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Foreword

The potential for economic growth of nations is related to the state of their

infrastructure. In this connection, it has been estimated that one percent growth
in GDP requires an investment of 1 percent of GDP in energy, transportation,
telecommunications, and water and sanitation infrastructure. For the econo-

mies in Latin America and the Caribbean to grow at annual rates of 5 percent,
that same percentage of GDP will have to be invested each year, which in aver-
age 1998 regional GDP figures translates into annual investments of nearly $70

billion. Given the dilapidated state of infrastructure in many countries of the

region, investment needs may be even greater.

Private sector participation in this investment process is sorely needed.

Multilateral and bilateral sources supply enough funds to meet only 10 percent
of investment needs, with the private sector supplying about 15 percent and
governments the remaining 75 percent. But the capacity of governments to

finance these investments is limited, not only because they come on top of
pressing social needs, but because growth of public expenditure is increasingly
constrained by the overriding need to maintain macroeconomic stability. In
turn, governments have had to curtail investments or transfer responsibility to
the private sector or communities.

During the past decade, there has been a significant change in the roles of
the state and the private sector. The state has been progressively getting out of
the role of planner, financier and manager, and assuming that of grantor
(privatization, concession, management) and regulator or overseer of the pro-

vision of services by the private sector. The private sector, in turn, has moved
from constructor of public works to financier, constructor, operator and man-

ager. This shift in roles for the private and public sectors has not been easy.

The services provided—public services of critical importance for economic

development and loaded with political implications—are still the responsibil-

ity of the state.

The process of the state assuming the role of grantor received a strong

push in the mid-1990s. As the decade closes, a wealth of experience has been

accumulated in the granting process and in the subsequent private sector op-
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iv FOREWORD

eration and government oversight. This experience can provide valuable in-
formation about the process of private sector participation— how to do it,

how not to do it, or how to do it better.

The Inter-American Development Bank invited infrastructure develop-

ment practitioners to meet and discuss these experiences at a conference on

"Private Investment, Infrastructure Reform and Governance in Latin America
and the Caribbean" in September 1997. The goal was to provide countries of
the region with a compendium of best practices in private sector participation

in infrastructure. This volume presents core studies from the conference along

with others commissioned by the Bank. The studies deal with a timely second
generation of issues such as legal frameworks, post-privatization governance,

and contract enforcement and renegotiation, and not with the why and how to

effect private participation.

The Bank Group itself—which has financed more than $35 billion in

infrastructure since it began lending in 1961—has changed its instruments over
the years to adapt to evolving needs in infrastructure development. The Inter-
American Investment Corporation, created in 1989 to provide direct financing

to the private sector, has moved toward financing small infrastructure works.
Since 1994, the Multilateral Investment Fund under administration by the Bank
has provided grants to develop regulatory frameworks, facilitate privatization
and concessions, and support sector restructuring. Finally, the Bank's private
sector window provides direct loans and guarantees for private infrastructure
without government counter guarantees. This window promotes private sec-
tor participation not only through its financing, but because of its catalytic
effect in attracting outside financing through risk guarantees and the umbrella
protection on perceived political risks

This book marks a continuation of the Bank's evolving efforts to contrib-
ute to more effective and efficient provision of infrastructure services, a key
ingredient in the economic development of the countries of Latin America and

the Caribbean.

Enrique V. Iglesias, President

Inter-American Development Bank
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Introduction

"Can Privatization Deliver?" is a question of critical importance to the eco-
nomic future of Latin America and the Caribbean as well as the rest of the
world. The current configuration of this fundamental query has been shaped

by the interplay among three powerful forces: high expectations for infrastruc-
ture privatization to spur growth and development; some highly visible suc-

cesses of infrastructure privatization; and many examples of disappointments

in the slow pace and mixed results of such reforms. This book assesses both

what is known as well as the issues that need more focused attention. Can

privatization indeed live up to optimistic expectations? What policies might best

improve the performance of infrastructure privatization in promoting economic
development?

The novel perspective that emerges from this research focuses on the roles

played by Latin American legal and governmental systems and structures in
the design and workings of privatization instruments and post-privatization
governance mechanisms. While there are features of the economic and politi-

cal environment that can constrain institutional design and performance, there
are also reforms, policies and types of concession and privatization contracts
that can mitigate or eliminate some of the obstacles to successful privatization.

The chapters in this volume detail the successes of infrastructure privatization
in Latin America, but they also point to such problems as the reluctance of

private investors to accept economic and political risks; resistance of national

and subnational governments to relinquishing control over infrastructure; post-

privatization monopolization and regulation that is excessively protective of
private operators and unresponsive to dynamic needs; and post-privatization

infrastructure management unconducive to creative entrepreneurship and

broad-based development.

During the past decade, some Latin American countries have accumu-

lated extensive experience in the privatization of infrastructure and in the in-

stitutional and regulatory reforms essential to foster a suitable environment

for private investment. Chile and Argentina undertook remarkable reforms that

allowed them to transfer publicly-owned utilities to the private sector either

by selling the assets or through concession agreements. Because of the reforms,
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2 INTRODUCTION

these countries were able to attract private participation to telecommunica-
tions, transportation, energy, and potable water and sewerage. The results in

most cases have been more efficient services and increased coverage.
Potable water and energy have been a particularly important part of the

infrastructure reform processes throughout the region. Most countries launched

extensive reorganizations of their energy and potable water sectors that, in gen-

eral, included the establishment of new regulatory frameworks, comprehen-
sive sector restructuring, and different forms of private sector participation.

Cities like Buenos Aires are considered pioneers at the international level, while

others are just beginning to implement reforms.
Although the reform process has been widespread in the region, some

countries have been more successful in attracting private sector participation
than others. Different schemes have been attempted under diverse economic,

legal and institutional circumstances. Success has depended on how well coun-

tries have implemented the reforms essential to attract private investment. In
some cases, private participation has been restricted to "intermediate" contracts
for the management of services, without major investment commitments; in

others, private participation has been limited or nonexistent. Understanding
these differences in performance requires identifying the determinants of a
successful reform process, particularly the regulatory, legal and institutional
frameworks that favor private involvement in infrastructure services.

Experience gleaned from early initiatives with private sector participa-
tion in the construction, investment and operation of infrastructure services in
Latin America has shown that the absence of a sound legal foundation con-
strains privatization of public services. In such cases, private investors and
potential lenders will seek to mitigate risk through government guarantees,

indemnities from the sponsors, political insurance, or political cover from

multilateral financial institutions. This adds to the transaction costs and makes
privatized infrastructure contracts riskier and therefore more expensive and

cumbersome to finance. In some circumstances, these flaws may be so serious

as to render private investment in the sector impractical.

The reform process is now reaching smaller, less developed economies

whose institutional capacity is weak and where it may be harder to encourage

low-cost private sector participation. Therefore, the emphasis should be on

establishing sound and credible rules and enforcement mechanisms that foster

private initiative, preserve property rights, settle disputes, and protect contracts

and consumers. Cumbersome regulations coupled with inefficient government

institutions will result in high transactions costs for the new private invest-

ment initiatives, increasing the perceived risk.
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INTRODUCTION 3

This book analyzes the legal, regulatory, economic and institutional is-
sues that are key to smoothing the transition to privatized infrastructure. Dis-

tinguished analysts from the private sector, academia, the banking community
and international multilateral institutions contribute their diverse perspectives

and recommend reforms in these areas to promote private sector involvement

in infrastructure.

The analyses focus on the problems and solutions countries have been

choosing during their transition to private participation in infrastructure pro-

vision. Based on high theory as well as examples from countries and stakehold-
ers, the studies identify the barriers to private involvement in infrastructure
and offer strategies for successful reform.

Part I examines, both theoretically and empirically, the structural condi-
tions of the legal and economic systems that may critically bear on the success
of privatization. This part includes a survey of the legal systems of five Latin

American countries and a comparative analysis of critical areas that affect the
long-term viability of private sector participation in infrastructure. It also in-

cludes fundamental explanations in terms of legal and economic theory of the

structural requirements for successful privatization.
Part II presents and analyzes case studies of reforms in Latin American

and Caribbean potable water and energy sectors. These two sectors have par-

ticular characteristics that have profoundly shaped the way in which private

sector participation has been introduced. Water provision is an intrinsically
local service with natural monopoly conditions. Competition generally cannot
play a major role. Some segments of the energy industry are more open to
competition, while others often remain natural monopolies. The surveys of
empirical experiences are thematic and present evidence both on successful

and problematic policies in terms of private participation in infrastructure.
Chapter 1 concludes that detailed concession contracts can help to launch

initial privatization efforts by mitigating certain risks that a country's legal

framework has not anticipated. But for privatization to be sustainable and irre-

versible, more complex legal and regulatory institutions must be established in
order to minimize the political and regulatory risk imbedded in a contract

modality not necessarily adapted to attract private investors.

Chapter 2 examines the legal systems of Honduras, Guatemala, Panama,

Colombia and Argentina. The focus is on treatment of contractual agreements

for infrastructure construction, investment and operation, as well as on the

potential for financing these projects in international markets. It shows that

there is significant variance among jurisdictions. Some already have consider-

able experience with concessions for infrastructure services, while others are
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4 INTRODUCTION

still in a developmental phase. The chapter identifies legal uncertainties that
are obstacles to private participation in infrastructure and provides insights

for possible legislative reforms to improve the legal environment.

Chapter 3 discusses the bases of legal theory involved in securing effi-
cient enforceability of infrastructure privatization agreements. In an effort to

remedy or mitigate problems identified with contract enforcement, it proposes
the novel concept of a treaty for the uniform treatment of investments in infra-
structure projects. The key rationale is that a widely adopted uniform body of

law would generate a larger body of precedent than would the law of a small
country, and so the applicable law would mature more quickly and surely to
the benefit of infrastructure development.

Chapter 4 examines concession contracts in the region. These often at-

tempt simultaneously to serve a variety of functions, including regulation and
allocation of project risks between the public and private sector. The chapter

shows, however, that the practice of regulation by contract, rather than through
a formal statutory framework, creates such significant difficulties as lack of
clarity and flexibility. The chapter concludes that sustainable infrastructure de-

velopment in the region depends vitally on creating a transparent legal and
regulatory framework that defines the rules of the game and enforces them
fairly.

Chapter 5 explains the use of concession contracts in Latin America and
how a weak evaluation and awards process, as well as the lack of a formal regu-
latory framework, can result in inadequate agreements that ultimately lead to a

need for renegotiation. It discusses pitfalls in contract design that predictably
result in costly renegotiations of the agreements. These include inaccurate tar-
iff structures and revenue forecasts, inappropriate allocation of risks, and fail-

ure to clearly outline key elements such as causes for termination, assignment
of the concession and its revenue streams, tariff adjustment mechanisms, cost

overruns, force majeure, and dispute resolution.

Chapter 6 looks at the growing trend toward local and regional provi-

sion of infrastructure, and analyzes two of the most important elements of

successful private participation: local financial sectors that evolve and adapt to

the needs of emerging infrastructure projects, and the development and imple-

mentation of institutional and regulatory reforms. Local and regional projects

with smaller investment requirements experience difficulties in obtaining for-

eign capital from strategic investors because they are perceived to be riskier

and unable to take advantage of economies of scale.

Chapter 7 emphasizes from the standpoint of economic theory and ex-

perience that a major task of public policy is to establish commitment. That
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INTRODUCTION 5

commitment is hampered by a basic governance problem inherent in infra-
structure sectors—the overarching political temptation to behave opportunis-
tically vis-a-vis infrastructure operators, triggering a downward spiral of low
prices, investment, quality and coverage, along with high levels of corruption.
The solution starts with development of a regulatory framework that drasti-

cally limits governmental discretion; a policy of industry fragmentation, coupled

with the elimination of exclusivity so as to promote potential competition; and

the privatization of the sector, with an emphasis on domestic participation.

Economic analyses in Chapter 8 show that successful privatization re-

quires that the government in some fashion become reliably committed to ap-

propriate limits on its power to intervene in the operations and finances of the

privatized enterprise. A balance is required between commitment to reduce

political and regulatory risk, and flexibility to solve problems as they arise in
the public interest. The body that performs the regulatory function must be

committed to reaching decisions and resolving disputes on the basis of trans-
parent application of economic principles that are publicly articulated before

the commercial investment is ever made by the private operator. These prin-

ciples can be articulated within a concession or privatization agreement, so

that they become part of the contractual agreement between the enterprise
and the government. Or they might be contained in an overarching statute, if it

is credibly stable. The chapter articulates economic principles that might be

included in a statute or in a concession agreement to serve as the foundation
for transparent decisionmaking and dispute resolution.

Chapter 9 studies nine cases of private sector participation in water and
sewerage services in the region. Its conclusions are based on an analysis of com-
petition, information deficiencies, benefits, financial innovations, price impacts,

regulation and institutional reform. The chapter finds that, on the whole, there

has been little difficulty in attracting bidders for concessions. In some cases,
however, there have been problems with the small number of bidders qualify-

ing for the final tender. Information deficiencies appear to be commonplace,

particularly with regard to asset and customer bases. Price increases also ap-

pear to be common. The chapter concludes that where investment commit-

ments are clear throughout the life of the contract, it is possible to regulate by

contract, using a fixed price formula. Where investment finance is provided by

the private sector and there is uncertainty regarding future investment require-

ments, clear principles regarding these requirements are needed, and they are
better stated and enforced through separate regulatory bodies.

Chapter 10 analyzes and compares the experience of private sector par-

ticipation in potable water and basic sanitation services in five cities in Colom-
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6 INTRODUCTION

bia. The chapter describes the particular difficulties of a reform process in a
highly decentralized country with a fragile regulatory environment. The case

studies show that while private sector participation has generated gains, pri-
marily in terms of systems management efficiencies, the lack of a strong regu-

latory environment to limit discretion and the highly decentralized structure

of service provision has limited private participation to management contracts,
without major commitments for additional investments.

Turning to the Caribbean, Chapter 11 examines the Interim Operating

Arrangement of the Water and Sewerage Authority in Trinidad and Tobago as
a means of reviewing the country's experience in introducing private partici-

pation to its water and wastewater services.

Chapter 12 compares the reform and privatization experiences of the en-
ergy sectors in Argentina, Bolivia, Brazil, Chile, Colombia, Peru and El Salva-
dor, largely from the perspective of testing, in a preliminary way, a strong theory

about the principal elements needed for effective reform. The chapter identi-
fies and discusses major successes and flaws in design and implementation of
the reform processes, and proposes avenues of further research on how reform

and privatization might best be pursued in order to achieve optimal outcomes.

Chapter 13 analyzes and compares independent power projects in Cen-
tral America that share a common set of contracts for the purchase of electric-
ity. The chapter finds that power purchase agreements generally satisfy inves-
tor demands, but not those of the customer. The agreements also protect inde-
pendent operators from market pressures when exactly the opposite effect would
be better policy. In light of the way other markets are developing in response to
demands for greater efficiency in the electricity industry, the chapter suggests
that Central American countries need to move away from the concept of the

power purchase agreement as a contract for the physical delivery of energy, and

move instead toward financial instruments that guarantee the purchaser a fixed

price for a fixed volume of energy, irrespective of the physical state of the gen-

erating plant.
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PARTI

Can Privatization Deliver?

Legal and Institutional Issues
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CHAPTER 1

Sustainable Privatization in

Infrastructure: The Role of Legal

and Regulatory Institutions

JanuszA. Ordover and Evamaria Uribe

The privatization of public infrastructure services in Latin America and the Car-

ibbean has proceeded rapidly over the past decade. Although further privatization
may appear inevitable and the trend irreversible, governments will continue to
pursue this policy only if the results are in the broad public interest. The partici-

pation in the privatization process of private capital—financial, physical or mana-
gerial—requires certainty and continuity. Accordingly, the rules of privatization

must be clearly defined. Governments and private parties must achieve a balance

to minimize the risks stemming from continued state involvement in public in-
frastructure, while at the same time assuring that the privatized entities do not
exert undue market power to the detriment of consumers and the economy as a
whole, compromising the initial objectives of privatization.

The privatization of infrastructure and public services has required the
assistance of international investors and lending institutions to promote an
enabling environment. Latin American policymakers have realized that legal,
institutional and economic measures are needed to sustain financing.

Infrastructure privatization raises unique challenges beyond those gen-

erally encountered in other sectors. For infrastructure privatization to be suc-

cessful, effective protection is needed of the interests of all the stakeholders—

government, investors and the public. A clear legal framework that assures prop-

erty and other rights of all the stakeholders, backed by independent regulatory

and legal institutions, is essential to the success of privatization.

Chapter 2 of this book presents the results of a survey of the basic laws

that govern the concession regime in five Latin American countries—

Argentina, Colombia, Honduras, Guatemala and Panama. Based on that sur-
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10 JANUSZ A. ORDOVER AND EVAMARIA URIBE

vey, this chapter provides some insights into the specific legal, regulatory and
institutional conditions in Latin America that govern concession contracts for

private investment in infrastructure. It analyzes the role of the legal system and
regulatory institutions in the context of economic theory, and discusses spe-
cific legal decisions, emphasizing the analysis of concession contracts. The in-

tention is to highlight the implications of concession contracts for sustainable
private sector involvement in infrastructure.

Detailed concession contracts may help to launch the initial privatization

effort by expressly providing for risks that a country's legal framework may not
have anticipated. But for privatization to be sustainable and irreversible, there

is a need to build more complex legal and regulatory institutions that mini-

mize the deficiencies in contracts not necessarily designed to woo private en-
trepreneurs. By explicitly acknowledging that certain infrastructure activities
are best advanced by private participants, this chapter highlights the need to

put in place the necessary legal and regulatory institutions to support and en-
force a private property regime. Other activities, like transportation infrastruc-
ture and public works, fall more under the realm of governments, and modern

public procurement rules are needed to reduce risk as well as the uncertainties
linked to unilateral actions of governments.

The first section sets forth characteristics—unique to infrastructure
privatization—that require that the process be supported by a sound legal sys-
tem as well as appropriate institutions to effectively protect all stakeholders.
The second section defines the scope of privatization in infrastructure activi-
ties, distinguishing transportation infrastructure from public utilities services.
The legal framework required for successful privatization is also analyzed. The
third section discusses features of the privatization process in Latin America

and analyzes some implications of privatization by concession for the

sustainability of the reform effort. The fourth section examines the Latin Ameri-

can regulatory experience, emphasizing complexities in the concession. The

last section summarizes the conclusions and options for reform.

The Need for Advanced Legal and Regulatory Frameworks in

Infrastructure

General Benefits of Privatization

Privatization can improve basic public services and infrastructure and increase

economic efficiency by improving the static allocation of scarce social resources.
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SUSTAINABLE PRIVATIZATION IN INFRASTRUCTURE 11

When prices are brought closer into line with underlying costs, inefficiencies
in the operation of the enterprise are reduced, the quality of service is im-
proved, and the drain on the government's resources is reduced. Moreover,
privatization improves the dynamic allocation of resources. By rewarding in-
vestors with the required rate of return on their investments, it assures appro-

priate incentives for investment and sustained growth. Privatization helps boost

the development of domestic capital and financial markets, secures modern-
ization and adoption of the technologies best suited for the particular product

and geographic markets, and allows the introduction of socially desirable ser-
vice offerings. Finally, privatization stimulates competition by fostering the ef-
ficient entry of new providers into the market and the exit of inefficient ones.

Privatization can also be consistent with certain public objectives at the
least cost to society. In particular, if the costs and the financing involved are
clearly identified, privatization can help to achieve equity objectives in the pro-

vision of infrastructure services. Also, governments may want to minimize the
fiscal drain or maximize the privatization proceeds while seeking legitimate
fiscal objectives.

The attainment of those objectives and benefits from privatization im-
poses tradeoffs. For example, maximizing revenues from privatization can
conflict with the objective to stimulate an intensive investment program; keep-
ing prices in line with costs can pose difficulties in ensuring universal service;
and short-run pressures to guarantee financially viable privatizations can con-
ceal the long-term benefits of fostering competitive private entry into infra-
structure.

Unique Characteristics of Infrastructure

Infrastructure privatization raises unique legal, economic, technological and

political issues beyond those generally encountered in the privatization of other

sectors or industries.

• Services delivered by these industries are often regarded as "essential"

both to the public and to the effective functioning of the economy. Hence, post-

privatization oversight of the sector by the government or its agencies is essen-

tial. Such oversight, however, creates the danger of intervention that is inimical

to the interests of the private sector.

• Provision of some infrastructure services is often characterized by scale

and scope economies, leading to highly concentrated market structures with

weak competitive forces, which can compromise efficiency in pricing and in-
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12 JANUSZ A. ORDOVER AND EVAMARIA URIBE

vestment or imperil the quality of service. In certain cases, pre-privatization
contractual provisions and ongoing regulation raise the risk that the sector will

not adjust to changing market conditions. There is also the danger that the

private operator of a regulated infrastructure service or industry might cap-
ture the regulatory process to its advantage (Noll, 1989).

• Because the necessary investments are often long-lived and sunk, they
have a low value (productivity) in uses other than those for which they were
designed.1 The more the assets are sunk, the riskier the investment, and the

greater the risks of operating them.2 Thus, the government must make a cred-
ible commitment not to behave opportunistically vis-a-vis new owners of the

infrastructure assets in order not to increase the financial costs of their invest-

ment. Because infrastructure assets are generally sector specific, the govern-
ment can expropriate some of the post-privatization returns for itself (or for

others) without fearing that the assets will be redeployed.3 In particular, the

government may attempt to capture some of the quasi-rents—revenues in ex-

cess of opportunity costs—that the investor earns while the assets are being
depreciated, without fear that the assets will be moved into an alternative use.

• The fear of expropriation creates an inefficient incentive for the investor
to try to recoup the full value of the investment rapidly. A major problem of
concession arrangements in public works is that investors usually want to get
out of the contract by selling the rights in the company that sponsors the con-
cession contract. This is particularly common in road concessions and BOT
(build, operate and transfer) schemes. Moreover, if the investor operates a con-

cession, it runs the risk that the government can terminate the concession rights
early and expropriate the return, or that it will undercompensate the conces-
sionaire at the end of the concession.

• The longevity of the productive assets and the expertise acquired by the

owners or concessionaires in operating them create the converse problem: that

the investor will behave opportunistically vis-a-vis the government, consum-

ers and other stakeholders. For example, an investor in a concession may im-

pose switching costs on the government and extract some additional profits

'For example, a water treatment plant has no alternative uses; neither does a local telephone
network or a high-voltage electrical network.
2See Baumol, Panzar, and Willig (1982) for a discussion of sunk costs and Dixit and Pindyck
(1994) for the analysis of investment rules when costs are sunk and future returns are
uncertain.
3Since concession agreements involve an important commitment of investment funds from
the private partner, this discussion treats concessions as a type of privatization.
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SUSTAINABLE PRIVATIZATION IN INFRASTRUCTURE 13

when the concession is up for renewal. Also, at renewal time, the concession-
aire will likely have superior information regarding the future value of the con-

cession license, and may be able to benefit from it.
• There may be significant impediments to entry into the provision of

these services, even if post-privatization entry is permitted. Hence, competi-

tion alone cannot be relied upon to constrain the post-privatization perfor-
mance of the sector. However, there is also a risk that concerns regarding the

recovery of investments in these long-lived and sunk assets will be used to jus-

tify extended protection from competition.
• Prior to privatization, public services are generally run by a state-owned

monopoly enterprise. Privatization often entails not only a transfer of these

assets into private hands, but also the break-up of the state enterprise. Such
restructuring is often opposed by many interests, and these political reactions
can lead to inefficient enterprise structures and governance arrangements.4

• Because public services are considered essential and highly visible, po-
litical considerations are likely to affect the privatization process itself and raise
the risk that public sector policies could be driven by political objectives rather

than more neutral public goals.5

• Market competition plus appropriate legislation assure pro-consumer
competitive pricing behavior, but these safeguards are not always present in

certain bottleneck facilities or natural monopoly activities in infrastructure.

Sound Legal and Institutional Systems

These unique characteristics of infrastructure require that the privatization pro-
cess be supported by a sound legal and institutional system that effectively pro-
tects all the stakeholders, particularly consumers of the services, investors in
the privatized entity, the lending community, present and future competitors

of the privatized provider of the infrastructure service, and the general public.

This increases the importance of stable, transparent, unbiased, comprehensive

and predictable legal and regulatory regimes and the appropriate institutions.

For example, the service provider may want to take out profits sooner rather

"For example, there may be restrictions on layoffs or insistence that the concessionaire or the
private company continue providing services that are unnecessary or unremunerative.
5See Chapter 8, which discusses the economic welfare criteria pertinent to analyzing sectoral
performance.
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14 JANUSZ A. ORDOVER AND EVAMARIA URIBE

than later.6 This leads to upward pressures on prices in the post-privatization
period, which might conflict with the government's objectives to keep prices

low, or even to reduce them (possibly in excess of inflation). Clear legal and

regulatory rules reduce the risk of government-induced under-recovery of in-

vestment expenditures. Also, for a variety of reasons (such as national secu-

rity), countries often restrict foreign participation in certain public sectors. Since
political tensions may arise due to even limited foreign participation in these

sectors, foreign investors may require more protection than in other sectors.

Applying international norms for nonpoliticized dispute resolution would re-
duce the perceived investment risks and increase the likelihood of foreign par-
ticipation on competitive terms.7

Infrastructure industries are generally protected by economic and legal
barriers to entry. Changing technologies have reduced impediments to entry
in many sectors, and legal impediments may continue even after entry has be-

come an economic possibility. Hence, the owner/operator of the privatized as-
sets faces the risk that the government will remove the legal barriers and foster
competition to the detriment of the incumbent.8 While the incumbent must

be protected against such surprises (particularly when the privatization agree-
ment assures exclusivity), the government should also have enough flexibility
to promote competition when it becomes feasible and in the public interest.

Transparent and predictable legal and regulatory frameworks, including
rules, regulations and procedures, facilitate the balancing of conflicting inter-
ests. In Latin America, the private sector participates, in varying degrees, as an
investor in infrastructure assets and services. The challenge is to reduce further
the obstacles to guaranteeing sustainable private sector participation and to
improve the environment for both private investors and the international lend-

ing community to participate in these projects. The terms on which the private

sector is willing to participate in privatizing a country's infrastructure or ser-

vices reflect the perceived risks of privatization: the lower the perceived risks,

the better the terms on which such participation will occur. The country's legal

6Recail that the longevity of infrastructure assets, their sunk nature, and the limitations on
the scope of contracts that can be written between the government and the concessionaire
create incentives for quick recovery of the investment cost.
7The escalation of disputes in critical sectors is not confined only to less developed coun-
tries. Consider the tensions between the United States and the European Union regarding
the merger between McDonnell Douglas and Boeing, two U.S. aircraft manufacturers, as
well as other airline industry disputes throughout the world.
8In Argentina, the government authorized international call back services even though the
original concession contract apparently barred them.
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SUSTAINABLE PRIVATIZATION IN INFRASTRUCTURE 15

and regulatory framework and institutions play a significant role in determin-
ing the magnitude of such risks.

Key Legal Aspects

Infrastructure privatization is not likely to take root, succeed and achieve its
public policy objectives unless private investors can be assured that their in-

vestments in human resources and physical, organizational and other assets
will generate an adequate economic return.

