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Executive Summary

Water utilities both large and small are facing complex challenges as they strive to provide safe, affordable drinking water to their customers.  In an effort to overcome these obstacles, many utilities are changing the way they do business and a number of these utilities are exploring the idea of privatization as a means of utilizing industry advances to improve service and reduce costs.  

In the water industry, privatization involves private sector participation in the operation, management and sometimes the ownership of utilities that have historically been run by a public owner. The basic concept behind privatization, is that private sector water companies that focus exclusively on water and wastewater may be able to run utilities more efficiently than public agencies that must also provide other services such as fire and police protection.  

The private sector has played an integral role in providing clean drinking water to the citizens of the US.  During the 1800’s, most water utilities were privately owned, for profit companies; however, over time, non-profit, public entities such as municipalities and water authorities began playing a much larger role in the water treatment and delivery business. In today’s market, the vast majority of the nation’s water is treated and delivered by publicly owned utilities.   

There are a variety of forms of privatization available to utilities that are interested in increasing the level of private sector involvement in their business including: outsourcing, contract operations, design-build-operate, asset lease and asset sale.  The primary difference between these different forms of privatization is the degree of control that is conceded by the public owner and the level of risk that is transferred to the private partner. 

· Outsourcing Outsourcing involves contracting out a discreet function of an organization that is typically outside the organization’s core capabilities.  Most municipal utilities outsource the majority of their engineering and facilities design work to private engineering firms.  As such, although the value of individual outsourcing contracts may not be very large, outsourcing is arguably the most common form of privatization and accounts for a large share of the total value of privatization contracts.

· Contract Operations Contract operation involves a utility owner entering into a contract with a private partner for the operation and maintenance of one or more components of the owner’s utility system.  Operating contracts have terms ranging between 1 and 20 years, with most of the short term contracts having all but automatic renewal at the end of the term.  With the issuance of Executive Order 12803 and IRS Revenue Procedure 97-13, it became possible for both parties to a public/private partnership to reap the benefits possible with a long-term operating contract.   

· Design/Build/Operate With the recent advent of the concept of design/build in the construction industry, facility owners have been able to reduce both the cost and risk associated with the construction of new facilities.  The contract between the owner and the design/build contractor is structured such that the contractor accepts full responsibility for any cost overruns during construction, thereby providing the contractor with the incentive to design a facility that is easy and cost effective to construct.  The Design/Build/Operate (DBO) project delivery model takes this approach one step further by having the contractor operate and maintain the new facility under a long-term operating contract after design and construction.  While most commonly used to develop new facilities, the DBO model also lends itself to the upgrade of existing facilities.  Under this approach, the owner contracts with an entity to design and implement needed improvements to existing facilities and then operate the upgraded facilities under a long-term operating contract.    

· Design/Build/Own/Operate/Finance In situations where the traditional owner of the facility (utility, municipality, authority, etc.) is either unwilling or unable to provide up-front funding for the project, the Design/Build/Own/Operate/Finance (DBOOF) model can be utilized.  This approach is for the most part identical to the DBO model; however, instead of being compensated for the design and construction of the project during the design and construction phases, the contractor finances the project using debt and/or private equity and then recovers these costs from the utility over the term of the operating contract.  

· Asset Lease An asset lease is a form of public/private partnership that involves the owner of utility assets leasing those assets to a private entity in order to allow the private company to use the assets to provide service to the owner’s customers.  Currently, there are a number of transactions underway that involve the use of a structured lease, which provides economic benefits to a publicly owned utility that enters into a long-term (99 years) lease of its assets to a third party trust, which in turn enters into a lease back agreement with the utility who then operates the utility.  At the end of the lease back term, the utility has the option to purchase the assets back or to structure an alternative arrangement for the provision of water to the systems customers. 

· Asset Transfer Asset transfer is true “privatization”.  It involves the transfer of the assets of a publicly owned utility to a private entity, which assumes responsibility for all aspects of the ownership and operation of the utility, including the responsibility for funding capital investment and setting rates.  The transfer of utility assets from one private entity to another private entity is relatively common.  Transactions involving the transfer of utility assets from a private entity to a public entity such as a municipality or a utility authority, while not common, are gaining in popularity as municipalities recognize the benefits of using tax-exempt financing to fund capital investments.  The transfer of public assets to a private entity is not common, primarily due to constraints imposed by the EPA and the IRS that limit a utility’s ability to divest itself of assets that were funded using state and/or federal grants or tax-exempt financing. 

Privatization, like any business model, has advantages and disadvantages.  Many of the disadvantages can, to a certain degree, be overcome through the use of carefully crafted contract documents.  However, the measures that must be taken to mitigate the potential disadvantages of privatization often serve to diminish the advantages as well.   Additionally, there are numerous situations in which the potential downside of a public/private partnership far outweighs the benefits that could be realized.  
Private sector involvement in the delivery of drinking water has several potential advantages for a utility, including: increasing operational efficiency, reducing construction costs, providing alternative sources of funding, reducing  risk  and decreasing the impact of municipal politics on the day-to-day and long-term  operations of the utility.

· Operational Efficiencies/Reduced Operating Costs  In most public-private partnerships, whether it be an outsourcing contract, a long-term operating contract or a DBO, the outside contractor is typically a private company, or a team of private companies, that specialize in the services that they are providing under the partnership.  By virtue of its specialization in these services, the contractor has developed practices that may allow it to perform the services more efficiently than the owner, who must divide its attention across a number of different functions including fire and police protection and solid waste services.   Private contract operators are completely focused on operating water and wastewater facilities.  This focus has resulted in operating approaches that result in utilities being more efficient with respect to key cost components such as electricity, chemicals and labor.      

· Risk Reduction  Under the traditional scenario, the utility owner is fully exposed to all of the risks inherent in owning and operating a utility including operational risks, economic risks, force majeure risk and environmental risks. Public/private partnerships can serve as a means of managing some of these risks by placing the responsibility for addressing certain risks with the private partner.      

· Political Factors Public/private partnerships can serve to remove a water utility from the political agenda, making it less susceptible to changes in the make-up and ideology of governing bodies.  The owners of many publicly owned utilities, particularly municipalities that are not exclusively in the business of providing water service, often struggle to find the resources necessary to allow them to provide the various different services that they provide.  Competition for limited resources can result in decisions being made that are not necessarily in the best interest of the water utility.    Sometimes decisions are made in response to the current political agendas of the decision makers. By contractually obligating the owner to meeting certain commitments, such as the payment of a service fee or the funding of capital projects, public/private partnerships often force policy makers into providing the resources necessary to operate the utility that is commensurate with the level of service that is expected by its customers.   

· Reduced Construction Costs The use of public/private partnerships to deliver capital projects can often result in lower construction costs when compared to the traditional design/bid/build approach to project delivery.  The primary driver behind this cost savings is the collaboration between the designer and the builder during the design phase.    Additionally, the DB and DBO models typically result in significantly fewer cost increasing change orders during construction. 

· Private Financing Public/private partnerships offer utilities an option to traditional tax-exempt financing for capital projects when the utility is either unable or unwilling to access the tax-exempt debt market.  Under all of the privatization models,  a private partner can provide funding for capital projects needed to meet regulatory requirements or simply enhance the efficiency of the utility system.  Although private financing is typically more expensive than public financing using tax-exempt debt, in situations where a public utility does not have the ability to use tax-exempt funding, private financing allows for the construction of much needed capital projects.

While public/private partnerships can be beneficial, there are drawbacks that must be considered carefully before entering into a partnership.  These potential disadvantages include:  a decline in service quality; loss of control over the utility assets and the way in which they are used; unacceptable deterioration of the utility assets and higher costs of financing. 

· Decline in Service Quality By virtue of specialization, private partners may be able to operate utilities more efficiently and cost effectively than the public owner.  However, many of the cost reducing practices utilized by many of the private partners have the potential to result in declining service quality if they are not implemented responsibly.  There are several examples of public/private partnerships that have failed because of poor service quality despite the fact that the private partner was able to offer significant savings.  
· Loss of Control Another drawback of privatization is the potential loss of control over the assets used to provide an essential service.  Under the asset lease and asset transfer models, loss of control can be a definite drawback to privatization.  If the agenda of the private company is in conflict with the agenda of the public partner, serious tension can result.  In many cases it is the private partner’s consideration of profit in their decision making process that drives the tension between the two partners.  

· Higher Cost of Financing Privatization offers utilities with an option to traditional financing alternatives.  A private partner can use private debt, equity or a combination of both to fund needed capital improvements.  However, the return on equity required by most private firms is usually in the range of 10% to 15%, resulting in a cost of capital that is considerably higher than the cost of tax-exempt financing.

· Deterioration of Assets Under some of the privatization models the private partner assumes full or at least primary responsibility for keeping the assets in good working order and in a state such that the assets are capable of meeting the long term needs of the utility’s customers.  If the private partner fails to make the appropriate in capital repair, replacement and maintenance, the system can deteriorate and performance and service quality can be compromised.  Asset deterioration can be particularly problematic under the long-term contract operations and the asset lease models.  

In essence, there are three types of needs that drive utilities to consider privatization: operational, economic and political.  Operationally, a utility may be seeking a more efficient way of providing service that it is unable to provide because its existing staff does not have the appropriate expertise.  From an economic perspective, many utilities consider privatization to avoid rate increases by taking advantage of the cost savings that private partners are able to offer.  From the political perspective, there are two main drivers behind privatization.  Some utilities look to privatization as a way of removing themselves from the political process.  In other cases, the move toward privatization is driven by the need for politicians to make a statement that the status quo is broken and something needs to be done to fix it.     

Utilities consider privatization for a variety of reasons, with those reasons typically having either an operational, economic or political impetus.  Each of these considerations should be taken into account not only before the utility begins the process of finding a private partner, but should also be considered throughout the procurement process.

· Operational Considerations  If the utility’s objective is to increase efficiency through privatization, before it decides to embark on the process of identifying a private partner, the utility owner must consider whether, from an operational perspective, the utility in question lends itself to the type of efficiencies that are typically delivered by a private company.  A utility’s operational characteristics may not allow a private company to implement the actions necessary to achieve meaningful gains in efficiency.  For instance, in the case of a small utility, it maybe extremely difficult for a private company to realize significant efficiencies through automation and staff reduction, one of the most common cost reducing tactics employed by private companies.  

