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ABSTRACT

This paper develops a comprehensive framework for identifying the criteria for choosing among
various institutional forms for infrastructure activities. The framework is based on the presumption that
the objectives of the decision are to promote efficiency, fairness, and accountability in the supply of
infrastructure services. The discussion starts from the premise that the competitive private market is the
preferred mode of supply when the economic and technological characteristics of the activity permit
it. The characteristics of various infrastructure activities are discussed to identify the scope for applying
competitive markets, and the appropriate functions to be played by the government and private sector.
The intention here is to make the rationale for choice as transparent as possible. However, this process
of analysis does not lead to one unique institutional solution for any infrastructure activity in all contexts.
A variety of institutional arrangements which involve different degrees of involvement by the public and
private sectors are discussed with reference to specific examples in developed and developing countries.
The paper then summarizes key policy issues that affect the actual incentives and performance of these
institutional arrangements—including issues of creating competition, broadening participation, achieving
appropriate treatment of risks, and designing effective regulation, financing, and planning of
infrastructure.
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FOREWORD

Infrastructure has been a major focus of World Bank lending since its founding, and currently
accounts for about forty percent of our portfolio. A key concern of the Bank is to ensure that countries
obtyin the fuil benefits from their substantial investments in .nfrastructure. Our review of operational
experience and research regarding infrastructure development points to the conclusion that institutional
issues—espec:ally tnose issues concerning the relative roles ot government and the private sector, and the
structure of incentives—are the key to perforroance in these sectors. In the past decade, international
experieace with reform and restructuring of infrastructure activities has been growing rapidly. This paper
attempts to develop a systematic approach to evaluating the range of institutional options in the
infrastructure sectors; to take stock of the lessons of experience and identify the best practices; and,
bopefully, to accelerate and focus the learning process.

The present study was undertaken as part of an or: 7ing effort in the Transport, Water and Urban
Development Department to look at the key cross-sectora: issues in infrastructure. This analysis supports
the Bank’s internal review of its own policy and operational activities in infrastructure, as well as the
Bank’s dialogue with borrowers and other agencies on infrastructure issues. The paper draws upon much
recent analytical work, done within and outside the Bank, as well as on numerous economic and sector
studies by Bank staff which evaluate the perfcrmance and impact of infrastructure in the context of
individual developing countries. The intended audience for this paper includes students of economic
development as well as officials, in both developed and developing countries, who are concerned with

infrastructure policy.
\,\ _ @bw
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EXECUTIVE SUMMARY

The present study provides both an analytical framework, and a review and assessment of
experience, regarding institutional reform issues and options in infrastructure. “Institutions” are
understood here to include factors affecting the relationships among actors (especially government and
private parties) and the structure of incentives; thus, the classic competitive market is one type of
institution. The key concern of this paper is to clarify the rationales for choosing particular institutional
arrangements for the provision of infrastructure services, with the aim of promoting efficiency, equity,
and accountability to users and other financiers. These choices should be based on an understanding of
the economic and technological characteristics of the infrastructure services; the incentives provided by
various institutional arrangements; and the issues involved in implementing the institutional arrangements
s0 as to achieve the desired outcomes.

Much of infrastructure has characteristics that make it unsuitable to be provided solely
through competitive markets. Such features of “market failure” include economic and technical conditions
which create natural monopoly, “lumpy” investment requirements, spillover effects on non-users, and
the fact that some services are consumed jointly as “public goods”. These factors create a legitimate
public interest in infrastructure, but they do not necessarily require government involvement in all
aspects of providing the services. Moreover, it has become increasingly recognized that these
characteristics traditionally attributed to infrastructure are not equally true of all the activities involved.
For example, in railways, only the imbedded rail infrastructure has monopoly features, (and even these
maybe very limited by competition by other modes), while operation of the railway equipment does not.
In many activities, technological developments have widened the scope for competition (especially in long
distance telecommunications services); created low-cost supply options (e.g. in sanitation and irrigation),
and increased the possibilities for pricing of individual consumption and charging for spillover effects
such as pollution (e.g. electronic road pricing). Technology has also created new types of services—for
example, informatics and intermodal transport systems have revolutionized trade logistics—and new
options for production. Even the nature of externalities and social concerns in infrastructure vary greatly
by type of infrastructure: for example, urban roads and solid waste disposal systems have stronger
impacts on local communities and on land use patterns than do power or telecommunications distribution
systems. Thus infrastructure is highly heterogeneous, the traditional “monolithic” structures of
supplying infrastructure are no longer relevant in many activities.

The worldwide trend towards economic liberalization in many sectors, including
infrastructure, has led to experimentation with various institutional arrangements. This experience has led
to two important conclusions: that there are fewer activities requiring public intervention than once
was believed; and that public intervention, when justified, can be exerted through less distorting
policy instruments than those traditionally used.

The pervasive government involvement in finance, regulation, and actual delivery of many
infrastructure services has led to poor performance in many cases—by weakening managers’ operational
and financial responsibility, imposing conflicting objectives, and politicizing decisions on investment,
pricing, labor, and technological choice. It is necessary to reexamine the basic rationale for government
intervention and the justification for each type of policy response. In many cases, experience shows that
the risks of poor performance due to possible market failure are less serious to the economy than
the risks of government failure. Public infrastructure monopolies were created in many countries in
order to exploit economies of scale, protect national interests, and mobilize resources for basic system
development. In practice, many of these entities achieve neither efficiency nor distributional fairness, and
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they fail to generate sustainable sources of finance (whether from internal revenues, loans or equity).
Moreover, the extremely poor quality and unreliability of service handicaps economic activities elsewhere
in the economy.

Clarify the rationale for private versus public involvement in infrastructure. The first issue

for analysis is to determine whether market conditions exist for each infrastructure activity, based
on the following criteria:

(a) nature of the good/service—whether jointly consumed (“public good”) or privately
consumed (“private good”);

(b) conditions of production—to what extent there are economies of scale creating
natural monopoly; whether there are high sunk costs which would deter new
suppliers (if not, the activity is said to be “contestable™); and what degree of
coordination (e.g., of technical standards) in production is needed for efficiency.

(¢) externalities and social objectives—to what extent are there benefits and costs
affecting persons other than those directly involved in the activity;

(d) characteristics of user demand—such as the degree of consumers’ access to
information about supply alternatives, and the existence of substitutes for particular
kinds of services.

The above conditions provide the a priori justification for assigning to the private sector or
to the public sector responsibility for various functions—including sectoral planning and policy~making,
ownership, regulation, financing, execution of investment, and/or operation and maintenance (O&M)—for
each infrastructure activity. The following general guidelines for policy are suggested by this analysis:

° For activities involving public or quasi-public goods, natural monopoly, or capital
with high sunk costs—e.g., the provision of network, trunk-type facilities such as power transmission
grids, major highways and pipelines for water and sanitation, port installations, etc.—there is a case for
a public sector role in planning/policy-making, financing and ownership; or alternatively, for private
sector ownership under public regulation.

° The activities necessary to generate services from these facilities may best be carried
out on the basis of competitive bidding for the right to operate the monopoly. The government’s
responsibility in this case is to issue the exclusive contract and monitor performance under its terms; to
ensure that other providers of services using the network facilities face fair conditions of access (including
price); and to protect users from other possible abuses of the monopoly.

° For most activities involving capital with low sunk costs (e.g. road freight transport),
entry by the private sector should be fully liberalized (urban bus transport being an exception where
regulation of entry can still be justified); the government should mainly be responsible for ensuring fair
competition.

° Additional characteristics of infrastructure activities such as externalities, social
service objectives, and certain features of user demand may provide justification for public intervention



xi

through investment planning, regulation and/or fiscal transfers (taxes/subsidies)—but rarely for public
ownership or direct public execution of investment or service operation.

h institution ngemen i ropri ignment of r ibiliti
public and private sectors. The institutional options considered here represent a continuum from mainly

public sector, to mainly private sector, responsibilities for the functions of planning/policy-making,
ownership, regulation, financing, investment, and O&M. These options include: (i) government
department, (ii) public utility, (iii) service contracts, (iv) management contracts, (v) lease contracts
(affermages), (vi) concessions, including BOTs, (vii) private entrepreneurship (i.e., with at least majority
private ownership), including through divestiture, and (viii) communal or “self-help” schemes, including
cooperatives. Much of the prevailing attention to “privatization” in infrastructure tends to focus on only
a few of these options (notably BOTs and divestiture).

The choices among these institutional options for particular infrastructure activities should
depend in large part on the objectives, or benefits, sought from involving the private sector. These
objectives include (i) skilled and independent management, (ii) productive efficiency, (iii) innovation
(dynamic efficiency), (iv) accountability to customers (and improved service quality), and (v) financial
autonomy (including mobilization of additional financial resources for the sector).

Experience with the alternative institutional arrangements in various infrastructure activities
leads to the following observations regarding their potential advantages and disadvantages:

o Some improvements in management and productive efficiency can be gained from
introducing commercial practices (such as by shifting activities from a government department to a
corporatized parastatal) and even a modest degree of private sector participation (as in contracting-out
of specific services or management of operations); these approaches are often impeded by political
interference, however, so that the benefits may not be sustained. Such incremental arrangements may still
be useful as part of a transition to fuller private sector involvement.

° Arrangements which give the private sector producer of services full managerial
autonomy and full commercial risk (e.g., lease contracts), and in addition, responsibility for both
operation and investment (e.g., concessions) have the potential to produce stronger and more lasting
benefits than more limited forms of private sector participation such as service contracts and management
coatracts.

° BOTs and complete private entrepreneurship through divestiture may, in addition,
mobilize new sources of funding and further reduce government’s financial risk—but this depends on the
terms of the specific agreements.

L] Service contracts and management contracts are arrangements which appear to have
unexploited potential as part of a strategy of transition to greater privatization. As the public and private
sector gain experience with these partnerships, they can lead to progressive expansion of private sector
participation through leases and concessions and in some cases, ultimately, to divestiture.

nditions for 1 implementation of institution ngements. The actual
incentives involved in these institutional arrangements depend on the framework for competition,
participation, regulation and financing.
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Competition. Even where legal barriers to entry in certain activities are removed, there are
often practical constraints which prevent new entrants from competing on equal terms with existing
suppliers—such as regulations regarding access to fixed facilities (e.g., transfer stations, bus terminals)
or to credit, or tax rules that favor public firms. To increase the pool of potential entrants, it may be
helpful in some cases to develop opportunities for competition between public and private operators, as
is practiced in a number of countries for solid waste collection. To reduce uncertainty and the scope for
rent-seeking (corruption) by both private and public sector partners in contractual arrangements, it is
necessary to provide disclosure of information (about the condition of fixed assets, for example), and a
public process of bidding for contracts.

Participation. Institutions must be adapted to foster participation by both users and other
interest groups, including those affected by environmental or other externalities. Participation options
include the provision of facilities and services through self-help schemes (e.g. by neighborhood
associations), or cooperatives as practiced in many countries for electrification and telecommunications
in rural areas; and through mechanisms to represent the views of users and other stake-holders in
decision-making regarding investment planning, regulation, and delivery of services.

Experience with participatory approaches in infrastructure activities suggests that involving
users in all phases of the project cycle (i.e., in the initial design as well as implementation), and providing
opportunities not merely for consultation, but rather for responsible decision-making, is likely to produce
the greatest benefits in terms of both project effectiveness and building of local capacity for sustained
development. Specific efforts often need to be made at the outset to promote the involvement of the very
poor and representation of women as well as men in participatory programs.

Regulation. To design appropriate regulatory policy in any infrastructure activity, it is
necessary to identify clearly the rationale for government intervention in each area as discussed above,
and the specific objectives to be sought. A basic prerequisite for regulation is a stable, predictable legal
framework which is enforced, especially regarding property rights, liability, and contracting.

Regulatory functions and responsibilities should be clearly separated from those of system
operations; this can be achieved through organizational separation (e.g. independent regulatory agencies
distinct from the operating entities, as in the U.K. utilities sectors) or by delegation through contracts,
as is the practice in French urban services. Regulatory procedures should also be transparent, easy to
administer and enforce promptly. The scope for regulators to exercise discretion should be clearly
circumscribed in most cases, in order to create sufficient confidence in the stability and objectivity of the
process. Where regulation of tariffs is necessary (for monopoly services), methods should be preferred
which lead to simple, automatic adjustments and enable producers to benefit from efficiency
improvements. It is also necessary that regulators have direct access to information about quality of
service and user satisfaction, with mechanisms for consultation with the public.

For governments unaccustomed to formal regulation, the practice of contracting for
operations (through service contracts, management contracts, and leases) may provide a gradual learning
process, with the regulatory function embodied in the design and monitoring of the contract. This may
be a more practical approach in some developing countries than creating a separate new regulatory agency
at the outset, especially for subsectors such as railways, urban water supply and sanitation.

Pricing and Financing. Infrastructure is more likely to be economically efficient, and to
have favorable impacts on the environment, when it is subject to user charges. The absence of user
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charges has usually not promoted access to services by the poor, but has rather reduced availability and
worsened inequalities. User charges should be based on economic prices reflecting both costs of supply
and demand considerations (willingness to pay) and, to the extent possible, externalities. In many
infrastructure activities, the structure of tariffs needs to be revised to remove or reduce internal
cross-subsidies, such as between long distance and local telephone service, or between industrial and
household users. As institutional reforms permit facilities and services to be “unbundled” (managed under
separate organizational structures) and increased entry by the private sector is permitted, the structure of
rates becomes even more important, as it determines the incentives for investment and operation in
different market segments.

Social objectives (for legitimate public service obligations, such as supply of water and
transport to low-income neighborhoods) should be financed by explicit budgetary subsidies to the
provider for these purposes alone; or, an even better approach where feasible, paid directly to the needy
population. Such transfer payments must be clearly specified at the outset in any contracting arrangement
with private providers. Moreover, they should preferably be auctioned-off to bidders who will minimize
the costs of such services. Before any such subsidies are justified, the ability and willingness to pay for
services should be clearly assessed.

In activities where services cannot be priced according to individual consumption, financing
through benefit taxes (i.e. paid by the beneficiaries of the services) provides an instrument to manage
demand and promote efficient resource allocation. Establishing an explicit link between such revenues
and the activities they support can be an important element in transforming activities such as road
maintenance and municipal sanitation from a bureaucratic to a commercial orientation.

Once incentives for internal cost recovery and financial discipline are clearly established in
the infrastructure sectors, the prospects for access to external financing improve. Debt instruments should
be used in many areas of infrastructure, especially in the creation of long-lived assets to ease the cash
flow and promote fair burden-sharing between generations. Instruments such as revenue bonds, as well
as equity issues, can provide a good feedstock for emerging capital markets and an attraction to
institutional investors. If specialized institutions are created to provide credit to municipal government,
they should operate on solely financial criteria. In many cases, local governments need to improve their
creditworthiness. This may require more effective tax mobilization, as well as changes in the sharing of
revenue and expenditure responsibilities among levels of government.

Planning. The government often must retain a role in planning of investment even where
execution of investment and O&M is provided by the private market. Especially where market conditions
remain very limited, it is necessary to create measures to ensure that activities of planning (as well as
regulation) are based on incentives for efficiency and responsiveness to demand. A demand-based strategy
for infrastructure development imposes significant information requirements: about the underlying
determinants of demand for specific services, users’ willingness to pay, and patterns of congestion, for
example. Performance indicators which reflect service quality and user satisfaction should be used to
inform decisions on planning and policy-making, as well as the operation and regulation of infrastructure
activities. Since demand is ever-changing, it is necessary for infrastructure decisions to be based on a
dynamic process of assessing demand—and where competitive markets cannot provide this, other
approaches such as regular demand surveys and channels for participation are needed.
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Introduction

This paper concerns the choices policy-makers face in designing and implementing
institutional arrangements for the provision of infrastructure—including transportation, electric power,
telecommunications, water supply and sanitation, and irrigation.' “Institution arrangements” are broadly
defined to encompass all the factors influencing the environment in which a project or organizational
entity operates. This environment includes the structure of ownership, horizontal relationships among
entities (e.g., competition), hierarchical relationships (e.g., regulatory controls), financing responsibilities,
and participation by various groups in decision-making. The classic notion of a “competitive market”
may be considered one type of institutional arrangement; there are also variations on this model,
involving many different roles for the public and the private sector. The paper illustrates how a variety
of institutional arrangements may be applied to different infrastructure activities, with the ultimate aim
of improving the performance of infrastructure and its potential contribution to economic development.

Part One of the paper presents some decision-making criteria for assigning activities “to the
market”, and for determining the roles of government and the private sector. This section also outlines
a menu of institutional arrangements that represent different degrees of public and private sector
responsibility for the tasks involved in providing infrastructure. Part Two discusses some applications of
these arrangements to infrastructure sectors in a number of countries, and provides a comparative
evaluation based on these experiences. Part Three discusses cross—cutting issues (regarding competition,
participation, risk-sharing, regulation, financing, and planning) which determine the incentives and
conditions for good performance under any of these schemes. A Glossary of the terms used in this paper
is provided in Appendix I.

! These sectors embrace activities commonly known as “public works” or “economic infrastructure™. Transport includes the
subsectors of roads and highways, railways, ports and waterways, urban transport, and road freight. The water supply and
sanitation sector includes both wastewater (sewerage) and solid waste management. This paper does not specifically address
social infrastructure, such as for health and education, nor certain urban structures such as public buildings, street lighting and
marketplaces, although some of the issues discussed here may apply to these activities as well.






I. A Framework for Analysis of Institutional Arrangements in Infrastructure

There has been much discussion in recent years about expanding the involvement of the
private sector in infrastructure, and increasing experimentation with specific arrangements for doing so.
Often, however, these efforts are not based on an explicit, normative analysis of the rationale for
assigning specific functions to the public or private sector. One clear lesson from industrial organization
analysis is that much can be learned about the actual structure and performance of an industry, and about
the potential for policies to improve these outcomes, by looking carefully at the economic characteristics
of the goods and services involved, the nature of production, and the structure of demand in the sector.
It is argued here that choosing among various institutional forms for infrastructure should be based on
such an analytical framework as described below, which draws upon established concepts in industrial
organization as well as public finance theory. The analysis focuses on infrastructure, but could be applied
equally to any goods or services.

This framework is based on the premise that the choice among institutional arrangements
should be based on the objectives of promoting efficiency, equity (fair access), and accountability
(responsiveness to users and other financiers) in the supply of infrastructure services. There may, of
course, be other objectives, such as specific political concerns, which determine the ultimate decisions
by policy makers. The discussion also starts from the premise that for goods and services generally,
competitive markets—mainly involving private actors—are both the most efficient mode of supply and
most accountable to users’ (consumers’) needs. The task of the analysis is to identify where the conditions
of competitive markets apply, or can be approximated, in infrastructure activities; and where these
conditions do not apply, to identify the functions which government needs to undertake and can
implement effectively. This analysis places the burden of proof on the policy maker to explain the
reasons for departing from competitive markets and the private sector for each activity involved in
infrastructure.

To allocate responsibilities between the public and private sectors, one must first distinguish
among the functions involved in enabling infrastructure to become available (sectoral planning and policy
making, ownership, regulation, and financing) or in actually supplying the service (tasks of investment,
operation, and maintenance). Under this framework, the key question is to determine how extensively
government needs to perform the above functions; in other words, in which of these tasks is public
involvement warranted, and through what kinds of policy instruments. International experience with
economic liberalization during the past decade, in infrastructure as well as in other sectors, has revealed
two important conclusions: that the realm of economic activity in which public intervention is required
is narrower than once believed; and that where it is warranted, the public role can often be exerted
through less distorting policy instruments than those traditionally used.

