like)  

Consumers: The concessionaires require warrants from the courts to enter properties or to act against 
illegal connections.  

Selecting an operator 

Operator selection The operator was selected by competitive bidding that occurred in two stages, with a technical bid and a 
financial bid for all bidders that submitted qualified technical bids. Four consortia were pre-qualified. 
Each consortium was required to bid for both zones but could be awarded only one zone. The bidding 
criteria was a percentage to be applied to the existing tariff, not to exceed 100 percent, which would be 
applied to get the starting tariff. The bids were evaluated on the basis of a composite for both zones and 
the best combination led to contract award.  

Re-tendering The government has not specifically set out how it will re-tender the contract upon termination. The 
MWSS has the right to rebid or undertake any other action it deems appropriate with respect to the 
concessions. Negotiations between the government and Maynilad Water were underway regarding 
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Maynilad’s intention to terminate its contract.  

Other comments and references  

Other contract 
information 

The MWSS service area was split into two zones to establish independent benchmarking, even the 
balance of power between the concessionaires and the regulator, and ensure competition in the bidding 
process. Because it was not possible to completely separate the two zones, the concessionaires have to 
transfer bulk water across the zones. The determination of the price for this transferred water was left to 
agreement between the two concessionaires. This generated controversy. In addition, one of the major 
political discussions concerns the disparity in rates between the two service areas. 
At the time of bidding, no single bidder was permitted the award of a concession for both areas 
simultaneously. There is, however, a limited degree of horizontal integration as the two concessionaires 
share some of MWSS facilities (and to some extent certain key data with MWSS such as central records, 
and the telemetry system that monitors the pressure and flow. 

Sources and references: David 2000, Dumol 2000,Esguerra 2003, Masons 2003, National Economic Research Associates 1997, 
Public Private Infrastructure Advisory Facility and Water and Sanitation Program 2002d. 
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San Pedro Sula (Honduras) 

Contract overview 

Award date 2000 

Type Concession 

Duration and 
possible extension 

30 years. The contract can be renewed in the last three years of the contract by mutual agreement of the 
parties for a further 10-year periods.  

Contracting 
authority 

Local government (Municipality of San Pedro Sula) 

Operator Aguas de San Pedro Sula, a consortium led by the Italian company Acea  S.p.A. (31 percent of shares) 
and comprising of four other Italian companies (65 percent of shares in total) and one local engineering 
firm (4 percent). 

Setting upstream policy 

Market structure Horizontal structure: The service area covers the municipality of San Pedro Sula with a population of over 
500,000.   
Vertical structure: Water and sanitation services are jointly provided.  
Cross-sector structure: Water is provided separately from other utilities. 

Competition 
constraints 

Competition for the market: No constraints 
Competition in the market:  The contract allows the Juntas Administradoras de Agua (providing services in 
rural areas) and private water systems to operate in parallel. Aguas de San Pedro Sula is required to 
establish a team to provide technical assistance to the Juntas (under the contract, areas operated by the 
Juntas and other small private operators can be potentially incorporated into Aguas de San Pedo Sula) 

Bulk water payment  The operator does not pay for bulk water. 

Donor financing The Inter-American Development Bank was involved in the reform process, specifically for preparing the 
municipality the private participation in its water services.  

Setting service standards, tariffs, subsidies, and financial arrangements 

Operator 
obligations 

Input or output terms: Obligations are specified in output terms. 
Coverage obligations: 

• Achieve annually increasing coverage targets with eventual 100 percent coverage. Water and 
sanitation coverage targets were set to different time scales for completion.  

Quality obligations: 
• Achieve annually increasing performance targets including percentage of wastewater treated, 

installation of meters, and continuity of service. 

Cost recovery Tariffs are designed to cover all operating and investment costs.  

Tariff structure The tariff is based on a five- block structure integrating user type (domestic, jointly owned building, 
commercial, industrial, high consumption industry, and public sector) and consumption levels.  

Types of subsidy No specific subsidies.  

Allocating business responsibilities and risks 

Main business 
responsibilities 

Operator: 
• Management 
• Operations, rehabilitation, and maintenance 
• Limited investment  

Government: No business responsibilities.  

Allocation of main 
risks 

The operator bears most operations-related risks, including operating cost, billing and collection, supply, 
demand, construction cost, financing, and currency risks. These risks are allocated through the operator 
tariff formula established by the concession contract.  
The operator’s remuneration is made up of customer tariff proceeds minus a concession payment to the 
municipality. The concession fee consists of a fixed fee (set in the contract and updated for inflation) and 
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a variable fee equal to five percent of the total turnover in the previous year. The variable concession 
payment allows sharing of the operating risk between the municipality and the operator. The contract 
requires the municipality to remunerate the operator in the event that they or the state adopt any 
measures that adversely affect the economic and financial equilibrium of the company  (as agreed by the 
municipality and company). 

Provisions for 
unforeseen events 
and changes 

No information available. 