· Economic Considerations  Lower costs is one of the primary objectives of most utilities that consider privatization.  However, cost reductions are not a given under privatization.  In order to ascertain whether there may indeed be economic advantages resulting from privatization a utility should carefully consider the economic feasibility of privatization.  This feasibility analysis involves both a comprehensive analysis of the expected costs associated with continuing under the status quo and a careful estimation of the expected costs associated with privatization.  This type of economic feasibility analysis typically involves the development of a “baseline” cost estimate.  This economic baseline is a detailed estimate of the long-term costs associated with continuing under the status quo.  Under a contract operations model, the status quo would be continued management, operation and maintenance of the utility system by the public owner, assuming that an appropriate investment is being made to maintain and repair the system.   Typically, the economic baseline is based on the current budget of the utility. These costs are then adjusted if necessary to include an appropriate annual investment in system maintenance, repair and replacement.  The resulting capital and operating costs are projected for a period equal to the term of the contract using economic assumptions identical to the assumptions used to evaluate the cost implications of each of the proposals.  These projected costs are then discounted back to the present to determine a NPV of costs associated with the status quo.  

In general, there are two approaches to estimating costs under privatization.  The first and most exhaustive approach involves enlisting the assistance of engineering and economic professionals to develop a “bottoms-up” estimate of what a private contractor would charge to perform the specified scope of services.    This is a costly and labor intensive process, but it can yield a very accurate estimate of the cost savings that could be realized under privatization.

The other approach to estimating costs under privatization involves looking at the historical results achieved in other similar privatization transactions.  This approach has certain drawbacks in that reliable data relating to cost savings under privatization is limited and  the fact that a private partner was able to provide economic benefits in one situation is no guarantee that they will be able to reproduce these results in another location.

Regardless of which method of estimating costs under privatization is utilized, the owner must also take into account all of the costs associated with privatization, not just the fees that will be charged by the private partner.  Other costs that must be considered include procurement costs, contract administration and oversight costs and other indirect costs that may be charged to the utility by other departments of the owner’s organization even under privatization.  

Once the baseline cost estimate and the estimate of costs under privatization have been prepared, the two estimates are compared.  If the estimated costs under privatization are less than the baseline, the owner should seriously consider proceeding with the privatization procurement process.  

· Policy Considerations  There are also policy considerations that must be taken into account when considering privatization.  This process essentially involves taking the pulse of the various policy makers and stakeholders with respect to privatization.  There are many individuals and groups that are ardently opposed to privatization, including some environmental groups and labor unions.  In many cases, this opposition is well reasoned and legitimate while in other instances, resistance to privatization is simply a reflexive response against big business involvement in the provision of an essential service.  Regardless of the legitimacy of the opposition, failure to recognize these opinions can result in an arduous approval process and ongoing opposition.

If, after a careful analysis of the feasibility of privatization, a utility decides to pursue privatization, it must then begin the process of selecting the private partner that best meets its needs.  This procurement process involves the preparation of procurement documents such as a request for qualifications, a request for proposals and a service agreement.  Additionally, the procurement process must include a well defined approach to evaluating proposals.

· Request for Qualifications  The initial step in the process used by a public utility owner to identify and select a private partner is an analysis of the qualifications of each of the interested parties.  The primary tool used to identify qualified firms is the Request for Qualifications (RFQ).  The RFQ accomplishes two purposes; first, it serves to notify the industry that the public owner is interested in entering into a public/private partnership and provides the industry with some general information about the services the owner wishes to have performed.  The second purpose of the RFQ is to define the minimum qualifications that the owner expects from a private partner, describe the format in which the interested parties should present the information relating to their qualifications and define how each firm’s qualifications will be assessed.  Typically, the utility owner develops a “short-list” of the most qualified firms that responded to the RFQ.  These firms will receive the request for proposals.

· Request for Proposals  Once the owner has identified the most qualified firms based on the responses to the RFQ, the next step in the process is the preparation and distribution of a Request for Proposals (RFP).  A clear, concise and yet thorough RFP is the most important component of any procurement.  The RFP must not only specifically define the procuring party’s expectations regarding the scope of services to be performed by the private partner, but it must also describe the way in which the private firms are expected to structure their proposals.  Additionally, the RFP must specify how the proposals will be evaluated.  A well written RFP will allow the owner to select the contractor that will maximize the benefits of privatization for the owner and its customers, while ensuring that all proposers are treated in an equitable manner.  

· Service Agreement  The Service Agreement is the legally binding document that defines the relationship between the owner and the private partner.  The contents of the Service Agreement will vary depending on the privatization model being utilized; however, regardless of the model being used, the Service Agreement specifies the owner’s performance expectations and defines the consequences if the private partner fails to meet these expectations.  

· Proposal Evaluation   The procurement process is the mechanism that both promotes competition between qualified parties in an effort to increase value and allows for the selection of the party that will provide the greatest total value.  The evaluation and selection component of the procurement should be structured in a way that allows for a thorough and objective evaluation of the total value offered by each proposal that will serve as the basis for the selection of the proposal that offers the greatest total value.   It is important to recognize that the total value of a proposal to the utility owner is comprised of two separate components.  The first component of total value is the monetary value associated with the transaction.  Monetary value is typically assessed using measurements such as net present value or unit cost.  The other component of total value is the value intrinsic in the provision of high quality services to the utility’s customers, or customer value.  In water and wastewater privatization transactions, customer value is typically measured using parameters such as customer satisfaction, drinking water quality, environmental stewardship, employee well being and regulatory compliance.  

Privatization can be an effective means of addressing some of the challenges that water utilities are faced with in today’s business environment.  However, it is by no means a solution to every problem.  Careful utilization of one or more of the public/private partnerships discussed in this paper, can allow water utilities to become more efficient and provide high quality service in a more cost effective manner.  The fact that most utilities outsource the majority of their engineering work demonstrates that they have all reached the conclusion that it is not cost effective to maintain a staff of highly skilled design and process engineers solely for the purpose of meeting their utility’s engineering needs.  Additionally, there a numerous cases where more advanced forms of privatization have proved to be beneficial to the utilities that have utilized them.  However, privatization is not always the right answer and even in situations where privatization may prove beneficial, the utility should recognize that the private partners are not charitable organizations.  They, like all successful corporations, have the primary objective of maximizing shareholder wealth.  Public/private partnerships that fail to recognize and address this truth are likely to fail either because they result in unacceptable compromises in the interest of reducing costs or because they do not allow the private partner to earn the profit that their shareholders require them to earn.  

Public owners must also realize that the companies that fill the role of private partners in privatization agreements are not performing magic.  Many of the practices used by the private partners can be implemented effectively by the public utility using its existing staff and assets.  Failure to fully examine the possibilities offered by re-engineering and optimization may result in an unwise and unnecessary decision to privatize.

Privatization will only be successful if the public utility owner first carefully assesses whether a public/private partnership is capable of delivering the desired outcome and then implements a procurement process that allows them to select the private partner that is most capable of meeting their needs while still being able to achieve its corporate objectives.  

Introduction

Water utilities both large and small are facing complex challenges as they strive to provide safe, affordable drinking water to their customers.  Changes to an already complex regulatory structure, aging infrastructure and a weak economy are just a few of the obstacles that water utilities must navigate on a daily basis.  In an effort to overcome these obstacles, many utilities are changing the way they do business.  The smart utilities recognize that they must take advantage of industry advances such as new technology, new management approaches and new financing options, in order to cost effectively provide the type of service that their customers expect.  In an effort to identify and implement some of these industry advances, concepts such as benchmarking, re-engineering and optimization are being explored seriously.  Additionally, a number of publicly owned utilities are considering the idea of privatization as a means of utilizing industry advances to improve service and reduce costs.  

What Is Privatization?

In the water industry, privatization, often referred to as “public/private partnerships” in some of its numerous manifestations, is private sector participation in the operation, management and sometimes the ownership of utilities that have historically been run by a not-for-profit public owner, whether a municipality, a county or a special purpose agency such as a water and sewer authority.  The basic concept behind privatization, is that a for-profit private sector water companies that specialize in providing water service and focus on researching and developing industry advances, may be able to run utilities more efficiently and cost effectively than public agencies that do not specialize in treating and delivering water.  Successful public/private partnerships have validated this presumption; however, a number of highly effective and efficient municipal utilities and some failed public/private partnerships demonstrate that privatization is by no means the best approach in all situations.

History of Privatization in Water Industry

The private sector has played an integral role in providing clean drinking water to the citizens of the US.  Many of the early private water companies were started by entrepreneurs that recognized a chance to provide an essential service, promote regional economic growth and earn a profit.  For the most part, these companies operated in a responsible manner and provided the services necessary to support the phenomenal economic growth that occurred during the country’s first century as an independent nation.  However, the monopolistic character of the water business did result in problems related to high rates and equal access that led to increased regulation of these private utilities and an increased involvement in the industry by the typical providers of other essential services, local and state government.  

Over the years, the ratio of publicly owned to privately owned water utilities has fluctuated dramatically.  In the 1800’s, private companies owned the utilities that provided water to 94% of the U.S. market, while in 2000, privately owned companies only served 15% of the U.S. market.
  However, despite the decrease in the number of privately owned utilities, the private sector has continued to play a major role in the U.S. water industry through forms of privatization such as contract operations and design/build/operate that do not involve ownership of the utility.  In particular, with the issuance of privatization related guidance by the federal government in the late 1990’s, private sector involvement has grown dramatically in recent years.

The private sector has also been active in the small system sector of the water industry.  According to the EPA’s 2000 Community Water System Survey there are 170,000 total water systems in the United States.  Of these, approximately 53,000 are classified as being Community Water Systems (CWS) which are defined as “a public water system that serves at least 15 service connections used by year-round residents or regularly serves at least 25 year-round residents”.  Approximately 50,000, or 93%, of these CWSs are small utilities that serve 10,000 or fewer customers.  The breakdown of these small systems between private and public ownership is almost even with 54.2% of CWSs being privately owned and 45.8% publicly owned.
  While it is difficult to obtain statistics relating to the number of small utilities that are utilizing some form of public/private partnership, since more than half of the small systems are privately owned and operated, and some of the publicly owned systems are utilizing some form of public/private partnership, it is safe to assume that a majority of the small systems are participating in some form of privatization. 

Types of Water Privatization 

There are a variety of forms of privatization available to utilities that are interested in increasing the level of private sector involvement in their business.  Business theory dictates that the level of control that a company will try to obtain increases in direct proportion with the level of risk the company is asked to accept.   Therefore, the differences between the different forms of privatization, center on the degree of control that is conceded by the public owner and the level of risk that is transferred to the private partner.  

