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OPERATORS’ PARTICIPATION IN DELIVERING
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THROUGH PUBLIC-PRIVATE PARTNERSHIPS.

THE CASE OF AGUAS CORDOBESAS
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ABSTRACT

This paper uses an in-depth case analysis of the Aguas Cordobesas water concession in Cordoba,
Argentina to illustrate the process of contract management and contract renegotiation under two
different lead technical operators—a multinational company, and a local company. Over the last
15 years, there has been both an increase in water public-private partnerships (PPPs) in developing
countries, as well as a shift to majority local ownership of the PPP concessions. This changing
landscape requires reassessing the performance indicators of water concessions, because current
indicators have failed to predict the outcomes of water PPPs. This paper attempts to highlight
problems with the validity and relevance of current indicators in assessing the outcomes of local
water concessions, and it presents and illustrates a fundamentally different causal mechanism for

predicting rates of concession contract renegotiation under local water operators.
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RESEARCH PROBLEM

There exists an urgent need to improve water services and replace aging water infrastructure in

developing countries'. Approximately 1.8 billion people globally use a source of drinking water
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that suffers from microbial contamination, including piped water supplies’. Moreover, global
water infrastructure needs far exceed what public funds and capacity can deliver. Globally, an
estimated $11.7 trillion are needed to meet global water infrastructure needs from 2013 to 2030,

an estimate that simply cannot be met with allocated public funds alone™.

In an effort to expand access to and improve water services, governments in developing countries
embarked on ambitious reforms in the 1990s, often engaging the private sector under various
contractual arrangements. These efforts were promoted by development banks which, in the early
1990s, advocated for privatization and smaller government. As the largest lender for infrastructure
projects in the developing world, The World Bank’s support for private sector participation has
had considerable influence on policy reforms of borrowing countries and other development banks
and donor agencies’®. As a result of donor policies, the number of water public-private
partnerships (PPPs) in developing countries has increased threefold since 2000”. Along with this
increase has been a shift towards PPPs awarded to local private water operators instead of

multinational water operators like Veolia, Saur, Suez, Aguas de Barcelona, and Thames Water.

By 2015, water PPPs in developing countries that involved a local private operator accounted for
62% of active projects by value®. This is in sharp contrast to early 2000, when just five
multinational companies accounted for 80% of the PPP market in developing countries by value’.
This shift is driven, in part, by the decentralization of water services provision, as well as a shift
in strategy for multinational operators that have begun limiting their operations in developing

country markets and focusing on other regions such as Central and Eastern Europe”'”.

Historically, water PPPs have been measured by access (coverage expansion), efficiency, service
quality, product quality, tariff levels, legal and political conflict, contract renegotiation, and
termination**'"'?. So far, the results of water PPPs in developing countries have largely been
mixed, raising a number of questions about the delivery model®*'*. Some of the issues include
conflicts with operators in contract compliance, perceived high tariff increases, abandonment of

the concession by the operator or a government takeover of the concession. A significant focus of

* The gap is estimated at $5 trillion under a 2% GDP government spending scenario (downside), and $1.7
trillion gap under a 3% GDP government spending scenario (base case). Source: Standard & Poor; OECD;
McKinsey & Co; Global Insight (2016)**.



the literature has been on the high incidence of renegotiation of water contracts shortly after
contract award'*. Extant research on water PPPs, however, has utilized the same set of indicators
developed during the era of predominantly multinational concessionaires. With predominantly
local ownership of newer concessions, we might expect these indicators to be less relevant in
assessing the performance of water PPPs. The literature points to significant benefits of local
knowledge in reducing transaction costs'>"'°. Orr (2005) presents evidence that foreign entrants in
infrastructure projects incur unexpected costs in formal and informal relations with local host

entities, including costs such as time, money, reputational damage, and relationship damage.