Because privatization of infrastructure assets creates a novel set of prop-

erty rights, and with it a new set of risks for those who own or operate the

property, the government must provide legal assurances that it will not act op-
portunistically. Clear private property rights and mechanisms to enforce those

rights provide the necessary springboard for private business activity by creat-
ing a climate that fosters entrepreneurship, encourages private investment in
productive assets, and increases reliance on markets to guide the static and

dynamic allocation of resources.
In order to encourage and sustain efficient private sector participation in

the provision of public services, a country's legal and regulatory framework

should at least include several key aspects. The first is to clearly define the scope
and nature of private property rights in the provision of public services.9 The
legal system must create an environment in which private property is estab-

lished, protected, nourished and respected, while at the same time ensuring
that the private sector makes use of its rights in a manner that serves the public
interest. In this respect, freedom of entry into infrastructure and a sound sys-
tem of competition and antitrust laws will provide an initial common ground
to preserve those rights while creating opportunities for the efficient allocation
of private and public resources.

Second, the legal and regulatory framework must encourage the efficient

flow of private resources to infrastructure by removing legal and other artifi-
cial obstacles to the private provision of services. The provision of public sec-

9 Contract and property laws are only two parts of the substantive legal framework necessary
for effective private sector participation in the provision of public sector services. In Latin
America, most of the substantive legal framework—such as banking sector laws—are al-
ready in place. However, that is not necessarily the case in infrastructure activities, where
governments still reserve broad interventions for themselves, even in services that could be
privately provided.
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16 JANUSZ A. ORDOVER AND EVAMARIA URIBE

tor services that are not privatized outright also requires an environment for

efficient contracting between the government and the private sector. In par-

ticular, the legal system should facilitate the efficient allocation of risks, and
control and deter opportunistic behavior by all parties to the contract.10

Third, the legal and regulatory framework must also provide an efficient

mechanism for resolving disputes between the parties and assure the private
parties' recourse to fair and speedy dispute resolution mechanisms. Judicial
and regulatory decisions must be transparent and based on precedent, and laws

and regulations must be uniformly enforced.11

Neve Institutions

Regulatory institutions are needed to guarantee access to public bottleneck fa-

cilities or to protect consumers whose services are provided by a natural mo-
nopoly. Independent regulatory institutions are also needed to guarantee
privatization commitments, protect new investors against unilateral expropria-

tion, and ensure the return on investment to the new private entrants. Ulti-
mately, this will guarantee long-term financing and sustainability of private
investment in infrastructure.

The need for regulatory intervention in certain natural monopoly activi-
ties gives rise to regulatory risk, which involves government actions that lower
the service provider's profits. These actions may or may not result from legiti-

mate public policy concerns. The existence of regulatory risk increases the im-
portance of a sound regulatory regime and it requires the design of new regula-
tory and public institutions. Otherwise, regulatory risk can increase through undue

political influence on the service providers or because of institutional weaknesses
such as lack of technical expertise. This problem is particularly acute in the pro-

vision of local services such as water and sewerage, where local and municipal

governments may have regulatory authority over the privatized service.

10The fact that the government is a party to the concession contract, retains an economic
interest in the assets, and may regulate the privatized services engenders contractual com-
plexities and risks that differentiate this category of contracts from pure private contracts.
1' The scarcity of judicial precedent in the area of infrastructure privatization in Latin America
makes it doubly important that the courts and regulatory agencies explain their decisions as
fully as possible so as to establish a body of precedent that reduces the uncertainties associ-
ated with private property rights and contract interpretation (see Chapter 3).
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SUSTAINABLE PRIVATIZATION IN INFRASTRUCTURE 17

New and properly designed institutions will help to minimize this regu-
latory risk. The regulatory agency must enjoy independent legal status and not

serve simply as a mouthpiece of the government. While it is proper for the
relevant ministry or the local mayor to formulate overall policies for the sector,
it is inappropriate for the government to enforce these policies on a day-to-day

basis under the veil of a nominally independent regulator. A regulatory agency

must be truly independent—it cannot be captured by the industry it regulates,

and must be independent from the government. The task will be to identify

those forces and constraints that prevent the regulator from being captured.
In summary, regulatory agencies must be independent, the regulatory

procedures must guarantee transparency, and the regulatory system and insti-

tutions should be accountable to the society as a whole. The agencies must be
free of political interference and their decisions must be appealable to the courts
by well-defined procedures.

What Can Be Privately Owned?

Defining the Scope of Private Property Rights in Infrastructure

To define the scope of privatization in infrastructure, it helps to follow the
microeconomic distinction between public and private goods: private goods
are those that allow rivalry and exclusion, and public goods are those that ex-
hibit nonrivalry and nonexclusion. Economic theory suggests that private prop-
erty is more efficient whenever the cost of establishing and enforcing owner-
ship rights is lower than the benefits (Cooter and Ulen, 1988). The costs of

establishing and enforcing ownership claims is low for private goods and high
for public goods.

The term "infrastructure" is misleading in this respect and for the pur-

pose of this analysis we prefer to distinguish among the different activities in
infrastructure (see Box 1.1). The distinction is important when analyzing the

role of governments in the supply of infrastructure activities, the role of the

legal and regulatory frameworks and institutions in guaranteeing that markets

and private entrepreneurs supply the services, and the impact of concession
contracts for the sustainability of the privatization effort. Accordingly, we dis-

tinguish transportation infrastructure and public works from public utilities

(telecommunications, energy, water and sewerage, and rail services). C
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18 JANUSZ A. ORDOVER AND EVAMARIA URIBE

Box 1.1

Transportation Infrastructure vs.

Public Utilities Services

Transportation Infrastructure and Public Works

Transportation infrastructure such as bridges and roads are usually termed

impure public goods. For those goods, exclusion may be feasible but not

desirable, since the marginal cost of using empty roads is zero, except in the
case of congestion, which favors exclusion. Near the end of the "pure public
goods" spectrum, the government will be active not only in regulation and

monitoring, but also in publicly providing the good.

Public Utility Services

Public utility services such as telecommunications, rail services, energy, and
water and sewerage fall into a grey area with respect to the economic defini-

tion of "public good." Although the incremental supply for some utilities

services has a positive marginal cost, and the cost of exclusion could be greater
than the benefit (i.e., water and sewerage), those services tend to fall more in
the range of publicly-provided private goods (see Stiglitz, 1988).

Transportation Infrastructure and Public Works

Government at all levels play a major role in the supply of transportation infra-

structure. In this class of service (roads, bridges, channels, etc.), sunk costs are
significant and the government must play an active role in planning, coordi-

nating and monitoring construction. Furthermore, this role could be extended

to cost recovery, since this is usually highly dependent on the level of traffic and

congestion. Generally, fiscal remedies are necessary to smooth out construc-
tion costs of the basic facilities.12 The private sector can be a useful comple-

ment to government action. For example, EOT (built, operate and transfer)

schemes for the construction and financing of public transportation facilities

can help governments to channel private financing and operational expertise.

In the near future, widespread private ownership is not expected, and the gov-

ernment will remain the main provider and contractor of private sector exper-

12In this line of argument, one can understand why governments bail out failed road con-
cessions due to unexpected losses following foreign exchange devaluations.
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SUSTAINABLE PRIVATIZATION IN INFRASTRUCTURE 19

tise. Modern public procurement rules will be needed to attract the private
sector at competitive and low-cost terms.

Public Utility Services

In services like telecommunications, electricity, gas, and water and sewage, bottle-

neck facilities or networks coexist with a potentially competitive supply, markets

for the service do exist, and the final service to the customer is commercially
priced. The final commodity is a private good, prices and cost are clearly distin-
guished, and demand is clearly separable (in terms of ease of exclusion).

Among infrastructure activities, public utility services are the most suit-
able for privatization. Accordingly, the role of the law and, subsequently, of gov-
ernments, is to ensure that markets work. For this, there is a need to put in place

and maintain the legal institutions that support the private ownership of pro-
ductive assets, including private property, as well as contract and business laws—
the basic ingredients of a private property regime. The legal framework must also

include basic banking, commercial, and bankruptcy law, an independent judi-
ciary and independent regulatory institutions. All private entrepreneurs involved
in providing utility services must be ensured a common set of rules. In addition,

there must be economic regulations to prevent abuse of monopoly or dominant

positions, and sound competition and antitrust laws to protect competitive pri-
vate supply. Free entry into the public utilities sector will also be an important
factor in guaranteeing that the most efficient private entrepreneurs participate,
and to avoid protecting private legal monopolies.13

Finally (and importantly), the legal system should put in place institu-

tions that enforce property rights and resolve infringement disputes. Even a
regime that shows great deference toward private property is not necessarily
free of government involvement or interference with the rights of property

owners. Accordingly, there is always a risk that the government will modify the

scope of those rights in ways that do not invariably benefit the owner. Property

13In this regard, the countries of Latin America differ from those of Eastern Europe, as well
as Russia and China, where the rudiments of a private property regime are only now being
developed and introduced. Frydman and Rapaczynski (1994) develop the concept of the
"property rights regime" more fully. When the rule of law is extremely weak and protection
of private property is not effective, private business activity is likely to be confined to sectors
that do not require significant sunk investments (e.g., basic retail services, labor-intensive
farming, and light manufacturing).
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20 JANUSZ A. ORDOVER AND EVAMARIA URIBE

owners need protection and recourse against any opportunistic behavior by
governments that substantially modifies their rights.

Features and Implications of Infrastructure Privatization in Latin America

Infrastructure privatization in the region has taken many forms, including the

outright sale of assets as well as other intermediate forms such as concessions

and contractual arrangements between the government and the private entity.
This section focuses on intermediate forms and analyzes some distinguishable
features and their implications for the sustainability of the privatization effort.

Constitutional and Legal Restrictions on Private Involvement in

Infrastructure

Legal and institutional obstacles in Latin America can prevent efficient and low-

cost private sector involvement in infrastructure. Some countries impose consti-
tutional and legal restrictions on the private ownership of productive infrastruc-
ture assets. As surveys indicate, private sector participation in the provision of
infrastructure services is still "subject to the will of the government authorities."

These restrictions stem from the fact that some countries consider "pub-
lic services" to be the exclusive domain of the state. The scope of private in-

volvement in providing infrastructure services is generally more circumscribed
than in other types of services. Latin American legislatures and executive
branches retain a great deal of discretion in the implementation of private sec-

tor participation in public infrastructure services.14 This approach is an out-

growth of constitutional and legal notions that the provision of these services

is not naturally in the purview of the private sector.

Ambiguities in the constitutional framework regarding ownership of in-

frastructure activities can create significant investment risks. A new govern-

ment is more likely to reinterpret the constitution than to change it. Hence,

investors may ask for, and the government may want to agree to, clear constitu-
tional and legal provisions regarding infrastructure ownership. In this respect,

it could be useful to go back to the distinction between public infrastructure

14For example, in some Central American countries the General Assembly is still in charge of
approving concession contracts in infrastructure, including future changes in the condi-
tions of the contracts (i.e., tariffs).
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SUSTAINABLE PRIVATIZATION IN INFRASTRUCTURE 21

works and public utility services made earlier in this chapter. Arguments for
public ownership of transportation infrastructure (roads, bridges) are usually
better founded than those for public provision of services such as utilities.

Asymmetric Rights in Concession Contracts

One of the basic assumptions in private contracts is that there is a balance

between the two parties in the contractual agreement, including a balanced

resolution of disputes or disagreements over the performance of the contract
and its interpretation. The two contracting parties have the same rights and

status before the law and the courts. By contrast, in a concession agreement,15

the government as signatory party reserves for itself certain powers to which
the private party is not entitled (see Box 1.2). The notion attached to the public

service concept changes the balance between the two parties. The implicit rec-
ognition that asymmetric rights exist has economic and financial counterbal-

ances: the private party is allowed to claim economic compensation for dam-

ages in cases where the government resorts to early termination for reasons not

attributable to the private concessionaire.16

In the case of unilateral amendment, some laws allow the private party

the right to claim that the modified contract maintains the economic and fi-

nancial equilibrium that was originally agreed when the contract was entered
into. So, in practice, the private party accepts the imbalance if it is compen-
sated properly. Obviously, this increases the risks perceived by possible inves-
tors, thus increasing the cost of privatization.

This asymmetry is a major source of regulatory and political risk, since

the public authority generally uses these powers in the "public interest." In some
legislation, the specific circumstances that can be invoked are not explicitly
defined and there is wide room for the public authority to use its discretion to

interpret the exact meaning of "public interest."

15A concession agreement is understood as a contract that grants the concessionaire the use
of certain assets or the right to provide certain services on an exclusive basis. The rights and
obligations of the parties concerning the use of the assets and the provision of the services
are defined and protected by the concession contract.
16In some legislation, the process to claim compensation for damages involves a challenge
before the courts, and the burden of proof falls on the concessionaire to demonstrate that
performance followed the letter of the contract.
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22 JANUSZ A. ORDOVER AND EVAMARIA URIBE

Box 1.2

Asymmetric Government Power

in Concession Agreements

Early Termination

By invoking the public interest, the government can redeem unilaterally or

terminate early the concession rights. In some instances, the authority has

no need to express an explicit cause for redemption; this right stems from

the powers of the government acting on behalf of society as a whole. The
private counterpart is entitled to financial compensation.

Unilateral Amendments

Governments can unilaterally adapt the contract to new or unforeseen cir-

cumstances under the assumption that the amendment is necessary to pre-
serve the public interest. By contrast, the private concessionaire is not en-
titled to unilaterally modify the contract.

No Early Termination for the Private Party

In some countries, government default is not considered grounds for early
termination by the concessionaire. But the government has the right to early
termination.

If the concession contract is merely conceived as an instrument in the hands
of the government to provide a service indirectly (for example, to provide trans-

portation infrastructure), and the contract's provisions are part of a public pro-
curement contract (similar to buying supplies for the Ministry of Defense or

computers for government offices), then the government (as the active party)

could reasonably be allowed to act unilaterally to improve the contract or adapt
the service to changing conditions. But even in this scenario some caution is

necessary: the private party in public contracts to construct infrastructure is also

assuming risks and undertaking substantial capital investments and financial

commitments that otherwise could be put to better use.
Besides the distinction made between transportation infrastructure and

public utilities services, there are also important differences in the implications

of unilateral decisions of governments. In the case of transportation infrastruc-

ture, given the permanent role the public authority may have in building this

infrastructure, unilateral rights in favor of the government will probably be

necessary to guarantee performance, contract adaptation and the timely con-
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SUSTAINABLE PRIVATIZATION IN INFRASTRUCTURE 2 3

struction of the facility. As stated, the government can play a very active role in
planning, coordinating and monitoring the construction of this type of infra-

structure (roads, bridges, channels). Furthermore, this active role is also ex-
tended to the cost recovery stages, since investment recovery is usually highly

dependent on the level of traffic and congestion. Generally, a combination of

diverse fiscal resources is necessary to finance the expensive infrastructure.

By contrast, the use by the government of unilateral powers for public

utilities services could become a major source of instability and risk, compro-

mising sustainable privatization and increasing the cost of private involvement.

These services are the primary focus of private investment in Latin America
and present strategic opportunities in emerging markets in general. One can

expect governments to intervene with good intentions; however, changes in
political administrations could result in amendments to contracts that could
jeopardize the privatization effort. This is one drawback of public concession

contracts as efficient mechanisms to promote private investment and reduce
the risks and costs of private provision. In practice, in services like telecommu-

nications and energy, the dominant role of governments and its concessioning

power are de facto barriers to entry and impose inefficient restrictions to pri-
vate entrepreneurship.

International Arbitration to Enforce Ownership Rights

In many Latin American countries, concession agreements in infrastructure
privatization forbid the use of international judicial arbitration mechanisms to
enforce them or to settle disputes among the parties. In the legal tradition for

concession agreements in some Latin American countries, the choice of forum
to solve disputes is strictly confined to national courts and application of the
country's public administration procedures. In short, the choice of forum and

laws for conflict resolution may be limited by constitutional or legal restrictions

that prevent any contractual choice by the parties to the agreement. This could

have important implications in attracting international investors and could re-

quire a special guarantee regarding the independence of the national judiciary.

Differences between Sale of Assets and Privatization by Concession

In Latin America, the rights and obligations of the owner of assets privatized

through sale, along with the use of those assets, are protected by the general
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24 JANUSZ A. ORDOVER AND EVAMARIA URIBE

rule of law, that is, the country's legislation, regulatory mechanisms and courts.
In other words, after the transfer of the assets, the government's role becomes

one of making laws and regulations and upholding the law. In an asset sale, the

purchaser must be reassured that the law and the judicial institutions will pro-
tect him and that the pre-privatization commitments that prevented the gov-

ernment from behaving opportunistically will be reinforced.

In the case of privatization by concession, the government's twin roles
as party to the contract and enforcer could entail conflicts of interest and

interference. In other words, the government is a contracting party in charge
of administering and renegotiating the contract, but it also enforces the

appeal or dispute resolution process. In the latter case, the dispute mecha-

nism should comply with the public administrative process that involves

the government in most parts of the process. The difficulty in this case arises
because the public contract (the concession) falls under a contractual re-

gime with distinct characteristics. The contractual regime is part of public
procurement laws and procedures that entail special provisions absent in
private contracts. The traditional legal regime for public contracts in Latin

America gives rise to concerns about its ability to guarantee private entre-
preneurship in infrastructure.

Other Risks

The use of concession contracts for complex utility services such as water and
sanitation has additional downside risks. Because the concessionaire does not
own the assets, it does not have an adequate incentive to maintain them. In

addition, the concessionaire has a strong bias for making operational decisions

in its own favor which cannot be easily observed by the government. In a con-
cession arrangement, the owner of the asset has a strong incentive to monitor

the actions of the concessionaire. While this is not surprising, it makes it diffi-

cult for the concessionaire to make business decisions and disrupts daily op-

erations of the business (this has been an endemic problem in the Argentine

water sector, for example). Furthermore, if the government exercises its right

to modify the contract, the result will be inefficiencies in management and

distortions in the concessionaire's business and financing plans.
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Institutional and Regulatory Aspects of Concession Agreements

A Decade of Regulatory Reform in Latin America

Regulatory reform has been the companion piece in Latin America's infrastruc-

ture reform effort. This has not only implied a new set of rules but an in-depth
review of the way governments traditionally think about regulation. Creating
new regulatory institutions in Latin America has not been an easy task. The

legal and institutional peculiarities of the region are creating new and different
challenges that must be addressed for reform to be successful and sustainable.

Government's traditional role in infrastructure gave ministries and pub-

lic officials a full discretionary and active role in setting regulations. But "regu-
lation" as such was limited to enacting administrative and legal rules and pro-
cedures, and was viewed as an administrative endeavor involving discretion

and political will. The long-term sustainability of private sector arrangements,

however, will depend heavily on successfully building new and appropriate regu-
latory institutions and reforming old administrative practices. This requires

rethinking the meaning of regulation and the jurisdiction of the institutions
involved. Even then, institutional reform does not exclude nor substitute for
the most important task—allowing the markets to do their work, promoting

and preserving competition whenever possible, deregulating previously over-
regulated infrastructure activities, and limiting intervention to areas that re-

quire consumer protection from abusive natural monopolies.
The extent of regulatory risk and the impact of regulatory practices in

terms of sustainable private involvement in infrastructure will depend on the
modalities of privatization and even the contractual arrangement chosen as

the model for private involvement. The specific sector structure and the pos-
sible role of market competition will also influence the choice of regulatory
instruments, the appropriate form of regulatory intervention, and the role of

contracts as substitutes or complements for regulation. Finally, the institutional

capacity for regulation will have a role in defining the extent of regulatory risk.

Complex contracts will be difficult to deal with when the lack of institutional

expertise and technical capabilities to handle the contract exacerbates the regu-

latory risk. This problem becomes acute in local services such as water and

sewerage, where subnational levels of government play a major role.
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26 JANUSZ A. ORDOVER AND EVAMARIA URIBE

What Is Regulation in a Concession Contract?

Latin American governments have shown a preference for concession agree-
ments or some intermediate form of public/private contractual arrangement

for the privatization of certain infrastructure services (particularly water sup-

ply and sewerage). From a political perspective, state ownership of infrastruc-
ture assets and the provision of services is assumed to guarantee that social
obligations will be met. It is also believed that ownership will allow the govern-
ment to intervene whenever it perceives that the service provider is not fulfill-

ing its obligations.
Many private contracts are self-enforcing. Each party fulfills its obliga-

tions because reputation matters to both—the supplier wants future business
and the buyer must be able to attract future suppliers. Even when reputation

does not matter, in most cases it is so easy to verify that neither party can ex-

pect to profit from opportunistic behavior.
However, the longevity of concession contracts makes them poor candi-

dates for self-regulation. Moreover, an independent agency must monitor the

performance of the contract because the concessionaire does not necessarily
have an incentive to meet contract provisions if doing so reduces its operating
profits. Market forces in other sectors of the economy generally do not exist in
certain areas of infrastructure (like public construction works) or are extremely
weak (water and sewerage).17 In such instances, the concessionaire is not driven
by market forces to satisfy the public policy objectives that motivate

privatization, but is driven exclusively by profit maximization motives.
The weaker the forces that make the concessionaire abide by the contract,

the more important the role of the regulator. An independent agency must

monitor the performance of the licensee/concessionaire and require it to adapt
to unforeseen circumstances. However, some qualifications for the case of con-

cession agreements are needed, as will be addressed below.

Concession Agreements and Regulatory Independence

Regulation of concession agreements is complex because governments often

retain for themselves contradictory functions that can create conflicts of inter-

17 In other public utilities like energy and telecommunications, these forces can be extremely
weak because governments have elected to foreclose competitive entry, even when such en-
try would be feasible from a technological standpoint.
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SUSTAINABLE PRIVATIZATION IN INFRASTRUCTURE 27

est or exacerbate the regulatory risk involved in the implementation of the con-
cession agreement.

The government, as the owner of those assets, is a signatory party to the
agreement. At the same time, it performs standard regulatory functions (the
regulation of natural monopolies to protect consumer interests). Incentives

involved in contract performance could be aligned with those of the private

party. The higher the profitability and the expansion in investment, the higher
the net present value of the assets involved. But the regulation of a natural

monopoly that entails prevention of monopoly abuse to allow prices to mimic

a competitive market could dictate exactly the opposite result. This is obvi-
ously a conflict of interest that is not easily solved by merely declaring the inde-

pendence of the regulatory authority as a separate entity.
Because the public authority surrenders its duties as the main service pro-

vider only temporarily, the concession contract usually includes very detailed

clauses to account for all the complexities of the service and to anticipate every
possible circumstance in the development of the contract. The concession con-

tract becomes the most important instrument available to the authority to guar-

antee compliance with its duties regarding service provision. Therefore, the gov-
ernment is also retaining another important function; namely, guaranteeing that
the concessionaire or the private contractor complies with very detailed contract

provisions and obligations, some of them involving operational or managerial
requirements. Thus, contract interpretation and the need to adapt it to changing
circumstances become major tasks in the concession performance and could
become an important source of risk for the two parties involved, compromising
the sustainability of the privatization endeavor.18 If the private partner is not in
compliance, the government retains the right to intervene unilaterally to sanc-
tion, or to declare the contract void. So, as a contracting party the government is
not on an equal footing with the private counterpart.

Finally, the government acts not only as a contracting party but also retains

its administrative functions in the appeal or dispute resolution process. This could

entail conflicts of interest and interfere with concession commitments.

18The problem is exacerbated by the traditional bureaucratic and legalistic approach of pub-
lic administration in some Latin American countries. When the government becomes a co-
administrator of the contract risks, inefficiencies and perverse incentives are the result. For
example, to avoid sanctions from an interventionist regulator or to prevent unilateral termi-
nation by the public partner, the concessionaire could choose to closely follow the letter of
the contract, adopting inefficient and costly technologies or operational procedures.
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The Granting Authority vs. the Regulatory Authority

A concession is by definition a contract between a public authority and a pri-

vate firm. Therefore, the public authority that signs the contract (granting au-
thority) is the party responsible for its performance. It keeps for itself the final

say on tariffs and is the only party legally entitled to unilaterally intervene in or
to terminate the contract on "public interest" grounds. As a signatory, the gov-

ernment alone can approve modifications to the agreed provisions, unless the

law explicitly authorizes that another regulatory institution can do so.19 Thus,
in this setting, the role of the regulator is not clear and many overlaps can arise.
Even if by law the contract monitoring and tariff negotiation can be delegated

to the regulator, the public authority retains crucial duties with respect to the
post-privatization performance of the contract.

In this setting, the regulatory authority becomes only a delegated party

and there is no "independent" regulator as such. The menace of political inter-
ference is always present, adding further risks to this type of institutional ar-
rangement. To complicate matters, in some Central American countries, the

National Assembly is responsible for approving any substantial change in the
concession agreement during the life of the contract.

The issue of nonindependence becomes acute when the granting author-
ity is a single municipality, or when the regulatory functions are ascribed to the
head of the municipality. As the party responsible for the service, the munici-
pality (and the mayor or the local council on its behalf) has to guarantee the
performance of the contract and take charge of monitoring it. At the same
time, conflicts of interest can occur if the mayor is also in charge of crucial

decisions with respect to the service or tariff regulation. This could magnify

the regulatory risk, considering the political nature of the positions (see Ap-

pendix l.l).20

Conclusions

Detailed concession contracts may help to launch the initial privatization

effort by expressly providing for certain risks that a country's legal frame-

19As an example, all the water concessions contracts in Argentina refer final approval of
tariffs to the provincial ministry with jurisdiction for water and sewerage services. Only
Panama allows the regulatory authority to sign a concession agreement and delegates regu-
lation of the post-privatization contract entirely to the regulatory authority.
20See examples in Colombia and Argentina in Chapter 8.
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SUSTAINABLE PRIVATIZATION IN INFRASTRUCTURE 29

work has not anticipated. But for privatization to be sustainable and irrevers-
ible, there is a need to build more complex legal and regulatory institutions

that minimize the deficiencies detected in a modality of contract that is not
necessarily adapted to wooing private entrepreneurs. Explicitly acknowledg-
ing that certain infrastructure activities are best advanced by private entre-

preneurs underpins the need to put in place the necessary legal and regula-
tory institutions to support and enforce a private property regime. Other
infrastructure activities such as transportation infrastructure are more into

the realm of governments. Here, modern public procurement rules are needed
to reduce the risk involved and the uncertainties linked to unilateral actions

of governments. As Chapters 2 and 3 will show, legal changes are necessary to

guarantee sustainable privatization and to modernize public procurement
rules in the case of government contracting with the private sector. Unilat-
eral asymmetries like those described in this chapter maximize the political

and regulatory risk involved in contract modality not necessarily adapted to
attracting private entrepreneurship.
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APPENDIX 1.1

Managerial, Leasing and Operational Contracts

The institutional and regulatory scenario becomes more complex when other

contractual schemes are introduced, especially where the responsibility for op-
eration, investment and financing obligations are shared between the public and
private partners. That is the case of managerial, leasing and operational types of

contracts.

Where investment and its financing continue to be an obligation of the
public authority, there should be a public entity responsible for developing the

investment and financing. The execution of both responsibilities has regula-
tory implications (i.e., impact of the investment plans on the tariff), but at the
same time, the investment decisions have important implications for opera-

tion and management of the service. For example, if the state agency is respon-
sible for expanding the service to new consumers or establishing new supply
connections, these will have implications on contract development (i.e., they

can affect the completion of the loss recovery or portfolio indicator determined
with the private contractor if the newly connected users do not pay for the
service or lack proof of their connections). This is why it is more complicated
to clarify the interface between the private operator and the public agency in
charge of the investment. The duties are interrelated and the contract is the
central element of this relationship.