Managing the relationship with institutions 

Monitoring and 
enforcing 
performance 

A supervision unit in the municipality is responsible for supervision and control of the contract. The 
concession contract anticipated that a dedicated fund would be to set up secure financing independent 
(of the municipality) for the supervision unit. 

Role of independent 
experts 

An independent expert is used to adjust the tariff review process, occurring every three years. 

Resolving disputes For any controversy between the municipality and the contractor relating to the interpretation, 
execution, scope, performance, or termination of the contract, the two parties should be addressed by 
direct consultation between the two parties. If the parties disagree, they can turn to an arbitrator. 

Adjusting tariffs Tariffs are adjusted every six months or when inflation increases by more than eight percent, according 
to the following formula: 

( )( )ainn FDTT ++= − 11)1( , where 

nT  = Tariff to be applied in the new period 

)1( −nT = Tariff applied during the previous period 

iD = Variation of the inflation from the last adjustment, expressed in decimals  

 aF = Adjustment factor determined by an independent consultant appointed by the municipality from 

a list of three candidates chosen by the operator. The adjustment factor is applied every three years. 

Individual tariff bands are calculated on the basis of different multiple factors of nT . 

In addition, tariffs are to be revised every three years by an independent expert. An extraordinary 
increase of 20 percent was planned for the beginning of the third year of concession to allow for tariff 
reductions at the start of the concession followed by tariff increases after achieving significant quality 
improvements.  
There are no national or regional principles governing tariff setting. But in this contract the tariff 

increases are governed by the size of the adjustment factor ( aF ), which includes investment and 

financial results. 

Changes in the 
arrangements 

No significant changes 

 Designing legal instruments for the arrangement 

Legal instruments The contract is the primary instrument used to set out the arrangements.  

Mechanisms for 
compliance 

Operator: The concessionaire is self-monitored but has to provide the municipality with information and 
statistics to show it is achieving targets. 
Consumers: Consumers can be disconnected for non-payment.  

Selecting an operator 

Operator selection The operator was selected by competitive bidding. The contract was let in two phases—prequalification 
and financial offer.  

• Prequalification. Bidders needed to demonstrate minimum net assets and  a minimum of three 
years operating in a city with a stipulated number of people, and provide references. 

• Financial offer. This second phase was carried out in two parts. In the first part, a draft contract 
was presented to bidders and a series of meetings with each of the consortia was used to 
gather opinions that were used to design the final contract. The consortia were also asked to 



 282 

present a financial offer. The contract was awarded based on the lowest tariff, with 
simultaneous tariff restructuring rather than on the average tariff.  

Re-tendering The government has not indicated the strategy it intends to adopt after the contract concludes. 

Other comments and references 

Other contract 
information 

None.  

Sources and reference: Diaz 2003. 
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Santiago (Chile) 

Contract overview 

Award date In 1990, a long-term concession was granted to EMOS, an autonomous corporatized public entity or 
“open public corporation” jointly owned by the Ministry of Treasury and a public body, the 
Corporación de Fomento de la Producción (CORFO). In 1999, government stakes in EMOS were sold in 
an international bidding process and EMOS was renamed Aguas Andinas. 

Type Divestiture  

Duration and 
possible extension 

The operating agreement is granted in perpetuity. 

Contracting 
authority 

Central government 

Operator Aguas Andinas, fully owned by a consortium between Suez and Agbar (Inversiones Aguas 
Metropolitanas, over 50 percent) and the Chilean government’s economic development agency (CORFO, 
35 percent) as well as pension funds, company employees, and other shareholders.  

Setting upstream policy 

Market structure Horizontal structure: The service area covers 18 mostly urban municipalities, with approximately 1.3 
million connections. 
Vertical structure: Water and sanitation are jointly provided, although the law permits the separation of 
services. 
Cross-sector structure: Water and sanitation services is forbidden to be provided jointly with other utility 
services. 

Competition 
constraints 

Competition for the market: No constraints 
Competition in the market: Exclusive concession areas were established in 1990. In Santiago 95 percent of 
the municipal area formed EMOS’s concession, while the remaining 5 percent was divided between pre-
existing private water delivery providers. However, the concession areas defined in 1990 did not cover 
newly served districts, for which concessionaires have to compete on the open market. Aguas Andinas 
has not won the concession for all new areas. Small-scale informal providers do exist within Aguas 
Andinas concession area. 

Bulk water payment Aguas Andinas does not purchase any bulk water, but it does have tradable raw water abstraction 
rights. These are treated as an asset and as such appear in the balance sheet. 

Setting service standards, tariffs, subsidies, and financial arrangements 

Operator obligations Input or output terms: Obligations are specified in both input and output terms.  
Coverage obligations: Coverage obligations are incorporated in the five-year investment plans with 
interim target dates.  
Quality obligations: Quality obligations are incorporated in national regulations and the five-year 
investment plans with interim target dates 
Investment plans for a period of 15 years are prepared by Aguas Andinas and approved by the 
regulator, after which they become public documents. Aguas Andinas provides water and sanitation 
services to nearly 100 percent of the population in its service area.  