Below are brief descriptions of some of the most common forms of privatization and public private partnerships that are in use in the water industry today.  All of these models are functional regardless of the size of the utility.  The list starts with Outsourcing, which involves very little transfer of risk or control and ends with Asset Transfer, a public/private partnership that involves the transfer of almost all risk and control from the public owner to the private partner.  In addition to the other privatization models discussed below, there are almost countless variations and “hydrid” models that fall between Outsourcing and Asset Transfer on the risk/control transfer spectrum and in practice, there are not many, if any examples of privatization that conform exactly to the characteristics of one specific model.  By necessity, all privatization transactions are unique in that they are all developed in an attempt to meet the unique objectives of each of the different stakeholders involved in the business of providing water service.  Real world examples of situations in which different privatization models have been used are presented in Appendix A.  

It is important to note that in most of the privatization models discussed below, the public owner retains the rate setting authority and in many cases some control over the implementation of capital projects.  The asset lease and asset transfer models are the only models addressed in this paper that often involve the transfer of the rate setting authority to the private partner.  In these cases, some type of regulatory structure, whether it is an existing state utility regulatory structure or a structure developed expressly for the specific transaction, goes into effect.  

· Outsourcing

Outsourcing involves contracting out a discreet function of an organization that is typically outside the organization’s core capabilities.  Many water utilities outsource the billing and collection, janitorial, or landscape maintenance services required by their utilities.  Most municipal utilities outsource the majority of their engineering and facilities design work to private engineering firms.  As such, although the value of individual outsourcing contracts may not be very large, outsourcing is arguably the most common form of privatization and accounts for a large share of the total value of privatization contracts.

· Contract Operations

Contract operation involves a utility owner entering into a contract with a private partner for the operation and maintenance of one or more components of the owner’s utility system.  For water utilities, most operating contracts involve contracting out the operation, maintenance, repair and capital replacement of treatment facilities such as wells and purification plants or raw water intake and surface water treatment plants.  However, an increasing number of contracts are also requiring that the private partner take the responsibility for the operation and maintenance of the transmission and distribution systems as well.  Operating contracts that include the entire water system can be particularly attractive to small, municipally owned utilities because they allow the municipality to avoid the day to day responsibilities of the water business without relinquishing ownership or rate setting authority.

Operating contracts have terms ranging between 1 and 20 years, with most of the short term contracts having all but automatic renewal at the end of the term.  Longer term contracts, such as those running for 15 to 20 years were not feasible prior to revised government guidance that was promulgated in the 1990’s.  With the issuance of Executive Order 12803 and IRS Revenue Procedure 97-13, it became possible for both parties to a public/private partnership to reap the benefits possible with a long-term operating contract.   

Executive Order 12803, issued by President Bush in 1992, directed federal government agencies to eliminate regulatory impediments to privatization and created a more privatization friendly regulatory environment.  Revenue Procedure 97-13, issued by the IRS in 1997 defined the terms whereby a public utility could enter into a long-term contract with a private company and still retain its tax-exempt status.  Prior to 97-13, contract lengths were effectively limited to a maximum of five years.

There are varying opinions regarding the most appropriate term for an operating contract.  Proponents of shorter term contracts (1 to 5 years) point out that fear of losing the contract to a competitor during one of the relatively frequent competitions or failure of the owner to exercise a renewal option, provide the contractor with greater incentive to provide exceptional service and keep costs low.  Advocates of short-term contracts also claim that contractors with long-term contracts become complacent knowing that the only way they can lose the contract prior to the end of the contract term is commit a breech of contract severe enough to lead to default or if the owner has and exercises a right to terminate for convenience, typically a costly proposition for the owner.

On the other hand, supporters of long-term contracts argue that only contracts with a term of 15 years or longer provide the private partner with a sufficient period of time to recover a return on capital improvements that it may make to the system.  Therefore, shorter term contracts make it economically infeasible for contractors to implement capital projects that could significantly increase the efficiency and cost effectiveness of the utility system.  

Trends within the industry seem to favor short-term contracts for relatively small systems, while long-term contracts are more in favor for large systems with multiple components.

· Design/Build/Operate

With the recent advent of the concept of design/build in the construction industry, facility owners have been able to reduce both the cost and risk associated with the construction of new facilities.  Under the design/build model, the owner hires a design/build contractor that will be responsible for both the design and construction of a new facility.  The contract between the owner and the design/build contractor is structured such that the contractor accepts full responsibility for any cost overruns during construction, thereby providing the contractor with the incentive to design a facility that is easy and cost effective to construct.  By placing the responsibility of both design and construction with one party, the owner is able to realize the benefits of design efficiencies and reduce the chance of cost overruns during construction.

The Design/Build/Operate (DBO) project delivery model takes this approach one step further by having the contractor operate and maintain the new facility under a long-term operating contract after design and construction.  In addition to the benefits inherent in the design/build approach, the DBO model provides the contractor with the incentive to place an emphasis on operating efficiency during the design and construction phases of the project, which should result in lower life-cycle costs for the facility. 

While most commonly used to develop new facilities, the DBO model also lends itself to the upgrade of existing facilities.  Under this approach, the owner contracts with an entity to design and implement needed improvements to existing facilities and then operate the upgraded facilities under a long-term operating contract.    

· Design/Build/Own/Operate/Finance 

Under the DBO approach described above, the contractor typically recovers the costs associated with design and construction of the project through progress payments from the owner during the design and construction phase of the project, such that the facility is fully paid for and owned by the owner after the completion of construction.  However, in situations where the traditional owner of the facility (utility, municipality, authority, etc.) is either unwilling or unable to provide up-front funding for the project, the Design/Build/Own/Operate/Finance (DBOOF) model can be utilized.  This approach is for the most part identical to the DBO model; however, instead of being compensated for the design and construction of the project during the design and construction phases, the contractor finances the project using debt and/or private equity and then recovers these costs from the utility over the term of the operating contract.  Under most DBOOF transactions, the utility has the option of acquiring or leasing the facility from the contractor at the end of the term of the operating contract.

· Asset Lease

An asset lease is a form of public/private partnership that involves the owner of utility assets, leasing those assets to a private entity in order to allow the private company to use the assets to provide service to the owner’s customers.  Currently, there are a number of transactions underway that involve the use of a structured lease, which provides economic benefits to a publicly owned utility that enters into a long-term (99 years) lease of its assets to a third party trust, which in turn enters into a lease back agreement with the utility who then operates the utility.  At the end of the lease back term, the utility has the option to purchase the assets back or to structure an alternative arrangement for the provision of water to the systems customers. 

· Asset Transfer

Asset transfer is true “privatization”.  It involves the transfer of the assets of a publicly owned utility to a private entity, which assumes responsibility for all aspects of the ownership and operation of the utility, including the responsibility for funding capital investment and setting rates.  The transfer of utility assets from one private entity to another private entity is relatively common.  Transactions involving the transfer of utility assets from a private entity to a public entity such as a municipality or a utility authority, while not common, are gaining in popularity as municipalities recognize the benefits of using tax-exempt financing to fund capital investments in the utilities that serve their citizens.  The transfer of public assets to a private entity is not common, primarily due to constraints imposed by the EPA and the IRS that limit a utility’s ability to divest itself of assets that were funded using state and/or federal grants or tax-exempt financing. 

The Pros and Cons

Privatization, like any business model, has advantages and disadvantages.  Many of the disadvantages can, to a certain degree, be overcome through the use of carefully crafted contract documents.  However, the measures that must be taken to mitigate the potential disadvantages of privatization often serve to diminish the advantages as well.   Additionally, there are numerous situations in which the potential downside of a public/private partnership far outweighs the benefits that could be realized.  Only by gaining a complete understanding of the pros and cons of privatization, and their significance in its specific situation can a utility make an educated decision with respect to the desirability of privatizing their utility.   

Advantages

Private sector involvement in the delivery of drinking water has several potential advantages for a utility, including: increasing operational efficiency, reducing construction costs, providing alternative sources of funding, reducing  risk  and decreasing the impact of municipal politics on the day-to-day and long-term  operations of the utility.

· Operational Efficiencies/Reduced Operating Costs

In most public-private partnerships, whether it be an outsourcing contract, a long-term operating contract or a DBO, the outside contractor is typically a private company, or a team of private companies, that specialize in the services that they are providing under the partnership.  By virtue of its specialization in these services, the contractor has developed practices that may allow it to perform the services more efficiently than the owner, who must divide its attention across a number of different functions.  In the case of a municipality, the owner not only is expected to provide safe drinking water, but is also expected to provide police and fire protection services, safe streets and waste collection, plus a variety of other functions that vary between municipalities.  On the other hand, private contract operators such as US Filter, United Water, Earth Tech and OMI, to name a few, are completely focused on operating water and wastewater facilities.  This focus has resulted in operating approaches that result in utilities being more efficient with respect to key cost components such as electricity, chemicals and labor.  This efficiency results in cost savings to the owner.  Granted, not all of this efficiency gets passed along to the owner, but numerous successful water and wastewater public-private partnerships demonstrate that in many cases the portion that gets passed on to the owner is sufficient to result in overall cost savings when compared to continued operation by the owner.

The utility owner has a choice of how it will utilize the savings it realizes as a result of the private partner’s operating efficiency.  It can elect to pass these savings directly to its customers through rate decreases or deferred rate increases or it can reinvest the savings in the utility.  While the former option has significant short-term benefits such as increased customer goodwill and political capital, the latter option may prove to be more beneficial in the long run.  If one assumes that rates remain the same as they were prior to privatization, the decrease in operating costs created by the private partner’s efficiency will generate a revenue surplus that can be used to fund operating and capital reserves which strengthen the owner’s financial position, making it more attractive to potential lenders.  The utility can take advantage of the resulting reduction in its cost of capital to obtain funding to replace aging infrastructure thereby increasing the sustainability of the utility.

· Risk Reduction

Under the traditional scenario, the utility owner is fully exposed to all of the risks inherent in owning and operating a utility.  These risks include operational risks such as equipment failure or labor disputes; economic risks such as inflation, interest rates or changes in demand; force majeure risk including hurricanes and floods; and environmental risks such as illegal discharges or changes in environmental regulations.  The owner has the ability to manage some of the risks, for instance, the risk of loss resulting from natural disasters can be managed with insurance and the risk of declining revenues due to a marked decease in demand can be hedged by maintaining adequate operating reserves.  Public/private partnerships can offer an additional means of managing some of these risks by placing the responsibility for addressing certain risks with the private partner.  A good example of this type of risk transfer is the common practice of placing all responsibility for facility maintenance and repair on the contract operator while still securing guarantees through the contract that an expected level of service will be provided for a fixed price.  This approach insulates the owner from the economic and service quality impacts of responding to an unexpected equipment failure.