The contract is the most important regulatory instrument, stipulating
the rights and duties of the parties, tariff formulas, available mechanisms to
modify them, tariff adjustment indicators, deadlines, sanctions, grounds for

amendments or termination, etc. However, given that the party that signs the

contract retains basic duties regarding the service (i.e., investment), it is diffi-
cult to separate the contract handling in the administrative side (i.e., contract

monitoring) of its regulatory components (i.e., renegotiation of clauses related

with prices).

In terms of contract handling, some responsibilities can be termed regu-

latory, while others are more related to areas of service management, including
the following:

• Fulfillment of the contract agreements (contract monitoring), a combi-

nation of regulatory and service management factors.

• Contract design, which includes regulations such as tariffs, quality, ser-

vice standards, client and user management, and operational and managerial

considerations.
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• Contract renegotiation during the contract's performance, which can
include regulatory clauses (i.e., tariffs, service quality, operational objectives

that influence the tariffs) and operational and service management clauses (i.e.,
handling new connections, collection indicators, loss indicators, checking the
fulfillment of operational clauses).

It can be difficult to separate the regulatory function and the agency that

signs the contract. If this is not clearly defined, he who signs the contract will

have full authority over it and regulate, modify and monitor it.
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CHAPTER 2

Legal Obstacles and Incentives to

Private Investment in

Infrastructure Concessions

Alejandro P. Radzyminski

Private investment is critical in supplementing a necessarily limited amount of
public resources, and has often accounted for a significant portion of total capital

flows in Latin America. Private investment also transfers managerial and tech-
nical know-how and encourages creation of related industries and develop-
ment of export markets. However, even in those countries where private in-

vestment is welcomed in principle, the terms and conditions on which it oper-

ates may give rise to legal uncertainties, lack of stability in the treatment af-
forded the investment, and potential controversies with the government or with

other parties.
This chapter identifies the main obstacles and incentives to private par-

ticipation in infrastructure projects by examining the results of a survey of
laws and institutions related to infrastructure services in five Latin American
countries: Honduras, Guatemala, Panama, Colombia and Argentina.1 The ini-
tial purpose was to outline certain aspects of the legal systems of those coun-

tries relating to contractual arrangements for the construction, investment and

operation of infrastructure projects and to the potential for financing these

'The survey was carried out as part of an Inter-American Development Bank program on
infrastructure finance, regulation and management. A questionnaire addressing basic topics
of constitutional law, concession law, general contract law and other related matters was
developed with the assistance of IDE infrastructure and legal specialists. Responses to the
questionnaire were provided by Bufete Gutierrez Falla from Honduras; Rodriguez, Archilla,
Castellanos, Solares & Aguilar, S.C. from Guatemala; Morgan & Morgan from Panama;
Estudios Palacios Lleras S.A. from Colombia; and Carregal & Funes de Rioja from Argen-
tina. Appendix 2.1 contains a comparative matrix based upon such responses.
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34 ALEJANDRO P. RADZYMINSKI

projects in the international markets. It was assumed that such projects would
proceed under medium- or long-term contracts subject to significant govern-

mental regulations.
Past initiatives to improve the investment climate have included World

Bank efforts to avoid or reduce risk and conflict between foreign investors and

host countries. The 1965 Convention for the Settlement of Investment Dis-
putes between States and Nationals of Other States was a tangible result of

these efforts. Other initiatives resulted in bilateral arrangements between coun-

tries affording legal protection to their respective investors.
While such efforts constitute valuable contributions to the improvement

of the investment climate, they have been by nature limited in scope and pur-

pose. Accordingly, they do not encompass all the issues customarily addressed

in the context of creating a favorable environment for private investment in
infrastructure projects.

Rather than focusing on the establishment of international conventions
or other agreements, the survey on which this chapter is based examined laws

relating to infrastructure services. This survey is useful in two respects. First, it

provides guidance on the operation of the laws of the selected jurisdictions and
identifies the main legal barriers to private participation in infrastructure

projects. All responses concur that infrastructure services can be granted in
concession to private investors. However, the legal framework and implemen-
tation methodology for infrastructure services, and the related development of
laws, varies from one country to the other. Further, some countries have broad
experience in infrastructure service concession, while in others the process is
still in a developmental phase. In this respect, the survey ultimately may also
prove instrumental in supporting the enactment of legislative reforms neces-

sary to improve the legal environment.

Second, the survey shows some of the typical issues that arise involving

privatization of infrastructure. Accordingly, it may prove helpful both in iden-

tifying the obstacles to private participation in other jurisdictions and in sug-

gesting necessary or appropriate legislative reforms.

The Bidding Process

Preparation of Documentation

The concession contract constitutes the basic document granting the conces-

sionaire the authority to provide an infrastructure service. A concession con-
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LEGAL OBSTACLES AND INCENTIVES TO PRIVATE INVESTMENT 35

tract is expected to specify the conditions applicable to the service provided,
and more broadly the reciprocal rights and duties of the concessionaire, the

government and consumers. Typically, concession agreements are medium- to
long-term contracts. It may thus be impracticable to foresee within the agree-

ment all potential situations that may arise during its term. Private investors

may be discouraged from participating in infrastructure projects because the
concession agreement does not regulate as comprehensively as possible the re-
lationship between the parties, lacks clarity, or vests broad discretion in the

government. The use of discretion by the government and the risks associated
with it are to a large extent tied to historical features, the manner in which
government has exercised similar discretion in the past, and its penchant for

interfering with the activities of private investors. Governmental discretion may

be regarded as a risk factor in itself, since it results in a lack of specificity in the

obligations of the concessionaire and, potentially, increased costs for the con-

cessionaire, lower revenues or other similar effects.
To create a favorable environment for private participation in infrastruc-

ture services, a concession agreement must adopt a complex architecture to

fairly balance all interests potentially involved: the government, the conces-
sionaires, the entities providing financing, and the users. Further, contractual
uniformity for different infrastructure projects may also be conducive to a uni-

form case law regarding the interpretation of concession agreements.

The process of preparing concession agreements differs in the five coun-
tries studied here.

Honduras reports no experience on the matter, but concession agree-
ments would probably be prepared by the government and the potential inves-
tors required to adhere to those terms. In Guatemala, concessions do not take

the form of a negotiated contract but rather are embodied in a "unilateral"
document in which the government sets forth the terms and conditions of the
relevant concession. Panama has developed an initial concession agreement

draft for all projects submitted for discussion with potential investors. The draft

constitutes a model concession agreement. In Colombia, interested parties may

request that a hearing be held to raise issues regarding the draft concession

agreement prepared by the government. In Argentina, the government pre-

pares initial drafts of each concession agreement, which are made available to

interested parties together with the documents applicable to the bidding pro-

cess. Generally, within the period granted to potential bidders to prepare and

submit their respective bids, each bidder is entitled to request in written form

such clarifications or amendments as it may deem necessary. The government

retains discretion to accept or reject any such requests.
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36 ALEJANDRO P. RADZYMINSKI

In general, there seems to be reasonable clarity in the provisions of con-
cession agreements in the five countries and some sensitivity to incorporating

provisions that facilitate the participation of lenders in infrastructure projects.
However, in Guatemala, since concessions are awarded by means of a
nonnegotiated agreement, there exists no possibility of discussing terms with

the potential concessionaires.

Design

The successful concession of infrastructure projects also requires appropriate

design of the bid process. The alternatives open to a government include pub-
lic bidding, private negotiations and unsolicited proposals. To the extent that

the process is not transparent, private investors may not be willing to under-

take the costs and efforts associated with analyzing a particular project and
submitting an offer.

Public bidding is mandatory in Honduras and Colombia. In Panama,

public bidding processes are typically preceded by a prequalification proce-

dure for interested bidders. In Guatemala, concessionaires are appointed either
through public bidding or through open public invitations, which constitutes
an alternative procedure similar to public bidding. In Argentina, the participa-
tion of private entities in infrastructure projects maybe achieved through pub-

lic bidding, contest of integrated projects, public auctions, or sale of shares.
Infrastructure service concessions in Argentina have generally taken place
through public bidding.

Post-award Approval Process

After the contract is awarded, a specific public authority must approve its entry

into effect on behalf of the government. Until such approval has been issued,

the concession agreement is generally not binding upon the government. This

approval should be available as promptly as possible, since delays may alter the
analysis by investors and confront the parties with a change in the circum-

stances underlying the concession.

The post-award approval process differs in the five surveyed countries. In

Honduras, concessions and other contracts entered into by the government

having a term exceeding the term for which the president serving at the time of

the award has been appointed must be approved by Congress. In Guatemala,
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any contract affording a private party the right to provide public services is
subject to approval by Congress. In Panama, congressional approval is required

for contracts entered into by the government which grant to the concessionaire
benefits in addition to those resulting from generally applicable legislation. By
contrast, in Colombia and Argentina, the approval of the terms of the conces-

sion agreement is a matter reserved to the administration.
Congressional intervention in the approval of concession agreements may

not only result in delays, but also in an unpredictable outcome. In countries

where congressional approval is required, there seem to be no limitations on
the congressional authority to review all terms of the agreement and dictate
changes. The argument generally made to support congressional approval is

that it provides greater legal comfort both for the government and for the con-
cessionaire. Although this argument is reasonable, to the extent approval is given
to any particular contract entered into by the government as prescribed by ap-

plicable law (which may not require congressional approval), such an agree-

ment should be fully binding on the government.

Challenges to the Award

Private investors need to avoid delays in starting up operation of a concession.
Third party challenges, the impossibility of operating the concession pending
a decision as to the challenge, and the possibility that the award could be nulli-
fied all cause uncertainty to private investors. The right of third parties to pur-
sue legal remedies and the need of certainty and predictability in the process of
selecting a concessionaire must be balanced. In Honduras, a third party that

submits a nonwinning bid has standing to contest the outcome of the selection
process. The laws of Honduras contemplate a fast-track procedure applicable
to this type of claim. Guatemala has adopted a more restrictive approach: the

only grounds for a challenge to an award of a concession is that the winner did

not submit the best offer. In Panama, a challenge may be brought against an
award based upon noncompliance with the applicable selection procedure. The

laws of Colombia vest in any third party having an interest and in the state

attorney the right to challenge the appointment of a concessionaire. The chal-

lenge to the award is made by filing a complaint with a court of competent

jurisdiction and may be based upon a breach of the applicable selection laws.

In Argentina, the appointment of a concessionaire can be challenged by

other bidding parties for violation of the bidding process rules. Parties with

an interest in submitting a bid, but which failed to do so for reasons attribut-
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38 ALEJANDRO P. RADZYMINSKI

able to a breach of the bidding rules, may also challenge the award. Such
breaches may include a lack of appropriate publicity, amendment to the bid-

ding terms following the award, or award to an entity that does not meet the

requirements set forth in the bidding terms. The complainant must first pur-

sue administrative remedies and thereafter may file a complaint with a court

of competent jurisdiction. A claim may seek compensation for breach of the
applicable regulations or an order nullifying the award. Pending a decision,
the government may allow the winner to commence the operation of the

concession, although the complainant can seek a temporary restraining or-
der or other relief to maintain the status quo pending determination on the
merits.

Realistic Restrictions and Availability of Necessary Permits

Expropriation. Concessionaires are not always adequately compensated in timely
fashion in the case of expropriations, which in turn discourages private inves-

tors from participating in infrastructure projects. Expropriation risk can be
assessed by examining the legal infrastructure of the country, its history, power
structure, and neighboring countries.

The laws of all the countries surveyed give governments the right to ex-
propriate assets. In Guatemala, Panama and Colombia, this includes the power
to expropriate the right to operate a concession (as compared to the physical
assets affected by the concessionaire to the operation of the concession). Assets
of the concessionaire other than the concession itself may be expropriated in
all five countries. Governmental actions relating to expropriation of assets are

generally subject to judicial review, although in Argentina and Colombia the

determination as to the existence of a "public interest" associated with an ex-
propriation is, in principle, not subject to judicial review.

Vital to private participation in infrastructure projects is a comprehen-

sive understanding of the scope of the compensation to which the affected party

is entitled. In Honduras, compensation must meet the "fair price" of the rel-

evant assets, determined in judicial proceedings. In Guatemala, the applicable

formula refers to the current value of the assets. Under the laws of Panama, the

expropriated owner is entitled to fair compensation, and parties to a conces-

sion agreement may agree as to the amounts payable by the government fol-

lowing an expropriation. In Colombia, compensation must take into account

public and private interests. In Argentina, legislation expressly provides that

the compensation cover the actual value of the expropriated assets, the dam-
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LEGAL OBSTACLES AND INCENTIVES TO PRIVATE INVESTMENT 39

ages of which are a direct consequence of the expropriation and accrued
interests.

The foregoing are broad formulas that may give rise to disputes and de-
lays in the availability of compensation. Also, in countries with expropriation
power, inconsistencies may exist between compensation rights following ex-

propriation of physical assets or early termination of a concession. For instance,

in Guatemala and Panama, the government would be expected to terminate a

concession before its term rather than to expropriate the right to operate the

concession, although there is no controlling authority on the matter. This may

lead a government to prefer expropriation to early termination based on a cost-

benefit analysis. Additionally, the going concern value of the physical assets of

the concessionaire decreases substantially when no longer related to the con-
cession, and the right to operate the concession is deprived of economic value
when the physical assets are expropriated. Where the laws or the concession

agreements do not provide for comprehensive compensation in these situa-
tions, the concessionaire may be exposed to the risk of being left with worthless
assets and without appropriate compensation.

Permits and Authorizations. The operation of a concession normally re-
quires a number of permits and authorizations, including environmental,
construction and import permits as well as other authorizations associated

with the performance of obligations under the concession. The timeliness
and availability of all such permits and authorizations may become crucial to
meet requirements imposed by concession agreements. In all five countries
surveyed, concessionaires needing permits must apply to governmental agen-
cies sometimes different from the granting authority. In Honduras, the bur-
den of obtaining certain permits and authorizations is placed on the

government. In Panama, Colombia and Argentina, it falls on the
concessionaire.

Under concession arrangements where the collection of revenues is pre-

ceded by a period when the concessionaire is required to make investments,

revenue collection may be contingent upon the concessionaire obtaining ap-

proval from the appropriate governmental agency. The legislation of all five

countries surveyed lacks provisions that would entitle the concessionaire to
commence collecting revenues if the petition is not expressly rejected by the
government within a certain period of time.

Rights-of-Way. A concessionaire (or the government) may need to ac-

quire private property or rights with respect to private property, such as rights-

of-way and easements. Private investors are generally concerned with the rules

applicable to the acquisition of such rights, such as who is entitled to acquire
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40 ALEJANDRO P. RADZYMINSKI

them, whether they can be acquired in a timely manner, and what are the asso-
ciated costs and who will bear them.

In Guatemala, there is specific regulation relating to rights-of-way in the

electricity industry. The concessionaire is required to file an application with

the Ministry of Energy and Mines. The owner of the affected property and the

concessionaire are required to enter into negotiations to determine compensa-

tion, with general laws of real property being applicable. If no agreement is
reached, the issue is determined by a court in a fast-track proceeding.

In Argentina, specific regulations have been adopted in relation to rights-
of-way for energy transportation systems and the fossil fuels industry. The rights-
of-way are granted to the concessionaire upon approval of the relevant project,

and the owner of the affected property is entitled to a compensation that takes

into consideration the value of the land and the occupation thereof by the rel-
evant facilities. In addition, some infrastructure projects may require that pri-

vate property be expropriated. Argentine law provides that the government
may appoint a private entity to pursue an expropriation if a specific law con-
tains a provision to that effect, and if that authority has actually been vested in

private parties, for example, to conduct expropriations of private property nec-
essary for the construction of certain highway systems.

Legal Structures in Concession Agreements

Direct Participation by Project Companies or Sponsors

The design of a concession requires that a determination be made as to the

entity that will hold it. Generally, the alternatives available are either creating a

separate project entity or directly awarding the concession to the sponsors.

From a government's perspective, awarding directly to project compa-

nies limits the possibility that the operation of the concession will be affected

by any financial distress of the concessionaire resulting from unrelated busi-

nesses. This would ensure continued availability of the service to the public.

From the sponsor's perspective, a project entity may facilitate a more ef-

ficient use of tax benefits. Off-balance financing (or a similar credit objective,

such as keeping the project off the balance sheet or off the liability side of the

balance sheet) may be possible in some instances depending on the nature of

the sponsor's ownership, control and contingent credit support obligations.

With a project that is economically isolated in the project company, a wide

variety of borrowing alternatives are available to the project entity.
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From a lender's perspective, a project entity may be instrumental to imple-
menting financing that isolates the project's revenues from liabilities incurred by

the sponsors and from liabilities of the agency or entity that provided the service
before the award of the concession. Direct lending to the sponsors makes avail-
able for the project all borrowing avenues usually available to the sponsors.

In Honduras, the participation of private investors in the telecommuni-
cations sector is effected through a project company whose stock is held by

private sector investors and the government. In other sectors, private partici-

pation is channeled through direct sponsor investment.
In Guatemala, telecommunications services have been partially transferred

to private sector investors who hold equity of the project company, which in

turn owns the assets of the state-owned company that formerly provided tele-

communication services. There is frequent use of project companies. The laws
of Guatemala do not generally make the concessionaire responsible for the ac-
tions or omissions of the government prior to the award. Further, applicable
laws do not make the sponsors, as shareholders of the project company, liable
for the actions of the latter.

In Panama, private participation in the telecommunications industry came
through the sale of a minority stake of the government-owned company and
the awarding of a management contract to a private operator. Private partici-

pation in the electricity industry is being designed through the incorporation

of at least six companies, which will later be transferred to private investors.
Under the general principles of Panamanian legislation, the concessionaire may
be considered a successor to the government entity providing the service, and
thus be held liable for obligations incurred prior to the award of the conces-
sion, except for labor liabilities.

In Colombia, private participation in infrastructure services may
be structured through project companies. Recent legal developments in
the field of domiciliary public services tend to favor the use of this type of

structure.

Finally, in Argentina, notwithstanding some early experiences of direct

awards to sponsors, the bulk of the latest initiatives involved the use of project

companies. Generally, special arrangements are made to identify which liabili-

ties incurred prior to the award will be borne by the project company and which

will be borne by the government or other third parties. A recent court decision

rendered in a labor matter, however, has applied successorship theories to hold

the licensee liable to a former employee for labor obligations incurred by the

government prior to granting the license, despite the fact that an executive or-

der provided that such liabilities were to be borne by the government. Such
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decisions, however, do not preclude the licensee from pursuing reimbursement
from the government.

Structuring of Project Finance

Contractual Arrangements. Successful participation of the private sector in in-

frastructure projects depends also upon access to financing by the operators of

concessions. Financing sources are interested in determining whether there are

limitations to financing in general or to a particular financing technique inher-
ent in any contractual structure relating to a concession and in the laws appli-

cable to it. For example, lending institutions may seek to establish whether it
would be best to effect financing through traditional loans or by issuing debt
or equity instruments. Lenders may also require third party credit support or

other types of contingent support from the sponsors. Also, lenders may want
to impose limitations on the transfer of equity in a project company for a cer-
tain period, or establish the possibility that the sponsors will make equity con-

tributions upon the occurrence of certain events. Further, financing may be
structured with obligations of different ranking, some of which may rank se-
nior or junior with respect to other obligations of the concessionaire.

In general, the surveyed countries do not impose any limitations or re-
quirements relating to the manner in which financing is structured. Further, there
are no laws giving the governments the ability to rescind or otherwise interfere

with private financing arrangements or any particular financing structure.
Secured Lending. Lenders will explore the legal mechanisms to perfect a

security interest in the concessionaire's assets and to protect such assets from

other creditors' claims. Where financing is extended to a project company, en-

suring priority of the security interest and availability of appropriate foreclo-

sure mechanisms becomes particularly important, since only the assets per-

taining to the concession will be available to the creditors.

Legislation regarding the place where assets are located at the time of

perfection of a security interest is typically applied to perfection issues, the

scope of the preference, and the foreclosure mechanisms. Accordingly, these

issues will typically be governed by the laws of the host country.

The laws of Honduras use traditional mechanisms for securing indebt-

edness through mortgages and pledges of assets. In addition, it is feasible to

perfect a floating charge on all the present and future assets of a company.

Honduran legislation includes the possibility of creating trusts for security

purposes, although only commercial banks may provide trustee services. How-
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ever, a security interest or the assignment of the right to operate the concession
or to collect tariffs from consumers is prohibited. Other than that, the assets
placed in trust constitute an estate separate from the estate of the trustor and
the trustee. Creditors secured by means of a first priority mortgage or pledge
are granted an absolute priority to repay the secured obligations with the pro-

ceeds from the foreclosure. Such a preference is not affected by the insolvency
of the concessionaire. Foreclosure of the collateral normally requires that the

creditor resort to a court of competent jurisdiction.

Mortgages and pledges are typical security instruments in Guatemala.

There is, however, no possibility of creating a floating charge in all the assets of

a company. The laws of Guatemala set forth regulations relating to trust ar-

rangements, and provide that the assets placed in trust constitute an estate iso-
lated from those of the settlor and the trustee. Only banks and financial insti-

tutions authorized to operate in Guatemala may provide trustee services. More-

over, there are doubts as to whether the right to operate a concession or to
collect tariffs from consumers can be assigned in trust or otherwise encum-
bered. Upon bankruptcy of the borrower, secured creditors are not required to

file a proof of claims, and may directly proceed to foreclose upon the collateral.

The laws of Panama call for the taking of collateral through the perfec-

tion of mortgages, pledges and trust arrangements, although the income de-

rived from trust property is subject to independent taxation. Under Panama-
nian law, it is possible to perfect a security interest on the concession taken as a
whole, subject to prior governmental approval. Generally, secured creditors are
preferred to all other creditors of the debtor except for the government and
insurance companies. Following the bankruptcy of a debtor, secured creditors
are required to file a proof of claims with the court before foreclosing.

Traditional collateral mechanisms such as pledges and mortgages are ac-
cepted in Colombia. These grant a preference upon the proceeds resulting from
foreclosing on the encumbered assets, except with respect to certain limited

obligations such as labor law obligations and tax liabilities. Security trusts are

permissible. Only financial and other specially authorized entities are entitled

to serve as trustees, and trust arrangements are subject to complex tax treat-

ment. Rights deriving from a concession are susceptible to being assigned by

way of security, subject to government approval. In security trusts, however,

the settlor bears all tax liabilities. While foreclosure generally requires that the

creditor resort to a court, bankruptcy of the debtor does not affect the contin-

ued enforceability of the rights of secured creditors.

The laws of Argentina contemplate mortgages and pledges as typical lien

mechanisms. Mortgages can be created on real estate and also on all the equip-

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



44 ALEJANDRO P. RADZYMINSKI

ment affixed to it. Concession agreements, however, generally impose constraints
on the ability of concessionaires to encumber their assets. Foreclosure of mort-

gaged assets generally requires that the creditor resort to the courts, while chat-
tels normally may be foreclosed in nonjudicial auctions. First priority mort-

gages and pledges create a security interest ranking senior to all other creditors,

except for some limited exceptions. Further, recent legislative reforms have

amended the rules applicable to real estate foreclosure, making such proce-
dures more expeditious. Trust arrangements are also permissible under Argen-

tine law and, subject only to fraudulent conveyance restrictions, segregate the
assets conveyed in trust from the estate of the trustor and the trustee. Security
trusts are not subject to taxation and the assets placed in trust may be disposed

of in accordance with the terms of the relevant trust agreement without resort-

ing to a court, even following the insolvency of the debtor.
The right to operate a concession may not be placed in trust by way of

security without government approval, which may not be available for all indus-

tries. The right to collect tariffs may be transferred in trust to a security trustee

subject to prior government approval. This mechanism has been applied in con-

nection with financings for the construction and subsequent operation of high-
way systems. Any entity or individual may perform duties as security trustee in
connection with private financing. However, in order to offer such services to the
public and to perform trustee duties with respect to indebtedness evidenced in
the form of publicly offered securities, the trustee is required to hold a banking
license or otherwise be authorized by the Comision National de Valores.

Other Remedies for Lenders. Besides securing indebtedness by means of
mortgages, pledges and security trusts, lenders in some cases may want to be
able to exercise certain powers with respect to the operation of the concession

that do not amount to a security interest, but which may prove instrumental to

preserving the rights of lenders. For instance, to avoid termination of the con-

cession due to events attributable to the concessionaire, lenders may want the

right, but not the obligation, to prevent the concessionaire's default or to take

over the operation of the concession in order to avoid or prevent defaults.
The enforceability of arrangements of this nature is doubtful under the

laws of Honduras. In Guatemala, governmental consent would be necessary,

while under the laws of Colombia and Panama lenders could enforce rights

from such arrangements against the government. In Argentina, lenders would

not be entitled to enforce against the government such contractual arrange-

ments with the concessionaire.

Liability of Lenders. In financing infrastructure projects, lenders may

also be concerned with local laws imposing liabilities related to the making
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of loans and the exercise of cure or control rights. For example, to the
extent that lenders are entitled to operate the concession to avoid a default

by the concessionaire, it is likely that they will appoint an operator rather
than directly undertake such tasks. This raises the issue of whether any
breach of the concession by the operator appointed by the lenders renders

the lenders automatically liable, or whether the lenders' responsibility is

limited to diligently appointing an operator with experience in the particu-
lar industry.

None of the surveyed countries has developed a doctrine of lender's

liability in this area or its scope and implications. However, from the lack of

legislation and controlling authority it does not necessarily follow that a

lender exercising rights to cure or control is free from liabilities relating to
the operation of a concession, even if such rights are ultimately exercised
by an appointee.

Exchange Controls. Lenders will seek to ensure that the laws of the coun-
try where the investment is located allow the borrower to repay the loans in the
agreed currency, and that the currency can be remitted outside of the country
if the loan documentation requires that payments be made abroad. More gen-

erally, sponsors will want to have the ability to remit abroad profits from the
operation of the concession.

Currently, there are no exchange controls in Honduras and Panama. In
Guatemala, there are no foreign exchange restrictions for payments abroad,
although an agreement to pay foreign currency between two Guatemalan enti-
ties is unenforceable. In Colombia, most foreign exchange transactions need to
be made through authorized local entities, and there is a requirement that 30
percent of the proceeds of loans obtained abroad be deposited with the Central
Bank of Colombia, which will make the funds available 18 months following
the deposit.

Argentine pesos have been convertible into U.S. dollars at a 1:1 rate since

1991. Further, the Central Bank of Argentina is required to sell U.S. dollars at a

1:1 rate. Pesos received by the Central Bank in such transactions are taken out

of circulation. The Central Bank may also purchase U.S. dollars in any market,

and no inflation adjustment mechanisms are allowed. Notwithstanding (or,

indeed, because of) this, there are no foreign exchange controls or restrictions

in Argentina. However, it is customary that parties to financing agreements

provide that if any such controls are enacted, the Argentine debtor will dis-

charge its obligations by delivering U.S. dollar-denominated securities outside

Argentina, the proceeds of which are sufficient to cancel the outstanding obli-

gations of the Argentine debtor.
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Concession Contracts

Risk Considerations and Allocation Principles

Infrastructure projects are unique in the risk allocation problems they pose

because of equity participation by the government in the entity holding the

concession, limitations regarding divestments and term of the investment,

comprehensive regulation of the industry, and other similar factors. In addi-

tion, the involvement of the government as grantor of the concession and as
indirect provider of the service makes it a key participant as well in terms of
risk allocation.

