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Introduction 

There is an urgent need for substantial investments in municipal infrastructure in 
Russia to improve the level and quality of services, provide sustainable and 
efficient operation of utilities, develop municipal infrastructure systems and 
improve environmental and health standards for Russian citizens. The purpose of 
this document is to summarise a set of principles that are intended to serve, in light 
of the current Russian legal and regulatory framework, as a guide for the 
establishment of well-balanced and sustainable contractual relations between the 
public owners of municipal assets and private operators. The objective for such 
commercial arrangements is to reflect as much as possible international best 
practice so that additional finance could be raised for new infrastructure investment 
and private operators could be engaged to manage municipal assets efficiently.  

This review does not fully reflect best international practice in utilities operations. 
This review of key principles of balanced long term contractual relations in the 
municipal utilities sector is provided only as a tool for promoting new investment in 
a commercially and financially sustainable manner, taking into account the 
emerging Russian legal and regulatory environment. It is important to note that 
further adjustments to the legal and regulatory frameworks in the municipal sector 
are likely to further improve conditions for private investments and foster 
associated bank financings.  

The provision of utility services by private operators in Russia has grown rapidly in 
recent years and is expected to gather pace in the near future. Initially, private 
operations and investments in services such as the water supply and wastewater 
treatment, district heating and solid waste management were established in an ad 
hoc and inconsistent manner due to the imperfections of the legal framework. 
Municipalities with limited budgets welcomed both the operating expertise of 
private companies and, in many cases, their investment commitments. The initial 
contracts they set up were arranged within the constraints of existing laws and were 
not always fair or balanced. In particular, the contractual structures that were used 
did not adequately define the rights and obligations of the private operators vis-à-
vis municipal authorities and vice versa, and furthermore they often did not define 
the service levels to be achieved by the private operators. Moreover, the rules and 
regulations governing the award of the commercial opportunity to operate 
municipal and communal services were unclear and had to be addressed through 
further reform of the legal regime.1  

The review contains key principles for the establishment of contractual relations in 
the municipal sector that could provide for sound and effective management of the 

                                                 
1 The recent amendment to the Law on Competition #135-FZ dated 26 July 2006 explicitly requires 
competitive award of leases in the municipal sector (as well as other contracts transferring rights to operate 
municipal assets to commercial entities), with the concession law tender procedures to be applied until 
tender procedures specific for such contracts are developed. 

 3



municipal infrastructure. First, local utility services are de facto local monopolies 
and need to be effectively governed to ensure efficient and effective delivery of 
services at a reasonable cost. Secondly, the review recognises that commercial 
arrangements must be fair and balanced in order to be sustainable in the long run. 
The public and private parties in the commercial relationship will not remain 
partners for long if the private operator’s business proposition is loss-making or 
fails to deliver services in a cost-effective (value for money) fashion. Thirdly, such 
arrangements must be broadly perceived as fair and balanced in the political and 
social sense in order for such structures and their benefits to become more accepted 
and replicable across the country. Lastly and perhaps, most importantly, stable, fair 
and balanced contractual relations are necessary in order to attract financing from 
independent non-budgetary sources including commercial banks. The contractual 
relationship is a fundamental consideration in assessing whether the investment is 
“bankable”. A contract is designed to clarify rights and obligations of both parties 
in the face of uncertain outcomes and consequently allocates risk between the 
parties in a manner that can be evaluated objectively and supported by independent 
financiers. 

While it is important to promote fair and balanced contractual relationships 
between private and public partners under the current legal and regulatory regime, a 
more sustainable long-term solution will require further legislative reform in Russia 
in order to establish the full range of best practice contractual mechanisms and 
structures available internationally to support public-private partnerships of the 
future. It must be reiterated that this review seeks to establish key principles for 
balanced contracts in light of, and taking into account, the limitations of the current 
legal and institutional framework in Russia. The existing environment makes the 
incorporation of elements of best international practices in municipal public-private 
partnerships extremely challenging if not impossible. Thus, by no means does this 
review set out or pretend to codify or achieve best international practice for such 
contracts. Its objective is to set a direction and a tangent towards best international 
practice for establishing contractual relations in the municipal sector in Russia.  

The review describes principles to be reflected in contracts signed between local 
self-governance bodies and/or executive government bodies of the constituents of 
the Russian Federation (hereinafter referred to as municipalities) and private 
operators (hereinafter referred to as company). The structure of the document 
intends to reflect the main provisions of such contracts. Each section contains a 
brief description of the issue and the risks that need to be considered when 
designing the contract.  
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Basic definitions/concepts are warranted to ensure clarity: 
 

Contract The term includes concession agreements, lease 
agreements, investment agreements, trust management 
agreements, etc. It refers to the overall contractual 
relationship for the provision and the rendering of 
utility services and/or goods, whether confined in one 
or more written agreements defining the rights and 
obligations of the parties, as well as documents 
entitling the company to manage the systems of utility 
infrastructure, receive compensation, make 
investments, etc. 

Services Utility services and resources (water supply, 
sanitation, district heating, etc.) that the company will 
be obliged to provide during the life of the contract. 

Fixed assets Any tangible asset including movable and immovable 
(except land), that is expected to be useful for more 
than one year. 

Company A legal entity, notwithstanding its organisational and 
legal form, bound to operate and maintain the systems 
of utility infrastructure under the contract with the 
municipality (municipal entity). 

Municipality A local self-governance body that is responsible for 
ensuring electricity, heat, gas, water supply services 
within its territory and owns the utility infrastructure 
systems.  

Performance 
requirements 

Aggregate target indicators of the company’s 
performance, as approved in its operational and 
investment programmes. 

Operational 
programme  

An annual (or longer-term) programme for the 
operating activities of the company (service provision, 
maintenance, capital repairs, etc.). Such operational 
programme may include, in addition to operational 
expenses, an investment component. The definition is 
in line with the Federal Law #210-FZ “On tariff 
regulation of utility companies”.” from 30 December 
2004. 
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Investment 
programme 

A three-year (or more long-term) programme for 
investment in capacity and network expansion, quality 
of service improvements and ecological 
improvements. Used as a base for calculating 
connection charges and investment surcharges to 
tariffs. The definition is in line with the Federal Law 
#210-FZ “On tariff regulation of utility companies” 
from 30 December 2004. 

Investment plan A long-term business plan, that encompasses all major 
investments (CAPEX) that will be borne by the 
company during the life of the contract.  

CAPEX Capital expenditures included in both the operational 
and investment programmes of the company. 

OPEX Current operating and administrative expenditures for 
operating and maintaining the utility systems 
(included only in operational programme of the 
company). 
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Key principles of well-balanced long-term contractual 
relations in the municipal sector 
 

1. General provisions 

The main contractual deficiencies that lead to unclear contractual relations in the 
municipal sector are the absence of clear objectives and an inappropriate contract 
duration. In the absence of well-defined and quantifiable objectives, it is not 
possible to attribute responsibilities between the parties. 

Aside from standard legal provisions, this section should set out the contract 
objectives and its duration. It is important to highlight here the legitimate 
expectation of the company to receive compensation for its work and return on its 
investments, if the quality of services rendered by the company meets the key 
quality and quantity parameters determined in the agreed performance 
requirements.  

