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Presenter
Presentation Notes
In this presentation, we will review three things: 

Why we use operating contracts, and what conditions lead us to choose to use operating contracts?

What are the main types of operating contracts, and how are they different?

What are the key features of successful operating contracts, and how do we deal with them in contract design?


HOW DO YOU KNOW YOU NEED AN OPERATING
CONTRACT OR PERFORMANCE AGREEMENT?
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Defunct wastewater treatment plant,
Armenia

Corroded pipes, chlorlnaf |
station, Armenia



Presenter
Presentation Notes
You will typically be able to see many signs and clues that a water utility is in deep trouble. These are often clues that there is a deep underlying set of problems in a utility that will be difficult or impossible to solve without major changes in the way the utility is governed and managed. Decaying infrastructure, illegal connections and signs of poor maintenance are key items to watch for. 
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Presenter
Presentation Notes
Checking the financial and operational condition of the utility is important. If you see signs of declining cost coverage over multiple years, that is a sure sign that you need to do something drastic – like an operating contract – to reverse the trend. Declining hours of service is another key indicator of the need for reform. And widespread signs of theft – what we can call “informal privatization of the utility” – is a sure sign. 
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Key Objectives of Operating Contracts

e Reduce Non-Revenue Water losses

e Reduce commercial losses & increase revenues

* Rebuild the “customer-facing” side of the business
* Improve operational efficiency

 Improve service quality

* Establish a framework of progressive performance targets
and bonuses tied to improved performance
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ALL OF THESE LEAD TO INCREASED CASH
COLLECTED PER CUBIC METER OF WATER

PRODUCED

Collection Losses

\

Unregistered
Customers

Faulty Meters

\

Leaks in Transmission
& Distribution

.
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Organized &
Unorganized Theft

Funds Collected but
Not Remitted

Illegal Connections

Poor Pressure
Management



Presenter
Presentation Notes
Good operating contracts and performance agreements allow the management and the operator a lot of freedom in addressing the problems of a utility. Ultimately, there is one key indicator of decline or improvement that is probably most important: cash realization per unit of water input to the network. 



Cash is the life-blood of the utility. It allows employees to be well compensated and to be paid performance bonuses. It enables the utility to pay its bills. It allows assets to be replaced as they naturally wear out through use. And it allows the network to be improved and expanded to cover all citizens, and to improve quality.  



Many things drive declining or increasing cash realization. Explain these one by one. 



Operators should have a strong incentive to improve cash realization, but have the freedom to choose how they go about doing this. 
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OpCons are often used where:

* Other approaches to reform tried but aren’t working

* Large performance gaps

— More than 40% NRW,

— Less than 85% collection efficiency

* Corruption is easily identified & widespread
* Funds for O&M are seriously limited
* Employees are underpaid, frustrated & poorly directed

* Government & consumers have given up on the existing

public utility
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Presentation Notes
So, typically, we see operating contracts being used where the following conditions are identified. 


USAID FEATURES OF
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* Progressive performance targets

* Incentives depend on performance

e Performance indicators focus on variables that are:
— Critical to overall performance improvement

— Cheap and easy to measure

« Tariffs are raised gradually
e Operator has a transition period to improve services

e Operator has full executive control over the business,
Including employees, equipment, network assets, &
customer relationships
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Presentation Notes
Now let’s turn to characteristics of successful operating contracts and performance agreements. These conditions are often found when we review successful cases. 


Types of OpCons
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Presenter
Presentation Notes
There are basically five major types of operating contracts and performance agreements. These can be between a public owner of a utility and public employees, or between a public owner of a utility and a private operator. These vary in terms of how much private investment the operator brings, and how much management control the private sector has over the utility. Let’s review these types. Please ask as many questions as you want during this session, because it’s important to understand the differences and features of these approaches. 