Focusing on renegotiation, Guasch (2004) analyzed over 1,000 long-term contracts that were
awarded between the mid-1980s and 2000 in Latin America and the Caribbean. He found that 74%
of all long-term water contracts were renegotiated. The renegotiations occurred 1.6 years, on
average, into the contract'’. The highest rate of renegotiation was in Argentina at 79%. The World
Bank Private Participation in Infrastructure (PPI) Database showed 34% of contracts in water
and sanitation in developing countries were either cancelled or in distress’ between 1990 and
2008'%. Guasch (2008) and (2009) analyzed the determinants of concession contracts
renegotiations. Guasch looked at both renegotiations due to unanticipated events (the so-called
“Pareto improving” renegotiations*) and opportunistic behavior by the firms in the absence of
unanticipated events (“rent-shifting” renegotiations). His findings show that the presence of an
autonomous regulator reduced the probability of renegotiations, whereas economic downturns and
post-election periods increased renegotiations. Relatively more corrupt environments increased
firm-led renegotiations, but decreased government-led renegotiations. Guasch explains that, in
more corrupt environments, governments may have been able to strike ex-ante deals more easily,

and were therefore less likely to renegotiate ex-post.

Other authors have identified additional variables associated with increased likelihood of contract

* The PPI database considers a project to be in distress when the exit of the private sector has been formally
requested or a major dispute is ongoing.

# Pareto improving renegotiations occur ex-post when information is revealed through the contract and are
voluntary alterations of the contract™.



renegotiations. Braadbaart (2005), for example, discusses macroeconomic issues, changes in raw
water supply, and asset-related uncertainties giving rise to renegotiations'’. More broadly, Vernon
(1971) and Woodhouse (2006) argue that, in capital-intensive sectors like water supply, investors
face an ‘‘obsolescing bargain” in which governments can retreat from their original commitments

once firms have invested in fixed and immovable capital assets like infrastructure®*?'.

From the literature on relational contracting and renegotiations, Chan (2010) showed how
strategic, cultural, and institutional factors interact to influence investors to adopt a relational
renegotiation versus a legalistic response. A high level of current investment or increasing future
business presence in the host country were found to be factors that favor the relational approach.
National culture attributes — high collectivism, high future orientation, and high humane
orientation — also promoted relational approaches, and a weak rule of law lead investors to pursue
a relational response to government-led renegotiation®’. Granovetter’s (1985) argues that most
economic behavior is closely embedded in networks of interpersonal relations. His “embeddedness
view” stresses the role of personal relations and structures (or networks) of such relations, in
generating trust and discouraging malfeasance. Other literature suggests that social norms can
allow for the maintenance of relational contracting. Dore (1983), for example, argues that Japanese
firms maintain long-term contracts more successfully in the home market than American or
European firms in their respective markets because of repeat business allied with strong cultural

. . . 2324
norms regarding reciprocity” .

Existing studies that emphasize the role of local operators, namely Marin (2009) and (2010) and

Post (2008) and (2014), show that water PPPs involving a local operator have lower reported rates

9,12,25,26

of renegotiation and lower contract termination compared to overall rates . Many of these

water PPPs have advanced in weak institutional environments with an increased reliance on

12,27

relational contracting and informal contractual supports ©“". As such, the institutionalist

perspective, which stresses the need for strong institutions, failed to predict the variation in
outcomes of water PPPs and generally discounted the embeddedness of market interactions in

social relations and a cultural context?® >,



Therefore, this study focuses on understanding why, counter to extant theoretically informed
predictions, water concession renegotiations seem to be occurring at lower rates, even in weak

institutional environments, where some of the claimed drivers of renegotiation are present.