1.1. Contract objectives 

The current practice in Russia is to structure the contractual relationship between a 
public infrastructure owner and private operator under a leasing arrangement. The 
contracts concluded to date deal mainly with the terms of leasing infrastructure 
assets and resulting legal relationships between the parties, which is secondary to 
the main objective of attracting private business to the municipal services sector – 
provision of quality services to consumers. Meanwhile, maintenance, repair and 
upgrade of assets is only a tool to achieve the key objective of these contracts. 
Thus, the main purpose of any municipal contract is provision of utility services 
that meet pre-specified parameters. This general objective should be further 
specified in the contract by setting precise and quantifiable targets for the company 
to achieve. These targets can be long-term (for the duration of the contract), 
medium-term (for a period up to five years) and short-term (up to one year).  

The contract should define a few main performance objectives and specify minimal 
performance thresholds to be met by the company during the term of the contract. 
Most of these pre-defined targets should relate to quality and volume of services, 
and key customer service quality requirements must be included. One example of 
such a goal could be uninterrupted 24-hour water supply to residents or a 100 per 
cent treatment of wastewater. In other words, a measurable indicator is set as a 
target for the company and is monitored throughout the duration of the contract.  

Long-term performance goals are to be set out in the contract from inception and 
their review should only be possible in case of force majeure. The long-term goals 
should also have measurable intermediate benchmarks. The company’s ability to 
meet such intermediate benchmarks over time will provide a signal for the 
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municipality and other interested parties that the overall performance of the 
company is satisfactory.  

Medium-term goals are set for a period of three to five years. In principle, these 
goals should reflect the expected impact of the company’s stated operational and 
investment programmes for the period of tariff regulation. In the current situation, 
this is only applicable in respect of investment programmes funded by a connection 
charge effective for at least three years. The goals of the operational programmes 
cannot be considered as medium-term goals as tariffs for goods and services are 
currently set only for a period of one year2. However, this limitation does not mean 
that during the first years of the contract no medium-term goals can be set. It is 
paramount that medium-term goals (over a five-year horizon) be defined to tackle 
urgent and vital problems existing in the utility infrastructure systems of the 
municipality. Medium-term goals should be periodically reviewed and, possibly, 
adjusted for every new period of tariff regulation. It should be noted that some 
medium-term goals (for example, elimination of untreated wastewater) might 
effectively coincide with certain long-term goals (for example, a 100 per cent 
treatment of all effluent water).  

Short-term goals should be set for one year and their achievement should be 
objectively and easily quantifiable. These goals should be reviewed annually in 
conjunction with a tariff review. Short-term goals provide intermediate benchmarks 
in pursuing the medium and long-term objectives. 

Concrete parameters of the contract goals should be set out either in the contract 
proper or in its annexes. It is advisable to set out long-term objectives in the body 
of the contract, as these long-term objectives are unlikely to change. By contrast, 
medium-term and short-term objectives should be set out in an annex to the 
contract as they will likely be reviewed on a regular basis. This approach avoids the 
need for amendments to the main body of the contract, and would require only 
updates of the annexes. An example of possible goals and indicators are provided in 
Annex 1 to this paper.  

The contract should also recognise that the company is entitled to, subject to 
meeting the objectives, an adequate and fair return on investments and should be 
allowed to reap the benefits of efficiency improvements that it implements.  

1.2. Duration of contract 

The contractual period (or term) of existing contracts in the municipal sector (many 
contracts have a duration of between 20 and 49 years) is unsubstantiated and 
arguably unjustified. By signing such contracts, municipalities take away the 
competitive pressure on private operators. Furthermore, until recently, private 

                                                 
2 Moving to a multi-year tariff setting is especially important in the context of private sector involvement, 
as it allows substantial investment programmes to be undertaken. An efficient tariff methodology takes into 
account both the short-term operating costs of a utility as well as the capital costs of assets with typically 
long lifecycles. 
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operators were protected from any competition, given the absence of competitive 
procedures for most contract awards.  

The formulation of explicit, measurable and clear goals is the first step in the 
process of establishing a reasonable contract. Often, early termination results from 
the absence of clearly identified objectives in the contract. Without explicit and 
quantifiable objectives it is impossible to formulate a business plan for their 
achievement, and therefore to determine the pay-off period for a specific project 
and the period necessary to generate the required revenues. As a result, it is 
impossible to establish a reasonable contract duration.  

The duration of a contract should be substantiated by an investment plan that will 
allow the company reasonably to achieve the contractual objectives. The contract 
duration should enable the company to recover the invested capital and achieve a 
fair return on the investment. However, it is important to note that if a company 
envisages using loans to fund its investment programme and ultimately achieve the 
stated contractual objectives, lenders would expect the term of the contract to 
exceed the maturity of the loans.  

If the contract duration is substantial, such as 20 to 30 years, the contract should 
stipulate the possibility for its revision and/or early termination. In such a case, the 
terms of an early termination should be realistic, so that the municipality is able to 
take advantage of the option if it so chooses. Please refer to Section 11 below for 
details on early termination of the contract.  

1.3 Service area 

The service area involved in the production of goods and rendering of services by a 
company to its customers is not specified in applicable regulations and needs to be 
defined in the contract. However, it should be noted that existing regulations do 
provide for a mechanism for the extension of the actual service area – investment 
programmes of utility companies developed and approved under the federal law 
“On General Principles of Utility Organizations Tariff Regulation”. The service 
area may also be extended if the company accepts networks and other utility 
facilities that are ownerless, assigned to government entities and enterprises or 
sometimes privately owned. The remuneration of the company for operating such 
facilities and issues regarding ownership of such facilities should be stipulated in 
the Fixed Assets section of the contract.  

The definition of a “service area” in the contract is very important to minimise the 
company’s risks. In the absence of such definition, the municipality could break the 
company’s local monopoly and grant parallel operating rights to an alternative 
service provider, allowing it to construct, operate and maintain a parallel system 
and/or water supply facilities, which might force the company to forfeit potential 
markets.  
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Thus, the contract should define the service area from the start. At inception, the 
service area should correspond to the footprint of the existing network. The contract 
should also provide a clear mechanism for expanding the service area. The most 
appropriate form for such an arrangement is for the service area to expand as the 
company rolls out its investment programmes and extends the network. These 
programmes, as defined in the federal law “On General Principles of Tariff 
Regulation of Utilities”, involve the construction and development of new 
infrastructure. They provide a legitimate way for both parties to expand the network 
without the need for additional tenders. However, in order to minimise uncertainties 
regarding new consumers located outside the initially defined service area, it is 
necessary that the parties clearly state their rights and obligations in respect of 
service area expansion. 

2. Fixed assets 

The ownership of fixed assets constructed by the company during the contract is 
also an important issue often not properly addressed in contracts. Since Russian 
legislation does not prohibit the privatisation of utility facilities, if the contract does 
not explicitly address the issue, the ownership of such fixed assets could be 
contentious at the end of the contract term. It is important to note that the Law on 
Concessions envisages mandatory transfer of assets covered by a concession 
agreement into public ownership immediately after their construction. In many 
cases, all assets constructed by the private operator during the term of the 
concession should be transferred into public ownership if so stipulated by the 
concession agreement. The recent amendments to the federal law define ownership 
rights over newly constructed assets under a concession agreement in a similar way 
to rights under a lease agreement2. 

This section addresses the ownership of fixed assets in the context of lease 
contracts and other agreements, where existing legislation does not address the 
ownership issue for the newly constructed assets. 