· Political Factors

Public/private partnerships can serve to remove a water utility from the political agenda making it less susceptible to changes in the make-up and ideology of governing bodies.  As mentioned previously, the owners of many publicly owned utilities, particularly municipalities that are not exclusively in the business of providing water service, often struggle to find the resources necessary to allow them to provide the various different services that they provide.  Invariably the different service departments end up competing for the limited resources that are available and decisions get made that are not necessarily in the best interest of the water utility.  Most of the time these decisions are made in a well reasoned attempt to allocate resources based on need.  Other times, the decisions are made in response to the current political agendas of the decision makers.  In the former case, the water utility may end up short because another department is arguably in more desperate need of the available resources.  In the latter case, whether it is a hesitancy to increase water rates during an election year or simply a conflict of personalities, it is simply a reality of politics that prevents the water utility from receiving the needed resources.  Regardless of the forces that drive the decision, political factors can have a detrimental impact on a utility’s ability to provide service.  

By contractually obligating the owner to meeting certain commitments, such as the payment of a service fee or the funding of capital projects, public/private partnerships often force policy makers into providing the resources necessary to operate the utility that is commensurate with the level of service that is expected by its customers.   

· Reduced Construction Costs

The use of public/private partnerships to deliver capital projects can often result in lower construction costs when compared to the traditional design/bid/build approach to project delivery.  The primary driver behind this cost savings is the collaboration between the designer and the builder during the design phase.  Utilizing input from the construction team during design allows the designers to create a design that places a greater emphasis on constructability.  Additionally, the DB and DBO models typically result in significantly fewer cost increasing change orders during construction since the builder and operator have participated in the design and helped ensure that the project can be built and operated as designed.

· Private Financing

Public/private partnerships offer utilities an option to traditional tax-exempt financing for capital projects when the utility is either unable or unwilling to access the tax-exempt debt market.  Under all of the privatization models,  a private partner can provide funding for capital projects needed to meet regulatory requirements or simply to enhance the efficiency of the utility system.  For the most part, the private partner uses a combination of private debt and equity as the source of capital for projects.  As a result, private financing is typically more expensive than public financing since public entities have access to tax-exempt debt.  However, in situations where a public utility does not have the ability to use tax-exempt funding, private financing allows for the construction of much needed capital projects.

In certain circumstances, the private partner may have access to lower cost sources of funding such as private activity bonds and state revolving funds (SRF).  Private activity bonds are low cost debt instruments available to private entities that are constructing facilities that are used to serve the public.  SRFs also may be available to private firms; however, the administrative hurdles that private firms must overcome in order to access these low cost funds can prove to be overwhelming.     

Disadvantages

While public/private partnerships can be beneficial, there are drawbacks that must be considered carefully before entering into a partnership.  These potential disadvantages include:  a decline in service quality; loss of control over the utility assets and the way in which they are used; unacceptable deterioration of the utility assets and higher costs of financing. 

· Decline in Service Quality

As discussed earlier, by virtue of specialization private partners may be able to operate utilities more efficiently and cost effectively than the public owner.  In some situations, these efficiencies and cost reductions have the potential of resulting in diminished service quality.  In fact, many of the cost reducing practices utilized by many of the companies acting as private partners have the potential to result in declining service quality if they are not implemented responsibly.  For example, measures such as reducing the spare parts inventory may reduce costs by avoiding expenditures for unneeded spare parts; however, this practice may also result in extended service interruptions if the parts necessary to complete a repair are not readily available.  Similarly, a reduction in the labor force will obviously reduce costs, but it may also mean that the remaining staff will not be able to respond to emergency situations as quickly.

There are several examples of public/private partnerships that have failed because of poor service quality despite the fact that the private partner was able to offer significant savings.  In many of these cases, the private partner was in complete compliance with the terms of the privatization agreement.  In these cases, it is apparent that neither party paid enough attention to those aspects of the transaction that could have an impact on service quality.  Sound judgment dictates that the public owner develop a complete understanding of the cost reducing practices that the private partner plans to utilize and how these practices may impact the service that is provided to their customers.

· Loss of Control
Another potential drawback of privatization is the loss of control over the assets used to provide an essential service.  While it is true that in any public/private partnership, the owner does relinquish some control to its private partner, the level of control that is transferred depends upon the type of partnership that is entered into.  For instance, under the outsourcing model, very little control is transferred to the private partner, while under the asset transfer model it is possible for the private partner to have almost complete control over how service is provided.  

Under the asset lease and asset transfer models, loss of control can be a definite drawback to privatization.  If the agenda of the private company is in conflict with the agenda of the public partner, serious tension can result.  This is especially the case when the expansion plans of the private partner are in direct conflict with the public partner’s growth and economic development plans.  Private firms make their decisions regarding service area expansion the same way they make other capital investment decisions.  They use a capital planning model to calculate the net present value (NPV) of the project by examining the required capital investment and the expected cash flows to be generated by the project.  If the NPV of the project is greater than the NPV of other possible investments, then the company considers the project desirable.  In theory, this process will result in only those projects that will generate an acceptable profit for the company being implemented.  This decision making process is markedly different than the process used by municipal planners and city governing bodies.  These entities must take factors other than profit into consideration when determining whether to expand a service area.  They should look at the economics of the project, but they also must take social, cultural and political factors into account and in many situations, these latter factors outweigh the economic considerations.  This conflict of interests has been the driving force behind a number of municipalities’ attempts to gain control of the utilities that serve their citizens from the private companies that were currently providing service.   

There are several ways in which the public partner in a privatization transaction can ensure that the control assumed by the private partner is not abused.  First, the public partner must consider carefully the level of control it is willing to relinquish and implement the privatization model that only transfers the level of control that it is comfortable with.  If a public utility is not comfortable with a profit motive playing a role in the capital planning process, it should not transfer full capital planning responsibility to the private partner.  

Second, the contract forming the partnership should clearly define each party’s rights, responsibilities and expectations with respect to issues such as system expansion and rate setting.   Additionally, within the water industry, it is unlikely that the private company would be allowed to abuse the control that it would gain under the asset transfer approach since it is highly likely that the utility under private ownership would be regulated by the agency that regulates utilities within the state in which the utility is located.

· Higher Cost of Financing
As discussed previously, privatization offers utilities with an option to traditional financing alternatives.  A private partner can use private debt, equity or a combination of both to fund needed capital improvements.  However, in most cases, private financing is usually a higher cost option.  Since in all but a few very limited situations, the return that lenders receive from debt issued by private companies is taxable, the interest rates demanded by the lenders is typically two to three hundred basis points higher than the interest rates for tax-exempt debt.  Additionally, the return on equity required by most private firms is usually in the range of 10% to 15%, resulting in a cost of capital that is considerably higher than the cost of tax-exempt financing which has a cost that ranges from 4% to 7%, depending on current economic conditions and the bond rating of the entity issuing the debt.

· Deterioration of Assets

Under some of the privatization models the private partner assumes full or at least primary responsibility for keeping the assets in good working order and in a state such that the assets are capable of meeting the long term needs of the utility’s customers.  This responsibility requires that the private partner make an appropriate financial investment in maintenance, repair and replacement.  If this investment is not made, the system can deteriorate and performance and service quality can be compromised.  Obviously, private companies are averse to spending large sums on maintenance, repair and replacement unless they are able to realize an appropriate financial return on this investment through the fee they are paid by the public partner.  Or in cases when the private company has rate setting authority, through water rates and charges.  Therefore, unless the service fee paid to the private partner includes an appropriate allowance for maintenance, repair and replacement it is quite possible that these activities will be under funded and the condition of the assets will decline.

Under privatization models such as outsourcing and short-term contract operations, the potential for significant asset deterioration due to contractor negligence is small.  In the case of outsourcing, the private partner typically has very little responsibility with respect to maintenance, repair and replacement and it is therefore the public owner’s responsibility to ensure that the assets are kept in good working order.  Under short-term contract operations, the term of the contract is usually insufficient to allow significant asset deterioration to occur.  Additionally, the realization that the owner will take asset condition into account when deciding whether to renew the contract will usually provide the private partner with adequate motivation to make the appropriate investment toward maintaining the assets.

The potential for asset deterioration resulting from inadequate maintenance, repair and replacement is greater under the more advanced privatization models such as long-term contract operations, asset lease and asset transfer.  This is due to the fact that under these models, more of the responsibility for maintenance, repair and replacement is placed on the private partner and the term of the partnership is long enough to allow for significant deterioration of the assets if they are not maintained properly.  

Asset deterioration can be particularly problematic under the long-term contract operations and the asset lease models.  This is because in addition to the previously listed factors (length of term and transfer of maintenance responsibility), under these models the return of the assets to the public partner is an integral part of the transaction.  Therefore, the public partner must be concerned that when the public/private partnership ends, the assets that are returned to them are in a condition that will allow the utility to serve their customers without the need for immediate large scale expenditures.

In these situations, the public partner can protect itself in a number of ways.  Perhaps the simplest approach is to retain responsibility for funding repair and replacement projects.  While this approach leaves the risk associated with capital repairs and replacement squarely on the shoulders of the utility owner, it significantly reduces the risk that the private contractor will allow the assets to deteriorate to an unacceptable condition.

Why Do Utilities Consider Privatization?

In essence, there are three types of needs that drive utilities to consider privatization: operational, economic and political.  Operationally, a utility may be seeking a more efficient way of providing service that it is unable to provide because its existing staff does not have the appropriate expertise.  Many utilities look to privatization as a means of addressing recurring environmental compliance problems, relying on the private partner’s expertise to find a solution to the compliance problem. 

From an economic perspective, many utilities consider privatization to avoid rate increases by taking advantage of the cost savings that private partners may be able to offer.  Other utilities consider options such as D/B/O because it has been demonstrated to be a more efficient and cost effective means of delivering capital projects.  Still other utilities are hoping to overcome much more deep seated economic problems such as an inability to access funding because of a poor bond rating.  These utilities hope that a public/private partnership will provide them with the financial capability to implement projects that are needed to continue providing service to their customers.