RESEARCH METHODOLOGY

This study presents an in-depth case analysis of a 30-year water concession in Cordoba, Argentina.
I draw from 18 semi-structured interviews with key informants in 2016, and a review of secondary
sources including contracts, databases, journal articles, and news coverage. The concession
underwent multiple renegotiations, a contract termination, and a transfer of ownership from a
multinational company to a local operator. The Cordoba concession offers an example of
multinational vs. local operators, and the impact on renegotiation and project outcomes, while

. . . 2
holding the concession and provincial factors more or less constant’,

The Cordoba Concession is a $797 million contract to provide drinking water supply to the 1.5
million people in the City of Cordoba with an average of 320 liters per person per day from 1997
to 2027. The supply volumes are approximately 165 million cubic meters per year, with 70% of
the supply coming from Suquia river basin and 30% from Los Molinos river basin. The water is
treated and distributed through a network extending 3,992 kilometers with over 368,500
connections’'. The concession was awarded by competitive bidding under the Provincial
Government of Cordoba and included a 40 million USD loan from the European Investment

Bank32,33

. The original concessionaire, Aguas Cordobesas, was led by the multinational operator
Suez which held 37.5% of ownership of the special purpose vehicle (SPV). The Spanish firm

Aguas de Barcelona (Agbar) was the second largest owner of the SPV.

During the Argentine economic crisis of 2001-2002, Argentina abandoned its Convertibility Law
which triggered a major currency devaluation. The Argentine peso went from being traded at a
one-to-one ratio with the U.S. dollar to more than three pesos to the dollar'’. Aguas Cordobesas
stopped making contractually obligated annual payments to the provincial government. The

government recognized the problem facing concessionaires but did not respond immediately due



to the political risk of a public outcry against increased tariffs. By February 2003, the issue still
had not been resolved'’. Suez then filed for a contract renegotiation under the French—Argentina
bilateral investment treaty, attempting to settle debts, revisit the annual payments to the provincial
government, and reach an agreement on a one-time, large tariff increase to increase the revenue
stream by 50%. This situation is not unique to the Cordoba concession. For most concessions,
investments and obligations are in foreign currency, and revenues are in local currency. When the
local economy is subject to a macroeconomic event, such as a devaluation, a concessionaire’s
financial viability could suffer. Contracts often lack terms that specify the procedures in response
to economic shocks'”. Invoking international law raised the stakes in the renegotiation which made

reaching an agreement more difficult.

Engaging in extended renegotiations, Aguas Cordobesas and the provincial government reached
an agreement in 2004 to settle mutual debts and halt the canon payment™. In 2005, they reached a
second agreement, which was signed into law in December, allowing the concessionaire to
implement tariff increases through a new metering system. The company pushed for a one-time
increase rather than staged increases. The tariff increase was between 25% and 100% and targeted
mostly middle and upper class consumers. The new rates were implemented in early 2006, and
resulted in a public outcry. In response to public pressure, the mayor suspended the rate increase
for 90 days and reduced the increment to 15-18%>. In April 2006, Suez pulled out of the
concession. The governor of Cordoba then worked on transferring the contract to Grupo Roggio,
a construction firm from Cordoba that had previously owned a minority share in the concession.

Grupo Roggio took on Suez and Agbar’s debt in exchange for a 61.15% stake in the SPV.

Adopting a different bargaining strategy, Grupo Roggio engaged in multiple informal negotiations
with the provincial government. The firm would no longer need to make the annual payment to
the provincial government. The tariff increases were delayed and made more gradual. The
provincial government allowed an increase of 15% in 2006, after which the next tariff increase
would begin in 2008*. The tariff rates then increased incrementally every 6 months or when
inflation was over 8%. Grupo Roggio now only had to invest in the operations and maintenance
of the system using the tariffs collected. Investments in the treatment plant and network

expansions, which had previously been required of Aguas Cordobesas, were now the responsibility



of the provincial government. In addition, the provincial government agreed to support a “social
tariff” for low income consumers. Consumers could apply to receive the social tariff, which

currently applies to 12,000 users>”.

Under Suez, the drivers of renegotiation and eventual contract termination are consistent with the
literature. Under Grupo Roggio, however, we would hypothesize that the concession would
undergo additional renegotiations between 2006 and the present, based on the literature. For
example if we look at economic drivers, the economic downturn in 2008 led Argentina’s GDP to
drop from an increase of over 8% throughout 2004 to 2007 to a decrease of 6% in 2009,
Furthermore, the political shift from the Peronist government under Cristina Fernandez de
Kirchner starting in 2007 to the conservative Mayor of Buenos Aires, Mauricio Macri, in 2015,
and the contentious provincial elections in 2007 with allegations of election fraud, would have
hypothetically driven contract renegotiations. There were however no formal renegotiations

recorded between 2006 to 2016.

