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Monitoring a PPP Water Contract

Paper presented to the Biennial Conference of The Water Institute of Southern Africa by Stewart Gibson, 28 May – 1 June 2000.

Introduction

All forms of contract require monitoring and, whether it is you watching over someone doing alterations to your house or whether it is a team monitoring the construction of a multi-billion dam project, the principles remain the same.   In all cases a process of inspecting, checking and controlling is applied with a view to achieving the required finished product within the agreed price conditions.   The concepts of monitoring a normal construction contract are well established, and well known, and are just as applicable, albeit with significant adaptation, to PPP contracts.   Similarly the principle of the monitoring body having a certain degree of independence, such as the use of an independent architect or engineer on a building or construction project, is well established in the construction industry.   This paper will discuss how these principles are applied and adapted to a PPP water contract.

The Need to Monitor a PPP Contract

The underlying reason for any contract monitoring is to check on the on-going compliance with the terms of the contract.   In a PPP contract this can cover a wide range of requirements and responsibilities.   For a concession contract, as an example, the contract documents will deal with matters such as hand over procedures, scope of services, duties and responsibilities, warranties, asset management, terms and conditions applicable to transferring staff, performance guarantees, insurance, performance and service levels, service and technical standards, environmental requirements, construction standards, tariff structures and escalation systems, sanctions, financial matters, customer care standards, reporting requirements, termination arrangements, etc., as well as all the normal legal and contractual conditions.

 It can be seen that construction represents but one area and that the skills required include technical, financial, legal and social.   For contracts of this nature, therefore, it is necessary to have a team of people who understand the needs associated with the provision of a basic essential service and who can contribute their particular skills to the operation.   It also means that a number of broader perspectives have to be addressed and, as these are generally objective rather than subjective, they add a very different element to this form of monitoring.

Background and Definitions

This paper is based largely on the author’s involvement in the team advising Nelspruit TLC in setting up procedures for the Water and Sanitation Concession as well as subsequent work in the planning of other PPP proposals and in the development of national policies.   The subject of the paper is, however, to look at the broad principles of contract monitoring for a PPP water contract – principles which will also generally apply to PPP contracts in other areas.   For clarity purposes, a PPP refers to a Public/Private Partnership and in the current context it is assumed to be in a local, district or regional government environment.   This would therefore also cover Municipal Service Partnerships as well as Public/Public Partnerships where one party contracts to another (as opposed to a joint working or co-operation agreement).   It could also apply to a contract where an Authority employs an NGO or CBO (Community Based Organisation) to undertake specific operations, although the priorities of the monitoring would have to be adjusted to suit the more co-operative nature of this form of contract.

In the context of this paper, the contracting parties are referred to as the Authority (this would include a Water Services Authority as well as a Local, District and Regional Authority or any body with a legal responsibility for the provision of water services) and the Operator (a private sector organisation or public body which contracts to provide all, or certain aspects, of the water services).   The term ”customer” has also been preferred to “consumer” as this is considered more appropriate in terms of a PPP.

There are various forms of PPP contract which generally fall into one, or a combination, of the following:



Corporatisation with management partner

Service contract



Management contract



Lease contract



Concession



Build Operate Transfer (BOT)

The details of such forms of contract have been well documented elsewhere and will not, therefore, be discussed here.

The same principles of contract monitoring apply for all the above types of PPP, although the extent of the monitoring will obviously vary depending on the form of contract and the complexity of the operation.   A service contract where the Operator has to undertake very clearly defined measurable tasks, such as the delivery of accounts or the carrying out of a regular service on a piece of machinery, requires only minimal monitoring.   At the other end of the scale, however, in a concession contract, where the full responsibility for the service delivery and revenue generation lies with the Operator, then a full time dedicated team is required to monitor contract compliance and to look after the interests of the main parties, i.e., the Authority, the Operator and, last but definitely not least, the customer.   The discussion that follows will tend to err towards the later form of contract but the principles are just applicable to all forms of contract.

Impact of Regulation on Monitoring

The monitoring requirements of every contract must obviously conform to the various levels of regulatory control imposed at provincial and national level.   Every contract must, first and foremost, conform to the laws of the country.   National legislation therefore provides a first level of regulation.   At a second level are national policies, regulations, etc., which are published in support of the legislation.   At this level regulating bodies, such as the National Electricity Regulator and the Telecommunications Regulatory Authority in South Africa and the water regulator, Ofwat, in the UK, have been established. 