As a general principle, risks underlying a project should be allocated to
the party that is in the best position to assess and manage the risk. Alterna-
tively, the traditional approach is that each risk must be allocated to the party

that can better access mechanisms to mitigate (or insure against) the relevant

risk. In this regard, in Argentina, for instance, a principle of allocation of
risks underlying each concession contract states that the concessionaire is to

bear all risks associated with conducting the business underlying the conces-
sion, while the government is to undertake all other risks. A similar principle
is applicable in Colombia, but no such principle exists in Honduras and

Guatemala.

Effectiveness of Contractual Arrangements Relating to Risk Allocation

Parties to a concession agreement may regard reliance on general legal prin-

ciples concerning risk allocation as unsatisfactory or ambiguous, and may thus

wish to make their own arrangements on the matter.

Risk allocation provisions are permitted in Colombia and Argentina. In

Panama, risk allocation arrangements are permissible for purposes only of re-

storing the economic and financial balance underlying the concession agree-
ment. The lack of regulations seems to make the issue doubtful in Honduras,

while in Guatemala, since no actual concession agreement is customarily en-

tered into upon the awarding of a project, it appears that no opportunity exists

to agree upon risk allocations.
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Force Majeure

Force majeure is a principle of contract law that excuses nonperformance un-
der an agreement if the default is caused by events unforeseen and unforesee-
able, or unavoidable, and beyond the control of the defaulting party. However,

in practice, the application of this concept is uncertain. Accordingly, there al-

ways remains a risk that the concessionaire's nonperformance may not be ex-

cused on force majeure grounds.

One method for dealing with this risk is to incorporate into concession
agreements an express listing of all force majeure events that may be invoked

by the concessionaire to excuse nonperformance.

Such an arrangement would be valid under the laws of Honduras, Guate-

mala, Panama and Colombia. In Argentina, the arrangement is valid provided
that the concessionaire does not undertake responsibility for events which would

otherwise entitle it to pursue the restoration of the economic and financial

balance of the concession contract.

Equilibrium Between the Rights and Obligations of the Government and

the Concessionaire

Continental legal jurisdictions generally follow French doctrine regarding the
underlying philosophy of a concession agreement. Under these theories, unlike
private contracts, one of the parties to concession contracts is vested with cer-
tain powers that exceed the purely contractual framework and follow from its
capacity as a public authority and the fact that the concessionaire is regarded as
an instrument of the government for purposes of providing a public service.
Such powers encompass, for instance, the ability of the government to impose
unilateral amendments to concession agreements.

Aside from the foregoing, concession contracts or the laws governing such

arrangements may asymmetrically grant rights and duties to the parties. A clear
illustration is the right of the concessionaire to terminate the concession agree-

ment upon default by the government and, when feasible, the manner in which

such termination is required to be effected. As will be discussed below, in at

least one of the surveyed countries, the concessionaire is not entitled to seek

early termination of the concession agreement following a default by the gov-

ernment, or when entitled to do so, is required to resort to the courts to obtain C
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48 ALEJANDRO P. RADZYMINSKI

a judicial declaration while, in the reverse situation, the government is not re-
quired to seek any judicial declaration.

Amendments to Concession Agreements

Unilateral Amendments. Concession agreements for infrastructure services are
generally long-term arrangements that cannot anticipate all circumstances that

can arise during the life of the concession. The provision of the service may

require adjustments from time to time due to the incorporation of new tech-
nologies, changes in the population or in its habits, and changes in the general

economic environment. Some of these may be considered in the best interest

of the general public or otherwise called for by the public interest. As such,

changes to the concession agreement may be necessary or desirable, regardless

of whether or not they were anticipated in the agreement or whether the con-
cessionaire is willing to consent to them.

In the countries surveyed, the right of the government to introduce

unilateral amendments to concession agreements is generally deemed inher-
ent in the scope of governmental authority. In Honduras, specific legislation
grants the government the right to make unilateral changes to the terms pur-
suant to which the service is provided by a private party in the electricity
industry and with respect to the operation of airports. In Guatemala, there
are no legal impediments to the ability of the government to introduce uni-

lateral amendments to the terms of the concession. Under the laws of Panama,
the government may make unilateral amendments to concession agreements
only to the extent that there is a danger that otherwise the provision of the

service will be withheld or seriously affected. Such a determination is to be
made by the regulator.

In Colombia, the government can unilaterally amend concessions if there

is a risk that the service could be suspended or otherwise affected. However, if

the unilateral changes mean that the "initial value" of the contract is modified

by 20 percent or more, the concessionaire is granted the right to seek termina-

tion of the agreement.

Under Argentine law, the authority granting a concession has the right

to impose modifications in the service at any time if the changes are for the

public interest. Such changes may relate to the term of the agreement, the

expansion of the service or the conditions for the performance of the con-

cession agreement. However, amendments may not alter the substance of

the concession agreement. In the case of concessions for public works, a 20
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percent rule, similar to that in force in Colombia, is also applicable in
Argentina.

The broad authority of governments to make unilateral changes to con-
cession agreements introduces a degree of unpredictability. Concessionaires
could be required to make new investments without appropriate financing

or to postpone investments for which financing has been committed. Also,

amendments may require the addition or layoff of workers. This may have a
distorting effect on the plans of the concessionaire and the entities providing

financing. The ability of the government to unilaterally amend the conces-
sion does not necessarily lack sound grounds. However, such power intro-
duces an imbalance between the parties which, if used beyond its expected

scope and purpose, is liable to discourage private participation in infrastruc-
ture projects. To some extent, the risk of unilateral amendments may be as-

sessed by examining the frequency with which governments have resorted to

this right and its practical implications. However, this may not always be pos-
sible, since the surveyed jurisdictions do not, in most cases, have comprehen-
sive experience in infrastructure service concession. Further, it is generally

unclear whether it would be valid or enforceable to impose express limita-
tions on the manner, extent and frequency with which the unilateral powers
may be exercised.

Consensual Amendments

The long-term nature of concession agreements may lead the concessionaire
and the government to make consensual amendments to the agreement. Such

amendments raise a number of issues. What is the permissible scope of the
amendments? Are amendments subject to challenges by third parties? How are
post-award amendments approved?

In Honduras and Guatemala, the legislation is silent on this matter and

there is no experience relating to consensual amendments. Under the laws of

Panama, concessionaires have the right to seek amendments under certain cir-

cumstances. For instance, the concession agreement relating to telecommuni-

cation services expressly contains a provision to that effect. Moreover, there is

experience relating to renegotiation of a concession contract due to serious

defects in the project designed by the government.

The laws of Colombia entitle the concessionaire to seek an amendment if

there is a material change in the circumstances existing when the concession

agreement was entered into.
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Pursuant to Argentine law, a concessionaire may call on the government
to amend the concession agreement following a change in circumstances un-

foreseen when the concession agreement was entered into, provided any such

changes occur after the concession contract was in force, are not attributable to
any of the parties, and are extraordinary and unforeseeable. For instance, for

the railroad industry, renegotiations resulted in amendments to scheduled ser-
vices, investment programs, term of the concession, service areas, tariffs, granting

of subsidies, and the possibility of incorporating new shareholders into the

project companies.

Challenges to Consensual Amendments

Flexibility in effecting consensual amendments allows the agreements to adapt
to changing circumstances. In this respect, following consensual amendments,
bidders who were not selected and other third parties could seek to challenge
the validity of the amendments, impairing the ability of the government and

the concessionaire to implement changes. Under the laws of Honduras, such a

challenge would be grounded in discriminatory treatment. The laws of Guate-
mala do not give standing to losing bidders to challenge post-award amend-

ments. If a renegotiation results in substantial changes to the concession con-
tract in Panama, the amendments may be challenged by any third party on the
grounds that they breach applicable law. Under the laws of Colombia and Ar-
gentina, amendments can be challenged if they alter the conditions under which
the award of the contract was made. No clear legal doctrine has developed in
this field. This maybe due to the limited number of renegotiations and the fact

that no third party claims have been made following renegotiation. Conse-

quently, uncertainty exists as to when a renegotiation implies a substantial

change to the agreement that amounts to a change of the conditions under

which the contract was originally awarded. For instance, experiences in Panama

and Argentina raise doubts about whether the amendments do not constitute

ex post facto changes to the bid terms.

Approval Process for Amendments

In general, amendments to concession agreements are subject to the same ap-

proval process as the agreement itself. To the extent that any such approval of

an amendment entails congressional action, the process may become time-con-
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suming and even deprive the amendment of the practical effect pursued by the

government and the concessionaire.

In Honduras, congressional approval is required only in the case of sub-
stantial amendments. In Guatemala, although the Congress is vested with the

right to approve concessions and extensions, it is understood that amendments

to concessions are subject to the same requirement. Moreover, a priori con-
gressional approval for amendments granted at the time the concession is ap-

proved by Congress is likely to be unenforceable.

Restoration of Economic and Financial Balance

Under the legal doctrine of "preservation of economic and financial balance,"
when the ability of the concessionaire to obtain the expected benefit from the

operation of the concession is jeopardized due to actions or omissions attrib-
utable to the government or to unexpected circumstances, the concessionaire
is entitled to claim that actions be taken to ensure that its expected benefit is

ultimately obtained. This doctrine is based upon the notion that at the time the
concessionaire and the government enter into a concession agreement, an eco-
nomic and financial balance is expressly or implicitly established by the parties

and may not be subsequently altered. Under a concession contract the conces-
sionaire is expected to assume those risks that may be deemed reasonably re-
lated to the business associated with the performance of the contract, but it is
not expected nor required to undertake the risk of future actions or omission
of the government or other extraordinary risks. Generally, restoration of the
economic and financial balance may be achieved either by amending the terms

of the concession agreement (e.g., extending the term of the concession), pro-
viding economic assistance to the concessionaire, or reviewing the applicable
tariffs.

This doctrine exists in Panama, Colombia and Argentina, while it is un-

clear whether it applies in Honduras and Guatemala. Even in jurisdictions where
this doctrine is accepted, however, it is unclear in which particular situations it

applies, when the balance has been altered, which mechanisms are applicable

for purposes of its restoration, and who is entitled to select the adjustment

mechanism in a particular case.
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Termination and Termination Payments

Scope of the Government's Right to Terminate a Concession

Most concession agreements have a fixed term. The term is determined by a

number of factors, including required investments, tariffs to be collected, and
expected benefits for the concessionaire. The continued enforceability of the
concession agreement throughout its stated term is crucial for the private in-

vestor, since the time factor constitutes a key element in achieving the eco-

nomic results envisaged by the concessionaire at the time of bidding.
Concession agreements may under certain circumstances, however, be

terminated prior to their stated term. Typically, this occurs following a mate-

rial default of the concessionaire, if the concessionaire becomes insolvent, or
by mutual agreement of the government and the concessionaire.

In addition, in certain continental law jurisdictions the government is
entitled to early termination of the concession even if there is no fault attribut-
able to the concessionaire. The broader the powers of the government to ter-

minate concessions before their stated term, the larger the risk for the conces-
sionaire. Stability of the concession serves to encourage investments, while sig-
nificant risk of early termination adversely impacts the potential benefits to
the concessionaire, in particular when the concession is intended to provide
long-term benefits.

In Honduras, the government retains authority to terminate a conces-

sion due to reasons of "national security." In Guatemala, the government can
revoke concessions at any time subject only to 90 days' notice. The laws of
Panama entitle the government to terminate concessions based on public in-

terest considerations. Under Colombian law, public service and public policy
considerations entitle the government to terminate concession agreements. An

exception exists, however, with respect to concessions involving the construc-

tion and operation of highways: unilateral early termination may only be ef-

fected prior to completion of the construction. The laws of Argentina vest powers

in the government to terminate concessions prior to stated maturity based on

public interest considerations.

Concessionaire's Right to Terminate the Concession Agreement

Concession agreements may impose obligations not only on the concession-

aire, but also on the government. For instance, the government may undertake,
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expressly or implicitly, to take such actions as may be necessary to ensure that
the concessionaire is able to operate the concession during the applicable term.

Also, to the extent the concession grants exclusivity rights to the concession-
aire, the government is agreeing not to grant competing concessions. Further,

the government may have agreed to provide credit support to the concession-

aire. To the extent that the government undertakes obligations under the con-

cession agreement, a performance risk is involved and remedies for the conces-
sionaire should be contemplated in the event the government breaches its com-

mitments. Generally, nonperformance of the concession agreement by the con-
cessionaire entitles the government to terminate the concession. However, a
similar right for the benefit of the concessionaire following a default of the

government is not contemplated in all legislation. Where no right of termina-

tion is granted to the concessionaire following a default by the government, the
concessionaire is not only confronted with a performance risk, but also with

the further risk that it be required to continue performing its obligations de-

spite the government's default. This imbalance between the government and
the concessionaire is inconsistent with the creation of a favorable environment

for private investment in infrastructure services.
The laws of Honduras do not give the concessionaire the right to termi-

nate a concession following a default by the government. Guatemala entitles

the concessionaire to terminate the concession if the government has breached
its obligations. Under the laws of Panama, only grounds for termination by the
government are set forth, but a concession contract may contemplate addi-
tional termination events. In Colombia, a concessionaire must seek a court
judgment to terminate a concession agreement due to a breach attributable to
the government. Finally, concession agreements in Argentina generally entitle

the concessionaire to terminate the agreement following the government's de-
fault, subject to certain requirements relating to the continued provision of the
service.

Determination of Amounts Payable by the Government to the

Concessionaire

Provisions relating to payments to the concessionaire upon termination of the

concession are important both if the concession runs its full course and if it is

terminated earlier. Upon the end of the concession, a concessionaire may be

entitled to payments from the government or from a subsequent operator of

the concession, or may have fully amortized its investment and obtained the
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54 ALEJANDRO P. RADZYMINSKI

expected profit without being entitled to further payments. By contrast, fol-
lowing an early termination of the concession, the concessionaire is generally

entitled to compensation from the government, although the scope of that com-

pensation may differ depending on whether early termination is attributable
to the concessionaire. A number of different formulas have been used in the

past to determine compensation at termination, taking into consideration his-
torical costs, replacement costs and market value.

Legislation in force in the surveyed countries either does not contain statu-

tory compensation formulas or solely refers to general concepts. Typically, con-

cession agreements would be expected to set forth the applicable provisions for
the determination of the concessionaire's compensation upon termination, in

particular when the laws of the jurisdiction are silent or unclear on the matter.
Such provisions should clearly set forth both the calculation methodology and

the procedure for making available termination payments to the concession-

aire. Concession contracts in Panama and Argentina generally include provi-
sions to that effect, although in Argentina some of them have raised construc-
tion issues. Lastly, all jurisdictions seem to deem enforceable contractual mecha-
nisms for purposes of calculating termination payments.

Prompt Availability of Termination Payments

It is also critical that termination payments be made available promptly upon

their determination. It should not be necessary to seek enforcement of the
payments against a government, an undertaking fraught with difficulties. Al-
though none of the surveyed countries restrict claims against the govern-

ment, enforcement of monetary judgments is subject to limitations. For in-

stance, in Honduras, before the private investor is entitled to enforce a judg-
ment against the government, the government must incorporate the amounts

due into the national budget. Under the laws of Guatemala and Panama, a

private investor may not obtain an order of attachment over government as-

sets. In Colombia, the government's annual budget must contain provisions

for the payment of money judgments against it, but certain assets may not be

attached or foreclosed. In Argentina, judgment amounts are included in the

budget for the year following the year when the judgment has been rendered.

Government assets may not be attached or foreclosed. However, there have

been cases in which courts have compelled a government to comply with

monetary judgments when it has not met its payment obligations in a rea-

sonable period of time.
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Assets of the Concessionaire

When concessions are operated through project companies, the principal source
of loan repayment is the revenue from operation of the concession. However, if

assets of the concessionaire generating such revenues are attached by other credi-

tors (such as employees, or the government with respect to tax obligations), it
is possible that no resources will be available to repay the financing or to sup-

port the continued provision of the service. Foreclosing on assets of the con-

cessionaire, moreover, may not be an appropriate remedy for lenders. Contin-
ued provision of the service may constitute the only means of generating suffi-
cient income to honor the concessionaire's obligations.

Under the laws of Honduras, creditors appears to have no impediment to

reaching the assets of the concessionaire. Likewise, Guatemala and Colombia

do not grant any type of immunity to the assets of the concessionaire. In Panama,

as a general principle, the concessionaire's assets are not free from the claims of

its creditors, although a statutory exception exists for the telecommunications
industry. In Argentina, assets that are essential for continued provision of a

public service are immune from the claims of creditors.

Price Setting and Tariffs

Mechanisms for Determination and Adjustment of Tariffs

Infrastructure concession agreements are inherently long-term contracts. At
start-up, the concession contract is expected to set forth the initial tariffs. Long-

term arrangements, however, cannot set out in detail all the factors that may
have an influence on the concession and its operation. Over the life of the con-
cession, changes may take place in the costs of operations, in the conditions

imposed by the government relating to the manner in which the service is pro-

vided, and in the laws and other factors not under the direct control of the

concessionaire. This may require that tariffs be revised. Fixed tariffs through-

out the term of a concession may eventually hinder the concessionaire's per-

formance or limit profits to the point where incentives for the efficient opera-

tion of the concession are nil. From the opposite perspective, tariffs that enable

the concessionaire to reap excessive profits tend to remove the pressure for

efficiency, new technologies and expansion of the scope of the services.

The tariff adjustment mechanism is the reflection of the risk allocation

in any concession agreement. Only those risks which the concessionaire is not

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



56 ALEJANDRO P. RADZYMINSKI

required to bear may constitute the basis for tariff adjustments. The occur-

rence and impact of tariff adjustments cannot be accurately predicted because

of the variety of factors that give rise to them. Accordingly, while with respect
to certain elements it is feasible to set forth an express formula for adjustments,

other variables may require more flexible solutions.

Another factor is the manner in which adjustments are actually autho-
rized and implemented. In general, it maybe necessary to obtain authorization

from regulatory agencies to effect any adjustments. Expeditious regulatory pro-

cedures and readiness to approve tariff requests becomes decisive. In their ab-
sence, there is a risk of mismatching required investments and operational costs

against revenues.

The revision of tariffs in Honduras is subject to statutory requirements.
For instance, in the electricity industry, tariffs may be subject to review if there
is a change in the price of hydrocarbons or in the official rates of exchange.

Although tied to specific events, tariff adjustments may not be made automati-
cally, but only after application to the regulatory agency. In the telecommuni-
cations industry, the regulatory agency may issue regulations relating to ad-

justment of the tariffs during the period in which the concessionaire is granted
the exclusive right to operate the service. By contrast, legislation applicable to
operation of the airports provides that tariffs and their adjustment mecha-
nisms be contained in the applicable concession agreements.

The laws of Guatemala are silent on the issue of tariff revision, although
there seems to be no impediment to tariff adjustment mechanisms. In Panama,

the regulator periodically determines maximum tariffs that may be collected
by concessionaires. Concessionaires are entitled to apply for revision of such
maximums. In Colombia, the statute provides that the concession contract have

adjustment mechanisms that take into account inflation and other similar fac-

tors. The statutes vest in the regulatory authority the responsibility for devel-

oping formulas for the adjustment of tariffs. Such formulas are subject to revi-

sion from time to time.

In Argentina, the issue of tariff revision has been customarily addressed

in concession contracts and the applicable regulatory frameworks, which en-

title concessionaires to apply for new tariffs. In some cases, concessionaires are

required to file annual applications for approval of their tariffs. Revision of

tariffs is generally based on information provided by the concessionaire about

changes in costs beyond its control. Argentine law expressly forbids inflation

adjustments and deprives contractual arrangements of binding effect that

incorporate inflation clauses. Certain concession agreements, however,

contain provisions that entitle tariff adjustments to take into consideration in-
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flation in the United States. The validity of such provisions has not been

contested.

Tariffs and Economic and Financial Balance

Changing circumstances beyond the control of the concessionaire resulting in
increased operational costs are attendant to any long-term arrangement. Un-

der the doctrine of the preservation of the economic and financial balance of

the concession contract, the concessionaire is generally entitled to ask the gov-

ernment to restore the "balance" by means of compensation payments, subsi-

dies or other types of assistance. Alternatively, the economic and financial bal-
ance of the contract may be restored by reflecting the increased cost from changes
imposed by the government or resulting from circumstances beyond the con-

trol of the concessionaire in the tariff payable by users. This transfers to the
customers the increased costs for the concessionaire derived from governmen-
tal actions or other circumstances without exposing the concessionaire to the

risks associated with claims against the government. This mechanism is avail-
able in Panama, Colombia and Argentina, while it is uncertain whether it is
available in Guatemala.

Technical Capabilities of the Regulatory Agencies

Need for Technical Expertise

During the life of the concession, regulation and ongoing oversight are critical.
For instance, it must be determined whether the investments or the services
meet the specifications contained in the concession agreement. Also, decisions

have to be made about tariffs, which may be subject to review from time to

time or following an application made by the concessionaires. These tasks are

generally the responsibility of regulatory agencies created by the government.

Such tasks necessarily require that the regulatory staff be technically quali-

fied. Technical expertise is essential to competently address the complex tech-

nical issues that the operation of concessions raise, and, ultimately, to achieve

independence of the regulator from governmental pressures.

The regulatory frameworks in Guatemala and Argentina require that in-

dividuals appointed by the government to hold senior positions at the relevant

regulatory agencies be experts with technical capabilities in the industry.
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Freedom from Undue Interference

Encouraging investment in infrastructure services requires stability in the treat-

ment of long-term investments. This, in turn, requires that regulators be free

from undue pressures, not only from private investors and consumers, but also

from political authorities. Some of the features instrumental in ensuring such

independence include vesting the power to grant concessions and the power to

regulate in different governmental agencies; rendering the statutory functions of

the regulatory authorities immune to political changes; making the regulatory

agencies economically self-sufficient and not dependent on government funds;
requiring regulators to have technical expertise; and ensuring that regulators can-

not be removed at the whim of political authorities and that their appointments
are not contingent upon the continuance in office of certain political authorities.

In Honduras, the granting authority and the regulator are the same agency

in the telecommunications industry, but in the electricity industry the grantor
is the executive branch and a separate regulator has been created.

In Guatemala, technical requirements for the appointment of officers of

regulatory agencies are statutorily provided, and there are limitations on the
grounds for their removal. However, there seems to be a general perception
that regulators do not perform their duties independently from the govern-
ment and without political interference.

In Panama, the regulator has the power to grant concessions, but the law
has been designed to ensure broad independence from political authorities.

In Colombia, with respect to domiciliary public services, the regulator does
not grant concessions. However, in the operation of airports, ports and highway
systems, the authority granting the concession is also the regulatory authority.

The regulatory framework for infrastructure services in Argentina requires

that the granting authority not be the regulator. In the gas and the electricity

industry, regulatory agencies have been organized to operate independently

from the authority granting the concession. Their members are appointed based

on their knowledge and experience in the relevant industry, and their appoint-

ment and replacement are subject to rules that purport to make them indepen-

dent from the government. For instance, the executive must inform a special

committee of the Congress about any proposed appointment or removal, which

may then be effected only with the consent of the committee. This procedure,

however, is not applicable in the telecommunications industry, where the ex-

ecutive retains broad powers to appoint and remove regulators. Regulatory agen-

cies for the gas, electricity and telecommunication sectors have some economic

independence, while the regulator of postal services does not.
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Timing of Regulatory Implementation

The predictable and stable regulation of infrastructure services requires effec-
tive timing in the creation and implementation of the regulatory framework

and agencies. It is beneficial for regulators to be in operation at the time that an

infrastructure service concession is awarded. This allows them to become fa-
miliar with the advantages and constraints of the concession process, as well as

with the issues associated with start-up of the business of the concessionaire.

Likewise, the private investor can have a better understanding of the operation
and application of the regulatory framework if the regulators are in place at the

inception of the concession.

In all surveyed countries except Argentina there seems to be a trend to

ensure that regulatory agencies are in operation at the time that infrastructure
services concessions are awarded. In Argentina, with respect to certain industries,

the relevant regulatory agencies were created after the concessions were awarded.

Overlapping Jurisdictions

An appropriate regulatory framework for infrastructure services requires that

the jurisdictions of the different agencies having authority over the conces-

sionaire not overlap. Overlapping competence fosters uncertainty and the risk
of diverging decisions on the same issues. Although mechanisms to solve po-
tential conflicts of jurisdictions among different agencies maybe designed, any
potential conflicts, irrespective of the ultimate outcome, result in delays and
uncertainties for the investors.

There appears to be some overlapping of jurisdictions in Colombia, and
some overlapping in Argentina has been noted between the jurisdiction of regu-
latory agencies and other governmental agencies.

Dispute Resolution Mechanisms

The long-term nature of concession agreements and the impossibility of estab-

lishing a regulatory mechanism that covers all future eventualities may result

in disputes throughout the term of the concession. From another perspective,

concessions result in a number of relationships: the concessionaire and the grant-

ing authority, the concessionaire and the regulator, and the concessionaire and

consumers. Consequently, disputes in the operation of a concession may, on
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occasion, relate to the concession contract, its construction or performance,

while at other times the disputes may relate to the scope of the regulator's au-

thority, the protection of consumers' rights, protection of the environment, or
other issues not regulated by the contract.

An appropriate legal climate for private investments should include fea-

tures for efficiently and promptly solving disputes relating to a concession, re-

gardless of whether the dispute relates to matters directly subject to the conces-

sion agreement. Such features would include specialized independent and im-

partial courts, expedited procedures for adjudication, reasonable litigation costs

and expenses, a concern for the protection of private investments, and rapid

enforcement of court decisions.

When disputes relate to matters associated with the concession but not

subject to the express provisions of the concession agreement, the mechanism
for the settlement of disputes seems principally to be the courts of the host

country. By contrast, disputes directly associated with the concession agree-

ment may be resolved elsewhere. Although the typical procedure for dispute
resolution relating to the concession agreement is the courts of the country

where the investment is located, almost no forensic experience exists in any
such jurisdictions relating to these disputes. This absence of experience,

along with the complexity of the issues raised, are unfavorable to long-term
investments.

Alternative Means for Dispute Resolution

These problems may be mitigated through alternative mechanisms for dispute

resolution. One such alternative is to litigate concession agreements in the courts

of a foreign jurisdiction with broad knowledge and experience in these mat-

ters. This, however, is restricted in some jurisdictions such as Panama and Co-

lombia, while in others it has not been utilized.

Another alternative dispute resolution mechanism is arbitration. Arbi-

tration has the advantage of enabling the parties to appoint arbitrators experi-

enced in the particular area of the dispute and preserving confidentiality. Pri-

vate investors will generally be interested in knowing whether the laws of a

particular jurisdiction allow the government to submit disputes to arbitration

and whether disputes relating to concession agreements may be submitted to

arbitration. Also, private investors will explore whether arbitral awards are en-

forceable against the government, and what is the applicable procedure.

Arbitration of disputes relating to concession agreements is expressly
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permitted in Honduras for concessions awarded for the operation of airports.
With respect to other industries, the legislation is silent. The laws of Guate-

mala, Panama, Colombia and Argentina grant the government authority to
submit concession disputes to arbitration. In Colombia and Argentina, arbitral

awards against the government are enforceable as court decisions.