The intention of this framework is to make the rationale for decisions as transparent as
possible. This analysis does not Iead to one unique institutional solution for a given infrastructure activity
in all contexts; rather, it suggests some objective guidelines for designing public policies to fit the specific
conditions of infrastructure activities in individual countries.
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A. Determining the “Marketability” of Infrastructure Activities

Since the efficiency characteristics of a classic market are well understood, a good point of
departure for deciding the disposition of any infrastructure activity should be the relevance of the market
model—the burden of proof should be to identify where and why this cannot apply. Neoclassical
economics and public finance theory offers three grounds on which markets may not be considered
entirely appropriate to supply infrastructure, and where “market failure” is expected to occur:

The Nature of the Good* Involved

A necessary condition for a market is that transactions can be made privately, between
individual buyers and sellers. There are two criteria here:

(i)  Subtractability. A purely private good can only be consumed by one person at a time.
Such goods (e.g., food and typical consumer goods) are said to be highly subtractable
or rivalrous in consumption. At the opposite extreme, purely public goods have low
subtractability or rivalry, because consumption by one individual does not lessen the
availability to others—such goods (e.g., clean air) are said to be jointly consumed.
A more operational definition of this criterion for private transactions is that the costs
of consumption by a specific individual can be identified. For an infrastructure
facility with a limited physical capacity, such as a highway designed for a given
traffic volume, the marginal costs of each incremental user may be imperceptibly
small until the capacity limit is reached and congestion appears—but the fact that
congestion is possible indicates that the facility is, in principle, subtractable.
Similarly, scarce natural resources such as an aquifer should be characterized as
subtractable, even though the marginal costs of consumption may appear insignificant
until the possibility of depletion is actually felt.

(ii))  Excludability. Individual consumers cap also be excluded from transactions involving
purely private goods. Such exclusion is not feasible (or excessively costly) in the case
of purely public goods.

In between the two extremes of purely private goods and purely public goods are toll goods
and common pool goods. Toll goods are characterized by exclusion but low subtractability (e.g., a piped
sewerage system). Common pool goods are subtractable but have a low feasibility of exclusion (such as
many water and forest resources).

The two concepts of subtractability and excludability are related, in that they both are based
on assessments of costs and benefits. Whether the costs of barring access to additional users are worth
incurring depends on the costs they impose on existing users. For example, once a roadway becomes
heavily congested, users may consider it worth the inconvenience to install access gates and fees. The
public interest in policing the use of fisheries and forests grows as society becomes more aware of the
costs of resource depletion. There appears to be an increasing tendency for some goods which were
traditionally seen as purely public (e.g., major highways) or common pool (natural resources) to be
viewed as increasingly private or “toll-able”—both because the technology now exists in some cases

2 The terms “good” and “service” in this note are used interchangeably.
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which makes it easier or cheaper to restrict access (e.g., electronic road pricing), and because greater
environmental awareness is making society more cognizant of the costs of congestion and resource
depletion.

Appendix II presents a matrix which applies the above criteria to sixteen subsectors in
infrastructure. It becomes clear from this exercise that attempting to determine the “marketability” of
infrastructure according to these two criteria does not result in simple yes/no answers, but in degrees
(high/medium/low). Particular judgements in each case would depend in practice on the technology in
use, which affects the marginal costs of consumption, the extent of congestibility, and the costs of
exclusion. Each subsector also consists of various activities, each of which may have different degrees
of subtractability and excludability. The ratings for each activity and subsector from Appendix II are
summarized on the following matrix (Table 1-1).> The conclusion can be drawn that, contrary to the
common assumption that most of infrastructure concerns largely “public goods”, in fact the major
share of the services of these sectors can be characterized as closer to “private goods™.

The Nature or Conditions of Production

(1)  Natural Monopoly. The efﬁciency of the private market depends on the existence of
effective competition, which is precluded for goods which entail natural monopoly
in production. Natural monopoly occurs mainly where there are extensive economies
of scale (high fixed costs relative to variable costs, so that average costs decline
continuously over the relevant range of output).* Natural monopoly implies that the
unit costs of supplying a given market will be minimized with a single
(profit-maximizing) supplier, rather than with multiple suppliers. However, a single
or dominant supplier would have an incentive to charge prices in excess of marginal
costs, and so allocative efficiency would not be achieved. Moreover, lack of
competition may blunt incentives for dynamic and productive efficiency.® Hence,
where there is market power due to natural monopoly, the conditions for a purely
free private market to achieve efficiency do not hold. Monopoly power also violates
the assumption of “fairness” of transactions and equity in relations between buyer
and seller which underlies the market model.

Where natural monopoly exists, it confers market power and a natural barrier to entry. The
existence of natural monopoly in a given activity depends on the cost structure, which varies with the
particular technology. Technological options may be available which reduce economies of scale and/or

3 Appendix II (and the summary Tables 1-5) are intended to be illustrative, not definitive, since there may be different ratings
in some cases based on the particular technology in use and other circumstances.

4 Natural monopoly may also entail economies of scope (unit costs of producing different services in combination are lower than
of producing them separately), which continue to exist in some activities in power and telecommunications; and/or economies
of contiguity (the unit costs of producing services in markets which are located close to each other are less than if the markets
are scrved separately), which are a factor in solid waste collection, for cxample.

% This point has been debated extensively in the literature (¢.g., Scherer 1990).



TABLE 1-1. CHARACTERISTICS OF INFRASTRUCTURE SERVICES: SUBTRACTABILITY AND EXCLUDABILITY

SUBTRACTABILITY
EXCLUDABILITY R —
PUBLIC GOODS COMMON POOL GOODS
LOW Airports/Airways: Air traffic control oads and Highways: Tertiary roads - urban
Roads and Highways: Signaling and traffic
control
MEDIUM Rajlways: Switching and Signaling Irrigation (Surface Water): Trunk System: Dam, main Irrigation (Surface Water) Terminal System: Gravity
Roads and Highways: Primary roads canal; Distrit System: S dary and Tertiary canals Water Supply (piped): Common Terminal Equipment (i.e. handpump)
(National, Trunk); Tertiary roads - rural oads and Highways: Secondary Roads
Solid Waste Management: Disposal: Solid Waste Management: Collection
Sanitary land fill Wastewater Management (Intermediate/Low Cost
Urban Transport: Traffic signaling Sewerage): e.g. Condominial Sewerage
HIGH Wastewater Management (Conventional Airports/Airways: Runways, gates Airports/Airways: Airplane Services; Ground Services
Sewemage): Conventional Street Sewer; Ports and Waterways: Piers, harbor Electric Power: Generation: thermal, hydro, nuclear; Transmission;
Pumping Station; Treatment Plant Raitways: Railbed Distribution
Solid Waste Management: Disposal: Incineration lrigation (Groundwater): Tubewells
Telecommunications (Basic Network): Networks Irrigation (Surface Water): Terminal System: Sprinkler
Transmission: Local, Long Distance; Switching; Common Ports and Waterways: ships; Port equipment (Loading/Unloading)
Terminal Equipment Railways: Rail cars; Freight Loading/Unloading
Urban Transport: Metro/rapid tranait: Tracks and Rails Road Freight Transport: Trucking Services
Solid Waste management: Transfer; Re Rec y (recycling)
Telecommunication (Basic Network): Individual Terminal Equipment
Telecommunications {network Extensions): Value-Added Services; Cellular,
Paging, Microwave Relay; Private or Specialized Networks
Urbag Transport: Van, bus; Taxi; Metro: Railcans
Wastewater management (Intermediate/Low Cost Sewerage): Basic Sanitation
(pit latrine)
Water Supply (Nonpiped): Vendor tanks; Borcholes
Water Supply (piped): Trunk and Distribution System; Individual Terminal
Equipment (i.e. home faucet)
TOLL GOODS PRIVATE GOODS
Definitions:
Subtractability (or rivalry) refers lo the impact that ption by i | users has on consumption opportunitics of all users. Low subtraciability (nonrivalry) = consumption by one user does not impede

availability to other users (such goods are “jointly consumed®). High subiraciability = consumption by one user imposca identifiable, calculable costs on ather users (such goods are "privatcly consumed”).

Excludability cefers to the feasibility of controlling access to a good. High excludability means it is relatively easy (i.¢. non-costly) to prevent users from consuming it.
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reduce the nature of capital investment needed to enter the market. Recent advances in economic theory®
have contributed to the understanding that the main deterrent to competition is the element of the fixed
production costs which would be lost in the event of an unsuccessful attempt to enter the market—in other
words, the magnitude of sunk costs in the event of exit. Capital costs are “sunk™ to the extent that they
cannot be recovered for other uses, which is generally the case for specialized equipment (i.e., firm,
rather than industry, specific) and fixed (location-specific) installations, such as roads and sewer pipes.
Where production of a good requires no sunk costs, it is said to be perfectly contestable, and the potential
threat of entry is considered to provide approximately the same market discipline to an existing incumbent
as actual competition. There may be still be practical barriers to entry imposed by policies or other
factors such as shortages of financing; these barriers may be addressed separately as long as an activity
is contestable in principle.

The matrices in Appendix II characterize the activities comprising each infrastructure service
subsector by the degree of economies of scale (for the types of technology most generally in use) and
“sunkness” of costs of capital involved. These characteristics are summarized on Tables 1-2 and 1-3
below.

(i) Coordination. A concept which is related to, but distinct from, natural monopoly is
coordination. Because of the interlocking networks involved in much of infrastructure
and the fact that flows along these networks (whether of electric power, voice
signals, water, or vehicle traffic) need to follow some explicit rules, formal
coordination is required to some degree—at least in the planning of investment,
technical operation, and setting of minimum standards of equipment and operation.
The extent of coordination needed by the various infrastructure service sectors is also
indicated in Appendix II, and summarized in the following Table 1-4.

Externalities and Social Objectives

Externalities occur where the benefits (or costs) of producing or consuming a good affect
persons other than the individuals involved in the transaction. When the externalities are positive, the
benefits to society are greater than those perceived by the individuals, and the resources allocated to such
goods will be less than socially optimal. When the externalities are negative, the marginal costs faced by
individuals understate the true cost to society, and such goods will be overproduced. In infrastructure,
negative externalities include effects on air, water, and land pollution from motor vehicle traffic, electric
power generation, and irrigation, while positive externalities include the public health benefits gained
from water and sanitation infrastructure. Many infrastructure activities also pose gxternal economies of
consumption (network externalities), whereby all users (e.g., of voice telecommunications) benefit when
a new subscriber gains access to a network because it increases the range of service they can all enjoy
—namely, the ability to communicate with more people.

In a similar vein, certain social or political objectives valued by the community, such as
universal access to a minimum level of service (particularly for water and personal mobility) may be
considered to have a social benefit beyond that accruing to individual users. Such so-called “merit goods”
have positive social externalities of consumption.

¢ Baumol, William J., Panzar, John C., and Robert D. Willig, Contestable Markeis and the Theory of Industry Structure. San
Diego: Harcourt Brace Jovanovich, 1988.
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The following Table 1-5 summarizes these types of considerations for the various
infrastructure services, as identified in Appendix II.

The three criteria discussed above (private vs. public nature of goods, natural monopoly,
and externalities) are normally considered to cover the conditions for “market failure”, i.e., the inability
of the market model to achieve efficiency because of characteristics of the goods and their production.
A fourth set of considerations concerns the nature of demand for the goods. These features suggest
additional requirements for consumers to acquire satisfaction from any given supply
arrangement—requirements which may have implications for regulatory or price policy, as discussed in
Section B and more fully in Part III.

Characteristics of Demand and Service Use

(1) Existence of substitutes. When there are acceptable and affordable substitutes
available for the services provided by a main supplier, the latter will be unable to
exercise the same market power as a true monopolist. Which alternatives are the
relevant substitutes is a judgement made by the consumers, and these alternative
services need not be identical to those of the dominant supplier. For example, when
the public power source becomes too unreliable, firms turn to private generation even
when it is at a higher cost to them. Households similarly resort to water vendors
when the public water utility fails to serve them adequately. Specialized
communications networks for high-volume business users are sought in some
countries to bypass the congested public telephone network. Much shipping can be
loaded and unloaded by lighters without entering port facilities, for which the lighters
serve as a partial substitute. In many countries, freight traffic by road has become
the preferred substitute for rail transit. Since much of infrastructure is fixed in place,
consumers—especially the poor—are often physically restricted in their access to
substitutes (e.g., the roads have to exist in the same regions served by rail). Thus
substitutability is specific to location and to price and income variables. The issue
becomes particularly important for determining the welfare costs of monopoly
suppliers of many infrastructure services.

(i)  The price elasticity of demand. The classic market model assumes that the consumer
is able to adjust demand to price. However, for certain goods in certain minimum
quantities (drinking water being the most obvious case), demand is virtually inelastic,
meaning that that quantity would be consumed at any price. Beyond this extreme
case, the price elasticity of demand for infrastructure services varies greatly among
different groups of consumers. As a generalization, minimum levels of consumption
of urban public transport, electricity, and even basic voice telecommunications
demonstrate relatively inelastic demand as development increases—they become
“necessities” to gain access to jobs, health care, etc. Wherever demand is
price-inelastic, market power by suppliers poses a greater risk to welfare.



TABLE 1-2. PRODUCTION CHARACTERISTICS OF INFRASTRUCTURE ACTIVITIES: ECONOMIES OF SCALE

ACTIVITY ECONOMIES OF SCALE
SECTOR LOW MEDIUM HIGH
Airports/Airways Airplane Services; Ground services Runways, gates; Air traffic control
Electric Power Generation, Distribution Transmission
Irrigation (Groundwater) Deep Tubewell; Shallow Tubewell
Irrigation (Surface Water) Terminal System (On-farm): Gravity, Trunk System: Dam, main canal;

Ports and Waterways

Railways

Road Freight Transport

Roads and Highways

Solid Waste Management

Telecommunications (Basic Network)

Telecommunications (Network Extensions)

Urban Transport

Wastewater Management
(Conventional Sewerage)

Wastewater Management (Intermediate/Low
Cost Sewerage)

Water Supply (Nonpiped)
Water Supply (Piped)

Sprinkler

Ships; Port equipment (loading/unloading)

Switching and Signaling; Rail cars; Freight
Loading/Unloading

Trucking Services

Primary Roads (National, Trunk); Secondary
Roads; Tertiary roads - rural, urban;
Signaling and traffic control

Collection; Resource Recovery (recycling)

Network: Transmission - Long Distance;
Switching; Terminal Equipment

Value-Added Scrvices; Cellular, Paging,
Microwave Relay, Private or Specialized
Networks

Van, bus (urban, inter-urban); Taxi;
Metro/rapid transit - Rail cars; Traffic
signaling

Condominial Sewerage; Localized treatment;
Other intermediate sewerage; basic sanitation -
(pit latrine)

Vendor Tanks; Borehole

Terminal Equipment: Common (i.e.
handpump), Individual (i.e. home faucet)

Distribution System: Secondary and
tertiary canals

Piers, harbor
Railbed

Metro/rapid transit - Tracks/Rails

Conventional Street Sewer; Pumping
Station; Treatment Plant

Transfer; Disposal: Sanitary land fill,
Incineration

Network: Transmission - Local

Trunk System (intake pumping station);
Distribution System




TABLE 1-3. PRODUCTION CHARACTERISTICS OF INFRASTRUCTURE ACTIVITIES: SUNKNESS OF COSTS

—

== |
ACTIVITY SUNKNESS OF COSTS
SECTOR LOW MEDIUM HIGH
Airponia/Airways Airplane Services; Air traffic control; Ground Runways, gates
services
Electric Power Generation, Distribution, Transmission
Irrigation (Groundwater) Shallow Tubewell Deep Tubewell
Irrigation (Surface Water) Terminal System (On-farm): Gravity, Trunk System: Dam, main canal; Distribution
Sprinkler Sysiem: Secondary and tertiary canals
Ports and Waterways Ships Port Equipment (loading/ unloading) Piers, harbor
Ruailways Switching and Signaling; Rail cars Freight (oading/unloading) Railbed
Road Freight Transport Trucking Services
Roads and Highways Signaling and traffic control Primary Roads (National, Trunk); Secondary
Roads; Tertiary Roads: rural, urban
Solid Waste Management Collection; Transfer; Resource Recovery Disposal: Sanitary land fill,
Incineration
Telecommunications (Basic Network) Network: Transmission - Long distance; Terminal Equipment: Common Network: Transmission - Local
Switching; Terminat Equipment: Individual
I Telecommunications (Network Extensions) Value-Added Services; Cellular, Paging,
Microwave Relay; Private or Specialized
Networks
Urban Transport Van, bus (urban, inter-urban); Taxi; Traffic Metro/rapid transit: Tracks/Rails
Signaling; Metro/rapid transit: Rail cars
Wastewater Management Conventional Street Sewer; Pumping Station;
(Conventional Sewerage) Treatment Plant
Wastewater Management (Intermediate/Low Basic Sanitation - (pit latrine) Condominial Sewerage; Localized
Cost Sewerage) treatment; Other intermediate sewerage
Water Supply (Nonpiped) Vendor Tanks Borehole
Water Supply (Piped) Terminal Equipment: Common (i.e. Trunk System (intake pumping station);
handpump), Individual (i.e. home faucet) Distribution System
—= |

Note: High sunk costs imply low contestability, and vice versa.

o1



TABLE 1-4. PRODUCTION CHARACTERISTICS OF INFRASTRUCTURE ACTIVITIES: COORDINATION REQUIREMENTS

ACTIVITY COORDINATION REQUIREMENTS
SECTOR LOW MEDIUM HIGH
Airports/Airways Ground Services Airplane services; Runway, gates; Air traffic
control
Electric Power Generation; Transmission; Distribution
Irrigation (Groundwater) Shallow Tubewell Deep Tubewell
Irrigation (Surface Water) Terminal System (On-farm); Gravity, Trunk System: Dam, main canal; Distribution
Sprinkler System: Secondary and tertiary canals
Ports and Waterways Ships, Port equipment (loading/unloading) Piers, harbor
Railways Freight Loading/Unloading Railbed; Switching and Signaling; Railcars
Road Freight Transport Trucking Services

Roads and Highways

Solid Waste Management

Telecommunications (Basic Network)

Telecommunications (Network Extensions)

Urban Transport

Wastewater Management
(Conventional Sewerage)

Wastewater Management (Intermediate/Low
Cost Scwerage)

Water Supply (Nonpiped)

Water Supply (Piped)

Primary Roads (National, Trunk); Secondary
Roads; Tertiary Roads - rural

Resource Recovery (recycling)

Van, Bus {urban, inter-urban); Taxi
Pumping Station; Treatment Plant
Basic sanitation (pit latrine)
Vendor Tanks; Borehole

Terminal Equipment: Common (i.c.
handpump), Individual (i.c. home faucet)

Collection

Terminal Equipment

Conventional Street Sewer

Tertiary Roads - urban; Signaling and traffic
control

Transfer; Disposal: Sanitary land fill,
Incineration

Network: Transmission - Local, Long
Distance; Switching

Value-Added Services; Cellular, Paging,
Microwave Relay; Private or Specialized
Networks

Metro/rapid transit: Tracks/Rails, Railcars;
Traffic signaling

Condominial Sewerage; Localized treatment;
Other intermediate sewerage

Trunk System (intake pumping station);
Distribution System

Il
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Table 1-5. EXTERNALITIES AND SOCIAL OBJECTIVES PERTAINING TO INFRASTRUCTURE

Sector/Subsector
Transportation
Railways
Urban Transport

Bus, taxi

Rapid transit

Road freight

Roads and Highways

Airports

Ports/waterways

Electric Power

Telecommunications

Water Supply

Sewerage

Solid waste management

Externalities

Network effects!