Cost recovery All costs are recovered through tariffs. 

Tariff structure  Both a fixed charge and a variable charge apply. Tariffs vary with geographical location, seasonal 
factors, and levels of consumption. A separate volumetric charge is applied for wastewater disposal. A 
trade effluent charge is applied to industrial consumers, which varies with the level of effluent pollution. 

Types of subsidy Direct subsidies are provided to those identified as poor customers. The subsidies cover up to a 
maximum of 100 percent for the first 20 m3 of monthly consumption for low-income households and 
range between 25 and 85 percent of the total water and sewerage bill. The municipalities identify low-
income families on the basis of social registers. Companies make a discount to eligible customers, which 
is then reimbursed by the respective municipalities. The subsidy is based on willingness to pay amongst 
poor households, and is targeted only to cover any shortfall between actual charges and willingness to 
pay. The subsidy, which is funded from the central government budget, uses 5 percent of household 
monthly income is used as a proxy for willingness to pay.  
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Donor financing Although donor financing was not provided at the time of the transaction, World Bank and other loans 
had been used to finance investment plans before 1999, ensuring that EMOS became an attractive 
investment opportunity for the private sector. 

Allocating business responsibilities and risks 

Main business 
responsibilities 

Operator:  
• Management 
• Operations and maintenance (including rehabilitation) 
• Investment.  

Government: Few responsibilities associated with being a minority shareholder 

Allocation of main 
risks 

The company bears all risks. However, through its share ownership, a portion of all risk is effectively 
still borne by the government. Tariffs are set to ensure that the company is able to generate sufficient 
income to cover the cost of operation, maintenance, new investment, and return to shareholders.  

Provisions for 
unforeseen events 
and changes 

There are only provisions for dealing with tariff changes between periodic reviews in exceptional 
circumstances, such as tax changes. In addition, the government can revoke the concession in the case of 
serious fault, although the exact procedures for doing so are unclear.  

Managing the relationship with institutions 

Monitoring and 
enforcing 
performance 

Performance is monitored by an independent regulator operating at the national level, SISS, the 
Superintendencia de Servicios Sanitarios. It is a decentralized body with independent staff, subject to 
supervision by the country’s president through the Ministry of Public Works. The president appoints the 
director for an undetermined period of time. The budget is provided from the national budget; it is 
based on an agreed formula and justification and approved by the Treasury.  

Role of independent 
experts 

Independent experts are used in the case of tariff disputes. In addition, the regulator contracts out a 
range of functions to independent experts. 

Resolving disputes A panel of experts is used in the case of tariff disputes. In the case of a dispute the panel must choose 
either the solution proposed by SISS or that proposed by the company—there is no possibility of 
compromise.  
Courts. In the event that Aguas Andinas does not agree with the regulator’s interpretation of the law, it 
is obliged to appeal to the national courts.  

Adjusting tariffs A two-step procedure is used, based on 15-year projections. First, tariffs are calculated based on 
marginal cost or efficient tariffs. The figures used are based on a model company and are calculated by 
aggregating the real information provided by all service providers. Second, these are adjusted upwards 
or downwards so that the financial self-sufficiency of the operator is guaranteed. The principles of self 
sufficiency, equal treatment of all customers, and consideration for seasonal variations, if they exist, are 
also used in the tariff adjustment process.  
Tariffs are set for 5-year periods and concessionaires have the right to appeal on tariff decisions at the 
time of these decisions. In addition, the regulator can make interim adjustments to the tariffs in response 
to exceptional and unexpected circumstances. 

Changes in the 
arrangements 

No significant changes have occurred. 

Designing legal instruments for the arrangement 

Legal instruments Laws establish the general framework for regulation of the sector and for private participation. A statute 
grants rights to the company to operate in perpetuity, and is akin to a license. Finally, the shareholder 
agreement of Aguas Andinas, organizes the relationship between the government as residual 
shareholder and the private sector, stipulating that the private sector will act as the operator and 
granting the public sector certain controls and veto rights.  

Mechanisms for 
compliance 

Operator. Aguas Andinas must provide SISS with open access to all information. In addition, annual 
reports are prepared and routine audits carried out. In the case that SISS deems Aguas Andinas to be 
non-compliant with standards and other obligations, fines are imposed.  
Consumers. Consumers can be disconnected for non-payment.  

Selecting an operator 

Operator selection The operator was selected by a sale of shares by limited public tender. Pre-qualification was based on 
specifying minimum technical ability, service coverage, and financial requirements. The contract award  
was based on price per share offered. No information is available on the technical criteria that were 
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used. 

Re-tendering The government has not indicated the strategy it intends to adopt after the contract concludes. 

Other comments and references 

Other contract 
information 

In 2000 Aguas Andinas acquired 100 percent of Aguas Cordillera y de Aguas Manquehue two operators 
within its service area. 