According to Russian legislation, municipalities bear the responsibility for ensuring 
provision of utility goods and utility services within the limits of their territories. 
Therefore, municipal ownership over certain assets, including those that have been 
constructed by the private company during the term of its contract, may be 

                                                 
2 Paragraph 10 of article 3 of the law states that “movable assets constructed and/or purchased by the 
concessionaire in the course of activities stipulated by the concession agreement, which do not form part of 
any assets transferred by the grantor to the concessionaire under the concession agreement are the property 
of the concessionaire unless otherwise stated therein. Immovable assets constructed by the concessionaire 
upon agreement by the grantor in the course of activities stipulated by the concession agreement, which do 
not form part of the subject of the concession agreement or of any assets transferred by the grantor to the 
concessionaire under the concession agreement are the property of the concessionaire unless otherwise 
stated therein. Immovable assets constructed by the concessionaire without approval of grantor in the 
course of activities stipulated by the concession agreement which do not form part of the subject of the 
concession agreement or of any assets transferred by the grantor to the concessionaire under the concession 
agreement are the property of the grantor and the costs of such assets are not reimbursable”.  
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appropriate. Assets that are crucial to running the utility system should end up in 
the ownership of the municipality.  

The system of asset categories described in the sub-section 2.1 suggests a way to 
separate such assets (as well as any other assets initially owned by municipality) 
into a separate category (Category 1 Assets, see below), and any (re)construction of 
these assets, should always be negotiated upfront by the parties and approved by 
the municipality. Regardless of whether they are separable or inseparable 
improvements to the leased property, these assets will be eventually owned by the 
municipality.  

Other assets constructed by the company at its own expense during the term of the 
contract, such as machinery and office buildings, need not necessarily be publicly 
owned. Upon termination of the contract, the private operator may sell the 
machinery or take it to use in the implementation of another contract.  

The Civil Code of the Russian Federation allows for the parties to a lease contract 
to pre-agree on the ownership of assets constructed during the life of the contract 
by the lessee (Article 623). The main point is that these assets have to be agreed 
upon piece-by-piece by the parties prior to their construction. It is evident from 
current legislation and general practice that utilities usually negotiate with 
municipalities the list of assets to be built. Thus, almost all new assets have to be 
negotiated under either operational or investment programmes of the company (see 
below).  

The parties could agree that when Category 1 assets, that are at the core of 
company’s operation (or so called system or backbone assets), are built, the 
property rights are immediately registered with the municipality and the assets are 
simultaneously leased back, so that the company is still able to operate them3. 
However, the parties need to seek expert legal advice when pursuing this option to 
avoid the risk that leaseback of assets is classified as an expansion of the scope of 
assets leased under the original contract, thus requiring a new tender under the 
Competition law. 

Furthermore, this option may expose the company to the risk that its costs of 
building the asset will not be properly compensated. This risk can be somewhat 
mitigated via a “notional” tariff system (for more detailed information refer to 
section 6 below). First, the parties will calculate the amount of investments in new 
assets and the return on these investments to be received by the operator. Through a 
system of “notional” tariffs the parties will track the reimbursement of invested 
capital. Any residual value of invested capital (i.e. investments that have not yet 
been compensated to the company), together with the agreed return still payable to 
the company, would have to be compensated by the municipality at the end of the 
contract.  

                                                 
3 The requirements are similar to those stated by the federal law on concessions. 
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To mitigate the risk of a new tender being required in connection with the lease-
back of transferred assets, and in order to avoid giving an incentive to the 
municipality to terminate the contract prematurely or to avoid paying the 
appropriate compensation for such assets, the transfer of newly constructed assets 
might not take place immediately upon their construction, but at a later time 
determined by the contract. Private operators in Russia are very concerned with the 
risk of premature termination and loss of their investments and seek to arrange for 
transfer of new assets (separable improvements) at the end of the contract.  

The terms of such transfer should be clearly set out in advance in the contract. One 
way is for the municipality to purchase these assets at net book value. Another 
approach is to determine the price through the compensation mechanism of 
“notional” tariffs, as explained above. In this case, the municipality reimburses the 
residual value of invested capital and applicable return on such capital, calculated 
up to the point of transfer of the assets by the company to the municipality.  

2.1. Categories of fixed assets 

One of the ways of increasing contractual clarity is to detail the ownership rights 
through the asset classification methodology detailed below, which would likely 
minimise the risk of disputes between the parties about: 

 title to particular assets; and 

 the procedure for transfer of the ownership of these assets to the 
municipality. 

The scheme proposed below could be applied for lease contracts. Assets employed 
in providing utility services may include three types of assets:  

 company assets, which are fixed assets (immovable assets) owned by the 
company 

 municipal assets, which are fixed assets (immovable assets) owned by the 
municipality and leased to the company.  

 new municipal assets, which are fixed assets, constructed during the life of 
the contract. Ownership rights on such assets are to be transferred to the 
municipality in accordance with the terms of the contract. 

The assets are further divided into three categories, depending on (i) how critical 
the asset is for the provision of utility services, and (ii) the procedure for the 
transfer of associated ownership rights. 

Category 1 assets include the backbone (system) assets used for production and 
delivery of the utility services. Category 1 assets would include wastewater 
treatment plants, pump stations, boilers, network facilities and similar key assets. 
The main characteristic of these assets is the fact that the physical seizure of any of 
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them would result in a failure of the whole or parts of utility infrastructure system. 
Assets of this category can be initially owned by both the company and the 
municipality. They shall be transferred or returned to the municipality’s ownership 
to ensure the integrity of the utility system.4 That is why Category 1 can include 
“municipal assets” owned by the municipality as of the date of contract and “new 
municipal assets” constructed by the company within the term of the contract that 
are transferred or subject to the transfer to the municipality on pre-agreed contract 
terms. Category 1 assets should also include any integral (inseparable) 
improvements added by the company to the municipal assets. 
Changes/improvements to Category 1 assets must always be included in the 
investment plan and investment programmes of the company.  

Category 2 assets are company, municipal, and new municipal assets, used for the 
provision of goods and services that are not essential to the provision of the utility 
services, that is, physical seizure of these assets will not result in the utility system 
shutdown. Such assets include administrative buildings, special equipment, etc. The 
municipality should have a right to repurchase Category 2 company assets at 
market price upon the termination (expiration) of the contract.  

Category 3 assets are all other assets owned by the company. The company may 
sell these assets freely at market value, but should give preference to the 
municipality if it expresses interest in purchasing them.  

When drafting an actual contract, it is necessary to define each asset category 
clearly. It is advisable to produce a list of assets that fits a particular category to 
avoid confusion in the process of investment decisions and, more importantly, in 
the process of transfer of ownership rights. 

The above asset categorisation methodology can mitigate the risk of property 
disputes and will in the end protect the interests of both the company and the 
municipality.   

2.2. Security arrangements 

According to paragraph 2 of article 615 of the Civil Code of the Russian 
Federation, a lease contract of municipal property shall explicitly allow or prohibit 
the possibility of pledging (or assigning by way of security) the lessee’s right under 
the lease agreement. Additionally, appropriate limitations may be found in legal 
acts of the municipality, even though there are no limitations set at the federal level 
for such an issue.  

                                                 
4 The transfer may take place either at the moment of creation of an asset, at the end of the contract and/or 
at another moment determined by the parties, as described above. However, the moment of transfer should 
be determined, taking into account the risk that the municipality may need to hold a new tender to lease 
these assets back. 
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Article 615. Paragraph 2. Use of the leased property:  

“The lessee has a right, with the lessor’s consent, to sublease the leased property 
and to transfer its rights and liabilities under the lease contract to any other party 
(transfer of lease), to grant the leased property for free use, to pledge the leasehold, 
and to contribute them to the authorised capital of business partnerships and 
companies, or contribute the leasehold as an instalment to the production 
cooperative, unless otherwise stipulated by the present Code, other laws or acts.”  