Air pollution
Urban congestion
Public safety
Noise

Urban land use

Air pollution
Noise

Affects settlement/land use
patterns, drainage, erosion

public safety, dust pollution

Noise, public safety
Water pollution

Air pollution (thermal)
Radiation (nuclear)
Resettlement (hydro)

Network effects

Intersectoral allocation of
water resource;
Public health

Land, water pollution
Public health

Land/air/water pollution,
Public health
Drainage

Socio-political Objectives

Access to service for
remote areas

Affordable access to means of
personal mobility

Common carrier
Access for remote areas

National integration, access to
remote areas

National defense

National defense

Affordable access to minimum

service

Affordable access to minimum
service
National integration

Affordable access to
minimum service
Affordable access to

minimum service

Affordable access to
minimum service

Irrigation Intersectoral water allocation;
waterlogging, salinization, erosion
of land; depletion, pollution of aquifer;
introduction of diseases

! Network effects—Refers to positive externalitics of consumption (decision by one user to link to the network yields benefits to other users,
c.g. by increasing the range of possible communications through the telephone systems). As another example, for a railway between towns A
and B, bencfits to users at any point along the linc increasc when a link to town C is added.
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(iif) Consumers’ access to information. The premise of “consumer sovereignty” in the
market is based on consumers having access to information about the characteristics
of products and services. In some areas of infrastructure, the qualities of service are
not easily assessed by the consumer (e.g. purity of the water supply), which makes
it more difficult to “shop around” and thereby challenge the dominance of particular
suppliers. Another example of asymmetries in the information available to producers
and consumers is provided by the urban transport sector. Individuals cannot assess
the safety of the buses or taxis in which they ride, which justifies public safety
regulation. In addition, inefficiencies (in the form of suboptimal price and frequency
of service) arise in urban bus markets where there is fully unregulated entry, because
of imperfections in consumers’ knowledge about the actual service alternatives
available at any one time.” Indicators of service quality which make the performance
of services more transparent increase the “marketability” of infrastructure.®
Similarly, the prospects for providing services efficiently through a market can be
enhanced when information is made publicly available regarding the impacts of
consumption on nonusers (i.e., where there are externalities, such as air pollution
caused by motor vehicle traffic).

(iv) Temporal patterns of demand. For certain infrastructure services (especially electric
power and voice telecommunications, and to a lesser extent, water supply and urban
transport), demand is not randomly distributed over time but shows distinct peak and
off-peak periods. The outputs of some of these services also cannot be readily stored,
and the capacity of the system needs to be related to peak demand rather than average
demand. Where facilities involve large, “lumpy” capital investments, the physical
capacity cannot readily be expanded or contracted and the supplier must bear high
costs of excess capacity in slack periods, as is the case for example with power
transmission. However, where incremental facilities can be brought into service to
meet peak demand (such as from standby generators which are connected to the
transmission grid), this may be more efficient in some cases than adding to the main
capacity. Likewise, at some times, construction of extra capacity to avoid congestion
at the peak periods may be avoided by charging higher prices for peak than for
off-peak consumption. Removal of regulations which impede such approaches to
dealing with peaks in demand can reduce the need for very large investments.

(\2] xtent of diversi f _user needs. A traditional conception about much of
infrastructure is that it produces fairly homogeneous products (e.g., generic power,
telephone, freight transport service) which lend themselves to standardized production
processes by central public suppliers. Yet it is becoming realized from research that
even household demand for drinking water is not uniform but varies with perceived

7 The peculiar features of urban transport markets in this respect are described in Dagerman (1992).

% A related point is that a condition for production by profit-seeking agents is that the requirements of the product/service can
be fully defined in advance, and that the product delivered can be evaluated unambiguously. These conditions are not met if
information about service performance and quality is not readily available to users (John D. Donahue, The Privatization
Decision: Public Ends, Private Means. New York: Basic Books, Inc., 1989)
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quality differentials and reliability (e.g., Humplick and Madanat, 1992). Moreover,
user needs for telecommunications and transport are becoming ever more diversified
due to rapid changes in technology and production processes. The increasing
differentiation of user demand implies for some services that the structure of supply
has to become more diverse as well to respond adequately. Thus, this last
characteristic of user demand provides an argument for multiplicity of suppliers.

To conclude this section on the “marketability” characteristics of infrastructure subsectors,
it can be said that the provision of network (pipeline-type) facilities, especially the primary or “trunk”
level (e.g., basic transmission hardware for power, telecommunications, piped water supply and
sewerage, trunk highways, port berth structures, and large scale irrigation networks) exhibits, to varying
degrees, the characteristics of public goods, natural monopoly, and high sunk costs. The operation of
these networks, on the other hand (tasks involved in generating services from the facilities), often does
not entail large sunk costs for equipment, and is thus contestable. In addition to these features, it has been
argued here that the nature of externalities and social values associated with the services, as well as the
nature of the market for the services from the users’ perspective, must be understood in order to identify
the appropriate roles that the public and private sectors should play concerning both facilities and
operational functions.

In many cases, technological change has transformed the economic conditions of production
and the nature of demand for the services according to the above criteria. Technology has also thereby
introduced new options for supply (see Box 1).

The key point of this section is that to properly judge the “marketability” of infrastructure,
it is necessary to consider the economic and technological characteristics at the level of specific activities
within subsectors. Looked at in this way, as illustrated by the tables above, it becomes clear that
infrastructure is highly heterogeneous not only across subsectors, but also within subsectors. Taking
the airlines subsector as one example, air traffic control is a pure public good; runways and gates are
essentially toll goods; and airline and ground services are private goods. Among the infrastructure
activities charted on these matrices, the majority appear as private goods rather than as public goods.
Fewer of the activities involve large economies of scale than is customarily imagined; however, a
significant share of the activities involve high sunk costs and require technical coordination to operate
efficiently-features that call for some regulation when private entry is allowed.

B. Determining the Public and Private Roles in Infrastructure

Once the basic “marketability” of each activity has been identified in this way, it is possible
to assign responsibilities for specific functions between the public and private sector. For any service
involved in infrastructure—or for that matter, any other sector—if all the conditions for a competitive
market as just discussed are met, then it is unquestionably preferable from an efficiency standpoint to
provide it through the market. However, because of the characteristics noted above, most of infrastructure
cannot be served by private markets. Government intervention is justified in, and should be limited to,
cases where the potential costs of market failure are greater than those of government failure.
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Box 1 The Changmz Technob&y of I“f“““’“‘t"“’

_ reducmg condxbons fo EEatural monopoly. In telecommumcahons technological ¢
' rcduced economics of scalc in long—dnstancc transmxssxon undcrmmmg natural monopoly in llus area In local

and Smgaporc

More analysis has been devoted to the sources of market failure than to those of government
failure.® The latter may include factors such as unresolvable conflicts among policy objectives; the
inability of policy-makers to interpret the “public interest” accurately; and the interplay among the public
interest, the concerns of particular constituencies, and the private interests of officials. It is argued here
that to minimize the risks of government failure, it is necessary to be very clear about the argument for
assigning any specific task to government; moreover, once it is determined that government should have

® The literature on public choice and principal-agent theories, for example, and other institutional analysis have examined issues
of government failure.
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responsibility for a particular activity, it is preferable to choose the least interventionist policy response.
In determining a strategy for transition to this target, it will of course be necessary to take account of the
constraints of social, political, and institutional circumstances (e.g., human capital) in each situation.

In many cases, arguments which have traditionally been presented for public ownership,
financing, and/or delivery of infrastructure services can be addressed by a more restrained policy
response to achieve the same efficiency and equity objectives. This approach can be illustrated very
briefly below, by relating the specific reasons for government intervention to a menu of “minimal” policy
actions:

(i)  For activities involving public or quasi—ublic goods, natural monopoly, or capital
with high sunk costs—typically, the provision of network, trunk-type facilities as
discussed earlier—there is a case for public planning and policy making, as well as
public financing and ownership. An alternative may also be private sector financing
and ownership under public regulation.

(ii)  Since the activities involved in operating such facilities are normally contestable in
nature, there is no reason a@ priori why the public sector should operate such
facilities. Operation and maintenance could be ailocated on the basis of competitive
bidding for the right to the monopoly. The government’s responsibilities in this case
are to issue the exclusive contract and monitor performance under its terms; to ensure
that other providers of services using the facilities face fair conditions of access
(including price); and to protect users from other possible abuses of the monopoly.

(iii) For other activities that do not involve high sunk capital costs (e.g., road freight
transport), there is generally no economic justification for policies that impede entry
by the private sector.'® ! The government should mainly be responsible for ensuring
fair competition in such activities.

(iv) Externalities, such as environmental impacts of infrastructure, can be addressed by
regulations (e.g., on zoning, technical standards) or fiscal transfers (taxes, fees, or
subsidies to influence private investment or operation).'?

(v) Distributional objectives can be met by regulation (e.g., universal service
requirements), investment planning (e.g., to ensure a certain regional distribution of

19 As indicated carlier, a qualification is needed for urban bus transport, where some regulation (e.g., in the form of competitive
licensing of routes) is justifiable because of structural features of the urban bus market.

! Even where a particular activity does not entail sunk costs, if there are economies of integration or scope with the other
activities undertaken by a dominant provider (e.g., the railway or water utility), this fact may impede the ability of new entrants
to compete on an equal cost basis. In such cascs, there may be need for competitive restructuring of the monopolist—meaning
horizontal and vertical scparation of the contestable activities from those involving large sunk costs.

12 The larger these externalitics (positive or ncgative), the more justification for public involvement. As put by Donahue (op
cit.), a poorly-performing contractor should face penaltics commensurate with the potential losses it inflicts on the public. When
these losses are very great (c.g. of a nuclear power plant disaster, or breakdown in air traffic control), there is justification for
more public involvement in the activity.
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essential minimum services), and/or public financing of nonremunerative services
which are deemed of social importance.

(vi) Significant requirements of coordination among facilities and services may justify
regulation of investment or operating standards.

(vii) Characteristics of market demand, such as low availability of substitutes or low
price elasticity may argue for regulation of tariffs to protect consumers if the supply
is a natural monopoly. Assymetries in information may justify regulation such as
requirements regarding disclosure of information about service quality and alternative
sources of supply. Where temporal patterns of demand exist, there may be a case
for some public planning of investment, deregulation to promote efficient use of
reserve capacity, and pricing policy to shift demand to off-peak periods. A high
diversity of services demanded would suggest policies to liberalize production and
promote competition. It is worth noting that none of these considerations of
externalities or characteristics of demand provides a priori justification for public
ownership, nor even for the public sector to engage in all the tasks of planning,
regulating, financing, and delivering the services.

The analysis to this point has referred to assigning functions to the public and private sector
to meet the objectives of efficiency and equity. A third objective mentioned earlier is accountability,
defined as the ability of service providers to serve the interests of users and other financiers. Competitive
markets meet this criterion of accountability in that the profit-oriented suppliers have an incentive to
satisfy demands of their customers (and it is customers who provide the revenues). Where competitive
markets cannot be used to provide infrastructure services, other arrangements have to be found to
promote accountability.” Such measures may include decentralization of activities undertaken by
government administration, if such decentralization promotes greater responsiveness to users;
participation by users in the planning, financing, and delivery of infrastructure services, whether through
“self-help” or community forms of organization, or through other channels for interest groups to
influence the decisions of service providers and regulators. It is also important that indicators of service
quality and other dimensions of user satisfaction be incorporated into the processes of planning and
regulation.

C. Characteristics of Alternative Institutional Arrangements

The analysis above helps to narrow the range of public policy options to be considered for
particular activities, but does not lead to one unique institutional solution for a given infrastructure
activity in all contexts. The range of institutional alternatives is in fact broader than is often recognized.
The options fall along a continuum between the extremes of completely public sector and completely
private sector responsibility, as shown in Table 1-6. From among these options, specific forms can be
identified as appropriate for particular activities.

3 Whenever services are not financed by user charges, there can be a conflict between the suppliers’ incentives to satisfy the
users, and the need to satisfy those who provide the revenues (e.g., often the government budget). Thus, in addition to the
measures listed here to increase accountability, it is important that infrastructure services be subject to user charges to the
greatest possible extent (see “Pricing and Financing” in Section 1I1.)
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Table 1-6. Types of Institutional Forms by Degree of Public and Private
Sector Responsibility*

Range of Responsibility Menu of Institutional Options

PUBLIC SECTOR

>

§ § XXXXXXXXXX Government Department
% XXXXXXXXX Parastatal
g XXXXXXX Service Contracting
3 XXXXXX Management Conlracling
E XXXXX Leasing
= XXXX Concessions (including BOT/BOO etc.)
S XX Cooperalive/communal arrangements
[§) . . 2
sl= X Private eatreprencurship
x| =
A PRIVATE SECTOR

1. See Annex 1l and Gloassary for detailed, definitions, and deseriptions. These calegories arc ol mutpally
exclusive, €.8. govemment departments and parastatals may cmploy the various forms of contracting;
also, cooperatives and prvale enlreprencurs muy wark under contraciual schemes for public scelor cntiics.

2. With majority 1o 1e1a) privaie shareholding,

Table 1-7 provides a more detailed taxonomy of the institutional alternatives which indicates
how they compare in their assignment of functions, risks, and compensation to public and private parties.
Table 1-8 illustrates how the various institutional options may apply to particular infrastructure activities,
after taking into account the extent to which each activity lends itself to market conditions and the
requirements for government involvement. If the aim is to choose alternatives which promote efficiency
and accountability, then those which involve greater degrees of private sector responsibility and
involvement by beneficiaries i.e., those towards the right-hand side of Tables 1-7 and 1-8 would be
preferred wherever feasible.

The next section describes these arrangements as they are currently in practice in various
infrastructure sectors, with an emphasis on developing courtries. Appendix III includes a broader (though
not exhaustive) listing, by infrastructure sector and country, of where the main alternative forms are
planned or under implementation at the present time.



TABLE 1-7. COMPARISON OF INSTITUTIONAL FORMS BY ASSIGNMENT OF
FUNCTIONAL RESPONSIBILITIES

FORMS Government Corporatized Service Management Leasing Concession Private *Self-Help"
Department *Traditional® | Commercialized | Contracting Contracting (Affermage) (BOT) Entrepreneur Cooperative/
— Communal
FUNCTIONS Parastatal/Public Utility
Ownership of Asscts State (Majority) State or Mixed Private Private or in
L State State (Majority) common
SR R —— S O ——— — — N S,
Sectoral Investment Internal By Parent agency Public None or Public | None or
Planning and Policy- to Parent or  Separate Public Authority Authority Authority Public
Making Governmeant Agency negotiated Authority
Regulation w/Contractor
Capital Financing Government Large Parastatal Public Public Public Private Private Private
(Fixed Assets) Recourse to (limited Contractor
Subsidies and subsidies;
Current Financing Government Government- Market-based Public Public Private Private Private Private
(Working Capital) backed financing) Contractor Contractor
borrowing
Execution of Investment Private Public Partner Private Private Private
Government By Parastatal Contractor Contractor
- for Specific [T TTTTTTTTTT oI
Operation &~ Government Services Private Contractor
Maintenance
Other Characteristics:
Managerial Authority Public Private Private Private
Government Government Parastatal Partner Contractor Contractor Contractor Private Private
Commercial Risk Government Government Parastate] Public Mainly Public Private Private Private Private
Partner Contractor Contractor
Basis of Private Party Based on Based on Based on results, net of Privately Privately
Compensation N/A N/A N/A services services and contractor payment for use of Determined Determined
rendered results existing assets
Duration No limit No limit No limit Less than 5 About 3-5 5-10 years 10-30 years No limit No limit
years years

61



TABLE 1-8. INSTITUTIONAL FORMS APPLICABLE TO

INFRASTRUCTURE ACTIVITIES
FORM Government Parastatal/ Management Concession Regulated*/ Unregulated
Department Public Service Coutract Leasing BOT Entrepreneurs Cooperative
{Nativnai or Utility Contract {Affermage) Communal
Sub-National)
SECTOR
POWER: Overall Generation Small Scale
Communal
Transmission System Enclave'® Systems
sectoral .
Distribution System
TELECOMS: danni Local transmission, switcning system Long Distance Terminal Communal
Transmission Equipment Systems
Service
and Extension
TRANSPORT:
policy Passenger and Freight Rail Enclave”
Railways
Urban making Urban Taxi, Van
Transport Commuter Rapid Transit Bus Inter-Urban Bus
Road
Freight
Roads and Primary, Secondary, Urban Roads Toll Road Enclave¥ Rural and
Highways Locel Roads
Airport/ General-Use Airports Enclave and Airlines
Airlines
Enclave and Shipping
Ports and Generxl Use Ports
Waterways
WATER & Pipe Water Trunk & Distribution Enclave” Communal
SANITATION: Systems
Water Supply Shallow Well;
Vendor
Sewerage Conventional Sewcrage and Treatment Intermediate Sewerage
Solid Waste Collection/Transfer/Disposal Collection/ Recycling
Management
IRRIGATION: Terminal Small
Trunk and Distribution Systems (large scale) equipment Scale
Surface Water (on-farm) Communal
Systemns
Tubewells Deep Well Shallow Well

e

Enclave or “caplive” mcans infi
Refers primarily to regulation of wriffs sd/or ontry. There bs also need for reguistion whea servioos connoct 10 Jarger nctworks.

for exchust

e of provider, ¢.g. & ial or

d; that is, not @ “common carrier.”

0t
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1. Lessons of Experience with Alternative Institutional Arrangements

The preceding section began from the premise that the competitive private market, where
it can be applied, is best able to serve the objectives of efficiency and accountability in provision of goods
and services. This advantage is attributed to the following features of the private sector, in pursuit of
which governments increasingly seek to involve private companies in infrastructure:

(i) managerial skill—rapid and flexible decision-making, due to a clear structure of
incentives (individual reward based on performance);

(i) productive efficiency—e.g., lower production and delivery costs, stemming from the
motivation to make a profit. This outcome is achieved in part because private
companies are less constrained than the public sector by bureaucratic or political
issues regarding procurement and labor practices;

(iii) dynamic efficiency—the motivation to invest in and maintain capital equipment
needed to expand and introduce technological improvements. Investment is also less
subject to political influences;

(iv) accountability to customers—the motivation and flexibility to adapt production to
changing markets and to achieve better service quality and customer satisfaction;

(v) financial autonomy—a final virtue of the private company, particularly from the
government’s perspective, is that it reduces government’s financial burden for
operating expenditures and debt servicing.

The institutional options reviewed here involve the private sector to varying degrees; correspondingly,
they differ in the extent to which they can achieve these advantages. The analysis below moves from the
institutional form with the least involvement by the private sector (“government department™) to the form
with most extensive private responsibility (private entrepreneurship).

It should be noted that most of these alternative forms of private sector participation have
either not been in practice for many years, have not been tested in countries with different socioeconomic
circumstances, or have not been rigorously evaluated. This section does not provide a systematic or
comprehensive review of all relevant experiences. The discussion here is intended to illustrate some of
the more typical examples in developing countries and represent the current thinking of knowledgeable
observers, based on a rapidly evolving set of practices.