Several initiatives aimed at supporting, rather than regulating, PPP contracts are either in place or are being considered. The Department of Constitutional Development refers to the possible establishment of a regulatory and contract compliance support unit that will “advise local councils regarding MSP contract monitoring, enforcement and other functions”.   The same policy document talks of Authorities appointing a “municipal services public protector” to look after the rights of the customer and who could act on an independent basis in this regard.   While this is more geared at looking after the rights of the public rather than monitoring of a contract it would create considerable overlap with the accepted responsibilities of the monitoring unit.   It does have the advantage, though, that, if it could be established as a truly independent body, then it would carry far more weight.      The Department of Water Affairs is also currently preparing regulations in respect of water service provider contracts in terms of the Water Services Act (Act 108 of 1997).   It is not anticipated, at this time, that these will create any form of regulatory authority.

Within all these complexities, the third level is the contract monitoring which is specific to each contract and with rights and responsibilities spelled out in each set of contract documents.   This third level of monitoring has to comply with, and operate within, the requirements set by levels 1 and 2 but, in fact, represents the most direct form of regulation and is the area within which the contract monitoring operation must work.

Table 1 – Levels of Regulation

	Level
	Description
	Documentation
	Enforcer

	1
	National Legislation
	Acts
	Courts of Law

	2
	Policies, Regulations
	Departmental Policies and Published Regulations
	Regulator

	3
	Contractual
	Contract
	Monitoring Unit


Importance of Good Contract Documentation

Irrespective of the purpose of the contract it is critical to have a written definition of the requirements, specifications or rules agreed before the start of the contract.   This then gives a basis on which the contract can be controlled – what quality standards are applicable, what has to be done to receive payment, how will payment be calculated, what happens if someone does not perform, etc.   Where a competitive procurement process is used, the bidders must be given full documentation as part of the bidding process.   This would include the contract itself as well as all the requirements of the contract, methods of payment, monitoring system, fees payable, etc.   The bidders should also be given access to all the relevant documentation that they need to prepare a realistic submission.   This involves considerable effort on the part of the Authority who should have undertaken all the required surveys, master planning, etc., before going out on the procurement process.

Even if a competitive procurement process is not followed the same information should still be made available to the negotiating party so that there is a clear understanding recorded of all the factors which may influence the ability to deliver the required service as well as the costs of such delivery.

Tender and contract documents progressively benefit from experience accrued from previous work.   It is important that, in this early stage of the development of PPP contracts in southern Africa, full use is made of the experience already gained as well as the international experience that is available within the country, for instance, in the Municipal Infrastructure Investment Unit
The Monitoring Role

For every PPP contract a monitoring unit should be established and for the larger and more complicated contracts this unit should be dedicated to the monitoring task.   The monitoring unit should ideally be independent from both parties to the contract, i.e., the Authority and the Operator, requiring that the Authority delegate as many responsibilities as is legally allowed to the monitoring unit to create this independence.   In practice, however, this is difficult to achieve as the Authority has certain legal limitations on its powers of delegation and is generally unlikely to have the political will to delegate such functions.  The members of the monitoring unit will probably be appointed and paid by the Authority and the unit will have a responsibility to look after the interests of the Authority and the communities that are affected.   The monitoring operation has, therefore, to achieve a fine balance between protecting these interests while at the same time applying the terms and conditions of the contract on a fair and equitable basis to both parties.

The monitoring unit has to encompass all the skills required to effectively see that the various aspects of the contract documentation are complied with.   There are four main roles that have to be fulfilled in a typical concession contract:

· Contract Compliance – dealing with overall contractual matters, contract administration, facilitating the negotiation of any variations to the contract and monitoring overall compliance with the requirements and conditions of the contract including the various reporting requirements.