As the contract envisages not only a simple lease, but also provision of utility 
services, it is necessary that the municipality have some sort of certainty that the 
leased assets will be used accordingly. In addition, as municipalities are by law 
responsible for organisation of provision of utility services, they should be able to 
exercise more control over the leased assets than under a normal lease contract for 
any municipal assets. Thus, in a contract it is necessary to stipulate that any 
sublease of assets should not be carried out without prior approval by municipality. 
The municipality would thus ensure that the assets would be used to provide the 
services.  

The parties may agree in the contract that the company has a right to pledge some 
assets for the purposes of collateral to attract loans. These assets should be listed 
and the municipality should provide its explicit approval for placing leased assets 
as security to senior lenders. Including such a clause in the contract will make the 
contract more bankable for the lenders when they consider the possibility to 
provide financing. However, municipalities should be very cautious with regard to 
pledging Category 1 assets that are vital for the operation of the utility system, as 
enforcement of such pledges could lead to these vital assets being transferred to 
third parties.  

In international practice, senior lenders usually enter into a direct agreement with 
the grantor of the lease/concession, in this case with the municipality, and are 
awarded “step-in” rights, i.e. the possibility to step into the contract between the 
company and the municipality instead of the company in case the company fails to 
perform its contractual obligations. The purpose of such step-in rights is to provide 
an opportunity for the banks that financed the project to rectify the problems the 
project is facing and to put it back on track in order to preserve the funds they have 
advanced. However, this does not give lenders any direct rights to or security over 
the physical assets themselves (in addition to those that may have been obtained 
through the pledge of certain assets as described above).  

Such practice is currently difficult to implement in Russia, as the current legal 
framework does not explicitly provide for any such kind of transfer of rights under 
a lease agreement to lenders. The inability of lenders to acquire temporary control 
of the company and/or introduce a substitute operator to perform the obligations 
under the lease increases lender’s risks. Thus, additional risk has to be mitigated in 
some other manner, for example through guaranteed repayment of the principal 
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amount of debt and outstanding interest payments in case of termination of the 
contract (see section 13). 

Senior lenders would also normally restrict the ability of the company to pledge or 
lease its assets without the lenders’ consent. This would be reflected in both the 
loan agreement with the company as well as the direct agreement with the 
municipality.  

3. Customer relationships 

3.1 Contractual relations 

Although contractual relations with customers are regulated by applicable law, 
certain aspects of establishing relations with customers should be provided for in 
the contract. A specified time limit should be set for the municipality to approve the 
main terms of the company’s contracts with its customers. The contract between the 
company and the municipality should also state the exact deadlines by which the 
company must sign contracts with all customers currently connected to the 
network. 

Customer contracts should set out concrete rights and obligations of the company 
towards the customers, as well as the rights and obligations of customers, including 
the following: 

 Goods and services to be provided, including key quality and quantity 
parameters; 

 Reference to the source of information about prices and tariffs for goods 
and services of the company, procedure for their approval and revision; 

 Method of notifying customers of changes in prices and tariffs; 

 Procedure for billing and documents provided in connection therewith; 

 Actions that the company can take for non-payment of bills by customers 
and procedure for customers to respond and rectify the situation; 

 The company’s rights and obligations in regard to its own metering 
equipment (instalment, inspection, repairs and replacement); 

 Responsibility of customers for the instalment, repairs and replacement of 
their own metering equipment; 

 Actions that customers can take (including the procedure for filing formal 
complaints) if they have questions or complaints about the services 
provided; and 
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 Dispute resolution procedures determining the procedures for negotiating 
controversial issues with customers such as payment of bills; 

The contract should provide for a scheme where the company submits a draft form 
of the customer contract to the municipality for review and subsequent discussion. 
The municipality should be given the opportunity to discuss the draft customer 
contract with residents. This contract should reflect generally accepted practice in 
the utilities sector.  

The issue of billing and collection should be clearly defined in the contract. The 
ultimate responsibility for billing and collection should rest with the company and 
the company should have the right to organise billing and collection services the 
way it finds appropriate since it bears the associated risk. This is particularly 
important in the light of the widespread practice of so-called Cash Settlement 
Centres (CSC) in municipalities. These CSC perform the functions of collecting 
and computing payments virtually for all utility goods and services in a 
municipality. They are often established by municipalities in the form of municipal 
enterprises, but some private companies provide billing and collection services as 
well. Relations between the CSC and utilities are rarely formalised and the CSC 
bear no legal responsibility whatsoever for their actions. 

If the municipality insists on the company keeping the current arrangement with 
CSC, the company may file a case with the Federal Antimonopoly Service (FAS) 
for violation of competition law requirements. However, if the company chooses to 
continue with the arrangement with CSC, it should seek a direct agreement with the 
CSC for billing and collection clearly stating CSC’s responsibility for collections.. 

Best practice calls for good customer relationships and, in particular, tracking and 
responding to customer complaints. The company should develop its own system 
for registering and addressing customer complaints. All major features of such 
system have to be specified in the contract.   

4. Operating activities of the company 

Implementation of the company’s operational programmes should result in the 
company meeting the objectives set for it in the contract. Towards this end, the 
company will set out short-term goals. Such goals should be set out/reviewed at the 
same time as tariffs are reset. As long as tariffs for goods and services are set out 
for a period of one year, these goals should be defined in the process of drawing the 
company’s operational programme. Subsequently, when medium-term tariffs and 
operational programmes that are approved for several years are introduced, the 
parties might agree that short-term goals will be replaced by medium-term goals. 

The contract should ensure that the design of the operational programmes is 
consistent with the methodology for determining “notional” tariffs, as described in 
Section 6 below. 
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4.1 Procurement rules 

The contract should require the company to adopt specific procurement rules for all 
its procurement activities that would ensure award of contracts on an arms-length 
basis to ensure selection of cost-effective goods, works and services at fair market 
prices. The company should offer proposed procurement guidelines to the 
municipality for its comment. Representatives of municipalities should be given a 
right to participate in the procurement process as observers. Any deviation from the 
rules should be agreed with the municipality on a case-by-case basis. Any violation 
of the procurement rules agreed by the parties should give rise to penalties against 
the company. 

5. Investment activities of the company 

According to the current legislation in Russia, investment projects may be 
implemented both in the context of an operational programme and an investment 
programme. Although the sources of funding for these programmes are different, 
the essence of the projects remains the same regardless of the source of financing. 
Therefore, for the purposes of developing a comprehensive approach to the 
planning of investment activities, it is suggested that the company should have the 
obligation to develop a single integrated investment plan.  

The investment plan should be drafted to meet the objectives set in the contract 
taking into account the current state of the utility infrastructure systems, customers’ 
creditworthiness and fluctuations in the demand for the services. The investment 
plan should also envisage the approximate amount and areas of investment, sources 
of funding, projected returns on the investment and their payback period, as well as 
the expected cash flow resulting from operating and investment activities. The 
investment plan needs to be developed for the whole duration of the contract in 
cooperation between the parties and should be annexed to the contract. The parties 
should review the investment plan once every five years, or earlier if the parties 
reach an agreement before the expiry of the 5-year period. It is important to stress 
that the company is responsible for procuring/implementing the investment 
projects. 