Sources and references: Alfaro 1997, Gómez-Ibáňez 1996, Masons 2003, Pickering 1998a, Pickering 1998b, and Superintendencia 
de Servicios Sanitarios 2004.  
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Senegal 

Contract overview 

Award date 1996 

Type Affermage-lease 

Duration and 
possible 
extension 

10 years. The contract is renewable every five years. 

Contracting 
authority 

Central government 

Operator Sénégalaise des Eaux (SdE), a consortium of the French company Saur (over 55 percent), local investors (over 
30 percent), employees, and the government of Senegal. 

Setting upstream policy 

Market 
structure 

Horizontal structure: The service area covers only urban areas, although a few villages next to the main water 
transmission pipe are included. SdE is responsible for operating and maintaining water services in over 50 
urban centers throughout the country, with nearly 300,000 connections. 
Vertical structure: Water and sanitation services are provided separately.  
Cross-sector structure: Water is provided separately from other utilities. 

Competition 
constraints 

Competition for the market: No information. 
Competition in the market: There is no formal exclusivity stipulated in the contract, although such exclusivity is 
effective in practice (SdE is the only private water operator in Senegal). Standpipe operators can buy water in 
bulk from SdE and resell it in the area, but this practice has remained fairly limited.  

Bulk water 
payment 

The operator does not pay for bulk water. 

Setting service standards, tariffs, subsidies, and financial arrangements 

Operator 
obligations 

Input or output terms: Obligations are specified mostly in output terms. 
Coverage obligations:  

• Achieve network targets specified in the contract (kilometers of network, number of connections 
and meters, and replacement of electromechanical equipment) 

• Achieve additional network targets if the concession area expands. SdE’s service area is the same as 
the concession area of public asset company Societe Nationale des Eaux du Senegal (SONES). SdE 
has no incentive or responsibility for increasing coverage outside this area. 

Quality obligations: 
• Achieve leakage reduction, water quality improvements, bill collection, and other customer service 

improvements. The operator tariff formula includes incentive payments linked to these 
improvements. 

Cost recovery The customer tariff covers the operator’s fees for operation and maintenance of the system, SONES and ONAS 
(the public utility responsible for sanitation for users connected to the sewerage network) fees, and other fees. 

Tariff 
structure 

There are two types of tariffs: an increasing block tariff for domestic customers and a single tariff block for 
nondomestic customers. The increasing block covers: 

• a subsidized social tariff for levels of consumption below 20m3 in a 60-day period 
• a regular tariff for consumption over this 
• a dissuasive tariff for consumption above 40m3 in a 60-day period. 

Tariffs are the same across the national territory, which implies cross-subsidization between regions.  

Types of 
subsidy 

The government, through SONES, subsidizes social connections, which are provided free to eligible 
households. Eligibility for social connections is based on location, including some areas of Dakar and most 
secondary cities. SdE is then contracted to install the connections. 

Donor 
financing 

Donor funding was provided and matched with private funds to finance the transaction. The World Bank 
provided consultants to assist the government to plan the introduction of private participation and to design 
the necessary contracts, incentives, and institutions. Donors provided US$ 230 million, but the World Bank 
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required a portion of this credit to be funded by commercial credit in order to reduce dependence on donor 
funds. 

Allocating business responsibilities and risks 

Main business 
responsibilities 

Operator:  
• Management 
• Operations—including extraction, production, and distribution of water—and maintenance of all 

materials used in production and distribution, including the network. Certain renewals are also 
included. 

• Limited investment responsibility for necessary network renewals, connection renewals, and 
electromechanical equipment. 

Government:  
• Asset ownership through SONES 
• Guaranteeing that infrastructure is available to the operator and that investments are made 

(including a three-year investment program, adjusted each year, which takes into account the 
operator’s proposals) 

• Prompt execution of works relating to system investments 
• Responsibility for obtaining financing for the works 
• Adjustment of tariffs in accordance with the sector development contract. 

Allocation of 
main risks 

Risks are allocated by a contractual formula that determines SdE’s remuneration and estimates the funds 
available to SONES for financing investment and repaying debts. SdE’s revenues are made up of two parts, 
incorporating incentives to improve technical and commercial efficiency. 
This formula below summarizes the formula below for the total operator tariff in each year: 

( )

( ) ( ),

n n n n
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 where: 

navgT , = average tariff: sum of the amount billed in each tariff category divided by the total overall volume 

billed for in cubic meters 

nOP = operator’s water supply rate in Rs./m3 (sometimes called “bid price” or “operator’s fee”), adjusted 

annually according to an indexation formula specified in the contract 

nVp = water put into supply (volume of water produced) in m3/yr 

nATE = actual technical efficiency; water billed divided by water produced (equal to 1 – UfW)  

nCTE = contractual technical efficiency; the target for water billed divided by water produced according to 

the contract 

nACE = actual commercial (bill collection) efficiency: actual amount of water paid for divided by water 

billed  

nCCE = contractual commercial (bill collection) efficiency; the target for water paid for divided by water 

billed according to the contract  

The amount to be paid by the operator to SONES ( ST ) in each year ( n ) is: 

( ) nnnnnavg CCECTEVpOPTST ××−= ,  

According to these formulas, the operation-related risk is effectively divided between SdE and SONES. SdE 
bears the investment risk up to the limited amount of investments that it is supposed to carry out, while 
SONES bears most of the investment and financial risks. 