· Technical Compliance – dealing with technical matters such as technical standards, asset maintenance, leakage control and water audits, emergency programmes, service reaction times, quality audits and inspections, capital expansion programmes, developmental programmes, etc.
· Financial Compliance – dealing with tariff matters, accuracy of meter reading and billing, financial management requirements, financial performance of the Operator, analysis of financial reports and statements, etc.
· Customer Service Compliance – reviewing customer satisfaction, monitoring the Operator’s customer care programmes and assessing compliance to the set standards for accessibility, reaction times, accuracy of information, good customer relations, debt collection and disconnection procedures, complaints response times, etc.
Depending on circumstances and individual skills it is likely that one person could deal with more than one of these responsibilities.   It will also be necessary to appoint a monitoring unit leader.   Where the workload demands it the unit members should be dedicated to their tasks without any other responsibilities.   There may be cost benefits, however, of certain members being used on a part time basis when their particular skills are only required on an occasional basis.   The use of external consultants may be justified where they have particular skills that are only required for short term inputs.   This would be particularly relevant in the initial phases of the unit’s operation to deal with the establishment of relevant systems in respect of record keeping, data access, financial controls, GIS, etc.   Depending on the skills levels of the unit members there may also be a requirement for appropriate training inputs.

The specific roles of the monitoring unit are more clearly set out in the following sections.

Implementation

A process should have been defined in the contract documents as to how the start up procedure and hand over of responsibilities will take place.   The monitoring unit has to work with the various parties concerned to put the process in place and to facilitate the efficient hand over of responsibilities and the records that accompany this.    Such records could include customer information, staff records, technical records, asset registers, existing documentation, etc.   The monitoring unit must also record all the information and assets that are passed over to the Operator so that a full record is available on file.   This is particularly important where the contract allows for the return of information and assets to the Authority on termination of the contract

Facilitation

The monitoring unit has a responsibility to facilitate the assistance of the Authority in respect of both the transfer process as well as where on-going support is necessary.   This would include obtaining all necessary approvals, licences, etc., from national and provincial government as well as putting the various legal processes in place such as lease agreements for offices and facilities.   A critical part of this process is also the support in advising all the affected customers of the change in arrangements and the promotion of the Operator and the new systems which are to be introduced.

Performance Monitoring 

The contract documentation will have specified the performance criteria required of the Operator and, if written correctly, will have defined the specific outputs required.   To be effective these outputs should be measurable.   Examples of such outputs could include performance standards in respect of water or effluent quality including statistical standards for acceptance, percentage of houses with certain service levels within a given time frame, percentage of meters read per month together with accuracy standards, etc.   Where a contract has been set up with measurement based on the input into that contract, e.g., time spent by different levels of personnel, then that becomes the measurement to be controlled.   The input form of contract does not necessarily encourage improved productivity, however, and it is believed that this format should be avoided if at all possible.   After all, one of the purposes of a PPP contract is to encourage and support improved productivity so every effort should be made to structure an output driven contract where the customer, Authority and Operator, all benefit from the improved productivity achieved.

Customer Care

The contractual agreements of the Operator’s actions to improve customer service have to be monitored by the unit.   Such actions may include the establishment of area pay points and service centres, water and sanitation related education programmes, utilisation of local labour and suppliers, social responsibility programmes, etc. 

While the contract would normally be structured such that the Operator has to deal with customer complaints, the monitoring unit has a responsibility to audit the complaints process and to look after the interests of the customer.   This will include acting on customer complaints when they have not been adequately dealt with at the Operator level.   This provides a difficult situation, as the monitoring unit must be careful not to take over the complaints role of the Operator but at the same time has a high level of responsibility as being the point of ultimate recourse for the dissatisfied customer.   The matter will be further complicated by the monitoring unit’s responsibility to the Authority and therefore to the relevant elected representatives who may use the monitoring unit route to address problems rather than necessarily following the correct contractual procedures. 

Application of Sanctions

The contract may allow for sanctions or penalties to be applied against the Operator for partial, or full, non-compliance with certain defined outputs or standards.   Where these occur, the monitoring unit has to apply the conditions of the contract and to initiate the procedures required to apply the appropriate sanctions.   Typical examples of sanction events would include not submitting reports at the predetermined time, not achieving required reaction times for repairs, continuous inaccurate billing, meters not being read or being read inaccurately, etc.   It is quite possible that there will be an appeals procedure defined and the monitoring unit has to again apply the contract conditions to facilitate the process required to reach a decision that will be fair and impartial to both parties in the contract.