A. Review of Experience by Type of Arrangement
Government Department

In many countries, full responsibility for infrastructure traditionally resided in government
departments, although hiving-off these functions to autonomous or semi-autonomous public corporations
or public utilities became the norm in many countries years ago. In Japan, for example,
telecommunications was operated by government ministry until 1952, when it was established as a
state-owned enterprise (and more recently privatized). Government departments remain the typical
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institutional form for sanitation (usually at the municipal level), major irrigation works, and roads and
highways (both national and subnational). Even the national railway continues to operate as a government
department in Bangladesh, India, China, Egypt and many former socialist countries, although this is now
more the exception that the rule worldwide.

As argued in the previous section, there is mo a priori justification for assigning all
functional responsibility for any infrastructure service to a government department. A government
department is generally appropriate mainly to provide overall policy guidance and sectoral planning. It
would also be typically the channel for budgetary compensation for specific, nonremunerative public
service obligations, if any, performed by the sector entities. However, since this form is so common in
the roads and highways sector especially, and any change poses difficult issues of transition, it is worth
considering improvements within this particular case. For limited areas in the road/highway sector,
operation of toll concessions and even outright private ownership of the road infrastructure is feasible,
and these options are discussed later below.™ What is addressed here is the bulk of the sector (primary,
secondary, and urban roads) where these options are not practical or desirable, and some public
production of road services is expected to continue.

For many government highways departmerts, reforms are needed to (i) better link revenues
and expenditures, (ii) set clear management objectiveas, such as for maintenance to achieve a given quality
of road services, and (iii) monitor performance on ..e basis of specitic indicators. The aim of reforms
would be to create surrogate market discipline, through a clear relationship between the supplier of road
services and the users, in order to strengthen incentives for good management and improve the quality
of service (Heggie, 1991). These objectives of reform can be met to varying degrees through different
approaches, including (i) decentralization of the road management responsibilities to lower levels of
government, (ii) corporatization, by converting the road agency to an autonomous enterprise, and (iii)
contracting—out of functions to private operators. Options (ii) and (iii) are discussed in separate sections
further below.

Decentralization. Decentralization of road administration is justified when it contributes to
greater efficiency and accountability. The first step often involves reclassifying the road network into
those serving the national market (e.g., 2-10 percent of the total network in most industrialized countries)
and those of local or regional importance. The next step is to achieve an appropriate assignment of
expenditure and administrative responsibilities as well as of resources between the central and local
agencies. International experience suggests that central administrations should retain the functions of
strategic planning and monitoring of a minimal network of roads of national interest; setting of technical,
environmental and safety standards; and coordination of road research and training. Regarding the
subnational agencies, there can be true devolution of authority, whereby the local agencies have full
responsibility for planning, programming, and execution of their respective road networks. Alternatively,
limited functions can be deconcentrated or delegated to local offices with central control of funding and
supervision. Devolution may be more effective in achieving local accountability, but it requires a higher
level of local institutional capacity and political support than the more limited forms of decentralization
(Cellier, 1992).

The distribution of financial resources must be made consistent with the decentralization of
expenditure responsibilities. If revenues for the road sector derive mainly from general taxation or road

' Toll roads rarely account for more than five percent of the main road network in any country (Heggie, 1991).
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user charges—which may be more efficiently collected centrally—revenue sharing needs to be worked
out through intergovernmental transfers or tax reform at the local level. The main issue with fiscal
decentralization is that it may make it more difficult to achieve objectives of redistribution of resources
from richer to poorer areas. Certain revenues, such as vehicle registration taxes and taxes on petroleum
products, may be efficiently collected at the local or provincial level.

In sum, the decentralization of road administration appears a very modest measure compared
to more dramatic shifting of responsibilities from government towards the private sector, but even this
measure needs to be carefully planned in view of the extremely limited supply of institutional and
managerial capacity in many developing countries. It can be concluded here that effective devolution of
responsibility, based on an appropriate classification of the road network and supported by adequate
assignment of revenues, may achieve improved efficiency and accountability of performance as contrasted
with the monolithic central road agency. However, corporatization of the agency, and contracting-out
of functions to the private sector, provide additional scope for improving incentives and outcomes.

In other infrastructure sectors as well, decentralization can be an important option to make
management more accountable to users, especially where the population affected is limited to a
geographic region. Decentralization can also be a first step towards private sector involvement such as
through contracting-out, and is most effective when combined with other measures to improved efficiency
such as through commercialization (discussed below). In the railway sector, Brazil has shifted its
commuter rail services i~ Riv and Sao Paulo from federal ‘o state control; in Argentina a number of
inter—city passenger lines are being transfeured to the states, which are better abie to assess local
demand." Likewise, the national water company in Bulgaria is to be transferred to local government
ownership, through formation of regional joint stock companies of which the municipalities will own
shares.

Public Utility'®

This type of organization is ubiquitous in both developed and developing countries for
telecommunications, power generation and transmission, railways, ports, water supply and sewage
treatment. Many countries have begun to reform these entities to achieve greater efficiency and
accountability, through commercialization (whereby agencies are given separate budgets and financial
autonomy based on tariff revenues, and the managerial autonomy to operate as a business); and
corporatization (whereby agencies are transformed into a legal entity subject to company law, with
formal separation of ownership and management responsibilities, e.g. through a board of directors or
other body). As a publicly-owned entity, some constraints on the autonomy of a parastatal may be
legitimate, such as rules on employment, wage determination, and procurement. However, often
parastatals are subjected to the same political pressures facing the government administration and are
prevented, for example, from disconnecting customers for nonpayment or from paying market wages for

15 Galenson, 1993.

16 public utility is used synonymously with “public enterprise” or “parastatal” here. These entities are defined here as having
majority public ownership or control (as exercised through voting rights). Joint ventures where the private sector owns and
controls « minority share may provide positive incentives for efficiency as well as additional capital, but these are not congidered
here as qualitatively different from public enterprises. Cases where the private sector has majority ownership and control are
treated under the section below as “entreprencurship”. There may also be cases of private majority ownership with minority
control, and private minority ownership with majority control (occasionally used as a transition to fuller privatization).
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their staff. Public utilities therefore often function like arms of the government and their boards of
directors exist only in form.

Commercialization. Although commercialization is a limited reform in the present scheme,
its importance should not be underestimated. It is a prerequisite to making managers accountable for the
use of resources; it is also a necessary condition for improved efficiency in response to competitive
pressures. In many activities carried out by government departments or traditional parastatals, such as
solid waste collection, it is typical to find officials almost totally uninformed about the structure of costs
(Cointreau-Levine, 1992). Explicit cost-accounting also helps to identify activities which are
nonremunerative and, if they remain justified as essential public services, should be financed by specific
subsidies. In the United States, the introduction of commercial performance-based management of the
road authority has been found to reduce road maintenance costs by 5-15 percent through more effective
work planning and higher labor productivity (Heggie, 1991).

One dimension of commercialization of railways has been to break tasks into profit centers
or “lines of business” corresponding to specific markets. For the typical government department, not only
is an income statement a novel management tool, but so is a balance sheet. The characteristic lack of
orientation of public officials to the concept of asset management may help to explain the widespread
problem with inadequate maintenance of the infrastructure stock.

ratization. The Bank has a long experience in supporting government efforts to
corporatize public enterprises, along with other reforms to enforce market-like pressures by cutting off
access to subsidies, and enforcing bankruptcy and liquidation of enterprises that prove nonviable under
these conditions. In very many cases, such public enterprise reforms have been of limited success, and
the gains achieved have been ephemeral. The pervasive problem is that where governments have dominant
ownership and control of enterprises, political interference in management will sooner or later reemerge
(Kikery, Nellis, and Shirley, 1992). Therefore, where feasible and appropriate (according to the decision
criteria outlined earlier), it is often preferable for public enterprises to be converted to private ownership
through divestiture of shares or sale of assets.

Despite these shortcomings, corporatization represents a considerable advance over current
practice in some areas of infrastructure—such as management of roads, major irrigation works, and solid
waste transfer and disposal. In fact, for those segments of infrastructure where there are high sunk costs
(specifically for the network of trunk facilities of major highways, power transmission grid, urban tram
and general rail lines, and water and sewerage pipelines), the most appropriate arrangement may be for
ownership to be vested in a public corporation which will take a particular interest in ensuring a
reasonable return on these assets.

Since public enterprises will remain a dominant organizational form for many infrastructure
activities at least for a transitional period, methods of improving their performance continue to be needed.
Various ways of restructuring the activities of the enterprise, such as by “unbundling” the fixed
infrastructure from the more contestable operations, are possible. The Swedish railways, for example,
separates track ownership from operations to facilitate commercial operation (Galenson and Thompson
1992) discuss this and related options in practice for the railway sector in a number of countries.
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Additional approaches covered in later sections below include management contracting, service
contracting, and leasing."

Although it is still relatively rare in developing countries, the conversion of road
departments to public utility corporations is attracting increasing interest as a way of improving
performance, particularly of road maintenance.'® In practically all countries, the sector has an available
source of financing through road and fuel taxes. The reform entails identifying a portion of these taxes
as user charges—the “road tariff”—which would be channeled directly to a fund managed by a
corporation with responsibility for road expenditures. The road utility would have to be answerable to
trustees as “owners”, representing both road users and the government. Such a system exists in the
National Roads Board of New Zealand, under which road expenditures are budgeted based on assessments
of traffic-related costs; user charges are then calculated to reflect the wear and tear created by different
types of vehicles; and the Board manages its budget autonomously, but with accountability to users
(Galenson, 1990).

In the municipal solid waste subsector (MSW), the activities of transferring wastes to
disposal points and disposal itself exhibit economies of scale and are most efficiently managed by a
metropolitan area-wide or regional authority. Cities in a number of countries are using quite effectively
a public service corporation-type of authority to perform the transfer/disposal functions (Bartone, 1991).
In such corporations, the local governments involved may serve as owners (partially or wholly); the entity
could also be privately owned and regulated by the local governments, or publicly owned but operated
as a private concession (as discussed further below).

Significant changes in orientation are required in the transition of a government department
to an effective corporate entity, as illustrated in the case of the National Water Supply and Drainage
Board of Sri Lanka (see Box 2). An evaluation conducted in 1988 of five of the most successful municipal
and regional water and sewerage utility companies in Latin America, which compared their performance
to that of Spanish and French utilities, concluded that the most successful companies in both groups had
the following features: (i) high quality managers and stability in mid-management and professional
positions; (ii) financial strength, including reasonable tariffs which cover at minimum operational and
maintenance requirements; (iii) an emphasis on maintaining good customer relations; (iv) in some of the
companies, successful use of private contractors to perform O&M function, participation of private
capital, and the use of effective cost accounting systems. It was also noted that very clear delineation of
roles of the government, the board of directors, and the management contributed to top performance
(Yepes, 1990).

Other approaches which have been used to help public enterprises in developing countries
improve performance include twinning and contract plans. Twinning involves a horizontal, sustained
cooperation between a well-run, mature company and a less experienced or poorly performing company.
Twinning has been done in water and power, for example between NEA, the national electrical utility

17 These three alternatives (in particular service contracting) may also be used by government departments, but they are
discussed here in relation to parastatals.

% The UN Economic Commission for Latin America and the Caribbean (ECLAC) has a research project supporting the
development of this institutional arrangement (Schlicsser, A., The Reform of Road Network Conservation: Basic Issues to be
Treated, Conference on Commercialization of Public Transport Services in Developing Countries. Buenos Aires, 1991.)
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: Box 2 The Nat:oual Water Supply and Dramage Board of Sri Lanka—Improving the Performance of a
..Corporaﬁzed Publn: Uuhty

; S In 1975 the Dep_ rtment of Water Supply and Dramagc, thhm the Ministry of Local Government,
._Housmg and Constructmn, was almost entirely devotcd to perform capital construction projects, mainly to create new
. capacity. From 1975, it was transformed into an autonomous body, the NWSDB with responsibility for dcvelopmg and .
operatin, ater ‘supply.:and. plped scwerage. By ‘1984, the company was funchonmg reasonably well in terms of -
' t 11 'of new-schemes but had been demonstrably unable to shift its role from a focus on capital projects to O&M
- and consumer billing. The: USAIDIWASH project for the institutional development of the company began in 1985 with
- the. aim of assisting it t0 radically reform its rolc to be consistent with its corporate status. Over the next 6~7 years of
. intensive consultant input, the project focused on devcloping corporate planning, regional decentralization and delegation,
o lmpmvcd Oo&M: (reduct,mn in unaccounted for water, improvement in water quality, preventive maintenance), impraved
-~ finncial managcmcnt (performance budgeting, tariff reform, cost control), management improvement (staff optnmzauon'
““and employee performance evaluations), and customer relations. Indicators of performance, including collections ratio,
"billing lag, consumer complaints, unacoounted—for water, and the rehabilitation share of the capital budget were
--chonsxderably lughcr by thc end. of thc pro_lcct

I Thc N WSDB msmuhonal dcvelopment praject was cons1dcred a success in shxﬁmg the organization from .
i _engmecnng—onent.edto an O&M and commercial orientation. Key to this success was the intensive consultant input, but .
_sustamabxhty is judged- to bc high because of the decentralization of responsibilities to regional centers, and the
+ " establishment of an effectlvc corporate management capability in the institution. It is interesting that the project did not
1+ invalve contracting-out’ funcnons to- the private sector. The evaluation report notes that external political intervention.

“‘continues to exist; the. company was forced to accept a 45 percent government-mandated salary increase in 1989, for’
example; the government approves and finances all investments, and there are political pressures for hiring. To insulate - o
the company from such negative external forces, the project stressed the development of cost consciousness, an in-house
plannmg capabzhty with clear pro,]eu selcctxon criteria, employce performance evaluations, and a corporate identity,

. Sourccs Executwe Summary Final Reparton In.mtuuonal Development of the NWSDB, August 1991. Engmecrmg—Scxcnce h
! asadcna CA in col.laborauon Wxt.h Resources Development Consultants, LTD, Sri Lanka. E

of Nepal and Electricity de France (EDF). The two-year relationship begun in 1989 helped NEA
management to understand the reasons for poor performance in the past, and to clarify its role relative
to that of the government. However, the arrangement was unable to affect the continued extensive
intervention of the government in NEA affairs. A weakness of twinning is that the senior utility is limited
in its ability to influence decision-making by the junior partner.””

Contract plans (also called “performance contracts”™) are negotiated agreements between the
government, acting as the owner of a public enterprise, and the enterprise managers. Contract plans also
help to clarify goals of the utility and its role relative to those of the government. They usually involve
a promise of increase managerial autonomy for the enterprise in exchange for its fulfillment of agreed
performance targets (Nellis, 1988). For example, in the above case of NEA in Nepal, the twinning
arrangement was followed by a performance contract to formalize the agreements reached between the
utility and the government regarding their relationship. Contract plans under various names have been
used for the railway in Senegal, Mexico, and Kenya, with very limited results.® Contract plans can be

' From EDF International, “Seminar on Power Utility Management by Performance Contracting”, World Bank, May 19, 1992.

2 Galenson and Thompson, 1992.
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helpful in identifying and monitoring of performance targets, and work best for companies which aiready
operate commercially with sound financial and reporting procedures. A major shortcoming of these
agreements is that the enterprise cannot hold the authorities accountable to enforce the contract, and many
governments have reneged on their commitments under these agreements when political or economic
conditions change.?

Service Contracting

Service contracting involves “contracting-out” of specific operations and maintenance
activities to the private sector, usually for a period of a few years. With this approach the public provider
(government department or public enterprise) sets the performance criteria for the activity, evaluates
bidders, supervises the contractor(s), and pays an agreed fee for the services, which may be based on a
lump-sum, unit costs, or other basis. To achieve greater efficiency gains from contracting-out, contracts
should be awarded through competitive tendering; private bids may even be compared against those of
the public agency. Some countries retain a force account capacity to compete with the private contractors,
or to provide a residual means of performing essential functions should the contractor fail, for example
due to a labor dispute. However, since public agencies normally have poor cost accounting which renders
it difficult to compare their service costs to those of an outside contractor, it is important that competition
for contracts between the force account and private contractors be based on a full and comparable
assessment of costs.

Activities such as ticketing, cleaning, food catering can be readily contracted-out for
railways, as done in Pakistan, and locomotive repair and maintenance are carried out privately in Kenya,
Suday, and Senegal. In the water supply/sewerage sector, the operation/maintenance of standpipes, meter
reading, billing and collections are also obvious candidates, and such service contracts have been used
in Chile since the 1970s with good results in staff productivity and cost containment. Where there is need
for particularly tight coordination and quality control, such as in maintenance of track infrastructure,
contracting-out is still possible but requires especially careful oversight by the public authority.

Sometimes practically all of the core functions of public agencies can be contracted-out, with
only a basic staff left in the agency to award and monitor the contracts. This is the nature of AGETIP,
the nonprofit contracting agency for small scale infrastructure projects financed by World Bank projects
in Senegal and several other West African countries (see Box 3). Another example is the public water
company in Santiago, Chile (EMOS), which in 1977 introduced contracting-out as part of a strategy to
reduce its own staff and use their services as private contractors. The approach has contributed to EMOS
achieving one of the highest staff productivity rates in this sector in Latin America, even when the labor
content of the contracts is taken into account (Triche, 1990).

Contracting-out of road maintenance has been an established practice for many years in a
relatively few countries (including Brazil, Kenya, and Malaysia among developing countries), and has
been introduced more recently in many others (including Algeria, Chile, and Pakistan). A 1991 study of
this arrangement in these as well as several developed countries made some interesting observations.
After experience had been gained with contract maintenance, there was a general perception in the

% However, the governments can hold the enterprise accountable: in the Gambia, three public enterprise managers were
dismissed due to failure to achieve the goals stipulated in contract plans (The Reform of Public Sector Management: Lessons from
Experience, World Bank Country Economics Department, Policy and Research Series No. 18, 1991.)
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ot Management of Pubhc Works

ETIP model of ¢ontract anagement. first used in the context of a Bank proJcct in Sencgai was .
fficiency of pubhc works projects by permilting the spplication; of private sector management
fﬁ.nsfcrnng the'execution of sub-projects from inefficient public agencies to dynamic small .
aiid Liberating, the managers of projects from the cumbersome red tape of public institutions..
: Execution of Work: in the Public Interest) is a private, not~for-profit company—an NGO. Its .
eral contracting commissions from public entities such as municipalities or ministrics, It hires -
: gm and blddmg docurﬁcnls and to supervise works; it issues calls for-bids, cvaluates them and:_ :

confers indirect beneiita to. lhc local cconomy, by crcatmg demand for tho services of local L
i es thus snmulatmg thex.r dcvclopmcnt AGBTIP currently has 680 local contractors nnd

countries surveyed that it is more cost-effective than force account, although direct comparisons of costs
between the approaches were difficult and incomplete because of different methods of execution, quality
standards, and accounting practices. It was also generally accepted in the countries surveyed that the force
account work groups became more efficient when they had to compete with private contractors. It is
interesting that all contractors surveyed expressed the need to expand the scope and duration of the
maintenance contracts to allow for capitalization and for the acquisition of specialized equipment; this
finding suggests a tendency for service contracting to expand gradually towards contracts involving
investment (concessions). In countries where there had been a successful transition from force account
to contracting, a close working relationship and detailed information exchanges among the road agency
and the contracting industry had been important features (Miquel and Condron, 1991).