Lastly, there are the political factors.  From the political perspective, there are two main drivers behind privatization.  The first involves utility personnel recognizing that political factors are playing a greater role in the decision making process than are the actual needs of the utility.  In these cases, utilities look to privatization as a way of removing themselves from the political process.  The second political factor that often leads to privatization is the need for politicians to make a statement that the status quo is broken and something needs to be done to fix it.  In many cases, the politicians have advocated privatization as the answer to the problem simply because it is the latest trend.    

Assessing the Feasibility of Privatization

As discussed in the previous section, utilities consider privatization for a variety of reasons, with those reasons typically having either an operational, economic or political impetus.  Each of these considerations should be taken into account not only before the utility begins the process of finding a private partner, but should also be considered throughout the procurement process.

· Operational Considerations

If the utility’s objective is to increase efficiency through privatization, before it decides to embark on the process of identifying a private partner, the utility owner must consider whether, from an operational perspective, the utility in question lends itself to the type of efficiencies that are typically delivered by a private company.  A large number of successful public/private partnerships have demonstrated that private companies that specialize in the operation of water and wastewater facilities can indeed operate a utility more efficiently than the public owners, who do not specialize in water and wastewater operations.  However, a utility’s operational characteristics may not allow a private company to implement the actions necessary to achieve these gains in efficiency.  For instance, many private companies increase efficiency through increased automation and a commensurate reduction in staff.  While this approach can be effective with medium and large utilities with relatively large staffs and widely dispersed facilities, it is not as effective with small utilities that may have only one facility, perhaps a well or a small package treatment plant, and a minimal staff consisting of one licensed operator and a part-time maintenance employee.  In the case of the small utility, it would be extremely difficult for a private company to realize significant efficiencies through automation and staff reduction.  

Another means that private companies use to increase efficiency is the implementation of capital projects designed to take advantage of technological advances in the water treatment and delivery process.  Once again, this approach can be effective on medium to large utilities with relatively complex treatment processes, but many smaller systems are somewhat “low-tech” by nature and do not lend themselves to the implementation of new technology.  For example, it may be extremely difficult to apply meaningful technological advances on a small system that consists of one well, disinfection facilities, and a distribution system.  There is simply not enough technology involved to take advantage of advances in technology.  

On the other hand, if one or more of the components of the small system described above is reaching the end of its useful life or is starting to fail for other reasons, a private partner may be able to implement in a more cost effective manner, the capital upgrades to the system needed to rectify the problem.  Additionally, the private company, by virtue of its specialization in the industry, should have better access to the latest technology.    

· Economic Considerations

Lower costs is one of the primary objectives of most utilities that consider privatization and while history has demonstrated that privatization can result in lower costs, cost reductions are not a given.  The public owner must look beyond the sales pitches of the companies filling the role of private partners.  While these companies may have participated in successful public/private partnerships that support their claims, too many failed privatization agreements have been premised solely on previous successes.  Therefore, prior to beginning a long and expensive procurement process, a utility should carefully consider the economic feasibility of privatization.

A thorough evaluation of the economic feasibility of privatization involves both a comprehensive analysis of the expected costs associated with continuing under the status quo and a careful estimation of the expected costs associated with privatization.  This type of economic feasibility analysis typically involves the development of a “baseline” cost estimate.  This economic baseline is a detailed estimate of the long-term costs associated with continuing under the status quo.  It should be noted that a simple projection of the utility’s current budget is not an adequate baseline because this type of analysis fails to recognize whether the current costs are appropriate. Under a contract operations model, the status quo would be continued management, operation and maintenance of the utility system by the public owner, assuming that an appropriate investment is being made to maintain and repair the system.  

Typically, the economic baseline is based on the current budget of the utility. These costs are then adjusted if necessary to include an appropriate annual investment in system maintenance, repair and replacement.  The estimated costs should not reflect any benefits of optimizing operating processes unless it is absolutely certain that these benefits will be realized.  The resulting capital and operating costs are projected for a period equal to the term of the contract using economic assumptions identical to the assumptions that will be used to evaluate the cost implications of each of the proposals.  These projected costs are then discounted back to the present to determine a NPV of costs associated with the status quo.  Once a baseline cost estimate has been developed, the next step in the economic feasibility assessment process is the estimation of costs under privatization.  

Estimating the costs associated with privatization, prior to the receipt of proposals from private companies can be a difficult and often inexact process.  In general, there are two approaches to estimating costs under privatization.  The first, and most exhaustive, approach involves enlisting the assistance of engineering and economic professionals to develop a “bottoms-up” estimate of what a private contractor would charge to perform the specified scope of services.  In essence, this approach involves assuming the role of a proposer and developing a mock proposal by examining each activity and determining the anticipated cost of performing each activity, taking into consideration opportunities for increasing efficiency.  This is a costly and labor intensive process, but it can yield a very accurate estimate of the cost savings that could be realized under privatization.

The other approach to estimating costs under privatization involves looking at the historical results achieved in other similar privatization transactions.  Certain forms of privatization like long-term contract operations are relatively new and data relating to the actual economic performance under these contracts is difficult to obtain.  Therefore, this approach to estimating the economic benefits under these models may be inadequate.  However, other forms of privatization, such as short-term operating contracts have a fairly long history and as a result there is data available relating to the costs associated with these transactions.  Although the opportunities for economic benefit are for the most part unique to the specific utility, and the fact that a private partner was able to provide economic benefits in one situation are no guarantee that they will be able to reproduce these results in another location, this type of analysis can provide the owner with a good understanding of the magnitude of economic benefits that privatization could provide.

Regardless of which method of estimating costs under privatization is utilized, the owner must also take into account all of the costs associated with privatization, not just the fees that will be charged by the private partner.  Other costs that must be considered include procurement costs, contract administration and oversight costs and other indirect costs that may be charged to the utility by other departments of the owner’s organization even under privatization.  Failure to recognize these additional costs will result in an inaccurate estimate of the costs associated with privatization and could lead to an inappropriate decision to pursue privatization. 

Once the baseline cost estimate and the estimate of costs under privatization have been prepared, the two estimates are compared.  If the estimated costs under privatization are less than the baseline, the owner should seriously consider proceeding with the privatization procurement process.  Additionally, once proposals have been received from potential private partners, the baseline can be compared with the costs calculated for each proposal.  If the proposals do not represent significant savings with respect to the baseline, the owner can opt to discontinue the privatization process. 

· Policy Considerations

In addition to the previously discussed operational and economic factors that an owner must consider prior to deciding to pursue privatization, there are also policy considerations that must be taken into account.  This process essentially involves taking the pulse of the various policy makers and stakeholders with respect to privatization.  There are many individuals and groups that are ardently opposed to privatization, including some environmental groups and labor unions.  In many cases, this opposition is well reasoned and legitimate while in other instances, resistance to privatization is simply a reflexive response against big business involvement in the provision of an essential service.  Regardless of the legitimacy of the opposition, failure to recognize these opinions can result in an arduous approval process and ongoing opposition.

Recently, opponents of privatization have expressed concerns about the fact that many of the firms that serve as private partners to public utility owners are owned by companies based in foreign countries.  These opponents argue that placing control over much of the U.S. water assets in the hands of foreign companies is a security risk that is not justifiable by the economic benefits that may results.   While this argument has some merit, it must be recognized that privatization does not necessarily mean that a public owner must give up complete control of its utility to its private partner.  As discussed earlier, the level of control that is conceded to the private partner is at the complete discretion of the utility owner and there is no reason that a utility should give up more control than is deemed appropriate.   

Overview of the Procurement Process

· Request for Qualifications

The initial step in the process used by a public utility owner to identify and select a private partner is an analysis of the qualifications of each of the interested parties.  The primary tool used to identify qualified firms is the Request for Qualifications (RFQ).  A sample RFQ outline is included in Appendix B.  

In actuality, the RFQ accomplishes two purposes; first, it serves to notify the industry that the public owner is interested in entering into a public/private partnership and provides the industry with some general information about the services the owner wishes to have performed.  At a minimum, the RFQ should provide: 1) a general description of the services the private partner will be expected to perform; 2) an indication of the length of the partnership; 3) a general description of the utility and its assets; and 4) a proposed schedule for the procurement process.

The second purpose of the RFQ is to define the minimum qualifications that the owner expects from a private partner, describe the format in which the interested parties should present the information relating to their qualifications and define how each firm’s qualifications will be assessed.  In terms of minimum qualifications, most utilities require that the private partner have: 1) at least five years of experience in the operation of utility systems similar to the owner’s system and 2) adequate financial strength to ensure that the company should remain in business for at least the term of the contract.  In some cases, owners will require that the interested parties have experience in addressing specific problems that the system in question is experiencing.  For example, if the utility is facing extreme challenges with respect to environmental compliance, the owner may require that the private firms have experience in addressing environmental compliance issues in order to be considered qualified. 

Typically, the utility owner develops a “short-list” of the most qualified firms that responded to the RFQ.  In some localities, state and/or local procurement regulations dictate the methodology that is used to identify the most qualified firms.  Many of these regulations require that a score be assigned to each firm’s response based on how well the firm meets the owner’s qualification requirements, with the three to five firms receiving the highest scores, being designated as the qualified respondents.

· Request for Proposals
Once the owner has identified the most qualified firms based on the responses to the RFQ, the next step in the process is the preparation and distribution of a Request for Proposals (RFP).  A clear, concise and yet thorough RFP is the most important component of any procurement.  A sample RFP outline is included in Appendix B of this report.  The RFP must not only specifically define the procuring party’s expectations regarding the scope of services to be performed by the private partner, but it must also describe the way in which the private firms are expected to structure their proposals.  Additionally, the RFP must specify how the proposals will be evaluated.  A well written RFP will allow the owner to select the contractor that will maximize the benefits of privatization for the owner and its customers, while ensuring that all proposers are treated in an equitable manner.  

The preparation of the RFP is the owner’s first step in the process of giving up some control over how the utility is operated.  Since one of the benefits that privatization offers is the owners ability to benefit from the private firms’ expertise in the operation and maintenance of water systems, the RFP should not be too prescriptive with respect to how the system is operated.  If the owner dictates, through the RFP, that the system be operated in the exact same manner that it is currently being operated, it is unlikely that any benefits resulting from the private partner’s expertise will be realized.   On the other hand, if the scope of services provided in the RFP allows the private firms a certain degree of creativity and ingenuity in devising a method for the delivery of the services, with the focus being on meeting specific performance standards, it is more likely that the owner and its customer will benefit as a result of the private firms’ specialization.

With respect to the level in which the RFP defines the scope of services to be performed, some owners elect to include a draft Service Agreement with the RFP, while others simply include a list of contract principles that highlight the most important aspect of the relationship between the two parties.  