The agreed investment plan should then filter through either the operational or the 
investment programmes. The latter should be set for up to five years. The exact 
allocation of investment projects between the operational and investment 
programmes will have to comply with the current legislation, and will be influenced 
by the need for network expansion to meet demand for new connections.  

The review of the investment and operational programmes must be consistent with 
the procedure and methodology for determining “notional” tariffs, as described in 
Section 6 below. 
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6. Tariff regulation 

According to current legislation, the municipality is given the authority to regulate 
water, wastewater and solid waste tariffs. Hence, any agreement on tariff should 
take into account the fact that the municipality may ignore the specific terms of the 
contract and regulate tariffs in accordance with the terms of the legislative and 
regulatory framework, including tariff increase limits set by the Federal Tariff 
Service. It would be difficult to implement effective sanctions in relation to the 
municipality for the violation of contractual arrangements on tariffs as courts would 
most likely give priority to the applicable tariff legislation rather than to the terms 
of the contract, thereby effectively ruling in favour of the municipality.  

Municipal contracts for heat and electricity supply bring additional risks for the 
company with regard to tariff regulation. According to the current legislation, heat 
and electricity tariffs are regulated by special regulatory bodies of the constituents 
of the Russian Federation and municipalities are responsible only for the approval 
of investment programmes and setting connection charges and investment 
surcharges. 

In light of such limitations, direct application of international practices of including 
all issues related to tariff setting in the contract is fraught with considerable 
difficulties.  

Currently, tariffs for water and wastewater utility services and goods are set in 
accordance with the “Methodological recommendations for financial substantiation 
of water supply and wastewater prices”, approved by decree #302 of the Ministry 
of Regional Development of the Russian Federation dated 28 December 2000. This 
methodology does not allow to take into account a return on investment and applies 
the “depreciation” notion used in accounting rather than as a means for 
reimbursement of investment costs5.  

In the case of private sector involvement in the utility sector, the best suited 
compensation system and tariff methodology is Regulatory Asset Base (RAB) 
methodology. The RAB methodology was approved in June 2008 by the Federal 
Tariff Service Decree # 231-e from 26 June 2008 “On establishment of 
methodological guidelines for tariff regulation according to the return on 
investment method”. However, while such methodology is being piloted in 
electricity distribution, it has not been introduced yet in the municipal utilities 
sector. Therefore, in order to address the limitations of the current tariff 
methodology and ensure adequate return on investment and transparent tariff 
setting until RAB is introduced, the parties should adopt a “notional” tariffs 
scheme in the contract. This scheme, while far from perfect, allows the parties to 
agree in the contract on investments and determine a fair rate of return for the 
company’s capital at risk, that is, the investments financed by the company but not 
yet recovered through user charges.  

                                                 
5 Application of this notion in financial and regulatory accounting is different. 
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The concept of “notional” tariffs (see Annex 2 for further details) envisages that 
the parties reach an agreement on a certain methodology that will assist them in 
determining tariffs for operating and investment activities. This methodology 
should allow for multi-year long-term tariffs, cost pass-through and a fair return on 
invested capital.6 The methodology should be detailed and annexed to the contract.  

Notwithstanding the “notional” tariff contractually applicable between the parties, 
company tariffs continue to be set in accordance with the applicable legislation. If 
there is a discrepancy between the notional tariff and the set tariff, special 
provisions of the contract should come into force. If the notional tariff happens to 
be higher than the tariff set in accordance to the applicable legislation, the parties 
have several options. First, they can review and curtail the activities included in the 
“notional” tariff, so that the set tariff provides for all planned activities. A second 
option is for the municipality to compensate the company for the shortfall between 
the “notional” tariff and the tariff set in accordance with legislation. This option 
would work only if the municipality has budget capacity and the political context 
allows it to persuade the local representative body to adopt the required 
amendments to the municipal budget.  

If the “notional” tariff happens to be lower than the set tariff, the parties should 
agree on the manner in which the additional revenues of the company will be used 
by including additional activities in the operational and investment programmes. 

The contract, and in particular the notional tariff, should also provide for a source 
of compensation to the company for managing the municipal owned assets, which 
the company has not invested in. The most appropriate source in this case would be 
the operational cost savings that can be retained by the company. This is in effect a 
break from current practice of regulators of passing on efficiency improvements 
onto customers in the form of lower tariffs, as soon as these efficiencies become 
known to the regulator. This practice creates perverse incentives for utilities, as 
they are rewarded for maximizing costs, and penalised for reducing them. The 
“notional” tariff system should thus enable the company to retain its efficiency 
gains for several years.  

A “notional” tariff methodology should be fully agreed by the parties up front and 
included in the contract. If implemented properly, the “notional” tariff scheme will 
provide the company with an adequate return on investment and allow it to earn 
additional income through efficiency improvements. However, this scheme does 
not eliminate all risks associated with the current practice for tariff regulation. If a 
new progressive regulatory framework allowing for a fair return on investments 
(for example, regulatory asset base methodology) emerges during the contract term, 
the parties should abandon the notional tariffs system.  

                                                 
6 The recently adopted above mentioned methodology for regulating electricity transmission charges is 
based on RAB methodology and can be used as a basis for the “notional” tariff methodology (see Annex 2 
below).  
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Apart from detailing the actual methodology, the parties have to agree on a clear set 
of rules for negotiating tariffs. The contract should state exact dates for submission 
of the tariff proposal by the company, have an explicitly defined period for the 
review of the proposal by the municipality, and include rules for tariff negotiations 
between the parties, etc. The awarding of deficiency points should punish a 
violation of the schedule.7 

If the parties disagree on the implementation of a particular point of the “notional” 
tariff methodology, they should make every possible effort to settle their dispute by 
engaging an independent assessor (see Section 10. Dispute prevention and 
resolution). Annex 2 provides an example of how the “notional” tariff scheme 
might look in the contract.  

7. Monitoring and reporting 

The current legislation envisages the right of a municipality to monitor the 
implementation of investment and operational programmes. However, at present 
municipalities rarely do so. Moreover, when monitoring methodologies are 
approved, they are not expected to go beyond simple monitoring and do not 
determine how the results of such monitoring should be used.  

The results of monitoring in the context of balanced contracts should be used by the 
municipality to determine whether performance is acceptable and, if not, whether 
penalty sanctions should be imposed. This section addresses the monitoring and 
public reporting issues and some associated issues. 

In order to compensate for the lack of federal legislation on the subject, it is 
important to determine in the contract the mechanism and methodology for 
monitoring the performance of the company8. It is important to spell out clearly the 
respective rights and obligations of the monitoring unit as well as the obligations of 
the company with respect to provision of information, and circumstances where 
deficiency points are to be awarded if the company fails to provide necessary 
information on time.  

The monitoring methodology should be agreed by the company and the 
municipality and included in the contract. The methodology should state the 
indicators to be followed and how they will be calculated, the sources for the data, 
the rules for their publication, etc. This methodology should be used in assessing 
whether the company is achieving the objectives set in the contract.  

As monitoring results are most likely to be used in tariff regulation, other ways of 
improving company transparency should also be considered in the contract. In 
addition to the company’s obligation to make public an annual report on its 

                                                 
7 On the deficiency point system see Section 8.  
8 The Methodology for monitoring performance under operational and investment programmes was 
adopted by decree #48 of the Ministry of Regional Development of the Russian Federation dated 14 April 
2008. 
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operational and investment activities in accordance with the approved monitoring 
methodology, additional public reporting should also be considered. The 
information undertakings of the company need to be balanced and should not 
overly burden the company to the point of compromising its operations.  