Provisions for 
unforeseen 

SdE’s remuneration can be adjusted by negotiation every five years or in the event of external changes, if the 
standard or quality of drinking water, in taxes, or cost of water extraction change significantly.  
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events and 
changes 

Managing the relationship with institutions 

Monitoring 
and enforcing 
performance 

Overall responsibility for monitoring resides with a contract monitoring committee comprising the president, 
a representative of the ministry responsible for water, a representative of the ministry of finance, and the 
Director-General of SONES. SONES is responsible for overseeing SdE’s performance, including: technical 
management, quality of water extraction and exploitation, economic and financial status, development, and 
state of infrastructure.  

Role of 
independent 
experts 

Independent experts can be requested to verify data used in calculating parameters for targets and 
remunerations and to help settle disputes between parties. 

Resolving 
disputes 

Independent experts are used to resolve disputes. 

Adjusting 
tariffs 

The ministry responsible for adjusting customer tariffs according to the principles of financial viability and 
economic efficiency set out in SONES’ concession contract. SONES is responsible for calculating annual 
customer tariffs based on a financial model prepared at the time of the transaction and updated annually. 
Tariffs are adjusted based on inflation parameters and real term increases, forecast at the time of the 
transaction to be around three percent a year to enable the sector to reach financial equilibrium by 2003.  

Changes in the 
arrangements 

Initial renegotiation of the value of the assets: When SdE took over the moveable assets, it found substantial 
inconsistencies in inventory, which led the parties to revise downward the bid price.  
Initial renegotiation of efficiency targets: The baseline technical efficiency figure used in contract negotiations was 
renegotiated downward. In 1998 SdE renegotiated the efficiency targets again because SONES had not 
implemented scheduled investments. At that time, the indexation mechanism for SdE’s remuneration was 
revised to reflect changes in weights of SdE’s cost factors.  

Designing legal instruments for the arrangement 

Legal 
instruments 

Laws and contracts set out the arrangements. A 1995 law governing the institutional reform of the urban 
water supply sector authorized the creation of the three key institutions: an asset holding company (SONES), a 
national office for urban sanitation (ONAS), and a water operating company (SdE) destined to be privatized. 
Four interrelated contracts set out the regulatory arrangements for the sector as a whole:  

• Affermage-lease contract between three parties: SdE, the state, and SONES 
• 30-year concession contract between SONES, the public asset-holding company, and the State, with 

an associated planning contract 
• Sector development contract (contract plan) between SONES and the Ministry (Ministère de 

l’Hydraulique) that outlines SONES’ investment obligations 
• 10-year performance contract between SONES and SDE, in parallel that was included as an Annex 

to the affermage-lease contract.  

Mechanisms 
for compliance 

Operator: Incentives for performance improvement are included in the operator’s remuneration formula. In 
addition, SdE is also liable for penalties in circumstances specified in its contract, including technical and 
communication failures.  
Government: The government’s responsibilities, carried out by SONES, are outlined in the concession contract 
and the performance contract.  
Customers: SdE is permitted to disconnect customers for nonpayment. 

Selecting an operator 

Operator 
selection 

The operator was selected by competitive bidding. The contract award was based on a two-stage process: pre-
qualified companies were requested to submit a technical bid. Shortcomings in the bids were discussed with 
each bidder. Bidders then submitted a revised technical bid with a financial proposal. The final award was 
based on the lowest “operator price” per cubic meter. 

Re-tendering The government has not indicated the strategy it intends to adopt after the contract concludes, but the contract 
is renewable every 5 years after the first 10 years. 

Other comments and references 

Other contract 
information 

Preparation of the contract and setting of performance targets were greatly facilitated by a transparent 
financial model for the sector that enabled all actors to see the impact of policy decisions. 

Sources and references: Brocklehurst and Janssens 2004, Trémolet and others 2002. 
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Sofia (Bulgaria) 

Contract overview 

Award date 2000 

Type Concession 

Duration and 
possible extension 

25 years. There is no possible extension. 

Contracting 
authority 

Local government (Municipality of Sofia) 

Operator Sofijska Voda AD (SV), a consortium between the UK/US company International Water Ltd (50 percent) 
and the UK company United Utilities (50 percent) owns 75 percent of the total shares and the existing 
municipality-owned utility company, Vodosnabdajavne I Kanalizatsia EAD (ViK) owns the remaining 
25 percent.  The shares of International Water Ltd were later sold to United Utilities. 

Setting upstream policy 

Market structure Horizontal structure: The service area covers the capital city Sofia, with a population of more than 1.2 
million people in urban areas. The operator also provides potable supply to a limited number of 
settlements outside the Sofia area, which rely on the Beli Iskar dam for their water supply. 
Vertical structure: Water and sanitation services are jointly provided.  
Cross-sector structure: Water is provided separately from other utilities. 