‘% Uganda National Water & Sewerage

' USAI D Corporation Performance Contract &
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FROM THE AMERICAN PEOPLE De|egated Area Management Contracts

Performance

Contract
* Business Plan

Delegated Area Management Contracts

» Performance Targets
* Bonus Pool
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Presentation Notes
Let Silver present this one. This is a hybrid model, with a performance contract, contracts with former employees, and a superb design for performance targets and incentives. 
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Ministry of Urban Development & Housing

|
Afghan Urban Water Supply and

Sanitation Services Company

USAID Afghanistan _
assistance for operating Board of Directors

contract designs & I|
implementation in up to 4

SBUS Performance Agreements
-Targets
- Capex
- Operating support
- Bonuses
|
| | | | |

Other Strategic Mazar-e-Sharif Herat Kabul Kandahar
Business Units SBU SBU SBU SBU
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Presentation Notes
Here’s one interesting variation that I’d like to point out. Some countries and cities have formed holding companies to own the assets. Look at service provision as having four functions: operations, asset ownership and expansion, financing, and local regulation. To make the asset ownership function more commercial and managable some places will create holding companies. The main functions of the holding companies are to: 

 Legally own assets

 Provide proper accounting for assets

 Finance asset expansion

 In some cases, to perform sector planning and economic regulatory functions. 

In Afghanistan, the Islamic Republic of Afghanistan has just formed a public water and sanitation company that is essentially just a holding company. It has operating divisions called Strategic Business Units. These are the bigger towns and cities in the country. The Afghan Urban Water Supply and Sanitation Company (AUWSSC) will sign performance agreements with management of these SBUs. The performance agreements will specify the performance targets, capex to be provided by AUWSSC, operating subsidy to be provided by AUWSSC, and any special kinds of incentives and technical support to be provided by AUWSSC. In addition, the SBUs will pay a lease fee to AUWSSC to help defer the cost of capital replacement and renewal. 

Note that the SBUs will then make their money by improving the delivery, billing and collection of water, and by managing their costs carefully. 
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Presenter
Presentation Notes
In Eastern Europe, many cities have adopted a model where by they form a public utility company owned by the municipality, and this public utility becomes a contractor to the city. A business plan is used as a key regulatory tool between the utility and the city. The contracts can specify a retail tariff rate schedule, performance targets, and lease fees to be paid in exchange for use of the capital assets. The public company then makes its money (for bonuses and salary increases) by improving their operating income. 
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USAID India
assistance for
corportization plan,
business plan &
operating contract
designs
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Government
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=" IJSAID FORMING A REGIONAL OPERATING
SERVICES COMPANY: ORISSA, INDIA

BACKGROUND
 PHEO loses $.1 per m3

e Revenues don’'t even
cover electricity bills
e Japan is providing
wastewater facilities

* NRW is between 50% &
75%

Operating contract

Other Towns
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Presenter
Presentation Notes
India’s Orissa State is adopting one of the most innovative reforms of the water sector of any Indian state. It is turning a state department – the Public Health Engineering Office – into a state-owned operating company. This company will initially have 5 year contracts to operate and maintain the three largest cities. If it doesn’t perform, or at the end of the 5 year term, the cities can retender the contracts. This would produce “competition for the market” and would force the state-owned company to “stay on its toes.” 



The state will have to pay a declining operating subsidy, because none of the three cities can cover their O&M costs through their recurrent revenues. 



Incidentally, note the dire situation that this reform program is addressing: PHEO loses 10 cents a cubic meter today, and revenues don’t even cover electricity bills. In addition, Japan is providing funds to install sewerage systems. These will add major costs to the system, and won’t be sustainable without a significant improvement in cost recovery. 
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51 Month
Management
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Capital
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30-Nov-08 13


Presenter
Presentation Notes
Under a management contract, the operator has some degree of operational control over the utility, but the utility retains most staff and most managerial positions. These are often effective, but performance improvements can be limited by the lack of control and lack of incentives given to the operator. 
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Lease payment
should cover
financing costs
and other capital
replacement &
major
maintenance
costs

Payment of bills

Fixed tariff
schedule
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Lease Contract
» Performance Targets
* Bonus Pool

Operating Company
(public or private)

Customers

Examples: Yerevan, Lathur
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LEASE CONTRACT

Capital funds should
be sufficient for
major maintenance
and planned
expansion targets.
Operator should
manage these funds.
Plans are approved
by both parties.