Another way to obtain information on the company’s operations and condition of 
assets is to commission technical audits. Contracts reviewed to date do not envisage 
the right of municipalities to exercise control over the condition of their own 
property when leased under contract. The contract should establish the right of the 
municipality to conduct technical audits in strictly defined circumstances, for 
example, when the company is in breach of certain provisions of the contract (or if 
deficiency points exceed a certain level), and at an agreed frequency (for example, 
once every five years). Such provisions will ensure that the municipality exercises 
certain control over the condition of its property leased to the company and at the 
same time will safeguard the company against abusive interference by the 
municipality.  

To ensure public oversight over the performance of the company, it is important for 
the contract to require regular (annual) disclosure to the wider public of company 
financials as well as performance against service level targets. 

8. Penalties and financial liability 

The key principle in designing the company’s compensation is the link between 
financial compensation and performance against agreed targets. In practice this 
operates through a reward and penalty system that allows the company to make 
profits when performance is in line with objectives, but financially penalises the 
company for underperformance. 

The current practice in Russia is to set out in a contract the obligations assumed by 
the parties without providing for a detailed procedure to be followed and sanctions 
to be applied if a party is in breach. As a result, the administration of contracts is 
considerably impeded whenever there is a violation. Sanctions and penalties are a 
necessary component of long-term contracts and contribute to their successful 
implementation.  

A system of penalties should provide the right incentives for both parties to comply 
willingly with the terms of the contract. The general approach is to evaluate failures 
to meet requirements and existing deficiencies. Such evaluation should be closely 
linked to the service level and investment programme agreed upon, and should 
incorporate both monetary and non-monetary penalties. Imposing excessive 
monetary penalties may lead to loss of liquidity by the company. On the other hand, 
going for purely procedural penalties will to some extent deprive sanctions of their 
effectiveness as they will “hurt” less. The contract should also provide a reasonable 
cure period for the company to fix a breach. 
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A deficiency point system should be at the core of a penalty system. In a deficiency 
point system, a predetermined number of deficiency points accrue for each failure 
of the company to comply with a specified performance standard9. The deficiency 
points are added up and accumulate over time on a 12-month rolling basis (that is, 
the points are not considered if they are over 12 months old).  

If the total of deficiency points reaches a certain value at any time, then the 
municipality can take a specified action. For example, the different levels might be 
as follows, with each type of action corresponding to a different (and increasing) 
level of accrued deficiency points for underperformance: 

 a warning notice to be sent to the company; 

 increased monitoring of performance, at the company’s expense; 

 a requirement for the company to produce a remedial plan; 

 a full technical audit to be carried out by independent technical auditors at 
the company’s expense; 

 a monetary penalty imposed on the company; 

 a right by the municipality to terminate the contract at any time so long as 
the total of deficiency points remains above this level (subject to 
termination provisions). 

The purpose of this scheme is to provide a meaningful framework for discussions 
between the parties on how to deal with poor performance and to provide a bright-
line test for when the company’s performance is so poor that the municipality 
should have the right to terminate the contract. Some contracts use the notion of a 
“persistent breach.” The use of deficiency points provides an objective way of 
determining when non-compliance has become “persistent”.  

Monetary penalties levied on the company should not be included in the tariffs 
(neither “notional” nor actual). This way the fine is effectively levied on the 
company’s shareholders and is not passed on to consumers. Such penalties could be 
used to fund additional investments that may be required to rectify poor 
performance. That is the penalties are not paid to the budget, but the company is 
obliged to spend these funds under the control of the municipality on additional 
unplanned investments. 

Putting a system of penalties into effect assumes that valid and reliable data are 
being collected, recorded and reported periodically for each performance indicator. 
If the monitoring system is not yet functioning effectively and the information 

                                                 
9 An example would be a performance standard according to which in any month at least 90 per cent of 
major leaks (>20 litres/sec) must be repaired no later than two days after the leak is reported and 10 
deficiency points accrue for every month in which the company fails to perform.  
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received by the municipality is not yet valid or reliable, then imposing sanctions for 
deficient performance may create a perverse incentive for the company to keep the 
monitoring system in a poorly functioning state. Until the monitoring system for a 
particular performance indicator is considered adequate, it might be better not to 
impose sanctions for deficient performance and instead to use sanctions to motivate 
the company to produce reliable monitoring information.  

9. Force majeure 

Force majeure describes circumstances where the parties are released from their 
obligations because they are unable to perform due to exceptional circumstances 
beyond their control, which the parties could not foresee or prevent by reasonable 
measures. Many of the qualifying events are standard and are enumerated in the 
Civil Code of the Russian Federation. 

However, there are some force majeure circumstances specific to the utility sector: 
for example, an extreme shortage of water or deterioration of the water quality 
arising from events outside the control of the company. This section of the contract 
should describe the specific events beyond the control of the municipality or the 
company. Procedure for termination of the contract for force majeure is the subject 
of section 11 below. 

10. Dispute prevention and resolution 

Most long-term contracts for supply of utility services do not provide a mechanism 
for pre-court dispute resolution. The absence of any kind of preliminary binding 
dispute resolution mechanism before a dispute is taken to the court is a major 
weakness of such contracts. When parties get along well, all problems can be 
efficiently tackled as work proceeds and there is no necessity to use such dispute 
resolution mechanism, but if the parties are at odds with each other, ordinary 
discussions will be of little help.  

Major disputes between the parties to long-term contracts are often preceded by a 
period of accumulation of numerous minor disputes that are never resolved and that 
compound and fester – leading to a crisis. This is exactly when the parties need a 
flexible and efficient dispute resolution mechanism. One of the pre-court dispute 
resolution mechanisms is the engagement of an independent assessor. 

An independent assessor should be entitled to make binding decisions on narrow 
technical and financial matters For example, the assessor should be engaged to 
determine the position on certain disputed issues in connection with tariff 
regulation. His/her decisions are mandatory for the parties unless the court decides 
otherwise. In other words, the pre-court dispute resolution mechanism does not 
deny the right of parties to appeal to the court, however the parties should comply 
with the decision of the independent assessor until a court decision is delivered.   
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It is therefore important to include in the contract a full description of the 
independent assessor mechanism, including procedures for the appointment of the 
independent assessor, decision-making and a clear description of the parties’ 
liability to cover costs associated with an independent assessor. 

11. Termination of contract  

Existing contracts in the municipal sector often virtually ignore the issue of 
termination. Generally, the parties stipulate that the contract may be terminated at 
any time if both parties agree or if there is a court ruling to that effect. At the same 
time, taking into account the vagueness of the parties’ liabilities upon termination 
of the contract it remains impossible to predict how the court will rule. 

Without derogating from the principle that a competent court may terminate the 
contract, termination provisions add certainty about the likely outcome of a court 
ruling on termination as the court is likely to rely on the provisions of the contract. 
If the provisions of the contract are well defined, it should be easier to predict the 
outcome of a court ruling. Lack of clear termination procedures considerably 
increases the risk of early termination of the contract and subsequent prolonged 
court proceedings with an unclear result. 

This section suggests procedures for the orderly termination of contracts that should 
result in fair compensation under different circumstances when the contracts are 
terminated.  

11.1. General issues on termination payments 

The guiding principle for termination payments is that the party at fault should bear 
a penalty in case of termination. Investments the company has made with the 
municipality’s approval must be compensated by the municipality in case of 
termination, but after applying a penalty to the party at fault. 