Financial

The monitoring unit will be required to receive and analyse regular financial reports from the Operator.   From these reports the monitoring unit will be looking for confirmation that the requirements of the contract are being followed, that the assets that have been made available are being protected and that the Operator is operating in a financially sustainable manner.   This latter factor is particularly important where a special purpose company has been established (possibly to involve empowerment groups) and where the continued operations are therefore dependant on the on-going liquidity of the company.

The monitoring unit will also have to audit any meter reading as well as billing and collection figures that are produced to satisfy the Authority that the correct levels of service in this regard are being applied.   It will also be the responsibility of the monitoring unit to authorise and check that payments due to one or both of the parties are being made in accordance with the requirements of the contract.

One of the key roles of the monitoring unit in a concession contract will be in the process leading up to the annual escalation of tariffs or even more importantly in the negotiations leading up to the re-basing of tariffs.   The annual escalation process should be clearly defined in the contract and, if defined adequately, this process should theoretically only involve the agreeing of the various escalation factors that are applicable as well as the factoring in of any major unforeseen changes.   With the rapidly changing conditions in most of our cities and towns, however, it is suspected that this process is not going to be as simple as the theory says.   The re-basing of tariffs in longer term contracts normally happens every five years and is to allow for adjustments to be incorporated for changed circumstances and factors that were not foreseen at the time that the contract was entered into.   At this stage the monitoring unit will probably have to undertake a major exercise, in conjunction with the Operator, to quantify such changes and to reach agreement on a fair and equitable proposal (to both parties as well as to the customer) to adjust the payments to the Operator and, potentially, to the tariffs to be promulgated by the Authority.

Reporting and Record Keeping

The Authority has various responsibilities in respect of reporting and forward planning.   This would typically include Integrated Development Plans, Water Services Development Plans, etc, in addition to the Authorities own internal strategic and business planning as well as budgeting process.   The monitoring unit has to collate information from the Operator and to pass this through to the Authority to support these requirements.   The monitoring unit also has to have a record keeping system where the records of the contract are maintained in such a way that any additional information required by the Authority can be produced.   The record keeping system has also to be adequate to produce factual information in the event of any disputes arising in respect of the contract.

Cost of Contract Monitoring

Obviously, all the above comes at a cost to the Authority and, ultimately through the tariffs, to the customer.    Such costs are more than justified, however, by the financial benefits achieved through the effective control exercised over the Operator.   The contract will normally provide for an annual fee payable by the Operator that is then used to cover the cost of the monitoring unit.  This fee would be adjusted annually pro-rata to the change in the average tariff levels.   When considering the financial feasibility of entering into a PPP contract, therefore, the cost of contract monitoring has to be factored into the initial cost estimates.   It is important that the monitoring unit’s operations be seen, and dealt with, as an integral part of the contract so that there are no hidden costs that have to be borne directly by the Authority.

Closure

Contract monitoring is a critical factor in the success of any PPP contract.   While the level and extent of the monitoring has to be appropriate to the scale and form of the PPP contract, the pro-active contribution of the monitor or monitoring unit will, in the long term, justify the expenses associated with it.

Another critical factor to the success of such a contract is adequate and clear documentation that defines all the requirements, standards and other matters that influence the cost of providing the expected service.   This information must be available to the Operator when the work is being priced (i.e., at the tender or negotiation stage).   The Authority will lose financial control of any contract where changes occur to the objectives of the contract or to the standards that are to be applied.   This documentation should also clearly define the role of the monitoring unit as well as allocating the responsibilities that will be passed to the unit.

PPP contracts hold huge potential for assisting in providing solutions to the desperate need to upgrade the levels of service delivery to those who do not have in our country.   For such contracts to be effective, strong and capable contract monitoring must be an integral part of the process.

Acknowledgement

The author acknowledges that the principles discussed in this paper have been developed with the help of a large number of people, too numerous to mention individually, who have willingly shared their information, experience and ideas.   Thanks goes to each one of them for their contribution to the development of PPP practice and knowledge in Southern Africa.

Monitoring a PPP Water Contract,, Jan 2000                                                                        Stewart Gibson & Associates (Pty) Ltd

Monitoring a PPP Water Contract, Jan 2000

Stewart Gibson