Water &
sanitation
services
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Presenter
Presentation Notes
In a lease contract, the government remains responsible for capital investment and major maintenance and rehabilitation, but the leasing operator is responsible for almost all other functions. 



I want to emphasize the importance of separating the “capital assets” part of the business from the “operational” part of the business. This is a very complex subject, but very important to the design of operating contracts. In many situations, private operators do not want to invest their own capital in physical network assets. They fear that once the capital is in the ground, the government will not allow them to recover the costs of this capital. In addition, if the contract has to be terminated, there is no way the operator can take the fixed assets out of the ground. 

In addition, the cost of capital raised through private sources can often lead to major increases in tariffs, which is often politically unacceptable. 

As a result, many operating contracts are leases, where the operator pays the government the cost of using the capital while the government remains responsible for major capital investments. 

Some very innovative, effective practices related to capital works funding, planning and management have evolved. Basically, it is critical to give the operator substantial control – almost complete control – over capital investment programs. This is for two reasons. First is to eliminate corruption in capital works programs. Second is to enable the operator to influence the choice of capital projects in a manner that is most consistent with raising cash realization per unit of scarce water. 
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GOVERNMENT AGENCY
OWNS THE NETWORK
ASSETS

/\

Affermage Contract
» Performance Targets
* Bonus Pool

Operating Company
(public or private)

Customers

AFFERMAGE CONTRACT: SIMILAR TO A
LEASE, BUT OPERATOR RECEIVES A
FEE PER M3 BILLED AND COLLECTED

Capital funds should
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major maintenance
and planned
expansion targets.
Operator should
manage these funds.
Plans are approved
by both parties.
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sanitation
services

Examples: Yerevan, Lathur
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Presentation Notes
An affermage is similar to a lease in that the government remains responsible for capital investment. However, under affermage contracts, the operator has a fixed fee per cubic meter of water that they deliver, bill and collect. This gives them a very, very strong incentive to: 



 Produce as much water as possible to meet customer demand;

Connect as many customers as possible;

Meter, bill and collect for each unit delivered;

Minimize technical leakage and theft. 



Explain that this works because the operator has a declining marginal cost for each unit of water delivered, while their fixed fee remains fixed. As a result, their earnings actually increase for each additional unit that they deliver, bill and collect. 
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CONCESSION
o Operator sets customer tariff

* Operator keeps tariff revenue
» Operator finances all new fixed assets
» Operator “owns” new fixed assets

* Regulation by Return on Equity or Free
Cash Flow

o Capex risk is on operator
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Difference Between
Affermage & Concession?

AFFERMAGE
Government sets customer tariff

Operator remuneration is fee per cubic
meter billed & collected

Government finances all new fixed
assets

Government owns all new fixed assets

Regulation by financial modeling &
negotiation

Capex risk is not clearly allocated
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Presentation Notes
So, to recap the difference between a concesion and a lease or affermage in terms of the price charged, under a concession, the concession operator charges a price equivalent to capital costs, financing costs, and operating expenses, while under a lease, they charge only for their operating costs. 
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Presenter
Presentation Notes
Many countries use a combination of management contracts and leases. It is even the case that countries use more types in the same country: management contracts for early transition, leases once O&M costs are fully recovered, and performance agreements for public utilities that are operated by public sector managers. Armenia has done this successfully. They used a management contract to reform Yerevan’s water and sewerage system. Once this was done, they let a lease contract for Yerevan’s system, because they had reached 100% O&M cost recovery, and bidders were interested in lease arrangements. Lease arrangements give much stronger incentives for performance improvement, but don’t work if the utility doesn’t recover most of its O&M costs. 



Then the country let a management contract for most of the rest of the country’s water and sewerage systems. 