Competition 
constraints 

Competition for the market: No constraints 
Competition in the market: The operator has exclusivity for its service area. 

Bulk water payment The operator pays for bulk water. If the cost of purchasing bulk water exceeds a certain level, customer 
tariffs can be adjusted to compensate the operator’s increased payment for bulk water. 

Setting service standards, tariffs, subsidies, and financial arrangements 

Operator obligations  Input or output terms: Obligations are specified in detail and are mainly output-based although a 
minimum amount of capital investment is defined in the concession agreement.  
The concessionaire is responsible for the operation, maintenance, servicing, and replacement of all pipes 
and other conduits. 
Coverage obligations: No extensions were included in the contract.  
Quality obligations: Quality obligations are output based and include standards prescribed by Bulgarian 
law, international standards, and future obligations of the European Union Water Framework Directive.  

Cost recovery Tariffs fully cover the costs of service provision. 

Tariff structure No information available. 

Types of subsidy None 

Donor financing The European Bank for Reconstruction and Development played a key role in the entire transaction. 
After initial conception and assistance in mobilizing funds for an international advisory team, the EBRD 
reduced its advisory role so, for example, permission in respect to change of consortium ownership is 
required by the city and the EBRD. 

Allocating business responsibilities and risks 

Main business 
responsibilities 

Operator:  
• Management 
• Operation and maintenance, including rehabilitation and extension of existing infrastructure 

within the service area. 
• Investment, including specific targets over the life of the contract. 

Government: 
• Asset ownership 

Allocation of main The government’s approach to risk allocation in the concession was to allocate to SV only those risks 
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risks over which SV had considerable control, while bearing most other risks, with the important exception of 
demand, a risk that is heavily allocated to the concessionaire. According to the concession agreement: 

• SV bears the following risks: interest rate, revenue, demand, certain changes in law, and 
certain force majeure events (for example, increased costs due to war, civil disorder, and the 
like) if they do not prevent compliance with their obligations or damage assets. 

• Customers bear the risks connected with: inflation, foreign exchange,  and tariff adjustments 
under certain eligible events, including qualifying change in law, grantor variations and force-
majeure events as specified in the contract. 

• Customer contracts can provide for further risk allocations. For example, SV’s contracts with 
industrial customers contain provisions ensuring unlimited liability for loss or damage arising 
from unacceptable discharges. 

• The government and the operator bear foreign debt exposure. The Bulgarian government 
formed a currency board to minimize exposure and stabilize investment. The concessionaire 
could seek compensation if the government abandoned or significantly altered the currency 
board. 

Provisions for 
unforeseen events 
and changes 

The contract provides a mechanism for adjusting the tariffs due to eligible events. The contract does not 
contain any specific rules regarding renegotiation. 

Managing the relationship with institutions 

Monitoring and 
enforcing 
performance 

The Municipality of Sofia set up a special concession monitoring unit (Omonit) to control tariffs and 
monitor the concessionaire’s performance. Omonit is a private company, selected through bidding that 
and acts on behalf of the municipality and consumers. They have a series of short-term renewal 
contracts with the city. According to the 1997 Water Act (and the revised act) there are no specific 
regulators; the relationship between public authorities and private operators is left to the contract.  

Role of independent 
experts 

When procuring the concession contract, the municipality created a bidding commission dedicated to 
the transaction and supported by an international advisory team (financial, legal, and technical), 
appointed through a bidding organized by the municipality and the European Bank for Reconstruction 
and Development. The municipality also appointed a Bulgarian law firm as an “in house” project 
manager to link the parties.  
Omonit uses independent experts to support its monitoring work in the contract. 

Resolving disputes There is a non-binding mediation procedure set out in the contract and a Concession Dispute Resolution 
Board with three members: a chairperson (a lawyer trained in arbitration), a technical expert, and a 
financial expert. There is also an appointing authority in the event the parties cannot agree on the 
selection of these members. If either party disagrees with a board decision they can take the case to 
arbitration in Bulgaria within 30 days; otherwise, the decision automatically becomes binding. 
Arbitration is conducted under the United Nations Commission on International Trade Law rules. 

Adjusting tariffs Tariffs are adjusted annually to take account of price inflation using a cost-reflective indexation 
mechanism based on agreed price indices. Tariffs may also be adjusted due to certain eligible events. 
These adjustments are calculated with a financial model  that takes into account changes in applicable 
parameters in order to preserve the concessionaire’s projected internal rate of return. A comprehensive 
scheduled review is undertaken in the third year of the concession as part of a revised concession term 
investment plan to be prepared by the concessionaire. No other scheduled or periodic reviews are 
provided for under the concession agreement.  

Changes in the 
arrangements 

The arrangements have not been significantly changed. 