Although arbitration is generally the preferred dispute resolution mecha-

nism, there are other alternatives like conciliation and mediation. These may

be used either instead of arbitration or as a preliminary mechanism that would

lead to arbitration only if the parties were unable thereby to settle their dis-
putes. Under the laws of Guatemala and Argentina, there is no impediment to
mediation or conciliation to settle disputes arising from concessions.

Ability to Contract Applicable Procedural and Evidence Rules

Efficient resolution of concession disputes may require that, in addition to sub-
mitting the matter to arbitration, the parties have the right to specify proce-

dural rules that set forth time limits and evidence rules. Such rules and timing
may differ from the provisions of local laws and may prove instrumental in
reaching prompt resolution of disputes. The enforceability of such arrange-

ments is unclear under the laws of Honduras. In Guatemala, Panama and Ar-
gentina, procedural arrangements are valid and binding upon the arbitrators,
while the laws of Colombia provide that they are not binding.

Conclusions

The laws of the surveyed countries present similarities and differences both in
their content and relative degree of development. While none of the legislation

is free from certain weaknesses, to some extent those same weaknesses can be
mitigated or counterbalanced within the same legal system.

For instance, in Panama, congressional approval of concession agreements

is required before they become effective, but the development of a model con-

cession contract may prove conducive to ensuring predictability and facilitat-

ing congressional discussion. Another example: in all jurisdictions, post-award

challenges are permissible by bidders who have not been selected; however, the

laws of Honduras provide fast-track procedures aimed at solving these dis-

putes promptly. Also, although concessionaires may be required to resort to

different governmental agencies to obtain the permits and authorizations nee-
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essary to operate a concession, in Honduras that burden may on occasion be
placed on the government. In all five countries, the government retains the

power to impose unilateral amendments to concession contracts, but in Co-

lombia and Argentina such power is limited to a certain percentage of the "value"

of the contract or to amendments that do not affect the substance of the con-

tract. In Panama, Colombia and Argentina, concessionaires may seek restora-

tion of the economic and financial equilibrium of the contract following any

such actions.

Also in all five countries, the government can terminate a concession con-
tract based upon "public policy" considerations. However, in Colombia, fol-
lowing completion of the construction of a highway the government is pre-

cluded from exercising such powers.

Although these examples of mitigation or counterbalancing of weaknesses

do not amount to an ideal legal environment for private investment, the coex-

istence of strengths and weaknesses has so far permitted either the successful
implementation or the inception of programs aimed at concessioning infra-

structure services.

In more general terms, the laws of the surveyed countries principally fol-
low French doctrine regarding concession awards of infrastructure services.
Under this doctrine, concessionaires are an instrument of the government in
providing infrastructure services. The government remains the indirect pro-
vider of the service and is vested, therefore, with broad powers more consistent
with the direct participation of the government in the service rather than with

mere private sector investments. This view underlies many of the provisions
and regulations described that may have adverse implications for private in-
vestments.

Where private investments in infrastructure services through long-term
concession agreements are used, doctrines that provide the rationale for in-

tense regulation need to be closely scrutinized. The role of the government

ceases to be that of a provider of public services in such cases. This is particu-

larly true when access to the provision of a certain infrastructure service is

open to free competition and the authority granted to private investors is not

limited in time. However, it may also prove accurate within other mechanisms

allowing private participation in infrastructure services. In this new context,

the role of the government becomes that of a regulator of a private activity

rather than that of a provider of public services. A thorough review of the gen-

eral doctrines underlying the legal framework for infrastructure services in the

surveyed countries could prove helpful for future reforms aimed at creating a

more favorable climate for private investment.
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CHAPTER 3

Effective, Low-Cost Systems to

Enforce Infrastructure Contracts

Hugo Palacios Mejia

"The inability of societies to develop effective, low-cost enforcement of contracts is

the most important source of both historical stagnation and contemporary under-
development in the Third World"—Douglass C. North, Institutions, Institutional

Change and Economic Performance

Political and economic reasons led many countries during the second half of
the 19th century and the first half of the 20th century to believe that provision

of public services had to be a government responsibility. As this approach be-

came less pervasive, the idea of granting concession rights to private enter-
prises to provide such services gained acceptance, provided that the rules and

regulations established by the grantor were observed. As a result, following
French administrative law—which emphasizes the differences between private
and public law with regard to contracts—the concession agreement was intro-
duced. It assumes in principle that the private party does not have by itself the
right to provide public services because they have been the objects of a govern-
ment reserve, and that the acquisition of that right is thus subject to a grant

from the administrative authorities. Thus, the concession agreement is the typi-
cal instrument used by the authorities to allow private agents to overcome en-

try barriers that are a general rule in the public services sector.

Once it is accepted that public services can be provided through conces-

sion agreements—that is, accepting the existence of entry barriers that only

government authorities can lift—any number of consequences arise. Authori-

ties monopolize the ability to define the characteristics of the infrastructure
project, and may do so according to principles of economic efficiency or any

other criteria. Authorities must ensure an equal opportunity to all contractors

bidding for an infrastructure project, which implies drafting detailed bidding

conditions for the contract. At times, the would-be contractor can only adhere
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80 HUGO PALACIOS MEJIA

to the bidding documents, and his proposal may be limited to specific items,
such as cost and term. This process is likely to prevent authorities from receiv-

ing offers boasting advanced technical or administrative features, since the terms

and conditions are set forth based on the experience of the user, or his advisors,

and not on the experience of those who have to innovate in order to compete

in different markets. Though this inconvenience may not be eliminated alto-

gether, its effects can be somewhat mitigated by inviting the potential bidders

to comment on the conditions proposed by the authorities, as provided for by

Argentine and Colombian law. This allows for incorporating the opinions and
concerns of bidders and financing sources.

Later in the concession process, even if circumstances call for an amend-

ment, the authorities may be reluctant to modify the contract because they

want to preserve the equality of opportunity among the parties that partici-
pated in the bidding process. Otherwise, the authorities may become liable to

lawsuits from the losing bidders, who could argue that, had they also been given

the opportunity to submit an alternative, the contract would have been awarded

to them.

Authorities have the option of including unilateral modification and ter-
mination clauses in the contracts, thus increasing the political risk. As shown
in Chapter 2, contracts in which the government participates tend to have not
only inequitable provisions but also confer on the authorities powers that ap-
pear excessive when compared to those of conventional contracts. For instance,
some contracts may require a private contractor to continue performing ser-
vices even when the other party ceases to fulfill its obligations. Governments
may have powers such as the ability to unilaterally amend, interpret, allow to

expire, or terminate the contract, and to introduce penalty and liquidated dam-

ages clauses. In addition to the uncertainties that such powers entail, they may

also cause lengthy disputes during the performance of the contract. Such de-

lays are, by themselves, an important element of risk.

Authorities are under pressure to guarantee exclusive rights to the con-

cessionaire in lieu of providing total protection against commercial risks (e.g.,
poor demand). This and other similar facts may lead to the formation of busi-

ness monopolies.

Should there be sufficient demand for the services provided by the con-

tractor, the authorities may also be tempted to use the concession as a source of

government revenue, which could strengthen monopolies that are harmful to

the system, hinder the increase of service coverage, and limit consumer op-

tions. By acknowledging or creating a monopoly through a concession agree-

ment, authorities are required to establish controls and regulations, which in
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SYSTEMS TO ENFORCE INFRASTRUCTURE CONTRACTS 81

turn will exert pressure on the government budget and create new political
risks for the concessionaire during the performance of the contract.

Admittedly, there are certain situations that call for the use of concession
agreements, such as when the authorities, due to economic, political or legal rea-
sons, cannot do without the ownership of certain assets, yet still want to make

additional investments or guarantee more efficient service. For instance, in the

case of a public asset such as a road, a public beach or the use of the electromag-

netic spectrum, concession agreements are an appropriate instrument.

It is usually argued that in certain instances the entry barriers intrinsic to
concession agreements actually benefit consumers by creating natural monopo-

lies with favorable economies of scale. This may be valid from a conceptual

point of view; in practice, however, identifying the projects that meet the theo-

retical economic criteria that justify favoring a natural monopoly may be a

complicated task. Projects that in fact are not suited to transfer to the con-

sumer the alleged benefits they should provide are often defended on grounds

of being natural monopolies. When in doubt, competition offers the most

advantages.

The above leads to the conclusion that the best way to link private capital
and management to public infrastructure projects is by ensuring free access to
the public services sector. Colombia has done so since 1994 in the areas of

energy production, transmission and distribution; local telephone services; water
transportation and distribution; and solid waste disposal and sewerage. Though
in principle the same rules are in effect for long distance services and gas distri-
bution, certain regulations have made their application less clear.

The principle of free access implies that private entrepreneurs have the
ability to define infrastructure projects, identify contractors, establish contract

terms, and execute the contracts. The incentives of competition and the prin-
ciples of economic efficiency and profit maximization guide their actions. They
assume the project's inherent risks within the legal framework of civil or com-

mercial contracts and, in particular, those referred to as agreements.
Free access clearly does not mean that the authorities lose their ability to

regulate the entrepreneurs' activities. Rather, regulations are advanced with the

main purpose of fostering competition, not guaranteeing the viability of a

monopoly. When monopolies do appear, regulations may seek to ensure that

their rates and operations are similar to those that a free market would have

produced. Under this approach neither party to an infrastructure project con-

tract can benefit from unilateral modification and termination clauses during

project implementation, although under special circumstances such a clause

maybe included to guarantee the continuity of the service provision.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



82 HUGO PALACIOS MEJIA

Also, free access does not mean the authorities have to waive certain rights
in areas such as urban planning or environmental protection. It does assume,

however, that the service provider will be subject to general criteria that are

relevant to the nature of the activity and not to ad hoc criteria stemming solely
from a concession regime.

The principle of free access is compatible with the principles of social
solidarity and subsidies, provided that these principles are transparent. While

the entrepreneur may charge market prices with the approval of the regulatory

agency, the authorities may appropriate budgetary funds to finance a certain

percentage of the cost of the service for the poor. Hence, the use of private
funds will permit an increase in coverage, something that has significant social

value in itself that probably would not be possible under the fiscal restrictions

needed to maintain macroeconomic balance. Available government funds can

then be used to subsidize service to the poor.

The political risk during the performance of infrastructure contracts is
mitigated when the principles of free access to the area of public services are
applied. Private sector participation in the construction and operation of pub-

lic infrastructure projects can be enhanced through explicit legal statements
regarding free access to those projects. This would immediately place infra-
structure contracts within the realm of civil and commercial laws whose risks
are more familiar to private enterprise, and whose application is generally backed
by plenty of legal precedents.

The General Counsel of the Eurotunnel project has said that the law of
concession agreements is unknown in the United Kingdom. It could also be
said that unilateral clauses are relatively foreign to the Anglo-Saxon legal cul-
ture. And, as long as the countries that belong to that culture remain an impor-

tant source of capital, relying on private legal systems is likely to enhance the
flow of capital to the Latin American region.

Opportunism in Infrastructure Contracts

Even though free access to the area of public services would mean that infra-

structure projects would be subject to fewer political risks—thus making them

more attractive to private companies than concession agreements—this does

not imply that all major obstacles would be eliminated.

Contracts for the construction and operation of public infrastructure

facilities face special problems not only when one of the parties is a govern-

ment agency, but also when both parties are subject to private sector rules. This
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SYSTEMS TO ENFORCE INFRASTRUCTURE CONTRACTS 83

chapter examines the difficulties of enforcing such contracts, and considers
concession agreements as just one kind of contract that carries more risk than

normally found in infrastructure projects.
Disputes between the parties to construction contracts occur more fre-

quently than with any other kind of private legal contract, and such disputes will

be more significant if the contractor is also in charge of operating the facility.
The conflictive nature of these contracts stems mainly from two facts.

First, compliance does not take place immediately, but rather over a period of

time. Second, throughout the life of the contract both parties are subject to
conduct and economic provisions that in many cases require them to cooper-
ate so that each can fulfill its duties and exercise its rights.

This opens the door for opportunism by both parties during the differ-

ent stages of contract implementation. At the time the parties enter into the
contract they assess the risks and agree on how to allocate their burden. How-

ever, as time passes and some risks materialize and others dissipate, the party
that suffers a loss has incentives to avoid the economic consequences, while the

party not affected by a loss tends to neglect payments that were agreed to as a
means of insuring against losses.

Contractual opportunism will translate into difficulties in enforcing con-
tracts without incurring high costs. The risks of contractual opportunism be-

come more apparent if the legal system lacks effective and low-cost rules and

procedures to define with binding force the contents of contracts. Even though

a very important source of such rules is the law itself, they only become tan-
gible and meaningful when judges refer to them repeatedly and apply them
consistently to specific cases. Although in countries with legal systems rooted
in French law the use of precedents is not as prevalent as in countries whose
legal system is based on common law, the latter provides information that is
key to anticipating the way in which a judge will rule in a current dispute. The
use of precedents, and not the law alone, helps determine the exact scope of the

rules that settle disputes over infrastructure contracts. It is highly unlikely that

enough disputes will arise in a small or medium-sized country to permit the

emergence of precedents whose breadth is clearly defined.

Poor regulations or the inadequate use of precedents, the resulting risks

of contractual opportunism, and the cost of avoiding those risks (insurance,

guarantees, immersion in the country's business and legal culture, legal coun-

sel, etc.) add to the parties' transaction costs and, therefore, interfere with the

performance of a public infrastructure contract. These transaction costs will

proportionally increase where the knowledge of the regulations and of the risks

of a contract can be applied only in a certain country or on limited occasion.
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84 HUGO PALACIOS MEJIA

No legal system or contract draft will entirely eliminate legal uncertain-
ties or the possibilities of a dispute, but it is a valid aspiration that the parties to

a contract be able to find that such uncertainties and possibilities are similar to,

and not significantly greater than, those they know and those to which they are
accustomed. A more ambitious goal would be a legal and contractual regime

that would actually reduce those uncertainties. In other words, the goal is not
to eliminate the risks inherent in drafting laws and contracts; however, it is
reasonable to aim for making comparisons between different regimes easier,

reducing the differences, and eventually, reducing the uncertainties.

Benefits of Reforming the Legal Framework of Infrastructure Contracts

Raising capital for the development of the infrastructure sector becomes easier

as risk allocation in public infrastructure contracts becomes more clear; that is,
as more precise and widespread rules and more abundant precedents are made
available.

Should the analyses of economists such as Douglass C. North prove to be
correct, it could be said that the more a country designs effective, low-cost sys-

tems to enforce contracts, the brighter the prospects of overcoming the ob-
stacles of underdevelopment.

On a less distant scenario, an important consequence of having more cer-
tain contract regulations would be the possibility of attracting capital from out-
side the region, particularly from countries whose contract systems are inspired
neither by French civil law, such as the United States, England and Japan, nor by an
administrative legal system designed by the State Council or French lawmakers.

In fact, the perception of contractual risk is different in the country ben-

efitting from the construction and services of an infrastructure project than

elsewhere. Being unfamiliar with a country's legal and business culture, for-

eigners will naturally tend to consider the enforcement of a contract more risky

in those places where they have not done business before. Differences in risk

perception will always be a reason why funds available for infrastructure projects

in foreign countries are harder to come by and more expensive than domestic

capital. If foreign funds are to be obtained in sufficient amounts and at reason-

able prices for the construction and operation of public infrastructure projects,

an effort should be made to mitigate the risk of contractual opportunism by

making regulations and norms as clear as possible.

To a lesser extent, contractual uncertainty also limits the flow of domes-

tic capital. If that uncertainty involves a small or medium-sized economy, cir-
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SYSTEMS TO ENFORCE INFRASTRUCTURE CONTRACTS 85

cumstances will aggravate the problem even further because, even if appropri-
ate laws are in effect, there might not be enough judicial precedents to easily

determine the scope of the laws. The investor's legal counsel will be more will-
ing to give an opinion backed by consistent decisions from judges than an opin-
ion based on a single, isolated legal interpretation.

Contractual uncertainty particularly affects the use of public funds for

infrastructure projects. Authorities signing a contract either for public works
or for a concession are likely to face problems with contractors more frequently,

making the use of governmental savings less efficient. Thus, contracts that can
be enforced effectively and at low costs not only would facilitate raising inter-
national funds for the region, but also ease the flow of domestic capital and

enhance the use of public resources.

Differences in the Legal Frameworks of Infrastructure Contracts

The goal of the comparative analysis in Chapter 2 of the legislation of five dif-

ferent countries1 was to identify the legal obstacles to private participation in
infrastructure projects and to formulate reforms to reduce or eliminate them.
Other countries in the region stand to benefit from the lessons yielded from

the experiences of the countries studied.
The comparison, of course, should be based on the results of a purely

formal analysis. The meaning of the law always goes beyond its text or its con-
text: the judges' rulings, the jurists' opinions, and secondary or regulatory leg-
islation all contribute to the meaning of the law. Making comparisons about
the comprehensive meaning of legislation, which is indeed its true meaning, is

extremely difficult. Even so, there are some important differences among the
legal frameworks that each country uses with regard to public infrastructure
contracts. They can be grouped into the five following categories.

Ideological Differences

Some of the differences may have a profound ideological content, particularly

those regarding the freedom of the private sector to provide public services.

'Argentina, Colombia, Honduras, Guatemala and Panama.
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86 HUGO PALACIOS MEJIA

The existence of either freedom or entry barriers immediately determines
whether or not the contracts are concession agreements, thus subject to special

rules that increase the sovereign risk or locatio operis agreements akin to con-

ventional private legal contracts. The possibility of using expropriations to en-

force concession agreements, and particularly the scope of the underlying in-

demnities, is a sensitive topic that has been debated at length throughout the
region.

Differences due to the leverage and level of commitment that certain

interest groups have developed in many countries should not be overlooked
either. The construction of infrastructure projects may require licenses and
government permits, especially related to environmental protection, rights

of local communities, and protection of historical heritage. Also very impor-
tant, when present, are laws that protect workers' entitlements under labor

contracts and those that seek to prevent the interruption of public service

supply.
Legal reform would hardly redress all these differences in the legal frame-

work because they have an ideological nature. Although reforms regarding the

principle of freedom of entry to the sector may be more viable, the political
obstacles to their implementation should not be ignored.

Differences That Can Be Overcome with Procedural Rules

As long as an individual has a dominant position in the market by virtue of
either owning public service infrastructure or having acquired it through a con-
cession agreement or as the result of the freedom of entry principle, setting the

rates to be charged becomes an issue that has immediate social and political
ramifications. The application of the underlying regulations will always carry a

political risk.

It is possible to pursue legal reforms that, while maintaining the power to

prevent abuses in the hands of the authorities, create administrative proce-

dures that guarantee the private company the opportunity to make itself heard.

Those procedures would not keep the company from obtaining a reasonable

return on its investment, and would enable it to receive from the authorities

clear and timely statements about the extent of its rights and duties. A subse-

quent legal review of those statements with the aid of legal experts would com-

plete a reasonable legal framework. C
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Economic and Political Differences Addressed in International Treaties

There are differences in the legal approach to certain matters that undoubtedly
affect contract risks, but that have already been addressed by international co-
operation efforts. These matters are usually related to currency exchange is-

sues. One of the objectives of the International Monetary Fund is to facilitate
international payments of goods and services exchanged, and it does not seem

right to assume that reducing the differences and uncertainties of infrastruc-

ture contracts would lead to legal reforms that are more liberal than those re-
sulting from the Fund's charter.

Something similar can be said about another relevant issue: the treat-

ment and the possibility of government expropriation of foreign investments.

This matter usually involves the constitutions of the countries, not only their
legal systems. Several international treaties already exist in this area, some bi-

lateral and others backed by the World Bank. Despite the importance of the
issue, the infrastructure financing cause would be better served by focusing on

other more specific sources of uncertainty.

Specific Differences about Contractual Issues

Chapter 2 points to the existence of some legal discrepancies or instances where
the law is silent regarding issues that neither reflect serious ideological conflicts
nor have received constant special attention from international agencies. These
issues are indeed more likely to be the subject of legal reforms to attract funds
to the infrastructure sector. Specific examples are the rules related to issues

such as rights-of-way, types of collateral, the scope of fiduciary arrangements,
the possibility of lenders taking over the responsibilities of the project builders
and operators, lenders' duties, the duty the victim has to mitigate the effects of

breach of contract, the discretion the parties have to determine risk-sharing

responsibilities within a contract, the amendments to administrative contracts,

and the rights and duties of the contractor upon fulfillment of the contract.

A matter not related to political conflicts but surrounded by clearly vested

interests and thus deserving of special attention is the issue of the contract's

economic and financial equilibrium. This concept covers, in principle, the duty

of the contracting government agencies to compensate the private contractor

for all the losses caused by burdens or limitations imposed by actions taken by

the authorities. However, there are exaggerated versions of this rule that lead to

administrative contracts that are free of risk to the private contractor. There-
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fore, as long as the rules pertaining to contract equilibrium are not precise,
possibilities for opportunism will remain, running against the interests of the

government agencies. The content of most rules is not clear regarding the rea-

sons for maintaining such equilibrium, when the balance is lost, how it is re-

stored, and who chooses the adjustment mechanisms in each case.

Differences in Conflict Resolution Procedures

Chapter 2 points to the progress made by some countries in incorporating ar-
bitration systems into their laws for the settlement of disputes, even though

significant problems remain. There have been substantial recent international

efforts in this area to coordinate legal systems.

Prospects for a Standard Infrastructure Contract Format

Insofar as the goal is to provide a common benchmark or to reduce the uncer-
tainty of the rules applicable to infrastructure contracts, one possibility for the
region would be to move toward more uniform contract clauses, much in the
same way that some engineer trade associations have done it in certain Euro-
pean countries.

Such an effort might not yield useful results at this time. In fact, one

common characteristic of several Latin American legal systems is the presence
of multiple compulsory public interest regulations that, if in conflict with any
contract clause, can render that particular clause or the entire contract null and

void. The diversity of legal systems would make the use of a standard contract

text in different countries difficult because contracts might then be revoked for

violations of public interest regulations.

In many Latin American countries it has been established that, unlike the

private sector, authorities may limit their work to those activities expressly pro-

vided for in the law. As a result, many contract options available to the private

sector are unavailable to government agencies, not because they are prohibited,

but because they have not been authorized.

Drafting standard public infrastructure contracts in Latin America would

be hampered both by the fact that the provisions would have to defer to many

higher order rules, and that in several countries the provisions applicable to

the private sector would not be authorized for government agencies.

The reduction of uncertainties and legal differences pertaining to the

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



SYSTEMS TO ENFORCE INFRASTRUCTURE CONTRACTS 89

framework of public infrastructure contracts should be pursued through legal
reforms rather than through the development of common contract texts. With

time, though, the latter could be the result of the former.

The Aim of Legal Reforms

There is no legal model in any of the countries surveyed to regulate contracts

for the construction and operation of public infrastructure projects. Each

country's laws reflect unique cultural and economic circumstances that have

evolved with time and led to changes in the regulations. Similarly, no interna-

tional agreement provides for the creation of a common contract framework

for public infrastructure projects in countries with significant capital flows,
although work to that effect is being carried out by the European Union. Fi-

nally, legal reform would be less difficult to implement if the issues involved
had not been the subjects of ideological debate.

A starting point would be to determine the possibility of eliminating those

features in legal systems that are peculiar to the countries involved and com-
pletely foreign to the practices and institutions of countries that export capital.
Then, it would be necessary to authorize the private and public sectors to in-

corporate into their contracts certain business agreements that capital export-

ing countries frequently use. This does not mean the legal arrangements in
those countries are necessarily "better" than those of other countries; rather, it
would acknowledge the fact that there is sufficient risk management expertise
in using those business agreements, due to the larger volume of operations that
capital exporting countries perform. Thus, the work proposed, to a certain ex-

tent, requires more information about the legal contractual framework of the
countries that handle a significant amount of funds for infrastructure projects.

There are certain specific issues that should be carefully addressed when

planning legal reforms to enhance public infrastructure financing. Some refer

to the nature of the contract provisions for each party, while others deal with

mechanisms used to settle disputes.

Freedom to Allocate Risks

It would be safe to assume that when dealing with companies involved in the

construction and operation of infrastructure projects, each of the parties is

relatively aware of the variables it controls, the variables controlled by the other
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party, the risks, and the cost of coping with those risks. Therefore, contractual
freedoms in the allocation of risks among the parties involved should not be

restricted, especially when most legal systems contain force majeure clauses

that waive responsibility.
In this context, the rules for the economic and financial equilibrium of

the contract should be used only to compensate the private contractor for losses

resulting from legitimate government decisions that affect the contractor's cor-

porate interests; that is, losses that do not affect the community as a whole. The

control on the authorities' illegitimate decisions should be carried out accord-

ing to the rules that protect the contractor against breach of contract, or regu-
lar liability rules.

Contract Interpretation Rules

In reviewing the risk allocation provisions of a contract, it is suggested that
each party assume those risks it can assess or know more accurately than oth-

ers, or those that it can mitigate more economically. However, in terms of legal
reforms, perhaps it should be established by rule that, in case of doubt, the
contract should be interpreted as though the parties had agreed to abide by
economic principles like those that ensure the optimal use of resources. This
would represent progress, as opposed to the use of conventional rules of inter-
pretation based on formal analyses of the text or on contractual performance
that may be subject to several interpretations.

Immediate Conflict Resolution

Few contract provisions are as useful in the implementation of an infrastruc-

ture project as those that enable the immediate resolution of conflicts that arise

during the performance of the contract.

Studies have identified the following as the most frequent sources of con-

flict in the performance of infrastructure contracts: new developments requir-

ing projects work unforeseen in or unrelated to the original agreement; unex-

pected conditions in the construction site, soil or weather; delays, including

those due to design errors or revisions; and interference with the contractor's

work schedule. Insofar as these problems are not resolved promptly, they can

result in work stoppages or delays that may have serious financial consequences

for the parties.
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It might be more economical to keep certain individuals properly and
constantly informed about the performance of the contract so that they are

capable of settling conflicts in a timely manner. The alternative is to appoint
different arbitrators for each conflict or for a bulk of conflicts once they have
accumulated. The presence of these individuals should be prevented from en-

couraging futile claims and trivial conflicts.

Alternative Methods of Conflict Resolution

A broad consensus has been forming about the usefulness of having several

methods of conflict resolution beyond just traditional judicial approaches. Ar-

bitration systems allow for specialized and experienced judges who can gain
the trust of the parties and are capable of settling conflicts relatively quickly.
Nevertheless, rules in regard to the admissibility of arbitration are usually very
strict, and in the case of doubt the rules on settlement of disputes usually fa-

vors the jurisdiction of regular judges. In Colombia, there have been many ju-

dicial rulings that, based on constitutional interpretation, have denied the pos-
sibility of arbitration or have limited the scope of the underlying regulations.

It would be worth considering legal reforms that provide for the auto-

matic use of alternative resolution methods not only for conflicts originating

directly from the contract, but also for related issues that could interfere with
its performance, even if such issues involve parties that were not part of the
original agreement.

It would not be appropriate, however, to submit conflict resolution to
international judges, unless there are relevant international aspects in the con-

flict that could influence the outcome of the dispute. Even though such judges
might be experienced in work concession matters and infrastructure contracts,
their experience is usually linked to legal frameworks that may be different

from those of the country where the conflict should be settled in the first place.