While no formal renegotiations were recorded under Grupo Roggio, during the period 2006 to
2016, our interviews showed that there were substantive changes to the contract. If we use Guasch
(2004)’s definition of renegotiation as “a significant change in the original contract and the
financial impact of a contract that were not the result of contingencies spelled out in the contract”'”.
Our findings show that contract changes occurred and involved key clauses®. These include
investment obligations on the operator’s side as well as changes to the project works program.
Adopting a different negotiation strategy, Grupo Roggio engaged in multiple informal negotiations
with the provincial government. This is in contrast to the negotiation methods drawn upon under
Suez with the use of the bilateral treaty. However, it is difficult for us to determine whether
informal contractual supports were also drawn upon under Suez. Furthermore, the interviews with

the local operator took place in 2016, and covered issues since the operator took over the contract

in 2006, the responses are susceptible to recall bias.

In the case of Aguas Cordobesas, the underlying process of renegotiation was fundamentally



different under the local operator, and resulted in the lower reported contract renegotiation rates.
Instead, the informal, relational and reciprocal renegotiation processes served as a way to address
uncertainty and incomplete contracts, exchanging lower investment obligations on the operator’s
side for gradually increasing water tariffs vs. large, one-time tariff increases that had caused
consumer outcries in the past. Furthermore, the local operator seemed to demonstrate more
patience in negotiations, had longer planning horizons, and maintained longer term relationships”’.
Chan (2010) showed that negotiators with a high degree of future orientation favor integrative
longer-term negotiating strategies as opposed to competitive strategies. This matches well
established economic game theory findings about participant behavior in repeated games vs. one
time games>°. Similarly, Post (2008) and (2014) showed that developing country firms tend to hold
arange of businesses in their contract jurisdiction, and will hence exhibit greater patience, entertain
a wider range of negotiation outcomes, and have better access to informal contractual supports
than foreign firms’. While investors without these characteristics may invest heavily in the short
term, particularly in stable periods, their relationships can be compromised during periods of

political shifts or increased state leverage™.

LIMITATIONS

We assume here that relational contracting and informal contractual supports were not as available
to or as utilized by the multinational company. These factors have gone largely unmeasured in
water concessions, so an embedded assumption was that these tools were not utilized under Suez.
The case also involved a transfer from the multinational operator to a local operator. The extent to
which the management of the contract was influenced by the antecedent experience with the
multinational is not addressed in this study. The categorization of local is also not dichotomous.
Grupo Roggio was a family company established in Cordoba, with various assets across diverse
sectors within the same province as the water concessions. The company seemed to be heavily
embedded at a very local level with the relationships they possessed and maintained. An area of
further study would be to measure the degree of “local-ness” that a private operator holds. Our
case study and review of the literature point towards constructs such as ownership and location of

diverse assets by the operator, and networks of interpersonal relations and connections.

KEY FINDINGS AND IMPLICATIONS



In the case of Aguas Cordobesas, there was an increased reliance on relational contracting and
cross-sector diversification to deal with uncertainty in managing contract renegotiations'**”’. For
upheld contracts, there is evidence of a lowering of investment obligations, vs. those set out in the
original documents, on the operator’s side. So the actual rate of renegotiation is likely to be higher
than the formal renegotiation rates previously reported, and this probably accounts for the lower
reported contract termination rates and longer contract persistence of locally owned water PPP

concessions even in weak institutional environments like that of Argentina in the early 2000s.

This research highlights the need for improved indicators to assess the performance of the growing
number of locally owned and operated water PPPs and the need to develop more reliable indicators
to predict the outcomes of local water PPPs in Latin America. Future research that develops
additional in-depth case studies of locally owned and operated water concessions is needed to
allow us to understand the real drivers of renegotiation of water PPP concessions and the impacts

of this on their performance thereafter.
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