The key concept in termination is the residual value of investments. The residual 
value of investment should be calculated via the “notional” tariff methodology.10 
First, the parties should calculate the total amount of capital invested throughout the 
term of the contract. This should be easily determined from reports of completion 
of investment and operational programmes. Next, the parties calculate the amount 
of return on invested capital that the investor is entitled to. The rate of return on 
invested capital should be either set in the contract (in the framework of the 
“notional” tariff system) or determined by the regulator based on a RAB 
methodology. Then, the parties should reduce this value by the amount of capital 

                                                 
10 As a guideline, the parties may use the methodology for calculating the residual value of invested capital, 
provided in the decree of the Federal Tariff Agency #231-e dated 26 June 2008,“On adoption of procedural 
guidelines for tariff regulation with application of RAB methodology”. The parties may also agree on other 
procedures for such calculations In any case, the agreed procedure for calculating the residual value of 
investments should be legally confirmed in an appropriate Annex to the contract.  
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already reimbursed to the company through tariffs or otherwise. This will result in 
the residual value of investments. Multiplication of the residual value of 
investments by the rate of return will yield the amount of return, still to be received 
by investors. The sum of return on invested capital and the residual value of 
investments should give the parties the current value of investments. It is important 
to note that investments financed from connection charges and investment 
surcharges that have been paid to the operator should not be included in the 
calculation of invested capital.  

Compensation paid by the municipality to the company at the time of termination 
should be based on the above current value of investments. However, if 
termination resulted from the failure of the municipality to meet its obligations, 
additional penalties, determined as a percentage of the current value of investments, 
should also be imposed upon the municipality to provide a credible incentive for 
the municipality to comply with the terms of the contract.  

Equally, if the contract is terminated due to persistent underperformance by the 
company (or other gross violations), the compensation payable to the company 
should be equal to the current value of investments, reduced by a penalty. The 
penalty structure and magnitude should be similar for the company and the 
municipality and should be set in the contract with some room for flexibility after 
the contract is signed.  

Investments in infrastructure in Russia are highly risky for investors and this is 
reflected in the higher cost of capital. Including a specific clause that allows equity 
investors to recoup at least a major portion of the capital they have invested in case 
of termination should lower the cost of capital. At the same time, it is important for 
the contract to allow for a meaningful penalty to be imposed on the company, to 
protect the municipality against poor performance of the private operator. 

Under current Russian law (unlike widely spread international practice), it is 
difficult to pledge utility assets as collateral for financing. It is even more difficult 
in a situation of crisis to arrange lender step-in rights in the contract that enable 
lenders to replace the company operating the utility system with another legal 
entity. In order to attract long-term investments into the sector, the contract should 
provide for appropriate guarantees in the case of early contract termination. Thus, 
until the legal framework changes to allow senior lenders to replace the company in 
the case of crisis in order to secure loan repayment, they should be compensated 
fully. Their compensation should include outstanding principal, interest payments, 
fees, and other charges which may arise due to loan repayments outside of the 
agreed schedule. Without such provisions providing protection to lenders, it will be 
difficult or too costly to attract debt finance for infrastructure investment. However, 
the company’s leverage needs to be reasonable in relation to the equity the 
investors have at risk, and this may be stipulated by the municipality in the 
contract. 
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11.2. Termination procedures 

Apart from mutually agreed termination, a well-balanced contract should also 
provide for cases of unilateral contract termination and relating payments: 

 unilateral termination by the municipality; 

 unilateral termination by the company. 

A unilateral termination by the municipality should be possible in two major cases: 

 termination at a predetermined time and  

 termination due to gross underperformance by the company.  

11.3. Unilateral termination by the municipality at a predetermined time  

At present, many contracts with private operators in Russia have maturities 
exceeding 20 years. These rarely include any investment obligations on the part of 
the private operator. The long term of such contracts creates a virtual monopoly for 
the company and nearly completely protects it from competitive pressure. In order 
to expose the company to such competitive pressure and motivate it to improve the 
quality of services, the municipality should be allowed to have an option of 
termination at some point during the life of the contract. The possibility of 
unilateral termination of the contract by the municipality (without any 
predetermined cause) should arise not more than once during the life of the contract 
and ideally, the contract should specify the exact year the municipality can exercise 
this option.  

The exact point in time for such termination should be negotiated between the 
parties and will depend on the magnitude of investment obligations of the company. 
If the company acts solely as a manager of the municipal assets without any 
investment obligations, such point in time would be significantly earlier (for 
example, any time following the initial five year period). If the company takes 
considerable investment obligations and risks under the contract, then the term for 
unilateral termination by the municipality should be long enough to allow the 
company to recover a major part of its investments. In case the municipality 
decides to exercise its rights on unilateral termination, the contract should stipulate 
the term, within which the municipality notifies the company of its intention, and 
set the period within which the company is entitled to finalise its activities (usually 
not less than six months from the date of notification). 

The municipality will also have to provide appropriate compensation to the 
company if it decides to terminate the contract unilaterally. The compensation 
should account for all long-term obligations of the company, including debt 
(principal and interest). When termination takes place at the will of the municipality 
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and not as a result of any failure by the company to perform, the company’s 
shareholders should be entitled to receive full compensation of investments, 
including a fair return on investments. 

11.4. Termination due to gross underperformance by the company 

The municipality’s rights to terminate the contract for any other reason should be 
detailed as much as possible. The gross and persistent underperformance of the 
company should definitely give rise to the municipality’s right to terminate. 
Circumstances that constitute “gross and persistent” underperformance should be 
clearly defined in the contract. For example, if the parties agreed to apply a penalty 
point system (see section 8), this condition can be defined by the company having a 
sum of deficiency points above a certain threshold for a defined period in time (six 
months to a year). This threshold and the period should be clearly specified in the 
contract. Several other material violations could also give rise to the right of early 
termination by the municipality: for example, gross violation of environmental or 
safety standards, a major outbreak of water borne disease, etc.  

If the municipality terminates a contract due to gross underperformance, 
termination payments by the municipality to the company should be based on the 
current value of investments, less any penalties. However, normally the 
termination payment should not be less than amounts payable by the company to 
senior lenders.  

There may be certain variations in termination procedures. The purpose of the 
above description of procedures is not to provide a set formula, but to illustrate that 
it is necessary to approach this issue in contracts carefully. When there are no 
explicit and clear procedures for early termination, the risk associated with an early 
termination and subsequent prolonged court hearings with unclear outcome 
increases considerably. 
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Annex 1. Possible list of indicators  

The following list provides examples of indicators that can be used to set and 
monitor long-term, medium-term and short-term goals. This list is meant to provide 
an example, rather than set a minimum required list of indicators. The parties 
should tailor this list to their particular needs. For more information on 
internationally applied performance indicators for utility companies, the parties can 
refer to other sources such as IB-NET, the World Bank or the OECD.  

The list is composed of three separate tables. Each table provides a list of indicators 
for monitoring a particular set of goals: long term, medium term and short term. 
The columns for current and target values are left blank, as in each case these will 
differ.  