Designing legal instruments for the arrangement 

Legal instruments Arrangements are set in the contract, laws, and regulations. Fundamentally, the 1999 Water Act paved 
the way for existing government or municipally owned water supply and sewerage companies to enter 
agreements with private operators. 

Mechanisms for 
compliance 

Operator: Failure to achieve operator obligations can result in contract termination by the government.  
Customers: Failure of payment entitles the concessionaire to disconnect supply except for customers 
which provide critical medical facilities. 
Government: The operator can terminate the contract, subject to criteria stated in the contract, if the 
government fails to pay any sums due to the concessionaire. Omonit ensures compliance from the 
concessionaire; the concessionaire ensures compliance of the city and customers. 

Selecting an operator 
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Operator selection The operator was selected through an international competitive bidding process within a multi stage 
procurement process involving prequalification, preparation of detailed bids, and negotiations with 
preferred bidder. During the bidding process, a draft of the concession agreement was circulated twice 
to bidders and the European Bank for Reconstruction and Development for written comment before 
issue of the final agreement.  
Final bids were submitted on the basis of a willingness to sign the contract without material amendment 
after the selection of a preferred bidder.  
The contract was awarded on the basis of a technical and financial evaluation with the preferred bidder 
selected on the basis of a weighted combined score. Financial evaluation was based on a smoothed 
average tariff, expressed in real prices, over the concession period. 

Re-tendering The government has not indicated the strategy it intends to adopt after the contract concludes. 

Other comments and references 

Other contract 
information 

At the time of the contract, no national regulator existed for water utilities in Bulgaria. Sofia’s 
arrangements are therefore based only on regulation-by-contract. The transaction took over two years, 
from the start of the preparatory studies through to the final close.  
Costs associated with maintenance and operation of the Beli Iskar dam (the main water source) were not 
included as part of the concessionaire’s bid but could be covered under tariff adjustments.  

Sources and references: Mandri-Perrott 2003, Shugart 2002, Pricewaterhouse Coopers 2001a, and PSIRU 2002. 
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Trinidad and Tobago 

Contract overview 

Award date 1995 

Type Performance-based management contract also called the Interim Operating Agreement 

Duration and 
possible extension  

36 months, with a possible extension to 60 months.  

Contracting 
authority 

Central government. Ministry of Finance and the Water and Sewerage Authority (WASA), the national 
public water and waste water operator. 

Operator Trinidad & Tobago Water Services (TTWS), a joint-venture between UK company Severn Trent Water 
International Limited (50 percent) and Tarmac Caribbean Ltd (formerly Wimpey Caribbean Ltd) (50 
percent). 

Setting upstream policy 

Market structure Horizontal structure: The service area includes all of Trinidad and Tobago for WASA’s 132,075 water 
connections and a slightly smaller number of sewerage connections. It encompasses urban, peri-urban, 
and rural areas, although rural areas are usually not networked.  
Vertical structure: Water and sanitation services are jointly provided. There were many small-scale 
separate wastewater treatment systems built by housing developments which were not part of the 
contract. 
Cross-sector structure: Water is provided separately from other utilities. 

Competition 
constraints 

Competition for the market: Bidders needed to be international companies with local companies required 
to associate with an international company. 
Competition in the market: WASA, the public service provider, has exclusivity over network services. 
WASA also has responsibility for licensing abstractions from other uses. 

Bulk water payment  The operator does not pay for bulk water. 

Setting service standards, tariffs, subsidies, and financial arrangements 

Operator obligations Input or output terms: Obligations are specified mostly in output terms, with detailed performance 
objectives. 
Coverage obligations:  

• Expand service coverage (water and wastewater) and improve continuity of supply 
Quality obligations: 

• Improve the level of service to customers and the creation of customer service centers 
• Improve collections of revenue owed 
• Provide cost effective services through operational efficiency gains 
• Introduce computerized systems  for record-keeping 
• Reduce unaccounted for water  
• Reduce operating plant downtime. 

Cost recovery The tariff does not cover all operation and maintenance costs, investment costs, or asset depreciation.  

Tariff structure Domestic tariff structures are based on property values rather than amounts of water consumed; there is 
very little metering. Specific lower standpipe charges are also in place. and discounts are granted to 
schools and religious institutions.  Industrial water tariffs are higher than domestic and commercial 
tariffs. Wastewater tariffs are approximately 50 percent of the water tariff.  

Types of subsidy The government provides operating subsidies to WASA and investment subsidies for coverage 
extension programs. 

Donor financing The World Bank provided assistance through its Water Sector Institutional Strengthening Project (1994-
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1999) . The assistance was conditioned on private participation and covered the bidding process through 
the procurement of an operator. The contract was also predicated on a proposed World Bank loan to 
WASA for capital investment, which was to help the operator fulfill its performance requirements. This 
loan did not materialize, however, because the government and the World Bank could not agree on loan 
conditions, including a tariff increase. 