We’ll see in a moment what the results of this approach have been. 


e
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QLY mom ThE AMERICAN PEOTLE Unexpected or Uncontrollable Events

Disruptions of Economic Equilibrium

“The Parties acknowledge that the Contract can only work as intended if the economic incentives to the
Lessee are substantially maintained and the Parties acknowledge that not all future circumstances could
be foreseen at the time the Contract is signed. The Parties agree that disruptions to the underlying
economic conditions related to the Services can lead to situations where the Lessee would prefer to
terminate the Contract rather than continue to endure the disruption of the economic equilibrium. Since
it is the intention of the Parties to implement this contract for the full 10-year period, the commitment
of the Parties to re-negotiate the Contract in case of a disruption of the economic equilibrium is agreed
as follows.

If the Lessee believes that a disruption in the economic equilibrium of the Contract has occurred which:

prevents performance of the Lessee’s obligations; or results in additional net costs or reductions in revenues
to the Lessee in excess of Euro 250,000 in any Contract Year; Or a cumulative figure of Euro 500,000
in any period:

(i)  the Lessee must deliver to the Lessor a notice identifying the disruption and, if applicable, the amount
of the additional net costs to the Lessee, accompanied by full details and supporting evidence.

(i)  Additional net costs are the positive difference between costs directly or indirectly resulting from the
disruption less any additional revenues and any reductions in costs resulting directly or indirectly from
the disruption.” (Shortened quote fromYerevan Lease Contract)



Presenter
Presentation Notes
Unexpected events happen, and contracts have to be able to allow reasonable adjustments for unexpected and uncontrolable events. 

This slide shows you the typical approach that is taken to allow for adjustment of a contract’s pricing and performance obligations when uncontrollable events occur. 

Explain that this typicaly involves calculating the effect of the event on the operator’s “economic equilibrium”, and then allowing for adjustment of charges, lease payments and performance obligations to bring them back into balance. 


USAID Adjustment Provisions in the
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Grounds for Extraordinary Major tannery has toxic
Price Adjustment (GEA) chemical spill in primary
‘ water source
Calculate Cash Flows caused l
by th(i Event $743.000
Convert it to a Net Present 1
Vi"“e $652,000
Convert it to an Extraordinary Price l
Adjustment that causes the Net
Present Value of the Co_ntract to be 0.839%;
Equal to the Loss or Gain due to the
Event
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Presenter
Presentation Notes
Here’s an example. 

The cash flow is $743,000 over two years. Discounted to a Net Present Value, it is less costly, at $652,000. Converted to a charge over life of contract, it requires a rate increase of less than 1%.


7=t L JSAID Obligation to maintain & hand
TS FROM THE AMERICAN PEOPLE back assets in good condition

Handback

The use and control of the Facilities shall be handed
back by the Lessee to the Lessor at the end of the
Term, for no consideration, free from any
encumbrances, in a condition capable of permitting
continued operation of the Facilities so as to provide
the Services to meet the Performance Standards for a
period not less than 5 years after the end of the Term
assuming that such assets are operated and
maintained to standards no less rigorous than those
applicable under this Contract during such 5 year
period. (Yerevan Lease Contract)



Presenter
Presentation Notes
There is always concern about how we can ensure that an operator doesn’t run the assets into the ground, and turn them over in poor condition to the government when they are done. There are excellent ways of ensuring handover in good condition that have been developed. Here is a typical example from the Yerevan contract. 


USAID Responsibility for Capital
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YWWP Government of Armenia
Investment borrows from World Bank
Fund ¢ Lease contract

Veolia plans and manages capital
Investment program

A 4

CAPEX | | CAPEX | | CAPEX CAPEX

“The Lessor, (government) to the extent funds are available and except as otherwise provided in
the Contract, is responsible for major repairs, extensions and upgrades of the Facilities
within the Service Area. The Lessee is not responsible for investment during the Term
except to the extent provided in GC Articles 5.2 and 5.4.

For the avoidance of doubt, the Parties have agreed that the management of the YWWP Fund
forms part of the Services and so the Lessee’s compensation for managing the YWWP
Fund is included in the agreed Tariffs.” (Yerevan Lease Contract)
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Presentation Notes
Under lease, affermage and management contracts, special arrangements must be made for the government’s contribution to capital investment. Often this involves setting up a government owned but operator controlled investment fund. 