Procedural and Evidentiary Rules

Even if conflicts can be settled through arbitration, it is possible that the rules

do not permit the parties to depart from the established legal procedures and

evidentiary requirements. Such restrictions can considerably impair the use-

fulness of arbitration procedures. Particularly in the case of infrastructure con-

tracts, the volume of documents, for instance, can be overwhelming. The ap-
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92 HUGO PALACIOS MEJIA

plication of conventional rules of admission of evidence could consume the
arbitrator's time unnecessarily. Therefore, it would be advisable to have the

parties agree on the procedural and evidentiary rules to be applied in arbitra-

tion or even in conventional procedures. The International Chamber of Com-

merce accepts such agreements in arbitration.

Defining Administrative Procedures

As long as government authorities are parties to infrastructure contracts, and
especially if they can resort to extraordinary clauses during their performance,

the law should define the processes and the deadlines for the authorities' deci-
sions. It would be convenient to examine whether the deadlines could be man-
aged through the principle of estoppel inpais because of the authorities' silence.

Conflicts of Interest When Government Agencies Are Party to a Contract

When government agencies are parties to an infrastructure contract, it is best
to avoid situations where the agencies themselves are in charge of regulating
the commercial activities of the project after it begins operations. In particular,
regulators should not carry out control or oversight or assess penalties related
to rule violations. In other words, the authorities should not be parties to and
enforcers and regulators of a contract at the same time.

In fact, an agency that is party to a contract may have political commit-
ments that create conflicts of interest at the time of imparting rules about the

operation of a project, especially when rates are involved. If the agency that sets

the rules has to investigate and punish infractions as well, the problems that

would otherwise be blamed on poor or unclear regulations would probably be

attributed to misconduct on the part of the private contractor.

Multiple Controls

One potential problem in the performance of infrastructure contracts takes

place when different government agencies are in charge of overseeing the fiscal,

disciplinary, penal or contractual issues surrounding a contract's performance,

or when it is unclear which agency should make a final decision at a given time.

Any legal provisions that prevent this kind of duplication will mitigate the po-

litical risk involved.
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Control of Contract Amendments

Just as at the time of awarding the contract, when the parties agree to introduce amend-
ments to contracts involving a government agency, the desire to preserve equal con-
ditions among the private bidders competes with the need to accommodate the

contractor's actual experiences and the changes in circumstances. In many cases,
amendments can be seen as a way of sidestepping the terms of the original bid.

Only the supervisory authorities should be able to analyze why amend-

ments are needed and how they are incorporated. However, should the analysis

reveal an actual violation of the equal conditions principle, it should not serve

as grounds to compensate the losing bidders or rescind the new agreements.

Disciplinary penalties may be imposed against the officials involved, or the
contractor's undue profits may be reduced. However, the contract should not
be rescinded and care should be taken so as not to jeopardize the interests of

third parties acting in good faith, e.g., project financing agencies.

Rules Regarding Contract Expiration

Upon fulfillment of a contract for the construction or operation of an infrastruc-

ture project, or of one of its stages, questions about the quality of the works may
arise, as well as whether the liabilities for breach of contract should be covered by
the contractor or the insurance company. The expiration of a contract raises other

questions related to payments due to the contractor. In some countries, concession
agreements require the contractor to revert to the government the assets linked to
the concession, even if they were provided by the contractor. This, however, does
not exclude the possibility that the government pay the contractor the remaining

value of certain assets. Inasmuch as the circumstances allow, the contract's eco-
nomic clauses should not provide for payments between parties upon the expira-

tion of the contract, and should allow free separation of project assets contributed

by the contractor, whose removal does not interfere with the operation of the project.

Ownership of Assets Linked to the Project

In countries such as Colombia, the law is unclear as to who owns the assets

linked to the project during construction, what underlying powers the govern-

ment agency has with respect to facilities that are part of work in progress when

the agency is party to the contract, or what the consequences are of delivery

said to be satisfactory, particularly in the case of partial deliveries. These issues
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94 HUGO PALACIOS MEJIA

may be of special significance in terms of performance bonds and should be
incorporated into the corresponding regulations.

Towards a Contract Framework for Infrastructure Investments

The implementation of legal reforms is not an easy task. But it could be made

easier if proposals were presented as a part of an international cooperative effort.

Multilateral institutions such as the Inter-American Development Bank could
provide an additional service to the region by promoting a treaty aimed at reduc-
ing the transaction costs associated with infrastructure contracts. This would

help attract international private funds to the sector, harness domestic savings,
and increase government efficiency whenever it is a party to such contracts.

Although the ratification of treaties usually involves lengthier formal pro-

cedures than those required to change laws, the extra work might be offset by

the actual prospect of improving the conditions of infrastructure financing for

countries of the region. A treaty could favor the development and subsequent
use of standard contract terms for infrastructure contracts in different coun-
tries, thus further reducing transaction costs due to legal uncertainty. Similarly,
a treaty would enhance the regional exchange of engineering, management and

legal services.

Conclusions

One of the most attractive reforms aimed at raising capital for public infra-

structure projects is to ensure freedom of entry to the sector. Barriers should

be exceptions, not the rule. Freedom of entry does not imply, of course, that

the authorities waive their power to regulate and monitor, or, when deemed

necessary, to use public funds to provide subsidies.
It does not seem possible, however, to draft a standard contract for the

region's infrastructure projects. The peculiarities of legal systems may make

null and void the most important clauses. On the other hand, there are a num-

ber of subjects on contractual law and practice that are not usually associated

with particular political views in the region and that could be incorporated

into each country's laws in order to increase legal certainty, as well as the confi-

dence of project investors and lenders. The impact of the reforms could also be

significantly enhanced by incorporating them into an international treaty.
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CHAPtER4

Regulation by Contract:
A Lender's Perspective on

Concession Regimes

Jacques Cook

In looking at the political landscape of Latin America and the Caribbean, one
is struck by the prevalence of policies for the privatization and structural re-

form of the region's infrastructure sector. Although these policies share some

common themes, each government is in fact developing its own framework for

implementing them. It is, therefore, impossible to generalize about the region's

experience with privatization and its eventual impact on the economic devel-
opment. However, most of us assume that when the economic history of the
region is written, the privatization of infrastructure will figure as a significant

factor in the long-term growth and modernization of Latin America.
While EOT (build-operate-transfer) concessions are part of the first stage

of economic liberalization, this mechanism has limitations that prevent it from

providing the comprehensive legal and regulatory framework required for sus-
tained privatization of infrastructure.

Although most Latin American countries still have limited experience

regulating private sector infrastructure providers, they have a unique opportu-
nity to install new and more effective systems of economic regulation. Forging

an effective public-private partnership for infrastructure development in the

region vitally depends on creating transparent rules and regulations. This pro-

cess requires perseverance from the political leadership, competent technical

support from key government institutions, and a willingness to experiment

with new principles and instruments of legal and economic regulation.
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96 JACQUES COOK

Regulation by Contract: BOT Concessions

One of the most prevalent instruments for economic regulation of privatized

services is the private sector concession contract. This form of regulation is

widely used for infrastructure because it offers governments a reasonably simple

way to oversee the activities of private sector providers. It also offers govern-
ments a regulatory instrument that appears to require limited supervision by
government agencies. However, economic regulation cannot be effectively car-

ried out on a wide scale only through concession contracts. In fact, this instru-

ment is an awkward and incomplete tool for addressing fundamental issues of
economic regulation, which require the creation of comprehensive legal and

regulatory regimes based on precise statutory norms, coupled with the legal
and procedural safeguards to protect the legitimate interests of the private sec-

tor and consumers.

Concession regimes have existed in various guises since antiquity. Broadly
speaking, a concession is any arrangement in which a private company obtains

from the government the right to provide a particular service under conditions

which accord it significant market power.1 From the standpoint of a project
lender, the bankability of the concession agreement normally focuses on the
following key features of the contract:

• Provisions concerning required investments, criteria for project comple-
tion and the commencement of operations to collect tolls or charge tariffs;

• Provisions affecting the reliability of the revenue stream needed to re-
pay debt and provide a return to equity, including assessment of tariff clauses
and other adjustments in the key terms of the concession that affect the eco-

nomic-financial equilibrium;

• Events of termination and payout provisions;

• Enforceability of lender security interests over the project and its assets.

Experience has shown that failure of the concession contract and conces-

sion legal framework to properly address these key issues will result in higher

transaction costs to the project sponsors, who may be forced to offer indemni-

ties and guarantees to their project lenders to cover any potential shortfalls.

Deficiencies in these areas may also cause delays in securing financing, as the

project sponsors often may have to negotiate addenda to the concession or

'See Michael Klein, Concessions—A Guide to the Design and Implementation of Concession
Arrangements for Infrastructure Services. World Bank, 1996.
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REGULATION BY CONTRACT 97

obtain consents from the conceding authority to fill in the perceived gaps in
contractual coverage. Finally, badly designed concession contracts can lead to

costly disputes, public dissatisfaction, and the erosion of political support for

the privatization of key public services.

The survey presented in Chapter 2 shows that there is no clear consensus

in the region on the fundamental principles of concession law. Moreover, for

interested lenders and developers, the absence of an agreed concession model
means that the task of appraising and assessing the risks involved in infrastruc-

ture BOTs is fraught with difficulties and uncertainties. This is obviously not a
satisfactory situation either for lenders, developers or Latin American govern-

ments.

Unilateral Amendments

The government has the inherent right under most civil jurisdictions to re-

quire unilateral amendments to the concession and additional works in the

public interest. In Honduras, specific legislation grants the government the right

to make unilateral changes in the terms of any concession pursuant to which
the service is provided by a private developer. Under the laws of Panama, the

government may make unilateral amendments to concession agreements only
to the extent that there is danger that the service will otherwise be seriously
impaired. Such a determination must be made by a regulator. In Colombia, the

government's authority to intervene is triggered by a potential interruption in
service. Moreover, if the unilateral changes result in the initial value of the con-
tract being modified by 20 percent or more, the concessionaire is granted the

right to claim termination of the concession agreement. Under Argentine law,
the authority granting a concession has the right at any time to impose upon
the concessionaire an improvement or modification in the service for the ben-

efit of the public.

Although the theoretical basis for the government's right to impose condi-

tions on the concessionaire above those specified in the concession contract is

generally accepted in most jurisdictions of the region, the government's discre-

tionary power over the concessionaire creates a level of uncertainty that can ad-

versely affect the economic interests of the private investor. This power intro-

duces an imbalance in the relationship between the private developer and the

government that should be redressed through appropriate contractual limita-

tions in the concession agreement, effective dispute resolution provisions, and

procedural safeguards in the country's civil procedures and administrative laws
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98 JACQUES COOK

that give the concessionaire standing to contest arbitrary and capricious acts by

the conceding authority. In the few countries that have such provisions, major

statutory changes have been required to protect the rights of the concessionaire.

Project Completion

The typical concession calls for the concessionaire to carry out certain invest-

ments in infrastructure and to recover its investment through the collection of

fees or tolls. In exchange for these investments, the government provides cer-

tain services to the concessionaire that only a government is capable of provid-

ing, including expropriation of the necessary land and rights of way. Problems
arise when the government fails to comply with some or all of its obligations

under the concession, preventing the concessionaire from fulfilling contrac-

tual commitments to the conceding authority.

A textbook example of this problem was the Bangkok Expressway Toll
road project in Thailand. In 1987, the Thai government granted a concession

totaling over $900 million to a Japanese developer for the construction of an

expressway. The concession provided that the parties would share the revenues
collected on the unified system of toll roads, and that the tolls would be in-

creased from 10 baht to 30 baht when certain specified components of the roads
were completed (the Priority Component). However, events occurred that pre-
vented the government from delivering the lands it was committed to expropri-

ate for construction. As a result, the concessionaire was able to deliver only a
portion of the Priority Component works within the contractual deadline. This
meant that the concessionaire was in technical default of its loan covenants (fail-

ure to achieve Project Completion) and, more seriously, would have to cover its

debt obligations with contingent equity unless it could share in the toll rev-

enues. Matters got ugly as the government refused to raise the tolls and share

revenues until the concessionaire could achieve substantial completion on the

Priority Component. Clearly, the government was in a political bind, since it

believed that it could not justify raising the tolls on an uncompleted road. Ulti-

mately, the dispute was submitted to arbitration, the Japanese developer was

bought out by local investors, and the project was refinanced by local banks.

This project contained a number of useful lessons about concession con-

tracts. First, it showed what can go wrong when the contracting parties leave

key provisions unclear. For instance, although the contract contained several

clauses dealing with the rights and obligations of the parties in case the lands

were not delivered in timely fashion by the government, it failed to provide any
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REGULATION BY CONTRACT 99

clear monetary remedy for the concessionaire. Under the concession agree-
ment, the concessionaire was allowed to request an extension of the concession

period, an increase in the tolls, or an adjustment in the sharing formula. How-
ever, the agreement did not require the government to raise tolls or to share the
toll revenues. This placed the risk of untimely delivery of the rights of way on

the concessionaire and the lenders rather than on the government, which was

the party best able to deal with this project risk. Thus, the concession contract

misallocated one of the key project risks and failed to provide a mechanism for

making timely midstream corrections in the project documents. This doomed
the project and eventually produced a breakdown in relations between the gov-
ernment and the concessionaire.

One can ask why the parties agreed to such ambiguous terms. Why place
so much money at risk when the contractual terms are by definition impre-
cise and the likely results so patently unfair to one party? The answer is that it

is probably impossible to allocate risks in many of these projects through
contracts alone. Although lawyers may not willingly acknowledge this fact, it

is not always possible to design the perfect contract that anticipates every

conceivable problem that may arise in the course of a long-term concession.

Also, as is so often the case, the parties may have thought they could work out

any problems through amendments or adjustments later on. Experience has

taught us that this perception of the contractual relationship in infrastruc-
ture concessions is unrealistic. Unless mandated by law, governments cannot
always be trusted to protect the interests of the concessionaire and to ensure
that contractual fairness is maintained throughout the life of a concession.
And it should not be forgotten that political and social realities change over
time, making it unlikely that common sense and good faith will be main-

tained throughout the life of a lengthy concession. Regulation by contract

thus may become a trap for the unwary who become prisoners of their own
imperfect legal instruments.

Early Termination

For most concession regimes in Latin America, the government is empowered

to terminate the concession prior to its stated maturity due to a material de-

fault by the concessionaire if the concessionaire becomes insolvent or by mu-

tual agreement of the parties. In addition, most systems recognize the right of

the government to terminate the concession in the public interest even where

neither party is in default. Ironically, the right of the concessionaire to trigger
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100 JACQUES COOK

an early termination because of a default by the conceding authority is not
uniformly recognized. For instance, Honduras does not provide for the right

of the concessionaire to terminate a concession upon a default by the govern-

ment of its obligations. In Ecuador, although the concessionaire may terminate

a concession because of a default by the government, it must first obtain an

arbitral decision or an administrative decision of a court before it can initiate

the termination; yet no such procedural restriction is placed on the government's
right to early terminate. In Panama, concessionaires do not have the right to

early terminate the concession even if the government defaults on its obliga-
tions under the concession agreement. To an outsider interested in investing in
projects in these countries, this situation does not appear reasonable. If the

concessionaire must continue to provide services and cannot early terminate

the concession because of a default by the conceding authority, there is a seri-

ous risk that the concessionaire may have no effective way of mitigating dam-

ages through suspension of its performance. This contractual imbalance is not

consistent with the need to create an environment favorable to private invest-
ment in infrastructure. For this reason, governments should offer the conces-

sionaires the same contractual rights that governments enjoy, with appropriate
procedural safeguards to protect the interests of both the public and the pri-
vate developers. This would be consistent with prudent standards of public
administration and would provide a more balanced basis for a true public-
private partnership.

Buyouts and Termination Amounts

Although the legal procedures for early termination are often a source of

confusion in concession contracts, the more troublesome issue relates to com-
pensation to the concessionaire in the event of an early termination. Here,

too, there is inconsistency in the various regimes. In some countries, conces-

sionaires have been provided with clear formula to compute the compensa-

tion amount based on the net asset value of the concession. In others, the

BOT contract will have only the vaguest reference to the amount of compen-

sation, with the amount often left to be determined by some third party or

through arbitration. In Chile, the amount is determined through an auction

supervised by the secured lenders. Finally, some concessions provide for no

payout amount in case the concession is terminated because of a default of

the concessionaire. Clearly, from a lender's standpoint, this is the harshest

and least acceptable arrangement, since it does not provide fair compensa-
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REGULATION BY CONTRACT 101

tion for the investments made by the concessionaire and opens the possibil-
ity that the government could be unjustly enriched by a default by the

concessionaire.
The significance of the termination buyout cannot be overlooked in any

financial and legal appraisal of a private sector BOT project. Ambiguities on

the computation of this amount or potential difficulties in securing payment

from the local government can be major political and commercial risks that
can imperil the project's ability to secure long-term financing. This is because

in a nonrecourse or limited recourse financing, lenders' security interest is usu-
ally restricted to the cash flow generated by the project. In BOTs, lenders will

often be unable to foreclose on the property of the project company because

the land and fixtures remain property of the state. In such circumstances, the

termination buyout provisions of the concession are the only way to provide

fair compensation to the lenders and the developer. It should therefore not be

surprising that the Inter-American Development Bank's first political risk guar-
antee was used to secure financing for a water treatment plant in Colombia,

and that the guarantee covered the risk of nonpayment of the termination

amount by the municipality.2

Force Majeure Risks in Concession Contracts

Although concession contracts purport to establish a framework for regula-

tion of privatized infrastructure, force majeure risks in such projects should be
apportioned fairly between the contracting parties. Political force majeure risk
should clearly be assumed by the conceding authority, while insurable com-
mercial force majeure risks should be borne by the concessionaire. However,
allocation of these risks is often impossible to evaluate on the basis of the con-
tractual provisions of the concession agreements because of the absence of clear

definitions offeree majeure events. References are often made to the civil code

of the respective country, but the scope of the force majeure provisions are
unclear.

Finally, lenders are not always clear on how the existence of a force ma-

jeure event is to be procedurally defined in the underlying concession contract.

If force majeure must be invoked, there has to be a reasonable procedure for

2See Appendix 4.1 for a more complete discussion of the Rio Bogota Water Treatment Project
and the IDE's first partial risk guarantee.
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102 JACQUES COOK

determining the existence of a force majeure event. But in many concessions,

only the government agency is allowed to determine the existence of such an

event. This opens up the possibility that the concessionaire may be unable to

invoke force majeure relief if the government agency acts unreasonably. There

have been some recent attempts to be more precise in the treatment of force

majeure risks in concession contracts. Still, more work needs to be done to

provide clearer standards and procedures for dealing with force majeure in

concessions now being awarded by national and municipal governments

throughout the region.

Lender Security Interests in BOT Contracts

BOT concessions must also provide legally enforceable mechanisms to protect

the interests of secured lenders to the concessionaire. Although most of the
concession laws in the region acknowledge the rights of secured lenders, many

do not provide clear procedural safeguards to protect those interests in the

event the project company defaults on its obligations under the concession, is

adjudged bankrupt, or defaults on its financing agreements. For instance, most
of the property controlled by the concessionaire cannot be mortgaged or pledged
to third party lenders (e.g., toll roads). Also, most jurisdictions in the region do
not allow the concession contract to be pledged to lenders, although many con-
cession regimes allow the pledge of the rights emerging from the concession,

such as toll revenues and other economic entitlements of the concessionaire.
Finally, many of the concession contracts require that the property of the con-
cessionaire be returned to the conceding authority upon termination of the

concession, free of all encumbrances.

In light of the precarious nature of their interests in the concession, lenders

might look to the following to strengthen their legal position in the concession:

• It should be stipulated that the government will not take any action to

amend, rescind or terminate the concession without first providing timely no-

tice to the secured lenders.

• Secured lenders should be given a contractual right to cure any default

by the concessionaire and to exercise step-in rights to protect their economic

interests.

• Secured lenders should be afforded a security interest in any proceeds

that stem from the sale or transfer of the concession to another third party. In

the absence of a buyout by the conceding authority, this would provide lenders
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REGULATION BY CONTRACT 103

with a means of covering their loss in the event of a premature termination of

the concession.

• Secured lenders should be given standing to intervene in any proceed-
ing involving a dispute under the concession, including any administrative pro-

ceeding to adjust the concession terms.

Finally, the law on secured transactions in many jurisdictions does not

always provide a convenient way of recording the interests of lenders to a con-

cessionaire. This may become very important in a bankruptcy workout situa-

tion. It may be useful to establish special mortgage instruments to deal with the
particular characteristics of project finance lending to concessionaires.3

Tariff Regulation

Perhaps no issue in concession contracts is as important as provisions affecting

the tariffs or fees collected by the concessionaire. Obviously, the concessionaire

will have little incentive to fulfill its obligations under the concession if the
applicable tariffs do not provide a reasonable rate of return on the investment.
And for the government authorities, political support for the privatization ini-

tiative will depend vitally on its ability to deliver quality services to the public
at reasonable costs.

Experience shows that the public's willingness to pay tariffs is heavily
influenced by its clear perception of the real costs of the services, regardless of
whether they are provided by public or private entities. For instance, in many
countries, governments have provided water and sewerage services to the pub-

lic at heavily subsidized rates. In most instances, the availability of cheap water
is an illusion, since the state-run enterprises typically underinvest in the sector
and therefore are unable to provide a safe and reliable water supply to the gen-

eral public. In such instances, a EOT concession with a reputable private sup-

plier may offer the opportunity to improve the quality and reliability of the
services. But this would require appropriate incentives for the private company

and a fair and reasonable tariff regime. Governments should therefore educate

consumers about the benefits and costs of privatization so that the public reac-

tor instance, in Chile, a prenda especial de la concesidn de obra ptiblica was created allowing
lenders to record their interests in private sector concession contracts. (Public Works Law
No. 164 of 1991 as amended by Law 19,460 of 1996).
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104 JACQUES COOK

tion to higher prices in the short run does not jeopardize long-term gains at-

tainable through the BOT.

In a BOT concession, the tariff provision must allow the concessionaire

to make periodic tariff adjustments to reflect changes in the CPI or foreign

exchange rates. Also, the tariff structure may need to be adjusted to reflect

changes in the concessionaire's rate base or shifts in consumption patterns,

especially if the concessionaire is guaranteed a rate of return on its investments.4

In countries that are introducing price cap regulation,5 the regulators also have

to ensure that tariff levels provide incentives for improvements in productivity.

In most countries of the region, experience with rate making and economic

regulation is still evolving. However, the important point is that BOT conces-

sion contracting cannot be carried out in an institutional vacuum. An effective

legal and regulatory framework for dealing with rates is a necessary comple-

ment to the tariff provisions included in the concession agreement. Without it,

the concessionaire will be exposed to considerable political, economic and fi-
nancial uncertainty, which cannot always be addressed through improvised ne-
gotiations and adjustments during the life of the concession.

Governments should be urged to develop procedural mechanisms for re-
viewing rates for vital services in order to ensure orderly and sustainable
privatization of infrastructure. These deliberations should not take place behind
closed doors and must provide fora for public discussion and debate of key is-
sues. If telephone, water or electricity rates must be increased, users should have
an opportunity to comment on the requests and, if appropriate, present con-

trasting views. The investment programs of the concessionaire also must be ex-
posed to public scrutiny, especially where these programs are providing the basis
for rate increases. These open fora will provide consumers and the private devel-

oper with avenues to engage in an orderly dialogue on public policy issues and, if

properly managed, should strengthen public acceptance of privatized infrastruc-

4A rate of return tariff system ensures that the service provider will receive a tariff that covers
the costs of operation and maintenance, depreciation and taxes, and a return on its invest-
ment. Determining an appropriate rate of return is also contentious, with arguments focus-
ing on the amount of the investment and proper costing thereof. Consumers in many coun-
tries have been dissatisfied with rate of return guarantees because of the technical and legal
difficulties that are involved in enforcing and supervising the private concessionaires.
5Price caps of RPI-X methods for setting tariffs effectively provide the private operator with
a guaranteed return subject to performance incentives, which discourages wasteful
overinvestment to inflate the rate of return. This method also requires careful monitoring of
tariffs and periodic reviews by the regulator based on a full disclosure of information on the
operations of the regulated entity.
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REGULATION BY CONTRACT 105

ture. The alternative could be street protests punctuated by distorted reports in
the press, all of which could undermine the privatization initiative.

International experience has confirmed that rate setting is perhaps the
most difficult aspect of privatization. In the United States, rate setting has been
one of the most complicated aspects of public utility regulation. In transport,

electricity, water and sanitation, the state and federal regulatory agencies have

struggled for many years to achieve a proper balance between public and pri-

vate interests. The results have not been entirely satisfactory, as evidenced by

recent initiatives to deregulate and introduce more market incentives.6 In the
United Kingdom, the privatization of railroads and electricity sectors has fur-
ther highlighted the difficulties of creating a new regulatory regime. It should

therefore not be surprising that the countries of Latin America are facing a
daunting challenge in establishing new regulatory frameworks for privatized

infrastructure.

Aguas Argentinas, S.A. provides an example of what can happen when

the tariff provisions of the concession contract are not properly coordinated
with an effective regulatory framework. Press reports have indicated that one

of the key problems in that concession has been the tariff provisions.7 The origi-
nal concession granted in 1993 provided that new customers of the system
were to be assessed an infrastructure charge. However, the concessionaire ap-

parently concluded that this charge ($800) would be too low and therefore

requested that a connection charge of $200 be added to this amount to allow
the company to recover its investment. It soon became clear that many new

customers would be unable to pay this charge. The concessionaire also requested
an increase in water fees. Accordingly, the Argentine government and the con-
cessionaire renegotiated terms of the concession clauses dealing with tariffs,
and last year the government issued a decree that authorized an amendment to
the concession. Once implemented, the amendment would allow imposition

of a Universal Service and Environmental Improvement charge (SUMA) (equal

to $4 bimonthly) payable by all customers in lieu of the infrastructure charge
payable by new users, a 14 percent increase in water fees, and the imposition of

a $ 120 connection fee for new customers. This amendment was reportedly chal-

lenged in court by consumer groups that, among other things, claimed that the

regulatory agency created to supervise the concession, the Ente Tripartite de

6See Infrastructure for Development: World Development Report 1994, Chapter 3, Regulatory
Cycles in the United States, p. 57. (New York and London, 1994).
7See Oxford Analytica, Argentina: Water Politics, 3/19/98.
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106 JACQUES COOK

Obras y Servicios Sanitarios (ETOSS), had not adequately protected consumer
interests.

Basically, what appears to have taken place in this case is that the govern-
ment and the concessionaire sought to address a major rate adjustment through

direct negotiations between the conceding authority and the concessionaire,

rather than through an administrative proceeding of the regulatory authority
established to supervise the concession. In light of the political and legal issues

that have arisen in connection with that proposed adjustment, one can ques-

tion whether it is reasonable to handle these anticipated rate adjustments
throughout the life of the concession through direct negotiations. Will the gen-
eral public and organized consumer groups remain satisfied with this process?

Will they launch legal challenges to negotiated rate increases? Is there a more

transparent legal process in Argentina that would provide for an orderly reso-

lution of controversies over these key policy and tariff issues? What will be the
eventual role of the regulatory agency, ETOSS, if the national government un-
dertakes a formal amendment of the concession for future rate adjustments?
These are as yet unresolved issues that the Argentine authorities will certainly

have to address if they want to install a stable and effective regulatory frame-
work for this important concession.