1. Long-term indicators  

 Indicator  Current 
value  

Target 
value  

1  The share of customers that have 24 
hour water supply with appropriate 
pressure  

  

2  The share of water samples at water 
treatment plants that comply with 
sanitary standards and norms  

  

3  The share of water samples at a tap 
that comply with sanitary standards 
and norms  

  

4  The share of treated wastewater as a 
percentage of total wastewater 
intake  
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2. Medium-term indicators  

 Indicator  Current 
value  

Target 
value  

5  Water lost as a per cent of total 
volume of water pumped into 
networks  

  

6  Number of personnel per 1000 
cubic meters of water pumped at 
first water abstraction point 

  

7  Water supply plant capacity reserve 
as a per cent of actual daily 
consumption  

  

8  Waste water treatment plant 
capacity reserve as a per cent of 
actual daily discharge  

  

9 Number of scheduled service 
interruption not resolved within 24 
hours 

  

3. Short-term indicators  

 Indicator  Current 
value  

Target 
value  

10 Electricity (kW/h) per cubic meter 
of water pumped into network  

  

11 Electricity (kW/h) per cubic meter 
of wastewater pumped through the 
network  
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 Indicator  Current 
value  

Target 
value  

12 Pipe breaks per 100 kilometres of 
water supply network length  

  

13 Number of break downs (blockage, 
leakage) per 100 kilometres of 
wastewater network length  

  

14 Percentage of customer service calls 
not answered within [ ] seconds 

  

15 Percentage of written complaints 
not responded to within [ ] working 
days 
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Annex 2. Tariff Regulation  
 
This annex describes the procedure for setting notional tariffs under the contract. 

General provisions 
If the law or any public and/or municipal authority prevents actual tariffs from 
being charged at the level of the notional tariffs, the parties should agree upon a 
solution that will compensate the company for the resulting shortfall or allow the 
company to reduce planned expenditure. The parties shall enter into discussions 
concerning the following measures to arrive at a mutually acceptable solution: 

 use of alternative sources of funding, including connection charges, 
 amendment of the investment programme as well as the operational 

programme, 
 the performance requirements could be made less stringent. If the parties 

cannot agree on such a mutually acceptable solution, the municipality is 
entitled to solely determine how the performance requirements could be 
relaxed, provided that this does not lead to a future decline in levels of 
service to be provided by the company over the next 10 years.  

The company should feel confident that it will not have to cut down the funding of 
its investment and/or operational programme to such an extent that levels of service 
will actually decline – an outcome that would compromise the company’s relations 
with its customers. 

If the measures above or a combination thereof are not sufficient, the parties will 
attempt to agree on the level and timing of subsidies the municipality will pay to 
compensate for the lost revenues.  

Periodic tariff reviews  
Notional tariffs will be reset by the periodic review process every three years11. The 
first notional tariff will take effect on the date specified in the contract and the new 
one – on the same date every three years thereafter. The notional tariffs do not have 
to be constant during this three year period. They may be altered in accordance with 
the terms of the contract, if for example, upward periodic adjustments have been 
agreed.  

The first step is for the parties to discuss and agree upon the performance 
requirements that will apply for the forthcoming three-year period (and levels of 
performance requirements for a reasonable period beyond that). If the parties 
cannot agree, the municipality is entitled to solely determine the performance 
requirements, which will motivate the company to reduce the costs and increase its 
                                                 
11 If necessary, the frequency of the notional tariffs review could be different (less frequently than every 
three years or more frequently) depending on the parties needs.  
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efficiency, provided that they will not lead to a decline in the future levels of 
service, to be provided by the company over the next years, below the existing 
levels of service. At the same time it is important for the requirements to be feasible 
for the company to achieve, taking into account the economic and technical 
constraints.. 

The company will then submit to the municipality - on a date to be specified in the 
contract preceding each tariff reset date - an investment plan for the next three 
years. The investment plan is a draft of operational and investment programmes of 
the company taking into account the approved performance requirements, the 
estimated Capex and Opex, expected sources of funding, required revenue and 
tariff levels, as well as all inputs and assumptions needed for computation. The key 
points of the investment plan and its outline should be worked out by the parties 
prior to signing the contract. 

After the parties discuss the proposed investment plan and possible amendments 
thereto, they should approve it, including the notional tariffs.  

Tariff methodology 
Notional tariffs will be determined in accordance with the methodology set out in 
an annex to the contract. It is advisable to agree the methodology upfront prior to 
signing of the contract to avoid additional risks related to disagreements on notional 
tariff methodology. The methodology will address the question of how to determine 
allowed revenue or average tariffs, how to determine the amount of capital invested 
and how to estimate fair rate on return on capital invested. It will not deal with the 
structure of tariffs charged to different user groups or for different water 
consumption quantities. 
 
It should be broadly consistent with the following key objectives (provided that the 
company’s performance is reasonably efficient in comparison to similar companies 
in the sector): 
 
a) full recovery of all reasonable costs incurred by the company; 
b) ability of the company to meet debt service payments on a timely basis; 
c) ability of the company to create and maintain appropriate cash reserves to ensure 
a sufficient current liquidity ratio; and 
d) ability of the shareholders to earn a reasonable return on their investment and 
retain the savings associated with the company efficiencies achieved and costs 
reduced. 

The notional tariff methodology should conform broadly to the following 
simplified formula for determining the estimated revenue requirement for each of 
the forthcoming three years. The revenue requirement for each year of the 
regulatory period (without any possible adjustments) will equal to the sum of: 

 estimated Opex plus taxes; 
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 benchmark depreciation (or its equivalent); 
 the product of (A) by (B), where: 

- (A) is the invested capital plus working capital; 
- (B) is the weighted average cost of capital; 

 any appropriate adjustments from previous control periods. 

The return on invested capital is calculated relative to the amount of capital 
invested (which is then set by the regulatory body upon introduction of RAB 
methodology). The amount of capital invested is calculated net of: 

 grants received by the company (including all form of budget investments), 
 connection fees, 
 tariff surcharges proceeds,  
 annual depreciation on assets.  

The tariff methodology should also allow for projected net working capital to be 
added to the net amount of capital invested for determining necessary revenue 
requirements.  

The tariff methodology should include, among other things:  

 an exhaustive description of regulatory accounting procedures to ensure 
valid and reliable determination and further adjustment of the net capital 
invested;  

 a simple and robust method for determining the weighted average cost of 
capital (or a functionally equivalent rate). 

The approach for developing the methodology should be one that keeps the rules 
reasonably simple (suitable for a system of regulation via contracts) and avoids 
complicated and thorough computations. For such rules to be effectively applied in 
contracts, they must be simple and easy to understand.  

Besides, it is necessary to ensure conformity between the key elements of 
development of the investment plan and notional tariff methodology. This could be 
easily done if the main principles of preparing investment plans and the tariff 
methodology are developed prior to signing the contract. If the notional tariff 
methodology is developed during a certain period after signing the contract, it may 
be necessary to review and amend the contract to avoid any conflict with the 
methodology. 

Inflation adjustment 

A three-year model of the company costs reflected in the notional tariff will include 
certain assumptions regarding inflation. However, if these projected levels of 
inflation differ from the actual Consumer Price Index, the notional tariffs should be 
adjusted prior to the next tariff review (for example, annually).  
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Furthermore, in case of an increase in certain broad cost elements (electricity and 
fuel costs, etc.) above pre-agreed limits, the company may request an extraordinary 
adjustment.  

Changes in law 

If a change in federal, regional or municipal law, or any other legislation would 
cause the company to incur additional investments (for example, the change of 
environmental standards and requirements, or increase in taxes paid by the 
company), these investments must be accounted for accordingly in the tariff. To 
ensure fulfilment of this requirement, the contract should oblige the municipality to 
provide the funds necessary to finance required investments, in case the tariff is not 
adjusted within a year since the changes in law came in effect. 
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