· Service Agreement

The Service Agreement is the legally binding document that defines the relationship between the owner and the private partner.  The contents of the Service Agreement will vary depending on the privatization model being utilized; however, regardless of the model being used, the Service Agreement specifies the owner’s performance expectations and defines the consequences if the private partner fails to meet these expectations.  A sample Service Agreement outline for a long-term operations transaction is included in the Appendix B.  As is the case with the RFP, care should be taken to ensure that the Service Agreement is not overly specific in terms of how the private partner should manage the system, but should instead focus on specifying the quality of service that is provided.  In water system transactions, service specifications typically focus on meeting drinking water quality standards; system pressure; and response to service calls and emergencies.

Another important component of the Service Agreement is definition of the process whereby the public/private partnership formed by the Service Agreement is terminated.  As with any relationship between two parties, there is a chance that one or both of the parties will feel that it is in their best interest to terminate the relationship prematurely.  Most recent privatization contracts, particularly contracts for transactions that do not involve transfer of ownership, allow for the utility owner to terminate the contract for convenience.  Simply put, this means that the owner can end the public/private partnership for any reason.  While this option is not exercised on a regular basis and is typically an expensive option to exercise, it provides the owner with the flexibility to respond to changes in policy or economic conditions.

In some cases, premature termination is the result of one party’s failure to meet its contractual obligations.  In this case, the contract is terminated by reason of default and the party at fault is usually expected to make the other party economically whole to the extent possible.  

Recently, there have been several instances of municipalities attempting to take ownership of the water assets that a private company uses to serve their residents.  The primary driver behind these takeover attempts has been economic.  The municipalities recognize that if the utility is technologically up to date and operated efficiently, it can be less expensive for a municipality to operate the system since it has access to tax-exempt financing, does not pay income tax and is not expected to make a profit.

In cases where ownership of the utility assets has been transferred to the private partner, dissolution of the partnership can be more problematic.  Unless the public partner has the power to exercise the right of eminent domain and condemn the utility assets, it can be almost impossible to execute a hostile takeover of the private partner. Even if the public partner has the power to condemn the utility assets, it is still an arduous process involving debate over the value of the assets and determining how the system will be operated once the public partner has taken ownership.

· Proposal Evaluation
The procurement process is the mechanism that both promotes competition between qualified parties in an effort to increase value and allows for the selection of the party that will provide the greatest total value.  The evaluation and selection component of the procurement should be structured in a way that allows for a thorough and objective evaluation of the total value offered by each proposal that will serve as the basis for the selection of the proposal that offers the greatest total value.

It is important to recognize that the total value of a proposal to the utility owner is comprised of two separate components.  The first component of total value is the monetary value associated with the transaction.  Monetary value is typically assessed using measurements such as net present value or unit cost. 

The other component of total value is the value intrinsic in the provision of high quality services to the utility’s customers, or customer value.  In water privatization transactions, customer value is typically measured using parameters such as customer satisfaction, drinking water quality, environmental stewardship, employee well being and regulatory compliance.  

An effective proposal evaluation and selection process recognizes and allows for the objective assessment of each component of total value that is offered by each proposal.

Conclusions – Is Privatization the Answer?

Privatization can be an effective means of addressing some of the challenges that water utilities are faced with in today’s business environment.  However, it is by no means a solution to every problem.  Careful utilization of one or more of the public/private partnerships discussed in this paper, can allow water utilities to become more efficient and provide high quality service in a more cost effective manner.  The fact that most utilities outsource the majority of their engineering work demonstrates that they have all reached the conclusion that it is not cost effective to maintain a staff of highly skilled design and process engineers solely for the purpose of meeting their utility’s engineering needs.  Additionally, there a numerous cases where more advanced forms of privatization have proved to be beneficial to the utilities that have utilized them.  However, privatization is not always the right answer and even in situations where privatization may prove beneficial, the utility should recognize that the private partners are not charitable organizations.  They, like all successful corporations, have the primary objective of maximizing shareholder wealth.  Public/private partnerships that fail to recognize and address this truth are likely to fail either because they result in unacceptable compromises in the interest of reducing costs or because they do not allow the private partner to earn the profit that their shareholders require them to earn.  

Public owners must also realize that the companies that fill the role of private partners in privatization agreements are not performing magic.  Many of the practices used by the private partners can be implemented effectively by the public utility using its existing staff and assets.  Failure to fully examine the possibilities offered by re-engineering and optimization may result in an unwise and unnecessary decision to privatize.

Privatization will only be successful if the public utility owner first carefully assesses whether a public/private partnership is capable of delivering the desired outcome and then implements a procurement process that allows them to select the private partner that is most capable of meeting their needs while still being able to achieve its corporate objectives.  
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Appendix A

Case Studies
Thomaston, Georgia 

Type: Contract Operation and Maintenance

Public: City of Thomaston

Private: Optech, Inc., Subsidiary of Southwest Water Company

Population Served: 10,200

Source: Water Partnership Council; http://www.waterpartnership.org/casestudies.htm

Contact: Randy Ekerberg, Optech 

(706) 647-7012

The partnership between the City of Thomaston, Georgia (“City”) and Optech, Inc. (“Optech”) is an example of how the contract operation and maintenance form of privatization can mutually benefit both public and private entities.

Unable to continue operating its water and wastewater facilities, the City of Thomaston contracted the operations and maintenance of its systems to a private operator, Optech.  The original contract was initiated in 1998 with an initial term of three years with optional two-year extensions.  While the City retained ownership of the systems it has been able to benefit from the experience and knowledge that Optech possesses.  The contract includes the O&M of the following:

· two 2.0 MGD wastewater treatment plants;

· one 4.3 MGD water treatment facility;

· 80 miles of collection lines;

· 70 miles of distribution lines;

· 22 lift stations;

· administration of the industrial pretreatment program; and

· metering, lab services, customer service

To increase the efficiency of the operation of the systems Optech added other programs and performance goals as well that proved to be beneficial to the City.  These programs include:

· an on-call system to manage overtime;

· development of a work order system;

· environmental training in best practices utilized in other Optech facilities that resulted in zero cited violations of environmental regulations and one lost time accident in three years;

· reduction of copper and mercury content parameters to compliance levels; and

· predictive and preventive maintenance programs.

In addition, the pre-contract number of employees at the facilities was not reduced at the beginning of the contract and presently comprises half of the labor force.  

Currently the City is in its first renewal of its contract with Optech where Optech committed to an annual fee that was purportedly less than the actual contract fee in the final year of the initial contract period.  Since the contract began in 1998 the City has purchased one wastewater plant, a new water plant, and a 250-million gallon reservoir.  According to Randy Ekerberg, Project Manager for Optech, the environmental compliance record has continued to be excellent and the City continues to be delighted with the level of service it has received.  

Lititz, Pennsylvania

Type: Contract Operation and Maintenance

Public Owner: Lititz Sewer Authority

Lessor: Borough of Litiz

Private: Severn Trent Services (formerly PSC Engineering Services)

Population Served: 7,590

Source: “Drinking Water: Contract Operation & Maintenance-Public Water System-Lititz, Pennsylvania”, Public – Private Partnership Case Studies: Profiles of Success in Providing Environmental Services, EPA

Contact: Carl Kline, Severn Trent Services 

(717) 626-2172

In 1988 the Borough of Lititz, Pennsylvania (“Borough”) found itself in the difficult position of trying to operate and maintain its water and wastewater systems under increasing environmental regulations and standards.  The Borough was unable to provide either the technical expertise or financial resources to meet the increasing demand on improving the quality of its drinking water and effluent.  The Borough believed it only had two options to alleviate its problems: 1.) implement substantial rate increases or 2.) enter into a contract agreement with a private firm to leverage its technical expertise to provide a more efficient operation and meet the increasing environmental standards.  The Borough Council selected the latter option and entered into a three-year contract with PSC Engineering for the operation and maintenance of both the water and wastewater systems.  

The arrangements of the contract included a standard monthly fee that was paid to PSC Engineering with a reimbursable fee paid for those costs incurred that were not covered by the standard fee.  When these costs were not incurred the fee would then be returned to Lititz.

The Lititz Sewer Authority (“Authority”) maintained ownership of the water and wastewater systems once the contract agreement began.  As owner, the Authority leased the systems to the Borough and issued revenue bonds to finance system upgrades and improvements.  The Borough made capital improvements, read meters and billed customers, and determined the rate structure.  PSC Engineering operated and maintained both systems, provided chemicals and power, hired and paid employees, and ensured compliance with all permits and regulations. 

By 1990, the project was considered a success.  Reasons cited were the retention of a majority of the original staff, support of the Borough Council, and the creation of one Borough Department to oversee the contract, which eliminated any duplication of effort that had previously plagued the Borough during the pre-contract period.  In 1991 the original three-year contract was renewed and has been renewed every two years with the most recent renewal occurring in 2001.

As of 2003 there has been very little change in the partnership and responsibilities of the parties except that PSC Engineering has since been acquired by Severn Trent Services, a British company whose O&M revenues for 2002 was $99 million.  According to Carl Kline, Project Manager for Severn Trent Services, there have been no other proposals that have been entertained by the Borough, as it has been very satisfied with the level of service it has received.  In addition, the environmental compliance record has been excellent and with a negligible population growth there has been little or no need for system expansion.

Madison and Bond Counties, Illinois

Type: Water Cooperative

Owner: Bond-Madison Water Company

Areas Served:  Majority of Bond County, eastern half of Madison County.

Source: Illinois Country Living (October 1997); Journal Gazette/Times-Courier Online (July 14, 2003);  Heneghan & Associates Newsletter (2002)

In the past ten years water cooperatives are being formed similar to the way that electricity cooperatives were formed in the 1940s and for the same reason: to provide rural residents with safe dependable service of their respective utilities.  Nowhere has this been more evident than in the rural areas of Illinois, particularly in the central part of the state, where water is a scarcity and the primary source, wells, are neither reliable nor safe.  In addition to existing residents, moratoriums have had to be placed on new development due to this inadequate supply.  Water cooperatives in effect provide water where none had been provided previously and are primarily not for profit companies that work with surrounding communities to start distribution systems from scratch.  Typically these communities are eligible for grants through the Department of Commerce and Community Affairs (DCCA) or through the US Department of Agriculture.  