It would be naive to assume that implanting new regulatory frameworks

will be quick and easy and that the governments of the region will be able
within a very short time to do what has taken decades to achieve in countries
more experienced in privatizing infrastructure. But it will be important for the
countries of the region to start with some basic principles:

• Rates cannot be designed based solely on political considerations. Keep-

ing tolls low may be politically acceptable, but it may not provide enough rev-

enues for private sector investment. Some form of public subsidy may be re-

quired if tolls cannot be raised to cover investments. In any event, governments

need to establish clear and transparent rules for setting rates for all conces-

sions. On the other hand, relying only on market incentives may not be politi-

cally viable, especially where the market may produce natural monopolies that

adversely affect consumer welfare.

• Regulatory agencies must be created as soon as possible and given the

financial and human resources needed to competently monitor and gather data

on the affected sector. This process is not easy. Critical issues such as the re-

spective roles of local versus national institutions must be resolved. In large

federal systems, state and municipal regulatory functions will have to be de-

fined in a manner consistent with a national norm. The degree of autonomy of
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REGULATION BY CONTRACT 107

the agencies must be determined together with mechanisms to ensure their
political accountability.

• Procedures must be set in place that ensure that all interested parties
have access to the basic information on the performance of the private sector

concessionaires. Performance standards should be publicly known and dissemi-

nated to the public at large.
• Rate-setting principles and guidelines should be publicly enunciated so

that consumers are fully educated about the process and policies that are to be

applied in establishing rates.

It should be clear from this chapter that a simple concession contract, no

matter how artfully drafted, cannot fully address all of the complex issues in-

volved in rate setting and economic regulation of private concessionaires. Agency
regulation, statutory norms and procedural safeguards are needed to comple-

ment the concession and thus ensure that a viable relationship between the
parties is maintained throughout the life of the contract.

Conclusions

Contracts have been widely used to attract specific investments in EOT con-

cessions. These contracts have not only served a regulatory function, but have
also been instruments for allocating project risks between the public and pri-
vate sector. Concession contracts are also therefore important factors in secur-
ing financing for infrastructure projects in the region. As an instrument of risk
allocation, the concession contract is not always well designed, and often leaves

gaps and troublesome ambiguities. Experience has also shown that regulation
by contract is fraught with difficulties, not the least of which is drafting an
instrument that is clear to all the parties while providing sufficient flexibility to

deal with many issues likely to arise during the life of the concession. It is not

always easy or possible to reconcile these conflicting objectives in the context

of a single contract expected to operate over an extended period of time.

Public policy requires consistency and predictability. However, individu-

alized concession contracts open up the possibility of inconsistent and incom-

patible results, which may not be viable in the long run. For instance, a conces-

sion contract for a toll road negotiated in 1998 may contain provisions incon-

sistent with contracts awarded three or four years later. The public and the

investor community will be confused by these inconsistencies, which will be

difficult to justify and maintain.
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108 JACQUES COOK

What is needed in the long run is a statutory framework for regulation
that defines the rules of the game and fairly enforces them. Although the possi-

bility for abuse and overreaching cannot be avoided in all instances, impropri-

eties can be minimized through the introduction of statutory checks and bal-

ances that force both the public and private sectors to competently execute

these projects in the public interest.

Successful public-private partnerships ultimately depend on the imple-
mentation of a regulatory scheme that is transparent, predictable and rea-

sonably free of corruption. Historical precedent should be of some assistance

to the leaders of the region in developing these new systems of economic
regulation.

The countries of Latin America are at a critical crossroad in their path to
sustained development based on private sector-led growth, and they have a

unique opportunity to introduce modern principles of economic regulation to

strengthen and sustain the privatization of infrastructure services.
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REGULATION BY CONTRACT 109

Appendix 4.1

In 1997, the Inter-American Development Bank approved its first politi-
cal risk guarantee for a water treatment plant in Bogota, Colombia. The guar-
antee covered the risk of nonpayment of the termination amount. Briefly, its

main features were the following. The project was a 30-year concession granted

by the Santa Fe de Bogota capital district to a project company formed by

Lyonnaise des Eaux and its Degremont subsidiary, of France. The project cost

for the first phase of the construction was $135 million, consisting of $35 mil-
lion in equity and $100 million in long-term notes. The sponsors approached

the IDB for a guarantee for the termination payment and currency convertibil-

ity coverage for both the termination payment and the debt service.
Under the concession, a termination event could occur in four instances:

(i) default by the project company, (ii) unilateral termination by the District of

Bogota, (iii) default by the district under the concession, or (iv) force majeure
that extends beyond six months. Following a termination event and the appro-
priate determination by a third party arbitrator, the district's obligation to make

a termination payment would arise and would vary depending on the cause of
termination; in any event, the payment amount would be sufficient to cover

outstanding debt. The IDB guarantee would be triggered only after the termi-

nation amount had been set and the government had failed to honor its con-
tractual obligation to pay those amounts. The maximum amount of IDB cov-
erage would only apply to the minimum amount needed to cover outstanding
debt on the Series A notes and would not provide coverage for equity payout.
The IDB guarantee applies to Series A notes totaling $30 million, while Series B
notes totaling $70 million were unguaranteed. The Series A guaranteed notes

were priced at 87.5 basis points over U.S. treasuries, while the Series B notes
carried a 237.5 basis point premium over U.S. treasuries. The notes were suc-
cessfully sold in the U.S. private placement market and carried a 13-year matu-

rity. In other words, the rating agencies viewed the IDB guarantee covering

both the termination payment and the currency convertibility risks as provid-

ing substantial credit enhancement to the financing. This transaction provided

the IDB with a clear demonstration of the importance of termination provi-

sions in concession agreements and the need in some instances to mitigate the

political risks attached to these provisions.
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CHAPTER 5

Renegotiation of Concessions

in the Latin American Context

FredAarons

A government generally transfers activities to the private sector because of ma-

jor investment needs, the need to improve the "value for money" in govern-
ment procurement, limited tax revenues, and deterioration of services. Gov-

ernments must consider the most efficient and rational approach to achieve

the twofold goal of attracting private sector investment while ensuring the ful-
fillment of straightforward policy goals.

Prior to transferring activities to the private sector, governments have to

take the necessary steps to understand what is needed to win the private sector's

confidence and attract investment. The three principles that should be consid-
ered are continuity of the service, nondiscrimination between users of the ser-

vice, and adaptability of the service to the needs of the public.
Since 1990, Latin American governments have pursued more active

privatization programs. Many have resorted to concessions as opposed to di-

rect sales of previously state-owned companies in order to facilitate private
sector involvement in the construction, operation and maintenance of such
public services (generation, transmission and distribution of electric power,

ports, toll roads, airports, railroads, water and wastewater systems, and in some

instances, mail service).

Consideration should be given to public bidding as part of the initial

step by governments interested in transferring these public services through

concessions. Concession contracts should be awarded through competitive bid-

ding rather than directly and should be negotiated with a single entity. Direct

awarding and negotiation may jeopardize the inherent benefits of the project

due mainly to the government's relative inexperience in providing services on

a commercial basis. Direct awards also preempt the possibility of attracting

several potential project developers, which lowers costs and ensures a better

transfer of know-how. A competitive process offers transparency, ensures maxi-
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112 FREDAARONS

mum efficiency and builds much needed public confidence. Governments may
even consider private entities operating infrastructure services as "contracting

authorities." In this way, the private companies would be obliged to follow public

procurement procedures in awarding their own contracts. In addition, gov-

ernments should avoid rushing bids and bid evaluation processes that can

result in an inaccurate basis for establishing tariff structures and revenue

forecasts.

Because governments in developing countries are increasingly using con-

cession programs, it has become important to ensure the sound and efficient

transfer of services and to facilitate a long-term partnership between the pub-
lic and private sectors. The process by which these concessions are granted and

carried out must ensure that investment costs can be taken off a government's

books, result in efficient and competitive projects, and encourage the public to
accept paying real prices for services.

Whenever a project involves a government concession, the concession

agreement becomes the primary document of the transaction. While provi-

sions of concession agreements vary depending on the sector and the charac-

teristics of the service, the bottom line is that the project must be bankable.
From the investor's point of view, a concession must offer protection against
the possibility of a government defaulting on its contractual obligations. This
requires realistic, clear and comprehensive provisions that ensure the project's
revenues will be forthcoming. Only projects with such features have a chance
of attracting financing from international bank syndicates or investors through
public or private placements in capital markets.

Testing the Bankability of Concessions

The concession codifies the credit-financial structure, and in certain instances

does the same for the regulatory structure. These legal documents are executed

by the local, provincial or central entity (known as the granting authority) and

the project developer or concessionaire to create what should be an airtight set

of provisions acceptable to all parties to the transaction. Several key provisions

must be included in the concession agreement to meet the litmus tests of

bankability.

The operation period must be for a fixed term sufficient to pay back the

project debt and provide a return to equity. For this reason, the agreement

should contain provisions for extension of the operation period. If a project's

financial return is jeopardized by a government's default on its contractual
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RENEGOTIATION OF CONCESSIONS 113

obligations, then the period of the concession should be extended, or adequate
guarantees provided to the concessionaire in order to avoid inappropriate de-

velopment of the project or negative effects on the parties to the concession
agreement. Adequate termination provisions must also be included, along with
proper compensation (e.g., establishing liquidated damages) to those affected.

These termination provisions must ensure that compensation terms are clearly
stated in terms of amount and its determination method, the period within

which payment should be assessed and paid, and the method for payment.

This should make it possible for both concessionaire and lenders to assess the

project risks in the event of early termination of the concession, and conse-

quently of any loan given to the concessionaire.

Due to the risk that the contracting parties may default on a concession

agreement, safeguards are necessary to provide adequate security to the project's
lenders. Standard techniques to at least partially mitigate the effects of such an

event also include offshore escrow accounts, and the assignment of the benefits
of various contracts to the lenders, as well as the lender's right to "step in" and
take over the rights of the project company. In the case of the assignment of

rights, lenders should seek and obtain the prior consent of the government to
ensure project continuity and loan repayment. Governments, however, are usu-
ally reluctant to assign concession rights. If they do, their preference is for as-

signing these rights just before the actual transfer is required so that the grant-
ing authority can maintain direct control over selecting the new concession-

aire. A sound assignment provision is necessary to provide comfort to the lenders
that their loans will be repaid, and to allow for verification by the government
that the recipient of the concession ("assignee") will be capable of satisfying
the terms of the contract.

Regulatory issues of particular importance that must be addressed in all
concession agreements include (i) whether the public is willing to pay for ser-
vices previously subsidized; (ii) whether regulations will restrict the freedom

of the operator to set and review appropriate tariff levels; (iii) whether and

when the concession will revert back to the granting authority; (iv) what the

policy will be on competing infrastructure providers; and (v) whether the legal

framework for awarding concessions, permits and land acquisition is well de-

fined.

Operational risks arise from an operator's technical inability to fulfill its

obligations, the failure of equipment to meet specifications during commis-
sioning, or a host of other factors. A concession agreement must address these

factors, while providing comfort to each party without encouraging the aban-

donment of the project. To mitigate some operational risks and ensure that the
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service is provided to the entire target population, the contract can require imple-
mentation of an operation and maintenance manual or the use of performance

bonds as mechanisms to monitor and control proper project operation.
Concession agreements are normally governed by laws of the country

where the project is developed. Consequently, governments are not always forth-

coming in accepting alternative dispute resolution mechanisms (such as me-

diation and arbitration) to resolve controversies arising from a concession. These

mechanisms are internationally recognized and provide a viable means to re-

solve disputes between the contracting parties in an expeditious and transpar-

ent manner. Their inclusion in the concession agreement can provide comfort

and reliability to the parties involved and therefore should always be consid-

ered. There is particular reluctance to adopt alternative dispute resolutions in
countries with a civil law system, where the state prefers to submit these con-
troversies to judicial courts, even though those courts often have serious case

backlogs.
In the context of interpretation of contracts, and particularly in civil law

countries, any specific provision not expressly incorporated in the concession

agreement is usually regulated by the applicable local law. For example, while

force majeure may not be defined in the concession contract, its definition is

usually based on the country's existing civil law code. As part of its due dili-
gence, a project sponsor should spend substantial time and resources making
sure that key definitions are not missing from the concession agreement, and
that other issues that could undermine the bankability of a concession are ad-

dressed in a timely fashion.

Changing the Rules of the Concession

In the world of concessions, theory and practice are not necessarily the same.

Numerous concession agreements executed in different sectors throughout Latin

America are affected by a constant changing of rules. As the fundamental docu-

ments that establish performance parameters expected from the contracting

parties during the life of the concession, the agreements are often adjusted to
correct deficiencies related to the lack of an appropriate regulatory framework.

In Latin America, there has been a tendency to overlook specific circumstances

having a material impact on the success of the concession and, ultimately, to

mitigate their impact with amendments to the concession agreement. The lack

of appropriate planning prior to the bid process has increased the need to tackle

certain deficiencies that prevent maintenance of the adequate financial and
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economic equilibrium of the concession.1 Increasingly in Latin America, con-

cessions are used as a tool to regulate the relationship between the concession-

aire and the granting authority. After several years of granting concessions for
public services on a consistent basis, renegotiation of the concession agree-
ments has again become the main mechanism to mitigate failures. Some may

argue about the convenience of renegotiating concession agreements as a

method to cover for deficiencies in the regulatory framework. The reality, how-

ever, is that most Latin American governments have relied heavily on conces-

sion agreements to address intricate regulatory issues that have an impact on

the appropriate rendering of the public service and ultimately on consumer

satisfaction.

Concession agreements integrate several usually complex structures, which

reflect the compromises undertaken by the different parties to ensure productive
efficiency, while ensuring investors that desirable and viable projects are devel-

oped. Although the technical provisions vary by sector, most concessions contain
similar structures, and more importantly, address a set of core issues that must be

dealt with in the vast majority of contracts of this type. As a result, experience has

shown that the purpose behind renegotiating concessions revolves around those
common core issues. This circumstance may facilitate a review of the variables

that usually prompt renegotiation of concession agreements.

Renegotiation of concession contracts is usually related to three funda-

mental needs that appear in different forms: to ensure the financial viability of
the concession, to reduce uncertainty for lenders on the terms agreed upon, or
to adjust circumstances created by political interference. The renegotiation of
these or other elements of a concession should be undertaken while consider-
ing the purpose and extent of the concession as a fundamental premise.

Financial Viability

One of the main causes of renegotiation of a concession agreement is the need

to put in place proper mechanisms to ensure adequate compensation for de-

veloping the project. Lack of financial viability results in part from the inap-

propriate allocation of risks between the parties to a concession. This is par-

1 Financial and economic equilibrium of a concession relates to the allocation of risks to
those parties most apt to bear them, with the expectation that those parties will be compen-
sated accordingly during the life of the concession for bearing such risks.
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ticularly relevant when considering that risks are not regularly borne by the
party able to assess, control and manage them, nor by the party with the best

tools to mitigate them at a lower cost for the transaction. Since concessions are

structured based on the price that services can be sold to users, it is critical to

establish from the outset clear rules related to tariff levels, structure and adjust-

ment mechanisms. One typical financial viability problem, which may pro-

voke the renegotiation of the terms of a concession after its award, occurs when

the eventual winner offers the highest annualized payment to the granting au-

thority to be covered by revenues obtained through implementation of a tariff
structure. Let us assume that the annualized payment offered in exchange for

the concession was considered as the key variable for the granting authority to

award the concession. Once the concession is implemented, its financial viabil-

ity may be jeopardized because it overlooked the ability and willingness of the
public to pay the tariff needed to cover the annualized payment. There are sev-

eral ways to address the problem, but there is an immediate tendency to rene-
gotiate the tariff structure to obtain a more viable income stream. Renegotia-

tion may prove even more cumbersome when lenders are facing the prospects

of a different concession structure than the one considered when they commit-

ted their financial support to the transaction. The renegotiation usually in-
volves scaling back the financial inflows and outflows with a reassessment of
the assumptions used to raise financial funding. In some cases, there may even
be an extension of the terms of the loan granted to the concessionaire or an
adjustment of the original structure of the financing in order to mitigate the
underlying risks through alternative instruments. But the successful develop-
ment of the concession may be undermined if the granting authority does not
try to restore a sustainable regulatory framework to support the concession

agreements already in place.

Nonbankability for Lenders

Another typical factor that may provoke the renegotiation of a concession agree-

ment is the vagueness and uncertainty of the stipulated terms and conditions.
This is usually related to the lack of clarity on such key aspects as reasons for

termination and the rights derived from such events, assignment of the con-

cession and its revenue streams, tariff adjustment mechanisms, cost overruns,

force majeure, and dispute resolution mechanisms.

In other words, irrespective of the interpretation that may apply to the

terms and conditions of a concession agreement, lenders try to ensure that all
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the risks are appropriately mitigated in a binding agreement that will serve as
the cornerstone of their financial structure. This reflects most clearly the ap-

parent differences between the common law approach of Anglo-Saxon coun-
tries and the civil law approach of Latin American countries. Lenders tend to
rely on the common law approach and as a result show preference for "airtight"

and self-contained contractual terms and conditions, without relying on extra-

contractual interpretations of the law, legal doctrine or jurisprudence. For their

part, granting authorities initially unexposed to the standard international re-

quirements to finance projects implemented under their privatization programs

fail to recognize the need for an unequivocal set of objective rules less prone to
political detours.

Political Elements

A third factor that induces renegotiation of concession agreements is gener-

ated in part by the lack of a well thought-out and implemented regulatory

framework, along with the ambiguity of the terms and conditions of the con-

cession agreement. Although the level of commitment on the part of govern-
ments to any privatization scheme should be demonstrated by establishing clear,

viable and sustainable regulatory frameworks for the underlying sector, grant-
ing authorities in Latin America have resorted to the renegotiation process as a
tool to reassess the merits of privatization. Governments must create a reliable
political environment open to private sector participation in order to mitigate
the uncertainties created by the constant and unwarranted changes of law that
may undermine any effort to privatize public services.

Leaving the Fundamental Terms and Conditions of Renegotiation

Frameworks Unaltered

When confronted with the need to renegotiate a concession, it is imperative to

consider the privatization scheme used at the time the concession was origi-

nally awarded. The renegotiation process may be limited by the need to pre-
serve the fundamental variables or postulates of the bid. In other words, the

renegotiation process must not be used to alter variables that ultimately deter-

mined the winner of a concession. For example, if the fundamental economic

factor in awarding a concession was the price of the tariff, then the tariff struc-

ture should not be altered in a manner inconsistent with the parameters estab-
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lished when considering the bid proposals. Otherwise, a case of moral hazard
would be created, since the winning bidder has an unfair advantage: he was

awarded a concession based on a "low, successful but unviable bid," with the
expectation that this would be improved after awarding the concession. In public

infrastructure projects, it is common to encounter concession agreements

awarded on the basis of an annualized payment by the concessionaire to the

granting authority (or the lowest traffic guarantee requested, for example, in a

toll road project). In such cases, it would damage the credibility of any

privatization program to allow a winning bidder who had offered the highest

annualized payment or requested the lowest traffic guarantee to request a revi-
sion of the concession based on the lack of viability of the premises considered

at the time of the bid. Hence, it is essential to establish a clear and transparent

framework for the renegotiation process so that moral hazard is averted, while
improving the structure of the underlying concession to ensure appropriate

long-term viability.
Several elements to consider before renegotiating a concession agree-

ment are fundamentally tied not only to the terms of the bid (the economic

and political conditions and regulatory environment), but also to the net worth
and experience of the concessionaire, sources of interpretation of the con-
cession, external influences, and mechanisms to resolve disputes. Each of these
elements plays a key role in the overall renegotiation process, and their im-
pact should thus be carefully assessed in order to obtain a renegotiated con-
cession agreement that is legally binding and enforceable.

The scope of the renegotiation of concession agreements varies as much
as its implications. In general terms, renegotiation maybe presented as a clari-
fication or interpretation process, a full amendment, or even as an amended

and reinstated version. In the event of a clarification or interpretation pro-

cess, both the granting authority and the concessionaire limit the scope of

the renegotiation to terms and conditions that would increase the unequivo-

cal character of the underlying agreement. A typical case that requires clarifi-

cation relates to the definition of force majeure, which is generally under-
stood as a superior or irresistible force that causes problems beyond the rea-

sonable control of the contracting parties, and will excuse their performance.

The definition is aimed at protecting the parties in the event that at least one

provision in a contract cannot be performed due to causes outside the con-

trol of the parties, and which could not be avoided by exercise of due care.

Many concession agreements granted by governments in Latin American

countries do not stipulate in an unequivocal fashion the concept of force

majeure and its implications for the concession, such as the compensation

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



RENEGOTIATION OF CONCESSIONS 119

owed by the government in the event of termination of the concession, and
in particular, the compensation owed for investments executed and not re-

covered by the concessionaire. Such lack of clarity may have a negative im-
pact not only on the concessionaire or the granting authority, but also on

lenders who rely on termination rights to collect the outstanding loan amount

in case of early termination of the concession. In such cases, an interpreta-

tion or clarification of the terms of the concession agreement may be war-

ranted to ensure the bankability of the underlying contract and ultimately

the financing of the public service given in concession.

A full amendment may be warranted, without affecting the fundamental
principles upon which the concession was granted, when the parties to a con-

cession agreement do not include terms related to the rights of the concession-
aire and the granting authority in the event of termination of the concession.

Most concession agreements granted by Latin American governments over the

last five years have overlooked the causes of concession termination and, more

importantly, the compensatory rights owed to the contracting parties. Such

failures cause difficulties in assessing the financing viability of a project and

can provoke the inadequate allocation of risks among the granting authority,
the concessionaire and its sponsors, and the lenders. In certain instances, an
amendment to the concession may require simultaneous adjustments to sev-

eral provisions of the agreement. Once again, the prevailing principle must be
not to alter the fundamental elements of the original concession. An amend-
ment related to the concessionaire's compensation mechanism may also be
required due to the lack of definition of the parameters for adjusting tariffs
(periodicity, alternative mechanisms, and procedures to implement such tariff
adjustments). From a formal viewpoint, concession amendments should be

approved by the corresponding official authorities to ensure their legal validity
and enforceabiliry. It is also important that a public entity independent of the
granting authority issue an opinion about the scope of the renegotiation and

the legal adequacy of any amendment. This helps to avoid legal challenges by
losing bidders or other parties with a substantial interest in the terms and con-

ditions of the concession or the service rendered. Verification of such require-

ments varies by country, but it is a critical element that must not be underesti-

mated given the potential detrimental effects on public service delivery and

financial consequences for the parties involved in the transaction.

To illustrate in a more comprehensive manner the aspects discussed

above, the sections that follow look specifically at concession agreements re-

lated to water and sewerage and toll roads in Latin America. These sections

highlight some of the pitfalls that governments may encounter when priva-
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tizing public services, as well as bidders' problems, particularly when they are

over-eager to win concessions for public services without realistically con-

sidering the business fundamentals. The degree of privatization of a public

service is inversely related to the uncertainty surrounding the project. Trans-

portation and water and wastewater are not the object of full privatization,

but rather characterize activities in which the state relinquishes service pro-

vision to the private concessionaire while maintaining a fundamental regula-
tory role. Therefore, the level of uncertainty surrounding such projects is

relatively high by nature. Indeed, these two sectors are often affected by com-

plex and imperfect regulatory structures and public service restrictions that

require an adequate balance in order to achieve a viable and sustainable pub-

lic-private partnership. As a result, any attempt to ensure viable concession

proposals must include a careful assessment of risk as well as of economic

and financial circumstances.

Water and Wastewater Concessions

Even the most successful experiences in water and wastewater concessions have

thus far demonstrated that there is a constant struggle between the viability of
the concession and the social costs relating to the public service rendered by
the concessionaire. Generally, the transfer of the provision of water and waste-
water services to a private concessionaire has been received well by customers.

Nonetheless, the terms of the concession are often based on attaining certain
targets instead of completing specific works. While this provides flexibility and
discretion to the concessionaire on technical matters during the life of the con-

cession, it also gives enormous discretion to the regulatory entity to interpret

the flexible structure of the concession. Thus, political variables—even at the
regulatory agency level, which should be a technical body—play a fundamen-

tal role during development of the concession whenever there is a progress

assessment of the concessionaire's performance. Political variables are even more

at play when a tariff adjustment depends on such a progress assessment. There

are cases in which the apparent success of an underlying concession has been

verified by the fact that the concessionaire's capital expenditures are higher

than required for a specific period of the concession, and by the customers'

general approval of the services provided. Yet, the broad terms of the goals to

be achieved by the concessionaire under a particular investment plan has

prompted a fairly restrictive interpretation by the regulatory agency of the capital

investment requirements under the underlying concession, triggering, as a re-
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suit, nonapproval of a tariff increase. Another difficulty in water and wastewa-

ter concessions relates to the allocation of cost coverage for the expansion of

potable water and sewerage services in a concession area. Experience shows
that a partial cross-subsidy mechanism covered by current customers in favor
of potential customers is much more sound than covering the cost of expan-

sion of services with connection and infrastructure charges collected from new
customers usually located in lower-income areas. Nonetheless, contracting par-
ties to several concessions in the region have not been able to address this issue

appropriately, and when a cross-subsidy is adopted, its implementation has

been derailed by multiple exogenous variables. The limitations imposed on the
expansion of water and wastewater services have been a deterrent for maximiz-

ing the social benefits expected from concessions in the sector. The inability to

structure a balancing scheme from the outset has created bottlenecks that have

prompted the renegotiation of concessions in order to restructure tariff ad-

justment mechanisms and cost coverage methods for service expansion. These
renegotiations undermine the credibility of the privatization process, and have
a negative impact on the service to customers and on the institutional frame-

work under which the service is provided.

Toll Road Concessions

Bankability of toll road concessions is a constant concern of lenders. Several
cases in Mexico, Ecuador, Brazil, Panama, Colombia and Venezuela demon-
strate the difficulties encountered when granting toll road concessions. Traffic
reliability is the fundamental factor in the success of a toll road project. In one

case, the government granted two different road concessions, one with a reli-
able traffic flow and the other without any track record other than the develop-
mental benefits to be generated in the zone surrounding the road with reliable

traffic. In other words, the government established a concession under a cross-

subsidized toll road system in order to attain the development policies estab-

lished from the outset. The bankability of the concession, however, was at issue

due to the lack of definition of terms relating to termination rights and com-

pensation, cost overruns, force majeure, and the effect of delays in construc-

tion of road segments. The different interests of the government, the conces-

sionaire, and the lenders were in conflict due to the poor allocation of risks

under the concession agreement. This led to renegotiation of the agreement,

resulting in separation of the different toll road segments so that each one would

be part of the concession on a stand-alone basis, reducing the level of cross-
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subsidy. In addition, the tariff adjustment mechanism was clarified to provide

certainty and incentives to complete the project. A general characteristic of toll

roads across the region is the lack of appropriate planning and structuring,
even in cases where the traffic flow may be more certain.