Allocating business responsibilities and risks 

Main business 
responsibilities 

Operator:  
• Management 
• Operations 

Government: 
• Provide investment guarantees, if necessary, to consent to borrowing by WASA, and support 

to WASA to meet the short term financing needs of WASA 
• Permit WASA’s accounts to be audited by a private auditor appointed by WASA 
• Assume WASA’s trade liabilities and loans 
• Appoint members to and participate in the Consultative Committee and to approve persons 

nominated by TTWS for management positions.  

Allocation of main 
risks 

The government retained most of the business risk; the operator assumed some risk through 
performance element of the remuneration formula. Performance payment indicators included 
deliverables for growth in customer base, properties receiving continuous supply of water, performance 
of customer meters, compliance with effluent discharge permits, sewage treatment final effluent, treated 
water production capacity, potable water quality, service reservoirs cleaned and serviced, and ratio of 
unaccounted for water to water supplied. Upon meeting the performance objectives by established 
deadlines, TTWS is paid specified sums at the end of each respective quarter. If the performance 
indicators are not met, TTWS is not paid. According to the contract, 60 percent of operator fees were to 
be paid through performance deliverables. 

Provisions for 
unforeseen events 
and changes 

Standard provisions exist for force majeure. The contract was expected to extend into long-term 
arrangements, but there were no specific provisions in the contract to govern an extension.  

Managing the relationship with institutions 

Monitoring and 
enforcing 
performance 

The Consultative Committee  was established in the agreement to monitor the contract and facilitate 
consultation on its implementation. It comprised of members from the parties to the contract, with the 
chair nominated from those members by the government. It met at least monthly and reported quarterly 
to the government. It’s main purposes and responsibilities were to: 

• Monitor the implementation of the agreement 
• Be a forum for consultation on specific areas of policy and key issues concerning the 

agreement 
• Make recommendations for changes to agreed practices to suit the needs of all parties 
• Provide a forum for dispute resolution between the board and TTWS on matters relating to 

the agreement 
• Be a consultative body for the longer term plans of WASA 
• Address any other matters referred to it by the government of Trinidad and Tobago. 

WASA was effectively in charge of monitoring, because the Consultative Committee did not have 
sufficient staffing for similar monitoring. 

Role of independent 
experts 

There were no provisions for independent experts in the arrangements, but independent experts were 
used to evaluate the contract’s midterm progress. 

Resolving disputes According to the management contract, any dispute between TTWS, WASA, or the government in 
connection with the agreement should first be addressed through the Consultative Committee. If that 
fails, the dispute is referred to and resolved under the Rules of Conciliation and Arbitration of the 
International Chamber of Commerce. Arbitration takes place in Trinidad.  

Adjusting tariffs There are no specific guidelines for setting tariffs. As domestic tariffs were increased by 35 percent 
before the contract, no further increase was introduced during the interconnection term of the 
agreement. The operator did negotiate specific tariffs for industrial customers in a specific industrial 
zone during that period. When the contract was signed it was expected that tariffs would be increased to 
cost recovery levels during the term of the contract, but this did not happen, making performance under 
the contract more difficult. 
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Changes in the 
arrangements 

There were no changes throughout the arrangement’s 36-month term. The contract was not renegotiated 
although TTWS requested an extension to the agreement in order to give time to both parties to prepare 
for negotiations for the long-term arrangement. This request for an extension was denied by the 
government. 

Designing legal instruments for the arrangement 

Legal instruments The management contract, a standard common law contract, is supported with the Water and Sewerage 
Act and its associated amendments and the arrangement.  

Mechanisms for 
compliance 

Operator: Penalty amounts can be withheld from the fixed management fee or the performance-related 
amount.  
Customers: Customers can be disconnected if they fail to pay their bills.  

Selecting an operator 

Operator selection The contracted was awarded by both competitive bidding and negotiation. Using a shortlist procedure, 
five international operators were invited to tender over three months. A preferred bidder was selected to 
negotiate and develop the final contract form. Bids were evaluated with a three envelope system: 
Envelope 1 addressed details of the operational approach; contractors receiving sufficient points in 
Envelope 1 proceeded to Envelope 2, which included presentation of a financial plan for WASA and a 
finance package to cover the financing shortfall during the arrangement. Envelope 3 was a proposal for 
providing water to industry and to areas in South Trinidad, in addition to other proposals for the 
development and operation of WASA.  

Re-tendering The government has not indicated the strategy it intends to adopt after the contract concludes. However, 
the incumbent management contractor was to be given preference for negotiations relating to the 
anticipated long-term arrangement. At the end of the arrangement, the government decided not to enter 
into a long-term arrangement and reverted to public sector management.  

Other comments and references 

Other contract 
information 

The contract relied on uncertain information about the state of WASA’s operations, due to a lack of 
management information systems. This had an impact on the effective monitoring and evaluation of 
performance indicators in the first year of the arrangement, particularly with respect to unaccounted for 
water targets and continuity of supply indicators.  

Sources and references: Stiggers 1997, World Bank 1999, Water and Sanitation Authority 1995, Water and Sanitation Authority 
1999. 
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