Note that the size and timing of the government’s investments will have a huge impact on the operator’s ability to improve performance of the system and connect new customers. This should be explained in some detail. 
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Presenter
Presentation Notes
A concession is a contract where the operator is given control of the capital facilities, technical and commercial operations for a relatively long period of time. They are responsible for all capital investments, as well as maintenance and replacement during the term of contract. They make their return on capital and cover their operational expenses and profit by earning a margin between the agreed upon tariff schedule and their full operating and capital costs. 



Note that many of these that have been let have failed. These are not very attractive to international operators any more in most developing countries. 



They can work, as is the case with Maynilad in Manila. They also often fail, as was the case with LaPaz/El Alto in Bolivia, Buenos Aries, Jakarta, and the other half of Manila. 
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Results of the Amman Management Contract

 Water supply coverage increased from 90% to 100%

e Sewerage coverage rose from 69% to 90%

* Per capital consumption rose from 70 lcd to 90 Icd

o Continuity of supply rose from 4 hours/day to 9 hours/day
« NRW fell from 49% to 45%

« Metered connections rose from 55% to 100%

« Collection ratio rose from 89% to 108%

* Working ratio (costs to revenues) fell from 110% to 79%
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Presenter
Presentation Notes
The Amman management contract was generally successful. At the end of this contract, the government was faced with the choice between a new lease or affermage contract and corporatization of the Amman utility. The govenrment chose to corporatize the Amman utility. 


USAID Armenia Example: Combining
T et ol Management & Lease Contracts

What was the Problem in Armenia?

In the 1990s:

* Financial and operational collapse of the water and sewerage
sector.

» Collection rates of 15%; No funds for capital investment or
maintenance.

« Steady decline in services, financial and operational condition.

» Water services 3 to 7 hrs/day; in some places only two days of
service a week.

* None of the 22 wastewater treatment plants works.

 Wages far too low to live on; no cash for maintenance
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Presenter
Presentation Notes
Now, lets take another look at a case where a country used both management contracts and lease contracts to address their reform challenge. This is the Armenia example again. It is considered one of the most successful reform examples in the former Soviet Union. 

Here were the problems….


A MIXED MODEL IN ARMENIA:
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BEFORE THE REFORM: THE REFORM: PUDlic Services
Armenia Water Company with many State Water Regulatory
branches; all decapitalizing; most with Committee ..
about 30% to 40% O&M cost recovery. Comission

State Water Committee

Armenia
Water
Company
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Presenter
Presentation Notes
The reform involved restructuring the former Soviet company into five companies, and putting Yerevan first under a management contract, then a lease, and then putting the large Armenia Water Company – a regional company covering many municipalities – under a 4 year management contract. 
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Armenia Example: A Successful
Management Contract

Reform is working, but it is clearly a direct result
of the private management contracts that USAID
and World Bank supported:

RESULTS OF THE YEREVAN MANAGEMENT CONTRACT

2000 2005 Change
ater Produced 431 mil. m3 354 mil. m3 -18%
ravitational Water Supply | 183 mil. m3 212mil. m3 16%
nergy Supply 240 mil. m3 124 mil. m3 48%

ontinuity of Service

7.2 hours/day

18.4 hours/day

2.6 times

ollection Efficiency

21%

/9%

3.8 times

ustomer Metering
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91%

45 times
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Presenter
Presentation Notes
Here are the results of the Yerevan management contract. 


USAID Armenia Water Company'’s financial condition
IS still very poor, but improving:
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Armenia Water Company Working Ratio
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Presenter
Presentation Notes
And the results of the Armenia Water Company in terms of improved working ratio was significant after only the first 18 months. 
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Under PSP, prices can be lower than under public
management: Buenos Aires Concession

Tariff vs Consumer Price Index
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Data Source: Ventura Bengoechea, World Bank, Presentation to USAID Conference on Utility Regulation, 30 April 2001
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Presenter
Presentation Notes
Finally, I want to address concerns that operating contracts will increase tariffs. They fact is they generally don’t increase tariffs; they increase operational efficiency and improve commercial and operational performance. In this case – Buenos Aires – tariffs actually dropped in REAL terms – that is when compared to inflation. 