Collection of municipal solid waste by contract is becoming increasingly common in
developing countries, including some of the poorest countries such as Haiti. The impetus for seeking
private sector involvement in this activity is obvious: expenditure on MSW services absorbs 20-50
percent of total municipal revenues in developing countries, yet on average only 50-70 percent of solid
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wastes are collected. Studies of private sector involvement—mainly through service contracting—in MSW
in both developed and developing countries have concluded that private collection is generally more
efficient than public (Cointreau-Levine, 1992; Bartone et al, 1991). The private contractors have lower
wages and benefit costs, younger (more productive) crews, and face fewer civil service—or
union—induced restrictions on hours of work and overtime. Private sector crews also have newer and
more standardized vehicle fleets, allowing for greater productivity, and higher vehicle availability.
However, in this subsector, as well as in road maintenance, it is often difficult to compare exactly the
cost—effectiveness of private versus public agents because of the general absence of cost accounting by
the municipal solid waste department.

It is important that service contracts be of sufficient length to permit the contractors to fully
amortize any equipment purchased, such as collection vehicles (about four years). In developed countries
where large markets exist for resale and leasing of capital equipment, this argument for length of contract
is less of a concern.

Management Contracts

Management contracting extends the responsibility of the private sector beyond individual
service functions to encompass a broad scope of operations and maintenance, usually for a period of 3-5
years. In cases where the contractor receives a set fee for services rendered, the arrangement is essentially
no different from technical assistance. In the concept of management contracting addressed here, the
contractor obtains at least some of its compensation as a function of the company’s performance, and
therefore shares some of the commercial risk of the enterprise. For example, in France, where
management contracts are common in the WSS sector, the incentives for productivity improvements are
provided by linking the contractor’s payment to indicators such as reduction in leakages or number of
connections. Box 4 describes how technical assistance evolved into a management contract in
Guinea-Bissau.

If compensation is linked to performance, it is necessary for the contractor to be given
autonomy in day-to-day management decisions. In many developing countries, however, the private
contractor cannot control key functions that affect productivity and service quality (such as staffing,
procurement, or publicly-provided working capital), and thus cannot be held fully accountable for overall
results and evaluation of performance is difficult. In these circumstances, management contractors are
often compensated on the basis of a fixed fee. Greater efficiency gains can be obtained from management
contracting when significant autonomy is granted and the compensation can be based at least in part on
performance. The contracts should also incorporate some incentives for training of the internal agency
staff, although this has proven difficult because of the short-term nature of management contracting.
Given these problematic aspects, management contracts can be very useful as interim arrangements that
allow private firms and public agencies to gain experience with partnerships prior to engaging in more
comprehensive contracts such as leasing or concessions (described below), or while reforms of the
regulatory framework for the sector are being developed. This has been the trend of management
contracts in France, where they have tended to become more comprehensive over time.



Lease Contracts®

Leasing involves a private contractor paying the public owner for exclusive rights to operate
facilities (without responsibility for major investments), and bearing full commercial risks. A lease
contract accords an exclusive right (sometimes called a franchise or license) to the stream of revenues
from providing a service. Leasing has been used for decades in urban water supply and sewerage in
France and Spain (where the arrangement is known as “gffermage”), and has also been used elsewhere
in power, ports, urban transport, railways, and solid waste collection and disposal. In the case of
“landlord ports”, for example, the government owns the land and infrastructure, and the private sector
owns and operates the superstructure.

In MSW, the lessee obtains exclusive rights to the solid waste in a given residential zone,
which is the “asset owned™ by the municipality; this exclusivity enables the operator to capture economies
of contiguity within this zone.? In the transport subsectors such as urban transit, leasing is more often
called “competitive tendering” for the rights to operate a particular route. This approach, which is a
middle ground between full deregulation and purely public operation, may be particularly relevant where

2 This term may also be used with reference to an operator’s renting or leasing particular equipment or vehicles, in order to
reduce the costs and liability of owning such equipment. This sense is used, for example, in the case of municipalities which
lease solid waste collection trucks from the private sector in Santa Cruz, Bolivia and Metro-Manila because of the governments’
constraints on capital investment (Cointreau-Levine, 1992). Such limited-purpose contracting is akin to the “service contracting”
discussed earlier.

B Cointreau-Levine, 1991, op. cit.
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there are concerns to avoid excessive traffic congestion and air pollution as a result of many operators;
or to provide socially desirable but unprofitable services. In the U.K., the right to obtain subsidies for
certain nonprofitable routes as a social service is awarded to the lowest bidder. Competitive tendering can
be used to grant the rights to provide some or all services in the market, either to replace the public
service or compete with it. The State Railway of Thailand introduced competitive tendering for the
operation of certain passenger lines in 1985. As of 1990, the lease was found to have succeeded in
attracting road users to the railway while generating a profit (Levy and Menendez, 1990).

In lease contracts, the public owner (lessor) remains responsible for fixed investments and
debt servicing. The contractor (lessee) normally must finance working capital and replacement of
short-lived assets, such as small-sized pipes in the case of water supply. Accordingly, the duration of
the contract is usually between 6-10 years, corresponding to the amortization period of such works. The
contractor usually collects the tariff revenue directly and returns an agreed portion to the public authority
as a rental or license fee. The profit for the contractor is the difference between the gross revenues
collected, and the sum of operating costs and this fee. Any savings from efficiency improvements are
therefore retained by the contractor. The lease contract shiould specify the maintenance required to protect
the condition of facilities during the lease period; the performance indicators to be used for judging
quality of service; procedures for enforcement, penalties for nonperformance, and means of dispute
resolution.

The experiences with lease contracts in the water supply sector in Guinea, and in power in
Cote d’Ivoire, are described in Box 5. Cote d’Ivoire has also had leasing for urban water supply in the
past, and a lease for water, sewerage, and electricity is planned in The Gambia with the assistance of the
EEC.

Concessions

A concession contract incorporates all the features of a lease, but with the contractor having
the additional responsibility for financing certain specified extensions or replacements to fixed assets.
BOTs are concessions established for entirely new investments, and these are discussed further below.
Concession arrangements exist in power, water supply and treatment, solid waste disposal and treatment,
ports, railways, urban metro systems, toll roads, and telecommunications. They are not widespread in
any of these sectors, however, in developing countries. The concession approach has been used more
widely for specialist ports, such as grain and ore terminals, than for common user facilities, but examples
of the latter exist in Thailand and Taiwan (Scurfield, 1992). Some of the longest experience with
concessions has been in the municipal water sector in France (see Box 6) and in Spain (Barcelona).

In a concession, investment plans and implementation are subject to review by the authority
issuing the contract. The assets revert to the public owner upon completion of the concession. The
contractor’s compensation is based on tariffs, which are also determined according to agreement set out
in the concession contract. The tariff revenue should be sufficient to cover the operational expenses as
well as debt service and depreciation on the concession’s investments. Concessions normally last 15-30
years, depending on the life of the investments, and they are often renewed. Concessions, like leases,
require appropriate disincentives for contractors to run down the assets towards the end of the contract
period, although this would be less a concern if the incumbent intended to compete for contract renewal.
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A concession for water supply services in Cote d’Ivoire was arranged in 1987,
following 25 years of a lease contract. The lease had achieved good results in improving service and
internal efficiency of the operating company, SODECI, a mixed French/Ivorian enterprise; however,
financial troubles mounted in the 1980s because of policies enforced by the government regarding
investment and tariffs, for which it retained responsibility. Under the new concession arrangement, the
SODECI became both operator and investor, with responsibility for all new urban water supply
investments in the country. The company receives no operating subsidies and all new investments are
self-financed. Although the concession contract was not subject to competition, SODECI’s operating fees
were reduced substantially during the negotiations. The company’s operating costs are comparable to
those of many water utilities in West Africa, while its service quality is far better than most. Private
Ivoirian interests now own a majority of SODECI’s shares, and the company has succeeded in reducing
expatriate staff while expanding operations.
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Among recent examples of this arrangement in developing countries, a concession for water
supply and sewerage in Buenos Aires, Argentina, was awarded in late 1992; and as part of the
restructuring of the railway in Argentina, six separate cargo lines were created and awarded by
concession agreements. Initial results form the railway that has been operating privately for the longest
time are quite positive. Operating on a line which had had little or no traffic under the national railway,
the new company (FEPSA) has put a major emphasis on marketing and worker motivation and is
competing effectively with trucks and improving locomotive availability (Galenson, 1993). The Buenos
Aires subway was also put out to a concession awarded on the basis of the least subsidy required to
operate and invest in the system. A recent unsuccessful attempt to arrange a concession for water supply
in Caracas provides some important lessons on the need for: (i) making available information on the
quality of assets and costs of operation prior to requesting bids; (ii) high-level political support for the
reform; (iii) adequate tariffs and projected revenue levels; and (iv) adequate treatment of political and
economic risks, particularly exchange rate risks to the private participants.

Build-Qperate-Transfer (BOT) schemes.* The experiences with successfully negotiated
BOT schemes are relatively few in developing countries, and are reviewed elsewhere (Augenblick and
Custer, 1990; Besant-Jones, 1990; and Israel, 1992). It is increasingly recognized that such schemes are
extremely complicated and time-consuming to arrange, and few have become operational to date.
Experts advise that if countries can finance new infrastructure in a more traditional way, as a turnkey
construction project financed by government borrowing, the time saved and greater certainty of
completion may warrant the traditional approach. Of course, countries which cannot borrow sufficient
investment capital directly are more interested in the BOT schemes, which have “limited recourse” to
government finance. However, in many cases, such arrangements have involved considerable explicit or
implicit guarantees from governments, of traffic volumes, revenue levels, input prices, etc., so that the
governments are left with considerable contingent liabilities after all.

The BOT-type arrangements which have become operational in developing countries concern
mainly power and transport projects in Asia. In the water supply sector, a couple of BOTs have been set
up in Malaysia and one in Indonesia, for source supply or treatment. A BOT for waste water treatment
and reuse by industry has been successfully implemented in Vallejo, Mexico. Financed entirely by the
participating industries, it is operated under a renewable concession from the local water authority, which
manages the distribution system linking the industries to the treatment plant.

It is important to note that even in cases where BOT-type arrangements are successfully
concluded, they do not absolve government authorities in the sector from the basic responsibilities of
sector planning, policy-making, and investigation of project feasibility as well as all the tasks involved
in the contract-letting process. The public authority or sponsoring ministry has to develop the detailed
specifications of the tender documents in order to ensure that bids are comparable and serve the public
interests. The public authority should also ensure itself that a proposed BOT scheme is financially viable
(and on what terms, i.e., possible government guarantees), and investigate alternative options which may
be more attractive economically.

Toll roads. Many developing countries are looking to the option of toll road concessions as
a way of generating private funding for road construction and operation, or simply to move the operating
costs of roads out of government budgets. Toll roads can operate in a well-defined niche of a country’s

2 This section is meant to refer to other variants of BOT schemes as well, such as BOOT (build-own-operate-transfer).
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road infrastructure. In France, toll concessions made possible the creation of a 5500-km motorway
system (as of 1990). At its outset the system was operated with active support from the French
government in the form of contributions in kind, financial aid and loan guarantees. Of the four private
companies originally involved as concessionaires, three were later integrated into the public sector in the
early 1980s as a result of financial problems. Concessionaires currently include both public and private
sector companies, and are chosen through a bidding process (Berthier, 1991). In Argentina, the
government has in the last couple of years opened the highway sector to extensive concessioning, and
consequently as of early 1992 some 40 percent of the length of highways is being operated as toll roads.



35

As in the other types of contracts discussed here, the advantages or disadvantages of such schemes depend
on the incentives imbedded in the contract design. In Mexico, for example, recent contracts for toll roads
give the private parties assurances of traffic volumes which now appear overoptimistic and are creating
a burden for the government as guarantor.

Private entrepreneurship

New entry. Private ownership of infrastructure can come about, first, from entry by new
entities, which can be promoted by the removal of statutory restrictions on competition. In trucking, for
example, a number of countries (e.g., Mexico, Hungary, Poland) have eliminated the former regulations
which imposed monopoly or cartel structures. As a result of this deregulation in Hungary,
privately-owned trucking companies supplied about 18 percent of national ton-kms in 1991 (from
virtually none in 1981) (Bennathan, Gutman, and Thompson, 1991). As discussed in Part One, for
activities with low sunk capital costs, deregulation may be most appropriate to promote privatization by
new entry. Proactive measures may also be needed to facilitate the growth of such new companies in
many developing countries and enable them to challenge the dominant suppliers in a given market (see
more on this in Part Three).

Joint_ventures. Shared ownership and control of infrastructure through minority private
participation can be a means of introducing external capital and know-how. As only one such example,
Air France and the Czecho-Slovak airline, CSA, signed a partnership in early 1992 giving the foreign
group headed by Air France a 40 percent share in CSA. Air France is providing assets in kind as well
as technical expertise, and the deal will give both airlines new access to routes and markets. Such joint
ventures have potential to develop private sector participation in infrastructure entities where even a
minority interest by the foreign private partner is attractive because of particular commercial advantages
to be expected, such as access to other central/eastern European markets. Minority stakes will only be
an interesting proposition when the public enterprise is basically sound, and where the foreign partner
can have sufficient confidence in the government’s behavior towards the enterprise.

Another type of joint venture is seen in railways, where a private or mixed company
contributes capital for new investment, with part of the returns obtained through the right to develop real
estate owned by the railway. Examples of this arrangement (sometimes called development gain) are
found mainly in developed countries and Hong Kong, and have been under consideration in Thailand.
There are also cases of joint ventures by railway and telecommunications companies for combined use
of the rail right of way for the laying of cables; the railway provides the land and enjoys a return through
some share in the telecommunications revenues. In urban water supply/sewerage networks and road
networks, there can also be benefits from mixed use of the land rights of way for the laying of pipes and
maintenance works.

Divestiture. The transfer of ownership shares in public enterprises to private interests has
become an increasing practice in many countries. The one major case of total private ownership of water
supply systems (except for enclave systems, i.e. those that serve a limited residential or industrial
complex) is that in England and Wales (see Box 6). The most rigorous attempt to evaluate the results of
this trend is a detailed study of twelve cases undertaken recently by the World Bank (Galal et. al,
forthcoming). The study estimated the net changes in welfare to several parties (the government [former
owners], new owners, employees, consumers, and external sector) attributable to three privatizations in
each of four countries—United Kingdom, Malaysia, Mexico, and Chile. The case studies included three
privatizations of telecommunications companies, four of airlines, two electricity companies, a port and
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a trucking company (the only non-infrastructure case was that of a national lottery). The research
concluded that the net overall welfare change was positive in each case except one of a Mexican airline.

In drawing conclusions from this research for the design of policy on privatization of
infrastructure generally, the following caveats should be kept in mind:

(i)  The privatization of a given company which has a particular combination of natural
monopoly and non-natural monopoly activities is not examined as a different case
from one where the company is, for example, composed of entirely non-natural
monopoly activities. Another way of stating this is that the regulatory requirements
of the privatized company were not examined. Therefore it is difficult to generalize
about the results of privatization of other enterprises in the same sector or to other
sectors, for whom regulatory conditions may be different;

(ii) the countries chosen for the case studies are high or middle-income. It is not clear
that the results would be equally applicable in countries with less capacity to regulate
and less developed private markets.

The last major category of institutional options to be considered, self-help or
cooperative-type arrangements, is discussed very briefly in the next section under “Participation”.

B. Comparison and Evaluation of Alternative Institutional Arrangements

This Section summarizes the experiences with institutional options described by relating them
to the five objectives, or benefits, sought from involving the private sector.

Skilled management. The opportunity for dynamic and motivated managers is improved
by moving from a government department to a corporatized parastatal; the quality of management may
be further improved with an external management contract. Sustainability of good management remains
a problem in all of these options, however, either because of the government’s tendency to reassert
influence on managers, the lack of continuity of management under contracts, or lack of training of local
managers by private contractors. Longer-term arrangements for private sector participation with full
autonomy of operational decision-making (e.g. leases, concessions) and with specific incentives for
training therefore have greater potential for achieving the benefit of improved management.

Productive efficiency. The commercialization of parastatals may create the minimum
conditions for improved productive efficiency by introducing an awareness of cost accounting. The use
of service contracts, management contracts and leasing may further encourage cost reductions which are
within the reach of managers without requiring significant new investment (since investment decisions
remain outside the contractor’s control in these cases). Improvements in efficiency from the streamlining
of procedures, introduction of management information systems, etc., may be more likely to occur in the
cases of management/lease contracts with external parties who can offer new ideas and experiences.
However, these gains can also be undermined by continued government intervention, especially in labor
matters, and from problems imposed by inappropriate government actions regarding tariff policies and
investments (both of which also remain outside the control of the private contractor). Again, arrangements
such as concessions which give one party responsibility for investments as well as operations help to
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address part of this problem. Ultimately, productive efficiency depends on the incentives created by
owners and the regulatory regime.

Dynamic efficiency. Insofar as this depends on investment in new technology, meeting this
objective requires institutional forms where decisions on capital investment are made on commercial
rather than political grounds. This condition is more likely to be met where responsibility for operations
and investment are linked in one entity which faces commercial risk, such as a concession or private
entrepreneur, Again, the regulatory framework can affect the extent to which the entity enjoys the benefits
from technological improvements.

Accountability to customers. Improvements in service quality may follow from changes
in management practices and from new investment, but explicit efforts by entities to respond to demands
for service depend on the incentives to do so. Sustained responsiveness and accountability to customers
requires either significant pressures on suppliers from a competitive market or, in the absence of this,
other opportunities for client representation in decision-making. The above discussion suggests that such
accountability is at least likely to be greater with those arrangements in which suppliers face commercial
risk in relying on revenues from customers—such as under lease and concession contracts, or private
entrepreneurships.

Financial autonomy and resource additionality. Transferring infrastructure activities from
a government department to a commercialized and corporatized parastatal formally separates them from
state budgets. However, experience in many countries shows that even under this arrangement, claims
on government for deficit financing, or attempts by government to siphon resources from the parastatal,
often persist. In comparison, leases and concessions are attractive as they effectively free the public sector
from working capital financing and commercial risk. These two institutional forms do not necessarily
attract new sources of revenue to the sector, however, since contractors are compensated from user
charges/tariffs which could have been recovered directly by the public sector—albeit political obstacles
often prevent this from happening. To the extent that contracts for private O&M relieve government from
current financial losses, they would also free public budgetary resources for new investment. BOTSs and
divestiture do involve an infusion of private (domestic or foreign) financing for new investment.
However, the net financial contribution from the private partner depends on the particular terms of each
agreement, and often governments must make substantial financial commitments, on-or off-budget, to
settle these deals.