A good example of this type of purveyor is the Bond-Madison Water Company (“Bond-Madison”), which was begun in 1993 by a group of rural landowners whose wells were not providing a sufficient supply of quality water.  By 1998, the Company had spent $10.9 million and had installed its first water lines in Bond County through Phase I of its construction program.  The interest in the cooperative grew quickly from service in Bond County to areas in neighboring Madison County.  The local electric cooperative, Southwestern Electric Cooperative, and the Illinois Cooperative Extension Service aided in facilitating and furthering Bond-Madison’s mission to its prospective customers.

The village of Pocahontas and Shoal Creek Township, both located in Bond County, were able to receive grants through the DCCA.  Bond-Madison was then able to use these grants to obtain further funding from the USDA’s Rural Development division.  

As of 2003 the construction program for the installation of Bond-Madison’s distribution system has been completed or is currently under construction.  This program consists of three phases.  Phase I, completed in 1999, included approximately 112 miles of water main, two elevated tanks, a ground storage tank, two booster pump stations, service to eight bulk users (Pocahonatas, Hamel, Marine, St. Jacob, Alhambra, Livingston, Worden, and Three County Rural Water) and 862 rural customers.  Phase II, completed in late 2001, included the completion of an additional 114 miles of water main, an elevated tank, a ground storage tank, a booster pump station, and service to the Village of Grantfork and 540 additional rural customers.  Phase III will add an additional 21 miles of water main to the system and provide service to an additional 159 rural customers.  Bond-Madison is not involved in the treatment of water but purchases it from the Illinois-American Water Company’s Granite City Plant.

Bond-Madison is unique in that it is a true regional company that serves not only rural customers but municipalities as well in its service area.  Its commitment to providing this service can be quantified in the funds used to make Phase I a reality, $7,574,250, being  one of the largest combinations of Rural Development grant and loan, DCCA grant, and user tap-on fees issued to a water company.  

Greenville, Alabama

Type: Electric Cooperative

Owner: Pioneer Electric Cooperative

Areas Served: South and West Central Alabama

Source: “Pioneer Electric Cooperative; Greenville, Alabama: Creative Restructuring Helps Bring Community Water to Rural Areas”, Restructuring Small Drinking Water Systems: Options and Case Studies, EPA Document 810R95002, page 37.

As in Illinois, electric cooperatives have been instrumental in expanding water service to rural areas in Alabama.  Pioneer Electric Cooperative (PEC) saw a need among its electric customers for clean and dependable water service due to a large number of wells having dried up and the groundwater containing a high iron levels that that made it unfit to drink.  Pioneer, headquartered in Greenville, brought water service to the rural parts of Butler County and formed the Butler County Water Authority in 1975 with 1,200 customers.  Since those areas of south and west central Alabama surrounding Greenville depend on ground water for drinking water it was not long after that Pioneer expanded its customer base.  With its status as a cooperative and some degree of local control given through the Authority board, Pioneer was eligible for government loans through the Farmers Home Administration and the Community Development Block Grant Program which allowed the system to expand and serve an additional 2,100 customers.

Since that initial formation, PEC has formed an affiliate company, Pioneer Services (PS) that performs all management, administration, operation, and maintenance tasks for the four Authorities that it has helped to form.  The three other authorities include the South Dallas Water Authority which was formed in 1988, and the West Dallas and Lowndes County Water Authorities were established before 1995.  The authorities consist of only board members and allow the municipalities to retain some level of public control over its water systems.

Like most cooperatives, PS established water service in an area that was not served by any entity prior to that time.  PS’s goal is to provide water services to all customers in the counties in which it serves.  To ease the demands of this goal, PEC plans to establish SCADA in order to maintain constant monitoring of the systems.

Currently, PEC provides water to over 7,600 families in south and west central Alabama.  It also continues to be a locally accessible utility with offices in Selma and Greenville.  With a website that was launched in 1996 and recently upgraded, its customers can remain updated on recent events.  In addition, according to the company website, the 2003 Consumer Confidence Report submitted to the State had no environmental compliance issues and zero violations.

East Prospect, Pennsylvania

Type: Ownership Transfer

Owner: York Water Company

Areas Served: York County, Pennsylvania

Source: “East Prospect Water Authority: East prospect, Pennsylvania: Ownership Transfer is Economical Solution to Supply, Quality Problems”, Restructuring Small Drinking Water Systems: Options and Case Studies; EPA Document 810R95002, 1995

Ownership transfers are a type of privatization that can be beneficial to both private water companies and the former government owners.  Usually, the municipality is faced with vast improvements to a system to meet drinking water standards that are not feasible and will cause a hardship on its small customer base through the payment of increased rates to fund the improvements.  In responding to a limited source of supply or a crumbling transmission/distribution infrastructure, an ownership transfer may be the best option available for municipal water system owners that serve less than 10,000.

Smaller communities in Pennsylvania are evidence of where such a form of privatization is effective especially in York County where consolidation and regionalization have been key in allowing the residents of these small communities to have clean and dependable water without burdensome rate increases.  One such community, East Prospect, and its water authority, the East Prospect Water Authority, that serves approximately 200 water customers, faced such a dilemma in 1993 when a developer brought to its attention water quality issues from a well that had been drilled to serve a development being built on the border of the town.  In addition, the three springs and two wells that provide water to the town were being affected by a nearby river.  Already faced with increasing operating costs, the Authority realized that a surface treatment facility would be necessary if it were to continue ownership of the water system and meet water quality standards.  Such a capital improvement project may have doubled or tripled the existing rates if the town had decided to rectify the situation on its own.

A transfer of ownership to York Water Company seemed like a viable alternative since its transmission line was located only 12,000 feet away from the Authority’s system.  East Prospect petitioned for the takeover by York Water Company along with two other small communities, Saginaw and Seven Valleys, located nearby.  By the end of 1995,the transfer of the assets of the Authority under the York Water Company was complete. By connecting to the 30 MGD treatment capability of York Water through its transmission line, the dependability and safety of its water was no longer an issue.  The transfer also provided York Water Company the opportunity to spread out its costs over an expanded customer base.

Such transfers were encouraged by the Pennsylvania Department of Environmental Resources and the Public Utility Commission, which helped to remove regulatory hurdles to expedite the transfer.  Such consolidation is viewed as beneficial by the state in that water quality issues and regulatory compliance can be mitigated through the economies of scale and technical knowledge that a private utility possesses.  

In January 2003 York Water Company applied for a 13% across the board rate increase.  The PPUC approved a lesser increase and as of June 26, 2003, an 8.5% increase was instituted.  York County water has seen a 1.98% growth rate in its customer base from 1998 to 2003 and serves over 149,000 customers in 31 communities exclusively in York County.

Londonderry, New Hampshire

Type: Ownership Transfer

Owner: Consumers New Hampshire Water Company

Areas Served: Hudson and Litchfield, New Hampshire

Source: “Consumers New Hampshire Water Company; Londonderry, New Hampshire: Multifaceted Restructuring Addresses Needs of 12+ Systems”, Restructuring Small Drinking Water Systems: Options and Case Studies; EPA Document 810R95002, 1995

Before there was regulatory oversight, drinking water systems were constructed without the aid of local design criteria or construction inspection.  Oversight of operations was also lacking which led to low dependability due to poor condition, especially in smaller systems that serve rural areas.  Fourteen small systems located within a 25-mile radius of Londonderry, New Hampshire that had been owned by the original developers were becoming problematic.  The developers lacked the technical expertise to operate them and gave the systems to the Policy Water Company.  The systems ranged in size from 14 to 220 connections serving a total of 960 customers.  

Consumers New Hampshire Water Company (“Consumers”) purchased the systems in the mid-eighties in order to gain a foothold in the community and by the early 90s had eliminated all of the regulatory deficiencies.  By that time the total connections were in excess of 1,000 and the systems were to be interconnected.  During that time the majority of Consumers service area was located in the towns of Hudson and Litchfield. 

On February 27, 1998, Consumers filed jointly with the Town of Hudson to discontinue water service in the State of New Hampshire while the ownership of the assets located within the Hudson town limits would transfer to Hudson.  Since the acquisition took place a study was completed on the needs of the Hudson water system which totaled $4.78 million in improvements.  The Hudson Board of Selectmen also rescinded the bonding authority of Consumers as well in January 1999.

Pennichuck Water Company meanwhile acquired the balance of the Consumer assets including those that serve Londonderry and the 14 original developer package systems.  Pennichuck had previous purchase agreements with Consumers for the sale of additional water to Consumers.  

Bessemer, Alabama

Type: Design/Build/Operate

Public Owner: City of Bessemer, Alabama

Private: Covanta Water

Areas Served: City of Bessemer and outlying areas south and west of the City

Source: Water Partnership Council website; http://www.waterpartnership.org/casestudies.htm

The City of Bessemer (“City”) is located in north central Alabama between Birmingham and Tuscalossa.  The Bessemer Government Utilities Corporation is an excellent example of an established utility adding treatment capability to its water utility through the Design/Build/Operate (“DBO”) form of privatization.  In fact, it is the first municipality in the United States to contract and implement a full DBO water filtration facility.  Bessemer had historically been a wholesale customer of the Birmingham Water Works Board (“BWWB”) and the Bessemer Utilities was responsible only for transmission and distribution to its 23,000 customers.  The wholesale rates that the City was paying to the BWWB escalated 5% to 7% annually which acted as a catalyst for the City to terminate its agreement with the BWWB.  A letter of intent was sent to the BWWB that the City would no longer receive water that gave the City a 36-month period to build its own treatment facility.  A DBO agreement was negotiated with Covanta Water (“Covanta”) and finalized in late 1995 including a twenty-year operations agreement.  The DBO agreement included three goals that Covanta had to achieve:

1.) The facility would be on line no later than thirty-six months following the termination date with the BWWB;

2.) A price that included all aspects of the construction of the facility including engineering and permitting.  The price could be no more than the original estimate provided by the City’s consulting engineer; and

3.) Performance with respect to water quality and quantity had to be guaranteed.

In addition, Covanta provided technical and legal aid to the City that was not anticipated when the BWWB challenged the City’s withdrawal permit that delayed construction of the plant by two years.  In 1998 with the financing arranged, construction of the facility commenced.  The plant was constructed in twenty-four months thus triggering an incentive agreed upon between the City and Covanta for completion in less than twenty-eight months.  The plant opened and was operational in September 2000 marking the commencement of the operations phase of the contract.  Under the contract Covanta is to operate and maintain the facility as well as provide refurbishment and accept all permit compliance risk.  The facility is currently producing 10 MGD to the City with a permitted flow of 12 MGD.  The process is under way to increase that amount to 18 MGD as Covanta helps the City market water to outlying areas south and west of the City.