Operating Contracts Don’t Increase
'USAID Tariffs; They Decrease Cost Per Unit
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Monthly Household Water Bill & Philippine Peso
Devaluation Sept. 1996 to Sept. 1998
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Presentation Notes
Similarly as a result of the bidding process, Manila’s tariffs also dropped. However, note that the Manila East operator had to terminate the contract because they couldn’t make enough money to survive. 
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Presentation Notes
Now here’s the typical stages in development of an operating contract. 
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KEY THINGS TO LOOK FOR IN ORDER TO EVALUATE AN
OPCON PROPOSAL.:

 What are the tariff levels?

 What are the service standards?

 What are the operator’s incentives to perform well?
 What are employees incentives to perform well?
 What level of control does the operator have?

 Who makes maintenance, replacement and
expansion capital investments?

 What happens if unexpected events disrupt the
economics of the deal?
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Presentation Notes
And finally, here are some of the questions we would ask when evaluating operation contract options. 


= EVALUATION CRITERIA

1 Meets Service Targets

a. Maintain a high public health standard
1. Water - Pathogens & Pollution

2. Sewer - Pathogens & Pollution
b. Sustain high tourism levels

1. Potable water quality

2. Sea Water Quality

3. Lake Mariyot

4. Avoids flooding
c. Increase investment

1. Adequate water

2. Industrial wiww treatment

3. Lake Mariyot

4. Keep rates reasonable

2 Keeps Water & Sewer Rates Affordable
a. Initial increases
b. Medium term increases
c. Optimal tariff rates

3 Able to Raise Necessary Capital
a. Private
b. Concessional
c. Public subsidies

4 Solves Authorities Operating Deficits

a. Cost reduction
b. Collection improvement

c. Lower capex cost
d. Lower capex amount
e. Restructure debt
5 Establishes Operational Autonomy
a. Tariff setting
b. Capex decisions
c. Hiring and staffing
d. Retention of profits
e. Service decisions

6 Allows Alexandria Governorate Control

a. Standard setting

b. Contract management
c. Long term planning

d. Tariff setting

7 Attractive to Private Operators


Presenter
Presentation Notes
As part of the process of evaluating operating contract options, we would want to look at what they are likely to do on a number of key variables. Take a look at the evaluation criteria that were used during the process of designing an operating contract for Alexandria Egypt. 


	Slide Number 1
	Slide Number 2
	Slide Number 3
	Key Objectives of Operating Contracts
	ALL OF THESE LEAD TO INCREASED CASH COLLECTED PER CUBIC METER OF WATER PRODUCED
	Slide Number 6
	FEATURES OF SUCCESSFUL OPCONS
	Slide Number 8
	Uganda National Water & Sewerage Corporation Performance Contract & Delegated Area Management Contracts
	THE STATEGIC BUSINESS UNIT (SBU)  MODEL IN AFGHANISTAN
	PERFORMANCE CONTRACTS�Example -  Corporatised Eastern European water utility with performance based contract with City
	FORMING A REGIONAL OPERATING SERVICES COMPANY: ORISSA, INDIA
	Management Contract
	LEASE CONTRACT
	AFFERMAGE CONTRACT: SIMILAR TO A LEASE, BUT OPERATOR RECEIVES A FEE PER M3 BILLED AND COLLECTED
	Difference Between Affermage & Concession?
	Slide Number 17
	Many countries use multiple types of contracts at the same time
	Most Contracts Allow Adjustment for Unexpected or Uncontrollable Events
	Adjustment Provisions in the Manila West Lease Contract
	Obligation to maintain & hand back assets in good condition
	Responsibility for Capital Investment & Maintenance
	Concessions: The Operator Invests their Own Capital in the Network
	Results of the Amman Management Contract 
	What was the Problem in Armenia?
	A MIXED MODEL IN ARMENIA: LEASE, MC & PERFORMANCE CONTRACT
	Slide Number 27
	Slide Number 28
	Slide Number 29
	Slide Number 30
	Steps in Transaction Development
	KEY THINGS TO LOOK FOR IN ORDER TO EVALUATE AN OPCON PROPOSAL: 
	Slide Number 33