To conclude, the limited forms of private sector participation can have important, if often
transitory benefits. Moreover, these forms are attractive as interim stages towards the development of
more comprehensive contracting of operations, through leasing or concessions. In principle, all of the
objectives of private sector participation can be met with concessions as well as with private ownership
and control. However, to determine the conditions for successful implementation of these arrangements
in a given sector and country, it is necessary to consider issues concerning the policy environment related
especially to competition, participation, regulation, pricing, and financing. These issues—which have been
the root of problems with many attempts at institutional reform (see Box 7)—are discussed in the next
section.
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III. Conditions for Ensuring the Effectiveness of Institutional Arrangements

Improved the performance of infrastructure requires not merely government withdrawal from
direct delivery of services in favor of the private sector. More fundamentally, the role of government
needs to change. In all the institutional alternatives involving the private sector, government retains at
least some degree of responsibility for sectoral planning, policy making, regulation, and financing, even
when ownership is transferred. For example, in contracting for services of solid waste collection, the
municipality issuing the bids needs to have the competence and authority to develop, negotiate, manage,
monitor, and enforce contracts. In developing toll road concessions or BOTs for waste treatment plants,
for example, the government must carry out initial studies of each potential scheme and investigate
alternative options that may be more attractive economically. It must examine the financial viability of
proposed concessions (and on what terms, i.e., need for government guarantees); determine the detailed
specifications of tender documents; and check ultimate compliance. In many countries, the basic
transformation of government’s role is made even more complex as it is occurring in the midst of a major
realignment of responsibilities among levels of government—national, regional/provincial, and local.

A. Creating Competition

In most infrastructure subsectors, some activities have either high sunk costs (e.g., supplying
water supply mains) or services that are most efficiently provided as a natural monopoly (e.g., airline
service between certain city pairs).” In these cases, what can be open to competition is the right to
operate the monopoly—also known as “competition for the market.” The trucking industry comes closest
to lacking any structural barriers to competition, or being virtually contestable. Once the contestability
of given activities in principle has been determined from sector analysis, the role for policy is to ensure
that there are no practical barriers to competition.

Exploiting contestability. In addition to removing statutory restrictions against entry,
measures are often needed to remove constraints that limit the ability of new, small operators to compete
on fair terms with incumbent suppliers—particularly regarding the availability of credit, access to foreign
exchange, tax treatment of dividends and profits, import duties, and general administrative requirements.
In Central/Eastern European countries, for example, bilateral permits for access of trucks to the EC
represent a source of market power and should be auctioned to allow smaller new trucking companies
to compete. Governments could also facilitate entry in such activities by encouraging leasing companies
to be formed or other measures to be undertaken that promote a domestic market for reselling capital
equipment and vekicles. In several African countries (including Burkina Faso, Burundi, Central African
Republic, Cameroon, and Tanzania, among others), the construction equipment fleets of the Ministries
of Works are being transformed into commercially oriented leasing firms. It is also critical that all
potential barriers to contestability at the specific “entry points” to the market be correctly identified. For
example, in deregulating urban bus transit in the United Kingdom, allowing free access of all operators
to bus terminals was found to be a key factor in promoting effective competition. In the United States’
deregulation of the airline industry, access to sunk airport facilities was found to be the element
constraining entry into otherwise contestable routes.

B In certain cases, even if a single provider would be the most efficicat solution, when the monopolist offers particularly
unsatisfactory service it may be preferable to forego the economies of scale in favor of multiple providers who would offer better
service, albeit at higher cost.
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Sometimes competitive pressure can be exerted against monopoly suppliers by developing
alternative services, even if these are not obvious substitutes. For example, water vendors, radio
communications, and freight lighters are often not considered part of the formal supply structure alongside
the public water utility, local exchange network, or port facility, respectively. But they may be considered
as viable service alternatives for at least some users.

Competition in Contracting, Contracting practices for public works construction in many
countries are notorious for corruption (or in economic jargon, “rent-seeking”). In extending contracts
to cover operations and maintenance, it is especially important to ensure effective competition in order
to curb the potential for corruption. It is critical that the bidding process be transparent and that
there be a clear and formal separation between the authority issuing bids and potential contractors.
However, corruption in some countries may be virtually inevitable despite such controls. Ultimately, what
matters is whether the services required are being delivered, without an unsupportable drain on the public
purse.

To give contractors adequate incentives to make improvements with longer-term payoffs,
it is important to permit contracts to be renewed, and to make the contract periods long enough to cover
the amortization of invested capital. However, with these options, incumbents invariably develop an
advantage in bidding for subsequent contracts. This potential cost may be worth taking when weighed
against the gains from a contracting arrangement which has a track record of good service performance.

Some competitive pressure can be fostered at the outset by developing multiple potential
challengers. For example, competition between the public sector and private contractors in municipal solid
waste collection has resulted in substantial improvements in efficiency of public crews. In Bangkok and
Bogota, for example, the market is divided into zones, with the private sector competing for contracts
in certain zones and public agencies retaining the remaining zones. This has made both groups of
providers more accountable for the cost and quality of their services; retaining the minimal capacity in
the public sector also protects cities from becoming hostage to private cartels. It is important to note that
in these cases, the various crews do not compete within the same area, but rather face competitive
pressure on their right to the contract.

The same principle operates in contracting for municipal water supply services in France
(described in Box 6). Although the incumbent concessionaires in France often win contract renewals over
challengers, the municipalities retain the option of taking over the operation by force account if they are
not satisfied with the contractor’s performance. This creates a margin of competitive pressure. The City
of Paris contracts with two private-sector water companies in different parts of the city, which also
provides a measure of comparative (“yardstick”) competition. This proxy form of competition still
requires some mechanism to create pressure from consumers to achieve satisfactory service. In France,
this pressure is exerted in large part through voters’ active involvement in local elections—an option that
will eventually become known in the many developing countries where political decentralization is
underway.

B. Developing Effective Participation
The need to make infrastructure services responsive to users poses a particular challenge in

the case of activities for which competitive markets are highly imperfect. For these activities, special
measures are needed to ensure that all interested parties can participate in the process of identifying and
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satisfying infrastructure service requirements. For much of infrastructure, the relevant participants should
include not only users but other groups affected indirectly.

The potential for developing participation varies with the nature of the service involved, the
scale and technological complexity of production, and sociopolitical characteristics of the population
affected. Encouraging participation is especially important for activities in which users have few
substitutes available (low potential for “exit”) and lack the means of expressing personal preferences to
suppliers (exercising “voice”).”

One model of participation with a considerable record of experience, particularly in rural
power and telecommunications, is that of cooperatives, whereby users act as the full or partial owners,
financiers, and suppliers. The history of rural cooperatives in organizing the expansion of services in
some developed countries (e.g., United States, Canada, and Finland for telecommunications) is being
viewed with considerable interest by countries such as Poland. Successful service development following
these examples, however, requires certain conditions. In particular, a strong regulatory influence is
needed to ensure compatible technical standards for interconnection to the broader power and
telecommunications networks, and to ensure that monopoly providers within geographical areas do not
overbuild redundant systems or abuse their position.

A second approach to broadening participation is to incorporate the views of clients into
decision-making, such as by involving customer spokesmen among utilities’ boards of directors, open
hearings on regulatory reviews and proposed investments, and processes to provide consideration of
consumers’ complaints. Broadening public access to information about infrastructure activities, such as
through publication of financial accounts and service records, is an important element of this approach.
The national roads authority of Sierra Leone, for example, includes road users (e.g., the Chamber of
Commerce and the automobile association) on its governing board. Although the authority has only been
existing in its present form since early 1992, the users’ representatives have proven influential in making
important personnel decisions. The Sierra Leone example is being considered as a model for some other
African countries.

There are also many cases throughout the world where services of a largely public nature,
such as rural roads, communal water supply and sanitation, irrigation, and social infrastructure, are being
provided successfully by community-based (“self-help”) organizations or by nongovernmental
organizations (NGOs). Indeed, in urban squatter settlements, self-help through the informal subsistence
sector is the typical approach to provision of shelter and basic infrastructure. Typically, beneficiaries are
limited to a distinct geographic region (e.g., urban neighborhood, village) and use simple technologies.
A sampling of some successful participatory approaches to provision of infrastructure is provided in Box
8.

Early efforts to generate beneficiary participation in rural development projects had mixed
results. More recent experiences in the irrigation subsector with water users associations (WUAs) have
been more positive, although they are not universally successful. Positive experiences in working with
local NGOs in pilot rural roads projects in Ghana have helped to define a model approach to this
subsector.

% These concepts are developed by Samuel Paul in Accountability in Public Services: Exit, Voice and Capture, World Bank,
Working Paper No. 614, 1991.
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suggest some key lessons.” First, an important distinction must be made betwean participatory strategies
that are limited to consultation with interest groups, such as through demand surveys, as contrasted with
strategies that offer significant involvement in decision making. Experience indicates that consultation
can help in identifying features of a project that will contribute to its effectiveness. However, more
substantive participation by users is associated with greater and more sustainable benefits, whether these
are defined in terms of efficiency and cost recovery or, especially, in terms of longer-term
capacity-building or empowerment of the community involved. A further distinction is necessary between
consultation or involvement of groups only at limited points in the project cycle, rather than throughout
all stages of the activity and particularly during the initial identification and design. There are
numerous examples of poor performance in projects where attempts were made to involve users in
operation, maintenance, and cost recovery, but without bringing them into early decisions regarding
project design and location.

Participation occurs more strongly in practice when it is an explicit objective of the project
and staff are rewarded for its achievement. Professionally trained and paid staff are found to be important
to ensure sustainability of participatory associations, such as WUAs. In addition, development activities
that are open-ended, flexible, adaptive processes of responding to the evolving concerns of participants,
where programs reflect learning from experience and pilot demonstration, are more conducive to
maintaining participation than are projects with defined timetables and predetermined “blueprints” for
implementation. To involve women and the very poor members of the community, projects must be
designed at the outset to recognize their different concerns and capacities. According to a recent research
project on 122 completed rural water supply projects, the degree of participation by women, and a high
level of client participation generally, were found to be highly correlated with overall project
effectiveness.®

C. Reducing Risk

An obstacle often mentioned to involving the private sector in infrastructure in poor
countries is that private entities do not have the means to enter the market, and that neither the domestic
nor foreign private sector has sufficient interest in assuming the risks (commercial and political) involved.
Risks need to be balanced by potential rewards and by autonomy of decision-making. Private firms will
want to be assured that revenues are adequate to cover costs and allow for a reasonable profit. The
commercial risk can be reduced by clear policies on tariff-setting and revenue allocation, and by
disclosure of information on the condition of assets and effective demand. Both commercial and political
risks are more acceptable in a stable macroeconomic environment that minimizes uncertainty. It is also
preferable for the rights and responsibilities of government and private partners to be clearly defined;
sometimes this may be easier with legal transformation of sector institutions, as in the cases of CIE/EECI
in Cote d’Ivoire and SONEG/SEEG in Guinea (see Box 5).

In the case of activities with large sunk capital expenditures, private investors are unlikely
to take ownership of such assets in most countries without being assured of monopoly profits, a condition

7 See C.0.N. Moser, “Community Participation in Urban Projects in the Third World”, in Progress in Planning, Vol. 32, p.
71-133, 1989; and Deepa Narayan, “The Challenge of Participatory Development: Lessons Learned in Rural Water Supply”,
UNDP-World Bank Water Supply and Sanitation Program, March 1993.

2 Narayan, op. cit..
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that is often unacceptable to government and consumers.? Similarly, BOT-type arrangements in a
number of cases have involved government guarantees of revenues or “take or pay” agreements, which
insulate the private investor from commercial risk and thus create unfavorable incentives. Private
ownership of long-lived assets may not be a desirable or practical alternative in many countries. The
more narrowly—focused options for private operation (service contracts, management contracts, and
leases) may be more practical alternatives to gain many of the benefits of private-sector involvement.
Moving progressively from these types of contracts to a full-scale concession arrangement, or even
eventually to divestiture, may be a good strategy during a transition period, as it builds naturally on the
private operators’ experience with the market and allow for gradual expansion of their role.

To develop a viable private contracting industry, the public sector must be capable of
sustaining demand for the contractors’ services. This requires adequate sources of financing, either based
on tariff revenues, budgetary transfers (for nonremunerative activities with a social justification, such as
public service obligations for urban bus operations), or foreign aid on a declining basis to support initial
stages of private-sector involvement. A particularly difficult area of risk arises in countries where private
operators are unable to enforce payment of bills by public-sector entities. In such cases, private
contracting may not be feasible until broader reform of public enterprises enforces commercial behavior
throughout the sector.

Consumers and the government, as the owner of assets, must also minimize the risks that
contractors will provide inadequate service or fail to maintain the assets during the period of the
agreement. These risks may be mitigated by strict monitoring of performance based on indicators
specified in the contract, adequate tariff adjustments, and mechanisms for feedback from consumers.
Many countries do not have the capacity to ensure these conditions effectively at the present time. Here
again, a realistic weighing of the risks is needed: in such cases the quality of service and maintenance
record of the existing provider (usually public monopolist) are often so poor that, in comparison, such
risks may be acceptable to the public.

Where divestiture is a practical option, measures may need to be taken by government to
prepare an entity for private ownership by removing undue risks, such as by supporting the reduction of
redundant labor. Overstaffing is a nearly universal phenomenon in public infrastructure agencies and
enterprises, particularly in transport, where job creation is a traditional source of political favors.®
Research on strategies of reducing excess labor in transport entities in several countries has found that
when dismissals are combined with severance pay, the reduction in force is more likely to be both
politically accepted and sustainable. In cases of privatization, government financing of at least part of the
severance pay may be necessary, but the actual reductions in force should be implemented by the new
owners, who have the best knowledge of their labor requirements. A severance program with partial
government funding was a facilitating factor in the massive labor reductions involved in the recent
privatization of Argentina’s railways.

® There may be cases where monopoly rents are worth accepting: for example, where there is a high unmet demand for modern
telecommunications, certain users such as producers of high-value exports may be willing to pay a monopolist’s premium for
services rather than go without them entirely.

% Alice Galenson, “Labor Redundancy in the Transport Sector,” World Bank INU Working Paper No. WPS 158, 1989; Jan
Svejnar and Katherine Terrell, “Reducing Labor Redundancy in State~-Owned Enterprises”, INU WPS 792, 1991.
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D. Effective Regulation—“Doing Well Only What is Necessary"

The worldwide experience and thinking in this area has been rapidly evolving in recent
years. Models of regulation that have been developed for the particular institutional circumstances of
certain countries may need further adaptation in other countries which are undergoing widespread and
rapid sectoral change in the context of generally weak institutions. This paper argues that it is essential
to first define explicitly the characteristics of any infrastructure activity that makes a case for public
intervention through regulation, and then to identify the objectives to be served. In many cases, such as
where there are no structural barriers to competition, the appropriate role for government is to liberalize

entry and to ensure commercial freedom in the market rather than regulate specific behavior.
Alternatively, where there are structural barriers to entry or conditions of natural monopoly, some
regulation is needed to ensure reasonable terms for access to network infrastructure, and to guard against
abuses of monopoly power.Other problems that have prompted a regulatory response in many cases, such
as high costs and poor service, often persist and worsen under regulation as practiced (see Box 9 on the
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urban bus sector). This discussion refers mainly to “economic regulation”—that pertaining to the structure
or behavior of enterprises, e.g. regarding entry/exit and pricing—although many of the points here also
apply to administrative regulation for safety, health, or environmental reasons.

The Legal Framework,” A minimum requirement for effective regulation of infrastructure
is a framework of law pertaining to property rights, liability, conflict resolution, and contracting. There
must also be capacity to enforce the laws, and credible assurances that they will not be changed by
political whim. Many countries have had legal or constitutional barriers to the transfer of rights to own
or operate water resources or basic telecommunications. Others have legal limits on the government’s
ability to make financial commitments beyond a given fiscal year or budgetary allocation, which can
constrain the use of multi-year contracts.

Determining_regulatory functions and authority. Most experiences to date with formal

regulation suggest the following guidelines in structuring such regulation.

(i)  Responsibilities for regulation and for operation should be formally separated. This
distinction is also important in the effective enforcement of environmental, health,
and safety regulations, which can impose financial costs on the operators. In the
United States and United Kingdom, the regulatory authority is commonly a legally
independent entity; in French urban public services, the necessary distinction is
enforced by the municipalities (regulators) delegating the operational responsibilities
through contracts.

(i) The regulatory processes should be capable of straightforward and prompt
implementation—for example, rules for tariff review should be based on formulas
triggering automatic adjustments; the periods between reviews should not be so short
as to impede the enterprises’ managerial autonomy; and the reporting requirements
should be as limited and simple as possible.

(iii) The method of tariff regulation should enable producers to enjoy the benefits of
efficiency improvements, and not require regulators to have full information on costs.

(iv) Rulings should be enforceable, with recourse to appeal.

(v) There should be opportunity for interested groups, including users of the
infrastructure, to present views and be informed of the decisions. Regulation is also
more effective when it coexists with other strong institutions such as private
insurance markets (which can support observance of safety and health regulations)
and an independent judiciary.

In countries where the overall institutional capacity is weak, the above guidelines need to
be interpreted carefully. A recent comparative study of the institutional context of telecommunications
regulation in several developing countries and the U.K. suggests that one of the most important
considerations in designing regulation under weak institutions is predictability. Regulatory methods that

3 Further discussion of the following points is provided in a background note, “The Legal Framework and Regulation of
Infrastructure” by Rita Hilton (INURD), draft, 1992.
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allow very precise criteria for decision making are found to be more effective in Chile, for example, than
the approaches which give regulators more discretion, such as those used in the United Kingdom.
Similarly, procedures for public hearings through a U.S.-style public utility commission were very
unsuccessful in the political/institutional context of Jamaica. There is need in such cases to find ways of
reflecting the public’s concerns effectively without undermining the private operators’ confidence in the
stability and impartiality of the regulatory system.* In this connection, it is very important for regulators
to have information on user satisfaction, such as indicators of service quality and consumer survey data.

Regulation through contractual oversight. In the case of lease and concession contracts, the

basic parameters for regulation (the formula for setting tariffs, the mechanism and frequency of
adjustment, and the output to be delivered, e.g. a given quality of service and condition of the facilities
to be maintained) are specified in the contract as negotiated. It is often advisable for the contractor to
collect fees directly from users and turn over the agreed portion to the contracting authority; this provides
strong incentives for efficient operation to reduce costs, provides high service quality, and achieves good
collection rates. Contractor’s fees need to be adjusted periodically to reflect inflation, and it is important
that the adjustment mechanism be transparent and easy to administer. For lengthy contract periods such
as concessions, the fee review may need to take account of longer term changes in parameters such as
demand, nature of service, or input mix.

It has been argued earlier that contracting for services may be a good first step in the
transition to broader private-sector involvement through leasing, concessions, and eventually divestiture
in some cases. Oversight of service contracting is not a negligible task in itself. But for a government
agency or parastatal unaccustomed to formal regulation, focusing on the practice of individual contracting
may provide a gradual learning process. Contracting provides the public authority with significant
leverage for enforcement, focused on the performance indicators specified in the contract and conditions
for its renewal. Moreover, as the practice of contracting expands, the government not only gains
experience with regulatory functions, but the private sector also gains an increasing stake in the process.
In brief, instituting regulation through a transitional process of expanding the practice of contracting may
be a more practical approach in many developing countries than starting from scratch with a full-blown
independent regulatory agency.

f regulation. A final point to be considered is the financial costs of regulation,
including contractual oversight. In the case of public transport, studies indicate that about one-fifth of
the savings in operating costs achieved by shifting from public bus service to competitive tenders is
absorbed by necessary regulation (Scurfield, 1990). In the municipal solid waste (MSW) subsector,
studies in developed countries indicate that private collection can be 20-40 percent less costly than the
public services, but the costs of monitoring can average between 10-25 percent of the service contract
costs (Cointreau-Levine, 1992). In leases and concessions, the imputed costs of regulation should be
covered by the share of revenue remitted by the contractor to the public authority. This approach would
focus attention on the costs and benefits of regulation, forcing them to be judged in light of overall costs
and tariffs in the sector.