The final cost of the facility was $36 million, 20% below the original estimate.  This final cost included the construction of the 24-MGD treatment facility, 15 miles of transmission mains, and five miles of intake lines.  The early completion also saved the City $1.5 million in finance costs and $1 million in purchase costs from the BWWB as a wholesale customer.  The financial outlook for the City looks bright as analysis of the rates paid by customers shows a 15% decrease than what was paid when the City purchased water from the BWWB.  Over the twenty year contract this translates to a $50-$60 million in savings to the City.  The lower capital costs and lower rates have allowed the City to better forecast the O&M and capital needs of its system without the high escalation risk. 

Dedham and Westwood, Massachusetts

Type: Transfer of Ownership

Public (Current) Owner: Dedham-Westwood Water District

Private (Former) Owner: Dedham Water Company, a subsidiary of the American Water Works Company

Areas Served: The Towns of Dedham and Westwood, Massachusetts

Sources: The Patriot-Ledger, September 26, 1986; 

Interview with Nan Crossland, Executive Director, Dedham-Westwood Water District; Interview with Walter Huskins, former Chairman of the Board of Commissioners, Dedham-Westwood Water District; and 

the Dedham-Westwood Water District website.

Dedham and Westwood offers a case in which outright ownership by a private company was no longer desired and control was returned to the municipalities through an eminent domain purchase of the company.

The Dedham-Westwood Water District (“District”) formed as a result of dissatisfaction with the private owner of the water system that served both the Towns of Dedham and Westwood, the Dedham Water Company (“Company”) a subsidiary of the American Water Works Company (“AWWC”).  The Company was founded in 1876 through an act of legislation by the Massachusetts State Legislature, which included the right of the Town of Dedham (“Dedham”) to “purchase the company’s property, rights, and privileges at a future time.”  There were many instances where the town discussed the feasibility of purchasing the Company dating back as far as 1886.  In 1930, the Company began to supply portions of the Town of Westwood (“Westwood”) with water while the Westwood Water Company supplied the balance of the residents of Westwood.  In 1936, the American Water Works & Electric Company, the precursor to AWWC, purchased the Company.  Further discussions regarding a take over by Dedham and Westwood in 1939 and 1949 were held, however a full consensus could not be reached.

The tenth instance of discussions regarding a takeover began in 1979 and began as the result of the organic chemical pollutant tricloroethane being discovered in two of the Company’s wells.  The wells had to be shut down and summer water restrictions were imposed on all customers during the summer for the following seven years.  To resolve the contamination issue, the Company planned to build a $5.6 million treatment plant in 1982.  Ensuing lawsuits between Dedham to study alternatives and the Company to proceed and block the buy-out by Dedham occurred in 1983.  

The District was formed through the approval of legislation in 1985, which came from a Superior Court ruling that all assets of the Company that served both towns must be purchased at once.  The District’s leadership was comprised of six Commissioners with equal representation from both towns.  Through this governing body, Dedham and Westwood were able to proceed jointly in their buy-out effort in a more organized manner.  Meanwhile the District’s attempts at stopping the construction of the treatment plant by the Company had failed.  On May 21, 1986 the Company filed for an 88% rate increase to help pay for the plant.  This filing acted as the catalyst for the Commission to seek approval from the State legislature through eminent domain to purchase the system.  A week later the District began negotiations with the Company and the following September an agreement was reached for the district to purchase the company for $17 million.  The sale had an immediate impact in that the treatment plant, improvement of the wells, and acquisition of the system could be paid for through state money. 

Following the purchase the District decided to maintain a public-private partnership through a contract operator.  Through an RFP process the District was allowed to select not necessarily the low bidder but the one best qualified to operate the system.  Since the staff from the Company was already in place the District decided to select American Water Services (“AWS”) the contract operating division of AWWC.  This arrangement allows the District to exert more control on the policies regarding its water system.  For instance, under the company’s ownership the system experienced few improvements without any set schedule.  Under municipal ownership a set schedule is adhered to through the terms of the contract.  Additional control is exerted through a contract renewal period and the potential of another contract operator being selected.  In addition, municipal ownership allows the District to realize tax benefits not offered to private companies, which can have a positive effect on rates.  The District is now able to leverage its ownership in planning and pricing issues while benefiting from the expertise of a private operator.   
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Procurement Document Outlines
Request for Qualifications Outline
1.0
INTRODUCTION

2.0
BACKGROUND ON SHELBY COUNTY SEWER SYSTEM

3.0
PROJECT SPECIFIC INFORMATION

3.1
Background and Project Need

3.2
General Treatment Requirements

3.3
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3.4
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4.0
PROCUREMENT PROCESS

4.1
Procurement Objectives
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4.3
Communications Protocol
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SECTION 1 – INTRODUCTION
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1.2 Background

1.3 Definitions
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1.8 Personal Investigation
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2.1.8.2 Minority- and Woman-Owned Business Enterprises (MBE and WBE) Utilization

2.1.8.3 Convenience Termination Payments

2.1.8.4 Minimum Labor Benefits

2.1.9 Other State Law/County Ordinance Requirements

SECTION 3 – RFP PROCUREMENT PROCESS

3.1 Procurement Process and Decision to Proceed

3.2 Schedule

3.3 Protests

3.4 Communications Protocol


3.5
County Rights and Options
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3.7
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4.5.1.3.1  Guarantor Acknowledgment 
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4.5.2  Volume II: Project Approach




4.5.2.1 Preliminary Quality Management Plan 

4.5.2.2  Project Schedule

4.5.2.3 Project Management

4.5.2.4 Environmental Stewardship and Management

4.5.2.5 Approach to Obtaining Governmental Approvals

4.5.2.6 WBE/MBE Utilization 



4.5.3 Volume III: Technical Proposal 

4.5.3.1 Labor Management

4.5.3.2 Preliminary Operating Protocol

4.5.3.3 Energy and Chemicals Management

4.5.3.4 Maintenance, Repair and Replacement Plan

4.5.3.5 Technical Proposal Forms



4.5.4  Volume IV: Price Proposal




4.5.4.1  Price Proposal Forms

SECTION 5 – PROPOSAL EVALUATION

5.1 Conformance Review

5.2 Evaluation of Technical and Price Proposals

5.2.1 Technical Proposal Evaluation Criteria

5.2.1.1 Team

5.2.1.2 Operating Approach

5.2.2
Price Proposal Evaluation Criteria

5.2.2.1 Responsiveness Evaluation

5.2.2.2 Price Proposal Scoring

5.2.3
Final Scoring of Proposals

TABLES
Table 1-1
Estimated Demand Projections

Table 1-2
Background Documents List

Service Agreement Outline

ARTICLE I  DEFINITIONS AND INTERPRETATION

SECTION 1.1.
DEFINITIONS


SECTION 1.2.
INTERPRETATION


ARTICLE II  REPRESENTATIONS AND WARRANTIES

SECTION 2.1.
REPRESENTATIONS AND WARRANTIES OF THE CITY


SECTION 2.2.
REPRESENTATIONS AND WARRANTIES OF THE COMPANY


SECTION 2.3.
KNOWLEDGE-BASED REPRESENTATIONS


ARTICLE III TERM

SECTION 3.1.
EFFECTIVE DATE AND INITIAL TERM


SECTION 3.2.
CITY RENEWAL OPTION


ARTICLE IV  TRANSITION PERIOD

SECTION 4.1.
COMPANY TRANSITION PERIOD RESPONSIBILITIES


SECTION 4.2.
CITY TRANSITION PERIOD RESPONSIBILITIES


SECTION 4.3.
COMMENCEMENT DATE CONDITIONS


SECTION 4.4.
CLOSING THE TRANSITION PERIOD


SECTION 4.5.
TRANSACTION COST REIMBURSEMENT


SECTION 4.6.
EXISTING CITY CONTRACTS


ARTICLE V  TRANSFER OF DESIGNATED EMPLOYEES

SECTION 5.1.
  COMPANY EMPLOYMENT OF DESIGNATED EMPLOYEES


SECTION 5.2.
  INDEMNIFICATION FOR DESIGNATED EMPLOYEE CLAIMS


SECTION 5.3.
  MUNICIPAL EMPLOYEES RETIREMENT SYSTEM


ARTICLE VI  MANAGEMENT AND OPERATION

SECTION 6.1.
OWNERSHIP AND USE OF THE MANAGED ASSETS AND INVENTORY


SECTION 6.2.
COMPANY OBLIGATIONS GENERALLY


SECTION 6.3.
CITY OBLIGATIONS GENERALLY


SECTION 6.4.
MANAGED ASSETS CONDITION CONFIRMATION


SECTION 6.5.
SERVICE COORDINATION AND CONTRACT ADMINISTRATION


SECTION 6.6.
OPERATION AND MAINTENANCE MANUAL


SECTION 6.7.
STAFFING AND PERSONNEL TRAINING


SECTION 6.8.
ELECTRICITY SUPPLY AND CONSUMPTION


SECTION 6.9.
SAFETY AND SECURITY


SECTION 6.10. COMPLIANCE WITH APPLICABLE LAW


SECTION 6.11. OPERATING AND CONSTRUCTION GOVERNMENTAL APPROVALS


SECTION 6.12.  CITY ACCESS TO MANAGED ASSETS


SECTION 6.13.  ASSET AND FINANCIAL RECORDS


SECTION 6.14.  PERIODIC REPORTS


SECTION 6.15.  EMERGENCIES


SECTION 6.16.  CONTRACT ADMINISTRATION


ARTICLE VII  PERFORMANCE

SECTION 7.1.
MANAGED ASSETS PERFORMANCE GENERALLY


SECTION 7.2.
WATER QUALITY GUARANTEE


SECTION 7.3.
CITY REMEDIES FOR NON-COMPLIANCE WITH PERFORMANCE GUARANTEES


SECTION 7.4.
TESTING, METERING AND WEIGHING


SECTION 7.9.
ADMINISTRATIVE SANCTIONS

ARTICLE VIII  MAINTENANCE, REPAIR AND REPLACEMENT

SECTION 8.1.
MAINTENANCE, REPAIR AND REPLACEMENT GENERALLY


SECTION 8.2.
MANAGED ASSETS EVALUATIONS


SECTION 8.3.
MINIMUM EQUIPMENT PERFORMANCE STANDARDS AND PERIODIC MAINTENANCE INSPECTIONS


SECTION 8.4.
COMPUTERIZED MAINTENANCE MANAGEMENT SYSTEM


SECTION 8.5.
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