%2 Brian Levy and Pablo Spiller, “Regulatory Institutions and the Performance of Private Telecommunications: A Comparative
Analysis of Five Country Studies”, January 29, 1993 draft.
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E. Pricing and Financing

The nature of pricing (i.e., tariffs or user charges) and incentives created by financing
schemes have an important affect on the allocative efficiency of infrastructure investment, as well as on
the internal sustainability and productive efficiency of services. This section addresses issues of pricing
and financing in those cases where there is a legitimate role for public involvement.

Pricing. As an overall objective, tariff revenues should be sufficient to cover operating costs,
debt service, depreciation, and the administrative costs of investment planning and regulation. Much
analysis has been devoted to the methodological issues in setting prices for infrastructure services, and
this work is not reviewed here. One key issue is that marginal cost is generally recognized to be the most
efficient determination of price; however, it does not always generate sufficient revenue to finance
services involving high fixed costs of production. In many cases, however, the tariffs charged are not
sufficient to cover even variable costs.

Various pricing tools may be needed to deal with the sometimes conflicting concerns of
efficiency, cost recovery, and equity for each type of infrastructure. These alternative pricing approaches
take account of specific demand factors as well as costs of supply. The use of a two-part tariff structure,
for example, can help to meet both efficiency and financing objectives; this structure involves a fixed
component covering the marginal cost of providing access to the service network, and a variable part
based on the volume of consumption of particular services. Other approaches include so-called Ramsey
pricing, in which higher prices are charged to users whose demand is most price~inelastic. In theory, this
reduces the welfare loss of not charging marginal costs, although it can have unfavorable distributional
implications, since the poor have inelastic demand for some types of services (e.g., urban public
transport).

Rising block pricing (higher rates for larger volumes used) and congestion pricing (higher
rates for services with kigher demand) are also potentially attractive options in some circumstances (e.g.,
to discourage waste of water or to manage traffic on certain transport routes). They require considerable
information about demand to design and implement. For example, in Kumasi, Ghana, surveys of water
users revealed that the large volume consumers, who would be subject to higher rates under a block
scheme, included poor households sharing connections.® In many countries, the services of utilities are
not metered, which limits the scope for using price to affect to user behavior.

An additional issue concerns the structure of tariffs across services for a given sector. As
a principle for policy, the rate structure should reflect long-run incremental costs of each type of service.
It is typical in many infrastructure subsectors for tariffs to reflect internal cross-subsidies, e.g. high tariffs
for long-distance telephone service to finance underpriced local service; or high water tariffs to industrial
users to subsidize households. As the institutional reforms discussed here lead to facilities and services
becoming “unbundled” (managed by different entities), and increased entry from the private sector, the
structure of rates will have important implications for the incentives for investment and operation in
particular market segments. Social objectives, such as the concern to ensure the population access to
essential services, are preferably financed by explicit budgetary subsidies rather than by the untargeted
transfer payments often implied within existing tariffs structures. Before subsidies for particular user

¥ See Whittington, Dale et al. (1992).
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groups are considered, however, their “willingness to pay” should be well investigated—including their
separate demand for connection to services as opposed to demand by volume of consumption.

There is a further issue when liberalizing entry enables private operators to “cream off” the
most profitable markets, as tends to occur with service contracting of MSW and urban transport, for
example. The need to provide essential services in poor neighborhoods may therefore require some
revenue sharing among operators in different markets, or taxation of the private providers in wealthier
areas. Such an arrangement would have to be clearly established as a condition of the service contract.
Similarly, countries which must expand telecommunications coverage from an extremely low base are
constrained if profits from the markets already served are lost to further investment in the sector. In such
cases, governments should ensure that new private entrants share some of the legitimate public service
obligations in the sector, as well as responsibility for needed new investment.

There is a strong argument for financing infrastructure services through taxes when the
administrative costs of these revenues are lower than for direct user charges. This is the case with public
goods such as street cleaning and traffic signalling, as the consumption by individuals cannot be priced.
Tax financing is not appropriate when it leads to unfavorable incentives for resource allocation—as
occurs, for example, when all farmers are taxed on their output prices rather than charged specifically
for the use of irrigation water. Wherever possible, the incidence of taxation should fall on the population
benefitting from the infrastructure (except where there is a case for reverse transfers, i.e., targeted
subsidies to certain users). Taxes on vehicles and fuel (a partial proxy for road user charges), and
sanitation charges linked to property, generally fit these conditions as forms of “benefit taxation”.* The
explicit identification of such revenues as user charges, however imperfect, is an important element in
transforming infrastructure activities such as road maintenance and municipal sanitation from bureaucratic
financing (dependent on general budgetary transfers) to a commercial orientation.

Debt and Equity Financing. Financing capital expenditures for infrastructure through
borrowing is essential to ease the cash flow problem of large investments; it also promotes an equitable
burden-sharing between generations, as the benefits of long-lived assets accrue in the future. The major
obstacles to debt financing are the lack of creditworthiness of many public suppliers of infrastructure
(especially at the local level), and the immature financial markets for long-term capital in many
developing countries. In many developing countries, expanding private involvement in infrastructure will
require greater availability of even medium-term domestic credit, particularly for the small firms that
could provide much of the service contracting and new entry in subsectors such as trucking.

The specialized financial institutions that have been set up in many developing countries to
provide credit to municipalities for infrastructure projects have a mixed record (Davey, 1988). The
lessons of experience with these institutions suggest that they should be viewed only as interim solutions
to the problem of municipal capital finance; that is, they should help to develop a track record of
responsible borrowing by municipalities, while private long-term capital markets emerge. Where
municipal credit institutions are established as a transitional measure, the government should let them
operate on solely financial criteria. At the same time, central governments should help local governments

M A “benefit tax” is a tax whose incidence is confined to the beneficiarics of the services it finances, but which is not linked
to specific consumption (and therefore is not a price). A property-related charge for street repair or solid waste collection in
a given residential area is an example of benefit taxation.
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to become good credit risks, including by developing appropriate policies on the sharing of fiscal
revenues and allocation of expenditure responsibilities.

Financing infrastructure through instruments such as revenue bonds and equity issues can
provide a good “feedstock” for emerging capital markets and attract funds from institutional investors
(both foreign and domestic). There is especially strong potential for these instruments in power,
telecommunications, and railways, once the sectors demonstrate financial discipline. An appropriate legal
and regulatory framework as discussed above is essential to foster capital market activity in infrastructure.
In addition, participation by multilateral institutions such as the World Bank and IFC can be important
to assure the private sector that the environment is sufficiently sound for long-term financial involvement
in the sector.

F. Investment Planning

The planning of infrastructure development should be based on analysis of the nature of
demand for specific services, not on quantitative projections of physical “need.” The design of a
demand-based strategy for infrastructure policy imposes additional information requirements. It must
involve analysis of the underlying determinants of demand, such as the composition of user groups and
their demand for specific kinds of services (which depend, for example, on price elasticities), and the
patterns of congestion. Moreover, since demand is ever-changing, it is necessary for infrastructure
decisions to be based on a dynamic process of assessing demand—such as through competitive markets
where possible, regular demand surveys, and/or channels for participation. Making a thorough assessment
of demand also requires that planners take account of all possible alternatives to generate the flow of
services demanded—including measures (with or without investment) to increase the efficiency of existing
facilities and relieve specific sources of congestion, and to promote conservation (reducing demand).

To practice a demand orientation in planning investments, as well as in their operation and
regulation, it is also necessary to define performance so as to reflect quality of service and user
satisfaction. Most of the performance indicators customarily used by planners and operators in the
infrastructure sectors reflect physical parameters of the facilities and internal (including financial)
efficiency. In addition to these, service quality needs to be measured and monitored as an input to
assessing how well sectoral, operational, and policy objectives are being met; to evaluate the effectiveness
of alternative service providers; and to help planners and regulators to evaluate success in achieving
operating rules and standards, or performance benchmarks. Contracting for services, for example,
requires quite different performance indicators to measure output than contracting for public works
construction.
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GLOSSARY

(Note: This glossary is not intended as a definitive lexicon, but only to explain how terms are used in the
present paper. Some of the terms here may be used differently by others.)

BOT Build-Operate-Transfer. A form of concession usually referring to totally new projects. Typically
in a BOT, a private party (or consortium) agrees to finance and construct a facility, and operate and
maintain it, for a specified period and then transfer the facility to a government or other public authority.
Variations include BOOT (Build-Own-Operate-Transfer) and BOO (Build~-Own-Operate); in the last
case, the contract accords the right to construct the facility, which is not transferred back to the public
sector.

Commercialization Status of a State enterprise which is financed mainly by internally-generated revenues
(tariffs) and thus has financial autonomy to operate as a business; its access to government support is very
circumscribed, e.g., limited to explicit compensation for public services.

Concession Arrangement whereby a private party leases assets from a public authority for an extended
period, and has responsibility for financing specified new fixed investments during the period; these new
assets then revert to the public sector at expiration of the contract.

Contestability The practical threat of competition from new entrants in a market. In activities with high
contestability, exit by a producer is relatively costless. The key criterion for contestability is the absence
of sunk capital costs incurred in the even of exit.

Corporatization Transformation of an enterprise or agency into a legal entity subject to company law,
with formal separation of ownership and management responsibilities, e.g. through a board of directors
or other body.

Excludability The ability to control access to a good/service. High excludability means it is relatively
easy (not costly) to prevent users from consuming it.

Government department Arrangement whereby services are provided and executed by civil servants and
accounts are integrated into the government budget.

Leasing (or “affermage™) Arrangement whereby a private party (lessee) contracts with a public authority
for the right to operate a facility (or the right to a flow of revenues from providing a specific service) for
a specified period of time; this right may be called a franchise or license. The facility continues to be
owned by the public authority. Unlike in a concession, the lessee does not have responsibility for
investments in fixed assets.' Financial risk for operation and maintenance is borne entirely by the lessee.

Management contract Private contractor assumes responsibility for full range of operation and
maintenance functions, with authority to make day-to-day management decisions. Compensation may be
based partially on services rendered (as for service contracts), and partially on performance achieved
(such as profit-sharing), which implies limited financial risk.

! A lease may sometimes be called a "service concession”, and a BOT sometimes called a "public works concession”.
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Network externalities Positive effects of consumption by one user on other users. E.g., the decision by
one user to link to the telephone network yields benefits to other users, by increasing the range of
possible communications through the telephone system.

Private entrepreneurship Ownership of assets held in majority or totality by private agents, either
through divestiture (transfer/sale cf shares or assets from public ownership) or creation of new private
entity. It is assumed here that control of assets is proportional to ownership; however, it is possible in
cases of divestiture that majority control (of voting rights) is granted to private agents even when the State
continues to hold the majority of shares. In such cases a “majority privately-controlled” entity would be
considered a private entrepreneurship here.

Parastatal (also public or State enterprise) An organization owned and controlled in majority by the
State.

Public utility A public enterprise/parastatal in the infrastructure sectors (usually referring to power,
telecommunications, water supply, or sanitation).

Public (or State) enterprise See Parastatal.

“Self-help” Includes variety of arrangements for financing and management of projects by beneficiaries,
such as by cooperatives, community organizations, or user associations.

Service contract (or “contracting-out”) Arrangement with private sector to perform particular operating
or maintenance functions for a fixed period and for specified compensation (no financial risk taken).

Subtractability (or “rivalry”) The impact that consumption by incremental users has on consumption
opportunities of all users. Low subtractability means that consumption by one user does not impede
availability by other users (such goods/services are “jointly consumed”). High subtractability means that
consumption by one user imposes identifiable, calculable costs on other users (such goods are “privately
consumed”).

“Traditional” parastatal A public enterprise with limited managerial autonomy; accounts are kept
separate from the government budget, but with wide access to deficit financing from the budget and
government loans.
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A BREAKDOWN BY ACTIVITY

SECTOR/SUBSECTOR: AIRPORTS/AIRWAYS

ACTIVITY NATURE OF GOOD/SERVICE PRODUCTION ASPECTS EXTERNALITIES
OR
A ) SOCIAL
Degree of Degree of Degree | Economies Degree of OBJECTIVES
Subtracta- Excluda- of nf Coordina- INVOLVED
bility bility Sunk- Scale tion
ness Necessary
National
Airplane services H H L L H defense
concerns,
Runways, gates M H H M H Noise, USO
Air traffic control L L L M H Public safety,
liability
Ground services H H L L M

Definitions: (H = high, M = moderate, L = low) USO = universal service obligations

Subtractability (or rivalry) refers to the impact that consumption by incremental users has on consumption opportunities of all users. Low subtractability (nonrivalry) = =
consumption by one user does not impede availability to other users (such goods are jointly consumed). High subtractability = = consumption by one user imposes identifiable,
calculable costs on other users (such goods are privately consumed).

Excludability refers to the feasibility of controlling access to a good. High excludability = = it is relatively easy (i.e. non-costly) to prevent users from consuming it.

Sunkness refers to extent of sunk capital costs incurred in the event of exit from the activity. In activities with high contestability, entry and exit are relatively costless (key
criterion for contestability is the absence of sunk costs incurred in the event of exit).

Coordination refers to need for control over the rights to perform the function, e.g., because of technical conditions for efficiency, nced for equipment standards, safety concemns,
elc.
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SECTOR/SUBSECTOR: ELECTRIC POWER

ANNEX II Page 2 of 16

EXTERNALITIES
ACTIVITY NATURE OF GOOD/SERVICE PRODUCTION ASPECTS OR
SOCIAL
Degree of Degree of Degree | Economies Degree of OBJECTIVES
Subtracti- Excluda- of of Coordination INVOLVED
bility bility Sunk- Scale Necessary
ness
Generation - thermal H H M M M Pollution
- hydro, nuclear H H H M H
Transmission H H M H H Network
f effects
| Distribution H H M M H Some arguments
for USO

Definitions: (H = high, M = moderate, L = low). USO = universal service obligations

Subtractability (or rivalry) refers to the impact that consumption by incremental uscrs has on consumption opportunitics of all users. Low subtractability (nonrivalry) = =
consumption by one user does not impede availability to other users (such goods arc jointly consumed). High subtractability = = consumption by one user imposes identifiable,
calculable costs on other users (such goods are privately consumed).

Excludability refers to the feasibility of controlling access to a good. High excludability = = it is relatively easy (i.e. non-costly) to prevent users from using it.

Sunkness refers to extent of sunk capital costs incurred in the event of exit from the activity. In activitics with high contestability, entry and exit are relatively costless (key
criterion for contestability is the absence of sunk costs incurred in the event of exit).

Coordination refers to need for control over the rights to perform the function, ¢.g., because of technical conditions for efficiency, need for equipment standards, safety concerns,
etc.

« Small for dicsel generators, large for steam generators.
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SECTOR/SUBSECTOR: IRRIGATION (GROUNDWATER)

ANNEX II Page 3 of 16

ACTIVITY NATURE OF GOOD/SERVICE PRODUCTION ASPECTS EXTERNALITI
ES
OR
Degree of Degree of Degree | Economies Degree of SOCIAL
Subtracta- Excluda- of of Coordina- OBJECTIVES
bility bility Sunk- Scale tion INVOLVED
. ness Necessary
| Deep Tubewell® H H H L M Groundwater
: depletion and
Shallow Tubewell H H L L L pollution
Waterlogging
and
Salinization

Pefinitions; (H = high, M = moderate, L = low) USO = universal service obligations

Subtractability (or rivalry) refers to the impact that consumption by incremental users has on consumption opportunities of all users. Low subtractability (nonrivalry) = =
consumption by one user does not impede availability to other users (such goods are jointly consumed). High subtractability = = consumption by one user imposes identifiable,
calculable costs on other users (such goods are privately consumed).

Excludability refers to the feasibility of controlling access to a good. High excludability = = it is relatively easy (i.c. non-costly) to prevent users from consuming it.

Sunkness refers to extent of sunk capital costs incurred in the event of exit from the activity. In activities with high contestability, entry and exit are relatively costless (key
criterion for contestability is the absence of sunk costs incurred in the event of exit).

Coordination refers to need for control over the rights to perform the function, e.g., because of technical conditions for efficiency, need for equipment standards, safety concerns,
etc.

* Any distribution or terminal systems associated with tubewells exhibit the same characteristics as those for surface water systems.

* The degree of subtractability associated with a given well actually depends upon the nature of the watershed/aquifer drawn from. In this instance, relatively high resource scarcity
is assumed.
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SECTOR/SUBSECTOR: IRRIGATION (SURFACE WATER)

ANNEX II Page 4 of 16

PRODUCTION ASPECTS

ACTIVITY NATURE OF GOOD/SERVICE EXTERNALITIES
'I OR
. SOCIAL
Degree of Degree of Degree Economies Degree of OBJECTIVES
Subtracta- Excluda- of of Coordina- INVOLVED
bility bility Sunk- Scale tion
ness Necessary
Inter-
Trunk System sectoral
Dam, main canal M* M® He M H water
allocation
Distribution System Waterlogging;
Secondary & tertiary Salinization
canals M Mt H* M H Erosion
Introduction
Terminal System (On- of new
farm) diseases
Gravity H M L L L
Sprinkler H H L L L

Definitions: (H = high, M = moderate, L = low) USO = universal service obligations

See other sector tables.

* The degree of subtractability depends on scarcity of water resources and on maximum transit capacity of canals. It is assumed here that subtractability increases at farther points

from the initial water intake.

* To some degree, this is a function of both size and engineering configuration of a given system. It is rclatively casy to exclude farms adjacent to large, lined canals from a
system, but far more problematic to exclude adjacent farmers from a relatively small, unlined canal.

* Depending on size and engineering configuration.
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SECTOR/SUBSECTOR: PORTS AND WATERWAYS

ANNEX 1T Page 5 of 16

ACTIVITY NATURE OF GOOD/SERVICE PRODUCTION ASPECTS EXTERNALITIES
OR
] SOCIAL
Degree of Degree of Degree Economies Degree of OBJECTIVES
Subtracta- Excluda- of of Coordina- INVOLVED
bility bility Sunk- Scale tion
ness Necessary
National
Piers, harbor M H H M H defense
Ships H H L L L concerns
Port equipment H H M L L
(loading/unloading) Water Pollution

Definitions: (H = high, M = moderate, L = low) USO = universal scrvice obligations

Subtractability (or rivalry) refers to the impact that consumption by incremental users has on consumption opportunities of all users. Low subtractability (nonrivalry) = =
consumption by one user does not impede availability to other users (such goods are jointly consumed). High subtractability = = consumption by one user imposes identifiable,

calculable costs on other users (such goods arc privately consumed).

Excludability refers to the feasibility of controlling access to a good. High excludability = = it is relatively easy (i.e. non~costly) to prevent users from consuming it.

Sunkness refers to cxtent of sunk capital costs incurred in the event of cxit from the activity. In activitics with high contestability, entry and exit are relatively costless (key
criterion for contestability is the absence of sunk costs incurred in the event of exit).

Coordination refers to need for control over the rights to perform the function, e.g., because of technical conditions for efficiency, need for equipment standards, safety concerns,

etc.
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ANNEX II Page 6 of 16

SECTOR/SUBSECTOR: RAILWAYS

ACTIVITY NATURE OF GOOD/SERVICE PRODUCTION ASPECTS EXTERNALITIES
OR
. SOCIAL
Degree of Degree of Degree Economies Degree of OBJECTIVES
Subtracta- Excluda- of of Coordina- INVOLVED
bility bility Sunk- Scale tion
ness Necessary
Railbed M H H M H UsoO
Switching and Signaling® L M L L H Network
Railcars H H L L H externalities
Freight Loading/Unloading H H M L M

Definitions: (H = high, M = moderate, L = low) USO = universal service obligations

Subtractability (or rivalry) refers to the impact that consumption by incremental users has on consumption opportunities of all users. Low subtractability (nonrivalry) =
consumption by one user does not impede availability to other users (such goods are jointly consumed). High subtractability = = consumption by one user imposcs xdcnuﬁablc.
calculable costs on other users (such goods are privately consumed).

Excludability refers to the feasibility of controlling access to a good. High excludability = = it is relatively easy (i.e. non-costly) to prevent users from consuming it.

Sunkness refers to extent of sunk capital costs incurred in the event of exit from the activity. In activities with high contestability, entry and exit are relatively costless (key
criterion for contestability is the absence of sunk costs incurred in the event of exit).

Coordination refers to need for control over the rights to perform the function, e.g., because of technical conditions for efficiency, need for equipment standards, safety concerns,

etc.

* The more technically specialized rail operations (e.g. high speed passenger; refrigerated freight) are iess contestable and require greater coordination,
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SECTOR/SUBSECTOR: ROAD FREIGHT TRANSPORT

ANNEX II Page 7 of 16

ACTIVITY NATURE OF GOOD/SERVICE PRODUCTION ASPECTS EXTERNALITIES
OR

. SOCIAL

Degree of Degree of Degree | Economies Degree of OBJECTIVES

Subtracta- Excluda- of of Coordina- INVOLVED
bility bility Sunk- Scale tion
ness Necessary

Trucking Services H H L L L Air, Noise
Pollution

Definitions: (H = high, M = moderate, L = low) USO = universal service obligations

Subtractability (or rivalry) refers to the impact that consumption by incremental users has on consumption opportunities of all users. Low subtractability (nonrivalry) = =
consumption by one user does not impede availability to other users (such goods are jointly consumed). High subtractability = = consumption by one user imposes identifiable,

calculable costs on other users (such goods are privately consumed).

Excludability refers to the feasibility of controlling access to a good. High excludability = = it is relatively easy (i.c. non-costly) to prevent users from consuming it.

Sunkness refers to extent of sunk capital costs incurred in the event of exit from the activity. In activities with high contestability, entry and exit are relatively costless (key
criterion for contestability is the absence of sunk costs incurred in the event of exit).

Coordination refers to need for control over the rights to perform the function, e.g., because of technical conditions for efficiency, need for equipment standards, safety concerns,

etc.



ANNEX I Page 8 of 16

SECTOR/SUBSECTOR: ROADS AND HIGHWAYS

ACTIVITY NATURE OF GOOD/SERVICE PRODUCTION ASPECTS EXTERNALITIES “
OR
Degree of Degree of Degree | Economies Degree of OBSJ%(C:’II‘?%ES
Subtracta- Excluda- of of Coordina- INVOLVED
bility bility Sunk- Scale tion
ness Necessary
Affects
settlement
Primary Roads patterns,
(National, Trunk) L M* H L L drainage,
Secondary Roads M M H L L erosion,
Tertiary roads - rural L M H L L public
urban H L H L H safety, dust
Signaling and traffic L L L L H and noise
control pollution

Definitions: (H = high, M = modecrate, L = low) USO = universal service obligations

Subtractability (or rivalry) refers to the impact that consumption by incremental users has on consumption opportunities of all users. Low subtractability (nonrivalry) = =
consumption by one user does not impede availability to other users (such goods are jointly consumed). High subtractability = = consumption by onc user imposes identifiable,
calculable costs on other users (such goods are privately consumed).

Excludability refers to the feasibility of controlling access to a good. High excludability = = it is relatively casy (i.e. non—costly) to prevent users from consuming it.

Sunkness refers to extent of sunk capital costs incurred in the event of exit from the activity. In activitics with high contestability, entry and exit are relatively costless (key
criterion for contestability is the absence of sunk costs incurred in the event of exit).

Coordination refers to need for control over the rights to perform the function, e.g., because of technical conditions for efficiency, need for equipment standards, safety concerns,
ctc.

* High for tollroads.
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SECTOR/SUBSECTOR: SOLID WASTE MANAGEMENT

ANNEX II Page 9 of 16

ACTIVITY NATURE OF GOOD/SERVICE PRODUCTION ASPECTS EXTERNALITIES
OR
. SOCIAL
Degree of Degree of Degree Economies Degree of OBJECTIVES
Subtracta- Excluda- of of Coordina- INVOLVED
bility bility Sunk- Scale tion
ness Necessary
Collection M M L L M*
Transfer H H L H H
Disposal
Sanitary land fill L M M H H Public health,
Incineration M H M H H land, water,
pollution
Resource Recovery
(recycling) H H L L L

Definitions: (H = high, M = moderate, L = low) USO = universal service obligations

Subtractability (or rivalry) refers to the impact that consumption by incremental users has on consumption opportunities of all users. Low subtractability (nonrivalry) = =
consumption by one user docs not impede availability to other users (such goods are jointly consumed). High subtractability = = consumption by one user imposes identifiable,

calculable costs on other users (such goods are privately consumed).

Excludability refers to the feasibility of controlling access to a good. High excludability = = it is relatively easy (i.c. non-costly) to prevent users from consuming it.

Sunkness refers to extent of sunk capital costs incurred in the event of ex’t from the activity. In activitics with high contestability, entry and exit are relatively costless (key
criterion for contestability is the absence of sunk costs incurred in the event of exit).

Coordination refers to need for control over the rights to perform the function, €.g., because of technical conditions for efficiency, need for equipment standards, safety concerns,

cte.

* Some coordination needed because of “economics of contiguity” (within a given area, it is cheaper for adjacent properties to be served by one collection service agency than

by multiple agencics).
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SECTOR/SUBSECTOR: TELECOMMUNICATIONS - (BASIC NETWORK)

ANNEX I Page 10 of 16

ACTIVITY NATURE OF GOOD/SERVICE PRODUCTION ASPECTS EXTERNALITIES
OR
. SOCIAL
Degree of Degree of Degree | Economies Degree of OBJECTIVES
Subtracta- Excluda- of of Coordina- INVOLVED
bility bility Sunk- Scale tion
ness Necessary
NETWORK:
-Transmission Network
Local M H H* H* H effects,
Long Distance M H L L H USO IJ
-Switching M H L* L* H
TERMINAL EQUIPMENT:
-Individual H H L L M
-Common M H M L M

Definitions: (H = high, M = moderate, L = low) SO = service obligations

Subtractability (or rivalry) refers to the impact that consumption by incremental users has on consumption opportunitics of all users. Low subtractability (nonrivalry) = =
consumption by one user does not impede availability to other users (such goods are jointly consumed). High subtractability = = consumption by one user imposes identifiable,

calculable costs on other users (such goods arc privately consumed).

Excludability refers to the feasibility of controlling access to a good. High excludability = = it is relatively casy (i.c. non-costly) to prevent users from consuming it.

Sunkness refers to extent of sunk capital costs incurred in the event of exit from the activity. In activities with high contestability, entry and cxit arc relatively costless (key
criterion for contestability is the absence of sunk costs incurred in the event of exit).

Coordination refers to necd for control over the rights to perform the function, e.g., because of technical conditions for efficiency, need for equipment standards, safety concerns,

cc.

* Varics with technology
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ANNEX II Page 11 of 16

SECTOR/SUBSECTOR: TELECOMMUNICATIONS - (NETWORK EXTENSIONS)*

ACTIVITY NATURE OF GOOD/SERVICE PRODUCTION ASPECTS EXTERNALITIES
OR
. SOCIAL
Degree of Degree of Degree Economies Degree of OBJECTIVES
Subtracta- Excluda- of Sunk- of Coordination INVOLVED
bility bility ness Scale Necessary
Value-Added Services H H L L H
Cellular, Paging,
Microwave Relay H H L* L H
Private or Specialized L
Networks H H L H

Definitions: (H = high, M = modcrate, L = low) USO = universal service obligations

Subtractability (or rivalry) refers to the impact that consumption by incremental users has on consumption opportunities of all users. Low subtractability (nonrivalry) = =
consumption by one user does not impede availability to other users (such goods are jointly consumed). High subtractability = = consumption by one user imposes identifiable,

cakulablc costs on other users (such goods are privately consumed).

Excludability refers to the feasibility of controlling access to a good. High excludability = = it is relatively casy (i.c. nca-costly) to prevent users from consuming it.

Sunkness refers to extent of sunk capital costs incurred in the event of exit from the activity. In activities with high contestability, entry and exit are relatively costless (key
criterion for contestability is the absence of sunk costs incurred in the event of exit).

ete.

* These usually are linked to the basic network facilities.
* Contestability depends on getting sccess to radio spectrum.

Coordination refers to need for control over the rights to perform the function, e.g., because of technical conditions for efficiency, need for equipment standards, safety concerns,

€9



SECTOR/SUBSECTOR: URBAN TRANSPORT

ANNEX II Page 12 of 16

t—

@j — —— —
ACTIVITY NATURE OF GOOD/SERVICE PRODUCTION ASPECTS EXTERNALITIES
OR
. SOCIAL
Degree of Degree of Degree Economies Degree of ORJECTIVE
Subtracta- Excluda- of of Coordina- INVOLVED
bility bility Sunk- Scale tion
ness Necessary
Van, bus (urban, Air
inter-urban) H H L L L Pollution,
Taxi H H L L L USO
Metro/rapid transit Public Safety
- Tracks/Rails M H H M H
- Rail cars H H L L H
Traffic signaling L M L L H

Definitions: (H = high, M = moderate, L. = ow) USO = universal service obligations

Subtractability (or rivalry) refers to the impact that consumption by incremental users has on consumption opportunitics of all users. Low subtractability (nonrivalry) = =
consumption by one user does not impede availability to other users (such goods are jointly consumed). High subtractability = = consumption by one user imposes identifiable,

calculable costs on other users (such goods are privately consumed).

Excludability refers to the feasibility of controlling access to a good. High excludability = = it is relatively casy (i.e. non—costly) to prevent users from consuming it.

Sunkness refers to extent of sunk capital costs incurred in the event of exit from the activity. In activities with high contestability, entry and exit arc relatively costless (key
criterion for contestability is the absence of sunk costs incurred in the event of exit).

Coordipation refers to need for control over the rights to perform the function, ¢.g., because of technical conditions for efficiency, need for equipment standards, safety concerns,

ac.
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SECTOR/SUBSECTOR: WASTEWATER MANAGEMENT (CONVENTIONAL SEWERAGE)

ACTIVITY NATURE OF GOOD/SERVICE PRODUCTION ASPECTS EXTERNALITIES
OR
. SOCIAL
Degree of Degree of Degree | Economies Degree of OBJECTIVES
Subtracta- Excluda- of of Coordina- INVOLVED
bility bility Sunk- Scale tion
ness Necessary
Conventional
Street Sewer L H H M M Public health
Pumping Station L H H M L Water
Treatment Plant L H H M L pollution

Definitions: (H = high, M = modcrate, L = low) USO = universal service obligations

Subtractability (or rivalry) refers to the impact that consumption by incremental users has on consumption opportunities of all users. Low subtractability (nonrivalry) = =
consumption by one uscr does not impede availability to other users (such goods are jointly consumed). High subtractability = = consumption by one user imposes identifiable,

calculable costs on other users (such goods are privately consumed).

Excludability refers to the feasibility of controlling access to a good. High excludability = = it is relatively casy (i.c. non—costly) to prevent users from consuming it.

Sunkness refers to extent of sunk capital costs incurred in the event of exit from the activity. In activities with high contestability, entry and exit are relatively costless (key
criterion for contestability is the absence of sunk costs incurred in the cvent of exit).

Coordination refers to need for control over the rights to perform the function, ¢.g., because of technical conditions for efficiency, need for equipment standards, safety concerns,

cc.
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ANNEX I Page 14 of 16

SECTOR/SUBSECTOR: WASTEWATER MANAGEMENT (INTERMEDIATE/LOW COST SEWERAGE)

ACTIVITY NATURE OF GOOD/SERVICE PRODUCTION ASPECTS EXTERNALITIES
OR
SOCIAL
Degree of Degree of Degree Economies Degree of OBJECTIVES
Subtracta- Excluda- of of Coordination INVOLVED
bility bility Sunk- Scale Necessary
ness

Condominial Sewerage M M M L H* Public health
Localized treatment M M M L H* Water
Other intermediate pollution
sewerage® M M M L H*

Basic sanitation -

(pit latrine) H H L L L

Definitions: (H = high, M = moderate, L = low) USO = universal service obligations

Subtractability (or rivalry) refers to the impact that consumption by incremental users has on consumption opportunities of ail users. Low subtractability (nonrivalry) = =
consumption by onc user does not impede availability to other users (such goods are jointly consumed). High subtractability = = consumption by one user imposes identifiable,
calculable costs on other users (such goods are privately consumed).

Excludability refers to the feasibility of controlling access to a good. High excludability = = it is relatively easy (i.e. non—costly) to prevent users from consuming it.

Sunkness refers to extent of sunk capital costs incurred in the event of exit from the activity. In activities with high contestability, entry and exit are relatively costless (key
criterion for contestability is the absence of sunk costs incurred in the event of exit).

Coordination refers to need for control over the rights to perform the function, e.g., because of technical conditions for efficiency, need for equipment standards, safety concerns,
etc.

* Includes approaches such as solids-free sewerage, simplified, shallow, and flat grade sewerage.
¥ Condominial sewcrage requires coordination among neighboring property owners.
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SECTOR/SUBSECTOR: WATER SUPPLY (NONPIPED)

ACTIVITY NATURE OF GOOD/SERVICE PRODUCTION ASPECTS
Degree of Degree of Degree | Economies Degree of
Subtracta- Excluda- of of Coordina-
bility bility Sunk- Scale tion
ness Necessary
Vendor Tanks H H L L L Public
health
Borehole H H H L L Depletion of
Aquifer

Definitions: (H = high, M = modecrate, L = low) USO = universal service obligations

Subtractability (or rivalry) refers to the impact that consumption by incremental users has on consumption opportunities of all users. Low subtractability (nonrivalry) = =

consumption by one uscr does not impede availability to other users (such goods are jointly consumed). High subtractability = = consumption by onc user imposes identifiable,
calculable costs on other users (such goods are privately consumed).

Excludability refers to the feasibility of controlling access to a good. High excludability = = it is relatively easy (i.c. non—costly) to prevent users from consuming it.

Sunkness refers to extent of sunk capital costs incurred in the event of exit from the activity. In activitics with high contestability, entry and exit are relatively costless (key
criterion for contestability is the absence of sunk costs incurred in the event of exit).

Coordination refers to need for control over the rights to perform the function, e.g., because of technical conditions for efficiency, need for equipment standards, safety concerns,
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SECTOR/SUBSECTOR: WATER SUPPLY (PIPED)

ACTIVITY NATURE OF GOOD/SERVICE PRODUCTION ASPECTS EXTERNALITIES
OR
Degree of Degree of Degree Economies Degree of OBi.é:gflA[:lJES
Subtracta- Excluda- of of Coordina- INVOLVED
bility bility Sunk- Scale tion
ness Necessary
Inter-
sectoral
Trunk System (intake resource
pumping station) H H H H H allocation
H H H
Distribution System H H Public
health
Terminal Equipment:
Common (i.e. handpump) H M L L L USO
Individual (i.e. home
faucet) H H L L L

Definitions: (H = high, M = moderate, L = low) USO = universal service obligations

Subtractability (or rivalry) refers to the impact that consumption by incremental users has on consumption opportunities of all users. Low subtractability (nonrivalry) = =
consumption by one user does not impede availability to other users (such goods are jointly consumed). High subtractability = = consumption by one user imposes identifiable,
calculable costs on other users (such goods are privately consumed).

Excludability refers to the feasibility of controlling access to a good. High excludability = = it is relatively easy (i.c. non—~costly) to prevent users from consuming it.

Sunkness refers to extent of sunk capital costs incurred in the event of exit from the activity. In activities with high contestability, entry and exit are relatively costless (key
criterion for contestability is the absence of sunk costs incurred in the event of exit).

Coordination refers to need for control over the rights to perform the function, e.g., because of technical conditions for efficiency, need for equipment standards, safety concerns,
etc.
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ANNEX III - PREVALENCE OF CERTAIN FORMS OF
PRIVATE SECTOR PARTICIPATION IN INFRASTRUCTURE BY SECTOR

ANNEX IIl Page 1 of 7

PRIVATE SECTOR PARTICIPATION IN INFRASTRUCTURE BY SECTOR

Infrastructure Type/
Region/Country

BOT/
BOO

Conces-
sion

Leasing

Service
Contracts

Management
Contracts

Bonds

POWER
Africa

Cote d'lvoire
The Gambia
Guinca-Bissau

Sierma Leone

Latin America & Caribbean

Bolivia

LP

[o}e]

1 = Initiseed

O = Operational
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ANNEX III Page 2 of 7

Infrastructure Type/
Region/Country

BOT/
BOO

Conces-
sion

Service
Contracts

Management
Contracts

Bonds

POWER

(continued)

Brazil

Colombia

Dominican Republic

Ecuador

Honduras

Venezuela

TRANSPORT

Africa
Benin

Burkina Faso

Burundi

Cameroon

Car

Cape Verde

Chad
Congo B.
Ethiopia
Gambia
Ghana

o O

Pt

w O

P

Key

P = Planned

I = Initiated

O = Operational
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Infrastructure Type/
Region/Country

BOT/BOO

Conces-
sion

Leasing

Service
Contracts

Management
Contracts

Bonds

TRANSPORT
(Continued)

Guinea
Guinea-Bissau
Kenya
Lesotho
Madagascar
Malawi

Mali
Mauritius
Mozambique
Niger
Nigeria
Senegal
Tanzania
Togo
Uganda

Zaire

Asia
Bangladesh
China
Hong Kong
India

Indonesia

- © O © O O

© © w =

Key:

P = Planned

I = Initiated

O = Operational
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ANNEX III Page 4 of 7

e
. Service Manasgement
Leasing Contracts Contracts
o
¢ o
o
Papua New Guinea P
Philippines P o
Thailand o
(o}
o
LO 0
Key P = Planned I = Initisted O = Oporational
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ANNEX III Page 5 of 7

Infrastructare Type/
Region/Country

BOT/

Conces-
sion

Management

Contracts Contracts

Bonds

WATER & SEWERAGE
Africa

Cote d'Ivoire

Guinea

Guinca-Bissau

Lesotho

Rwanda

Sao Tome

The Gambia

Asia
Bangladesh
China
Hong Kong
India
Indonesia
Macau
Malaysia
Pakistan
Philippines

Thailand

Key

P = Planned

I = Initiated

O = Operational

tL



BOT/

Latin America & Caribbean

TELECOMMUNICATIONS
Asia

India

Philippines

Thailand

P,0

Key

I = Initisted

O = Operational

PI

Vi
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BOT/ Conces- Service
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]

TELECOMMUNICATIONS
(coutinned)

Latin America
Bolivia
Beazil
Colombia I

IRRIGATION

Africa
Nigesi

Key P = Planned I = [nitiated O = Operational

SL
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