In another toll road case, the government had to interpret the concession

agreement in order to ensure its legal certainty and provide adequate comfort

to prospective lenders. Political considerations played a special role and ulti-
mately limited the scope of the renegotiation. Once again, lack of definition

regarding termination rights was a key factor in determining the need to rene-

gotiate the concession agreement. Renegotiation of the concession consumed

more than a year, causing higher transaction costs than originally budgeted. In

the case of the toll road concession with two distinctive segments, the govern-
ment balanced its legitimate interest to promote the development of an impor-

tant economic sector with the prospects of losing the aggregate benefits of the

concession roads. In this second case, the government adopted a more cautious
position to changes requested by lenders to conform with the so-called
bankability of concession agreements.

Conclusions

Concession agreements vary depending on the sector, the goals of the govern-
ment, the nature of the public service to be provided, the size of the concession

area, the level of development of the regulatory framework, and the exposure
of the underlying granting authority and bidders to the requirements of the
international financial markets.

Whereas concession agreements must have a clear and flexible struc-

ture that allows for appropriate implementation throughout the life of

the concession, renegotiation of concession agreements has been utilized as

a tool to readdress essential elements relating to the viability of the privatiza-

tion process. Experience with the first generation of concessions has pro-

vided a reference point to ensure appropriate attention from the outset of the

privatization process to the fundamental elements that facilitate a more suc-

cessful partnership between the public and private sectors.

Governments, bidders, lenders and regulatory entities must pay special

attention to the underlying principles that ensure the viability of concessions

and the standard implementation of the diverse set of goals represented by

each party. The experience accumulated not only with the granting of conces-

sions but also with their renegotiation is instrumental to avoid pitfalls and as a

guide for upcoming concessions in Latin America.
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CHAPTER 6

Obstacles and Incentives to

Private Infrastructure

Investment and Financing

Gustavo Ramirez and Maria Angela Parra

This chapter analyzes two issues essential to achieving success in the second
stage of instituting private participation in Latin American infrastructure. The

first is the need for local financial sectors to further evolve and adapt to the

needs of emerging infrastructure projects. The second is the importance of
continuing and successfully concluding institutional and regulatory reforms.

The absence in the region of a national private infrastructure industry
has meant that most large projects have had to be financed with foreign capital
by strategic investors. Local and regional projects with smaller investment re-

quirements experience difficulties in obtaining this type of financing, as they

are perceived to be riskier and unable to take advantage of economies of scale.
Domestic investors' knowledge of the local environment implies a reduced per-
ception of risk, and allows them to finance these projects more efficiently. In

order to take full advantage of this capability, traditional indicator-based credit
analysis must be modified and made suitable for use with projects financed
without recourse, or with only partial recourse, and with no guarantee other
than the cash flow generated by the project. The other source of funds for this

type of project is the capital market, which in many countries of the region is

not yet fully established. However, the development of capital markets can be

promoted by means of the privatization process, as long as the aim of

privatization is not to maximize fiscal revenues from the sale of public assets.

In many countries of the region, private participation processes have been

delayed and, in some cases, have failed because of the lack of continuity in

implementing institutional and regulatory reforms. The most successful pro-

cesses have come about as a result of in-depth reforms, either in countries with

strong governments and the capacity to implement change despite the efforts
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124 GUSTAVO RAMIREZ AND MARIA ANGELA PARRA

of opposition forces, or in countries experiencing such acute economic crises

that reforms were inevitable. In terms of institutional economies, the actual

potential for carrying out reform depends on cost ratios. Consumers may gen-

erate change through the electoral process, but the costs of generating such

votes may be so high as to prevent an electoral process from bringing about any

change at all. Change can only occur when the cost to the consumer that is

implicit in the inefficiencies of service provision exceeds the cost of generating
change. Otherwise, reforms will be only partial and may turn out to be more

costly than inaction.

More than a decade ago, the countries of Latin America initiated a pro-

cess for linking private capital to infrastructure development. The objectives

have been many and varied, depending on the particular country and situa-

tion. Among them have been to improve and expand service provision as part

of the strategy for addressing the challenges of the global economy; to improve

the quality of life; to encourage competition; to attract foreign investment; to
develop financial and capital markets; and to solve fiscal problems. Although
results vary by country, investment has not only been boosted by the

privatization of existing enterprises, but also by the development of new projects.
According to International Finance Corporation figures, between 1990 and 1995

enterprises valued at more than $32 billion were privatized, while investments
in new projects reached $30 billion.1

This process has required institutional reforms aimed at redefining the
functions of the state as regulator as opposed to service provider, and particu-

larly at strengthening sectoral regulatory schemes in such a way as to maximize
the economic benefits resulting from private participation in infrastructure
service provision.

Broadly speaking, private participation to date has focused on larger en-

terprises and projects that are either national or urban in scope, have some

type of strategic importance, and have a low level of relative risk.

Each country now faces the challenge of adapting its private participa-

tion scheme to smaller local and regional projects and enterprises in such a way

that the benefits associated with more numerous and better highways, tele-

communications and energy and water services can be extended to the 120

million people residing in rural areas.2

'International Finance Corporation, Financing Private Infrastructure, Lessons of Experience
4, World Bank and IFC, 1996.
2Inter-American Development Bank, 1996 Report on Economic and Social Progress in Latin
America.
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OBSTACLES AND INCENTIVES TO PRIVATE INVESTMENT 125

But are the region's financial and capital markets prepared for this type

of business? Does the current stage of institutional and regulatory develop-

ment allow this step to be taken? This chapter offers some reflections based on
the Colombian experience that might contribute to the current debate.

Local Project Financing

Some 40 percent of private investment in the region during the first half of the

1990s originated abroad and was destined to sectors characterized by their high

technological content, large resource requirements and competitiveness, such

as the telecommunications and electric energy generation sectors.3 Reflecting
this situation, legal norms, regulatory schemes and process structuring have all

contributed to the creation of this particular investor and investment profile,

which is appropriate for the large projects implemented to date.
However, in cases involving projects requiring smaller investments and

located in local and regional markets, a more advantageous approach is to en-

courage the participation of national investors and sources of financing. It is

more difficult to attract foreign investor interest to projects perceived to be
riskier and in which economies of scale are not as great or are simply nonexist-

ent. This becomes critical if we bear in mind that the competition for external
resources has become particularly high with such places as China, India and

Eastern Europe, which because of their size and current state of development
demand significant amounts of capital for projects with enormous growth po-
tential, given the considerable level of unsatisfied demand.4

This situation makes it necessary to encourage the participation of na-

tional investors in new local and regional projects. These investors have a lower
risk perception because they are familiar with local conditions. They are also
able to finance such projects more efficiently.

However, it is here that the credit restrictions and the depth of the capital

markets in these countries begin to be felt. In the case of Colombia, for ex-

ample, in order for the local financial sector to take maximum advantage of

'International Finance Corporation, Financing Private Infrastructure, Lessons of Experience
4, World Bank and IFC, 1996.
"Indeed, annual growth in flows of foreign capital to China in recent years has averaged 36
percent, with rates of 30 and 31 percent, respectively, recorded for India and Eastern Europe,
while growth in the rates of flow into Latin America and the Caribbean has been only 25
percent. Global Development Finance, 1996.
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126 GUSTAVO RAMIREZ AND MARIA ANGELA PARRA

such opportunities, increased sophistication in credit analysis and a complete
shift in the policy governing credit guarantees are required.

A defining characteristic of infrastructure loans is that they are nonre-
course loans; the only guarantee is the cash flow generated by the project. This

is anathema to the institutions operating in the traditional Colombian credit

culture (including regulatory agencies), which base the quality of credit on real

guarantees, even though they may have little or no value as loan security when

actually executed.

To encourage the mobilization of a greater volume of nonrecourse or

partial recourse credit, the credit analysis process must become more sophisti-

cated so that banks will come to fully understand project characteristics, in-

cluding legal and regulatory aspects. In this regard, there is much work to be
done. Financial entities still prefer to require guarantees, focusing on details
deemed essential for ensuring the maximum creditworthiness of a project, such

as supporting contracts or the soundness of sectoral regulatory systems.

On the other hand, although capital markets are the funding source most

suited to the conditions of infrastructure financing (both in terms of longer

maturities and increased flexibility for accommodating different maturity struc-
tures), they are not sufficiently developed to be a significant source of resources.

The Colombian market for bonds with maturities greater than one year is par-
ticularly small. For 1997, total demand will be close to $3.8 billion,5 of which
only $460 million is available to the private sector, including infrastructure
projects. This accounts for only 12 percent of the country's total infrastructure
requirements for 1997.

The greatest hope for growth in capital markets lies in pension funds
and, to a lesser extent, severance and layoff funds. However, the volume of these

funds continues to be small, totaling approximately $2 billion.6

Regulation in the area of options and coverage, which would be one way

to efficiently adapt to the conservative requirements of valuation, is still in an

incipient stage, thus limiting their participation in infrastructure projects.

This contrasts with the case of Chile, where not only is the volume of

assets administered by pension funds 15 times greater than in Colombia but, to

mention a single case, such funds hold 30 percent of the shares of the principal

enterprises operating in the Chilean electrical sector.7

^Assuming an average life for securities of two and a half years. Estimacidn del mercado
disponiblepara colocacidn de nuevos titulos de largo plazo en 1997. Document for Discussion
No. 1, Nicola's Botero and Maria Angela Parra, Corporaci6n Financiera del Valle, 1997.
6Asofondos, 1997.
7Merrill Lynch, Latin American Electric Utilities, Quarterly Valuation Guide, 30 June 1997.
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OBSTACLES AND INCENTIVES TO PRIVATE INVESTMENT 127

The situation characterizing Colombian funds will tend to perpetuate

itself if the effective involvement of such funds in similar processes is not en-

couraged. In Chile, Bolivia, Argentina and Peru, the democratization of own-
ership has been a fundamental objective of private participation. This is based
on the understanding that democratization will encourage private savings, re-

distribute wealth and strengthen the capital shares market. Naturally, this re-

quires a reconsideration of short-term objectives, including maximizing fiscal

revenues from the sale of public assets.

In Colombia, for example, the norms governing the privatization of state

enterprises provide for two rounds: an initial round when the total amount of

shareholder participation must be offered for sale at a fixed price to workers,

worker associations and pension funds; and a second round when the remain-

ing participation is offered to the general public. However, since the objective
has been to maximize the amount of the sale, generally successful efforts have

been to ensure that only a small percentage of shares is sold in the first round in
order to negotiate a sale to the highest bidder during the second round. The

second round sale is based on a process of prequalification, which restricts the

bidding to strategic investors.

Such a scheme favors short-term fiscal objectives and wastes a unique
opportunity to increase the depth of local capital markets and effectively im-

prove the distribution of wealth. In short, the establishment of close ties be-
tween the financial and infrastructure sectors of the countries of Latin America
would contribute to the sustained development of both sectors over the long
term.

Evolution of Institutions and Regulatory Systems

In reviewing private participation processes in the various countries of the re-

gion, a number of questions have emerged. Why have certain countries or sec-

tors successfully achieved such a profound level of development that has en-

abled them to become regional leaders in the fields of telecommunications or

electric energy, while others have failed to privatize even their largest and most
promising enterprises? Why have most countries had to face strong opposition

from both organized labor and public opinion in the process of establishing

links to private capital?

In Colombia, the processes of privatization and private participation in

telecommunications have been stifled by labor union opposition. As a result of

pressures applied by regional groups and the failure to implement efficient tar-
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128 GUSTAVO RAMIREZ AND MARIA ANGELA PARRA

iff and subsidization schemes, it has been equally impossible to successfully
launch private participation processes in the electricity and potable water dis-

tribution sectors.

Countries with more successful reform processes have included Chile and

Argentina. Reform in Chile was carried out under an authoritarian govern-

ment that had been in power for almost two decades. Although a dictatorship

is perhaps the easiest context for instituting far-reaching reforms, it is difficult

to conceive of such an approach as being the most recommendable one for

other countries on the region.

Argentina, which has already begun developing sewerage and water dis-

tribution systems for cities with fewer than 300,000 inhabitants,8 launched its

reform process in the late 1980s following years of economic stagnation, high

inflation and a profound fiscal crisis. The chaos in public services was more

than evident. In 1988, the waiting time for telephone service was 22 years, while

the average delay in responding to requests for water and sewerage repair in

Buenos Aires was 180 hours.9 This crisis, coupled with frequent water short-

ages, created the appropriate scenario for the wave of reforms over the past

decade. As the cases of Argentina, Bolivia and Peru illustrate, chaos has a sweep-
ing effect in terms of generating solutions.

With regard to institutional economics, the effective potential for insti-
tuting reforms is dependent on a simple cost ratio. As long as the political cost
of reform is greater than the costs implicit in the inefficiency of service, re-
forms will be exceedingly difficult to implement.

Simply stated, there are three types of agents in the area of infrastructure
service provision: producers, consumers and the government, which acts as
intermediary between the other two. The relationships between these agents

are mediated by the costs they create. The government, through either direct
intervention or regulatory action, generates costs for producers for the com-

mon good. The producers, in turn, generate costs for consumers as a result of

the inefficiencies in service provision. Consumers, who can generate costs for

the government only through the electoral process, find themselves without
any effective means to change the situation.

In a country such as Colombia, which in economic terms is located at the

mid-point on the scale, with no enormous crises but likewise no great achieve-

8Managing Government Exposure to Private Infrastructure Projects, Latin America and the
Caribbean Region, Economic Development Institute, World Bank, 1997.
'International Finance Corporation, Financing Private Infrastructure, Lessons of Experience
4, World Bank and IFC, 1996.
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OBSTACLES AND INCENTIVES TO PRIVATE INVESTMENT 129

ments, it is difficult to develop a consensus with regard to the need to take
efficient advantage of the public patrimony by establishing links to private capi-

tal. In some cases, the government, ceding to the interests of pressure groups or
fiscal considerations, has opted to undertake partial reforms, thus minimizing

short-term transaction costs.

Described below are two examples of how the evolution of reform can

determine the success or failure of privatization, since reform processes can go

so far as to become obstacles effectively preventing or permanently limiting

private investment.
In 1992, one year after the implementation in Colombia of electric en-

ergy rationing that brought service outages lasting up to 10 hours, a decision

was made to open electricity generation to competition and private participa-
tion. As in other countries of the region, the first mechanism for encouraging
private participation in power generation was the Power Purchase Agreement

(or PPA) with government guarantee, by means of which a public enterprise
purchases the entire generating capacity of a private plant, regardless of actual

government or system requirements.

This represented a fundamental step forward by eliminating the construc-

tion risk and a significant portion of the financing risk. However, all of the
price and distribution risk was transferred to the state enterprise, which not

only generated a severe fiscal contingency but also, over the long term, dis-

torted the development of market prices. Competition was inhibited by limit-
ing the subsequent emergence of private generators with the ability to compete

without guarantees.
At the start of the process of selling the generating plants, PPAs were per-

ceived as obstacles to the establishment of private sector links and were on the

verge of thwarting the process. But in reality it was the incomplete reforms

rather than the PPAs that had the potential to generate a crisis—one even more
serious than the blackouts that had led to reforms. Fortunately, a regulatory

process evolved and the crisis was avoided through the establishment of a charge

for installed capacity. In very general terms, this involves payment of the fixed

costs of the generating plants required during periods of critical water short-

age. In this way, it is possible to provide a rational and efficient solution to the

risk of nonrecovery of investment due to lack of distribution, allowing full pri-

vate sector entry into the field of electricity generation with no need for gov-

ernment guarantees. Something as simple as establishing the long-term mar-

ginal cost eliminated fiscal risk from the outset and made possible the consoli-

dation of private participation in Colombia's electricity generation industry.

(Private participation now exceeds 40 percent of installed capacity.)
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130 GUSTAVO RAMIREZ AND MARIA ANGELA PARRA

Telecommunications in Colombia is another clear example of the im-

portance of regulatory and institutional reform, but without such a happy end-

ing. Private participation has not occurred in this sector, perhaps because the

economic costs associated with the inefficiency of government-operated tele-

phone services are still lower than the transaction costs with which the govern-

ment finds itself faced in implementing reforms against the efforts of orga-

nized labor and political pressure groups.
Reforms in this sector have attempted to promote competition and pri-

vate participation in the provision of local and long distance telephone ser-
vice. However, increased openness to competition has been successful only
with regard to local telephone service. Long distance service is provided by

TELECOM, a government-owned state enterprise whose labor union suc-
ceeded in pressuring the government to reject privatization and delay the

decision to allow competition. In addition, regional politicians and labor

unions have successfully opposed the privatization of the large municipal-

owned local telephone enterprises.
Half-hearted reform efforts, pressure from vested interest groups and a

weak regulatory system lacking well-defined objectives have led to singular

mishaps. The Bogota Telephone Enterprise, a city-owned enterprise with the
largest captive market in the country, has an unmet demand of 500,000 lines,
equivalent to 30 percent of its installed capacity. Both the city council and the
telephone company labor union have refused to allow the establishment of links
to private capital to secure the technical, financial and administrative resources

needed to improve service. At the same time, the regulatory scheme, which is
applied at the national level, has divested the telephone enterprise of its mo-
nopolistic privileges, reducing with the stroke of a pen the value of the com-

pany by almost $800 million and opening the market to competition. Yet rules

remain confusing and fail to prevent abuses resulting from monopolistic pre-

dominance, cross-subsidies and tariff distortions.

The vacuum left behind by the inefficiency of the municipal enterprise

has not been filled by private investors. TELECOM, the monopolistic govern-

ment-owned long distance operator, decided to enter this market. However,

since the required resources exceeded its economic potential, the firm sought

to mobilize private capital through the use of joint venture contracts, the amount

of which is currently approaching $1 billion. Such contracts protect partners

from existing regulatory risks by means of guarantees that generate contingent

liabilities but that, in addition, are secured by their long distance revenues, which

will be affected by competitive changes.

The result has been competition between two public enterprises, one na-
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OBSTACLES AND INCENTIVES TO PRIVATE INVESTMENT 131

tional and the other municipal, a reduction in the value of both firms, fiscal
contingencies and considerable doubt as to whether the public, in exchange for

absorbing these costs, will receive sufficient, timely and high-quality service—
the opposite of the results expected in any process for developing private sector

ties and market deregulation. Moreover, all of this has taken place in a sector

rightly considered to be the most attractive for private investment because of
its dynamic nature and potential for expansion.

The above examples demonstrate that the particular dynamic of these

two sectors requires that both institutions and the regulatory system itself be

adapted to the current state of sectoral evolution, as opposed to attempting to
adapt the sectors to a restrictive and incomplete institutional and regulatory

environment. Further attempts to do so not only may cause the nation to miss
out on the benefits of private participation, but also subject it to situations
worse than those in which it is now immersed.

Conclusions

Many countries find themselves at a critical juncture in the process of promot-

ing private participation in infrastructure. Past success is no guarantee of fu-

ture success. Project and market characteristics change as the private participa-

tion process moves forward. Accordingly, it is necessary to further entrench
both the reform process and the regulatory and institutional changes being
introduced.

This new stage of privatization will be characterized by smaller regional
projects, the financing of which will be more efficient if procured locally. To-

ward this end, local financial sectors need to adapt to the conditions under
which infrastructure projects operate, which in turn will contribute to the sound

development of the financial and infrastructure sectors of the countries of the

region.

Moreover, if economically and socially successful private participation

processes are to be continued, both the regulatory process and institutions them-

selves need reforming. Far more than any short-term cost, incomplete reforms

can end up being so expensive as to undermine the fundamental objective for

which they were undertaken.
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CHAPf ER 7

Commitment and Governance

in Infrastructure

Pablo T. Spiller and William Savedoff

Governments are unique social institutions. Like other political institutions

they act as agents of their constituents. Unlike other institutions, though, they

have a monopoly on the coercive power to establish, change and enforce laws

(Weingast, 1995). Thus, a major task of public policy is to establish commit-
ment. Without commitment, the expectation of future policy reversals may

become self-fulfilling prophecies, defeating the original policy goals.
Nowhere is the problem of commitment more important than in the

worldwide movement toward private sector participation in infrastructure,

particularly in the developing world. Private sector investors are already in-

volved in projects ranging from the by now familiar electricity and telecom-
munications sectors to water and sanitation, roads, ports and airports. Even

the postal service is not immune to privatization.1

The movement toward private sector participation, however, is hampered
by a basic governance problem inherent to infrastructure sectors: the overarching

political temptation to behave opportunistically vis-a-vis infrastructure opera-
tors. In order to promote private investment, governments may offer contracts
or establish regulatory environments that are attractive to the private sector

and reserve certain discretionary powers to protect the interests of constitu-

ents. Once investments are made, however, the polity has an increased interest
in using its unique powers to shift the balance in what it may perceive as the

interests of its constituents. Knowing this in advance, private investors hesitate

to enter a game that appears rigged against them. The government's unique

strength becomes a hidden Achilles' heel. As much as the government wishes to

serve the long-term interests of its constituents, which includes attracting in-

vestors, it may not be able to establish an institutional framework that provides

'Argentina recently privatized its postal service.
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134 PABLO T. SPILLER AND WILLIAM SAVEDOFF

policy credibility—that is, a framework that provides sufficient assurances that
the current government or its successors will not behave opportunistically.

The temptation to behave opportunistically also implies that the organi-

zation of infrastructure sectors is exceedingly fragile. A major point of this chap-
ter is that although multiple equilibria are possible in infrastructure sectors,

low-level equilibria are the only stable ones. These low-level, stable equilibria

are characterized by low investments, low quality, low prices, poor service and

poor customer appreciation and support for the operator. Low-level equilibria

are frequently characterized by public ownership but not because the private

sector is immune to low-level traps. Rather, when a low-level equilibrium de-
velops under private ownership, the political reaction will usually lead to a gov-

ernment takeover of the sector or the operator, thereby moving the low-level

equilibrium inside the public sphere.2

The key advantage of private sector participation in infrastructure has

less to do with inherent efficiencies than it does with the possibility of creating
a credible policy environment. When the government contracts with its own

agencies to undertake investments or improvements, the budget constraints

and potential penalties are not credible, since the public sector would essen-

tially need to sanction itself. Sanctions become a credible threat when infra-
structure is in private hands (see Perotti, 1995).

Thus, the challenge for those political entrepreneurs who rightly perceive
that private participation provides a better chance of moving out of a "low-
level equilibrium" is to design a governance structure that fosters policy cred-
ibility and commitment—limiting the ability of governments to behave op-
portunistically. The purpose of this chapter is twofold: first, to explain the in-
herent stability of low-level equilibria; and second, to demonstrate how vari-

ous governance structures fare in moving the sector away from them.

Opportunism in Infrastructure Sectors3

The regulatory issues arising from private sector participation in the infrastruc-

ture sector are not different from those in the utilities sector. Elsewhere it has

been shown that these issues relate to three basic characteristics: large sunk costs,

2Examples of transfers to public ownership of utilities include the Montevideo Gas Com-
pany and the Jamaica Telecommunications Company. See Spiller (1992).
3This section draws heavily from Spiller (1992).
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COMMITMENT AND GOVERNANCE IN INFRASTRUCTURE 135

economies of scale, and massive or large-scale consumption (see Spiller, 1992;

Levy and Spiller, 1994). The combination of these three characteristics implies

that the pricing of infrastructure sectors is going to be politically sensitive.
The reason for the politicalization of infrastructure pricing is threefold.

First, the fact that a large component of infrastructure investments is sunk im-

plies that once the investment is undertaken the operator will be willing to

continue operating as long as revenues exceed costs. Since operating costs do
not include a return on sunk investments (but only on the alternative value of

these assets), the company will be willing to operate even if prices are below

total average costs.4 Second, economies of scale imply that in most infrastruc-

ture services, there will be few suppliers in each locality. Thus, the whiff of

monopoly will always surround infrastructure operations. Finally, the fact that
infrastructure services tend to be massively consumed implies that politicians

and interest groups will care about the level of infrastructure pricing.

Thus, massive consumption, economies of scale and sunk investments pro-
vide governments (either national or local) the opportunity to behave opportu-
nistically vis-a-vis the investing company.5 For example, after the investment is

sunk, the government may try to restrict the operating company's pricing flex-

ibility, require the company to undertake special investments, purchasing or em-
ployment patterns, or restrict the movement of capital. All these are attempts to

expropriate the company's sunk costs by administrative measures. Thus, expro-
priation may be indirect and undertaken by subtle means. While the government

may uphold and protect traditionally conceived property rights, it may still at-
tempt to expropriate through regulatory procedures, that is, disallowing costs,
lowering prices, or requiring special investment patterns or purchases.

The implications of these three structural features to the development of
regulatory structures have been analyzed elsewhere. In particular, it has been
shown that it is important to link regulatory reform to a country's institutional
environment in a discriminating fashion (Guasch and Spiller, 1995; Levy and

Spiller, 1994 and 1996; Spiller, 1992 and 1996). Regulatory structures cannot

be directly copied from one country to another, and similarly, regulatory re-

forms that attempt to improve upon current regulatory structures have to pass

"The source of financing does not change this computation. For example, if the company is
completely leveraged, a price below average cost will bring it to bankruptcy, eliminating the
part of the debt associated with the sunk investments. Only the part of the debt associated
with the value of the nonsunk investments would be able to be subsequently serviced.
This incentive exists vis-a-vis public and private companies.
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136 PABLO T. SPILLER AND WILLIAM SAVEDOFF

the acid test of implementability. In other words, first best is seldom achiev-
able, and an inexorable tradeoff between flexibility and credibility exists every-

where, although to varying degrees. Unfortunately, infrastructure sectors are

such that for private participation to take place in a way that improves the
public welfare, regulatory credibility is a necessary ingredient. Thus, regulatory

proposals that attempt to grant regulators substantial discretion to reform and

correct perceived market imperfections may, in turn, eliminate investment in-

centives. This paradox is at the essence of the tradeoff between credibility and

flexibility developed in Levy and Spiller (1994). Indeed, this tradeoff reflects a

more general problem inherent to commitment in governments. As Weingast

(1995) states in his opening paragraph: "A government strong enough to pro-

tect property rights and enforce contracts is also strong enough to confiscate

the wealth of its citizens."

The Political Profitability of Governmental Opportunism

Expropriating sunk assets may be advantageous for a government if the direct
costs are small compared to the (short-term) benefits of such action, and if the
indirect institutional costs are not too large. The direct costs are related to the

government's potential loss of reputation among other operators of infrastruc-
ture projects, which will reduce investments in the infrastructure and utilities
sectors. The institutional costs are related to the implications of disregarding
judicial findings or evading proper, or traditional, administrative procedures.
The short-term benefits are frequently related to expected electoral gains from
reducing operators' prices or attacking monopoly suppliers.

Thus, incentives for expropriating sunk assets will be largest in countries

where direct costs are small, indirect institutional costs are low, and the

government's horizon is relatively short. Direct costs will be smaller when there

are fewer private operators in the infrastructure sector; when the sectors do

not, in general, require massive investment programs; and when technological

change is not an important factor in the sector. Institutional costs will be low in

countries where formal or informal governmental regulatory procedures (checks

and balances) are weak or absent; where regulatory policy is centralized in the

administration; and where the judiciary has little tradition, or authority, to

review administrative decisions. Perhaps most important, the government's time

horizon is strongly affected by the periodicity of elections, and whether or not

the government faces highly contested elections and a need to satisfy key con-

stituencies. Private operators will recognize and evaluate these factors, often
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choosing not to undertake investments in the first place. Thus, direct govern-

ment provision of infrastructure may become the default mode of operation.

Implications of Government Opportunism

If, in the presence of such incentives, a government wants to motivate private
investment, then it will have to design institutional arrangements that limit its

own ability to behave opportunistically once the private utility invests. Such

institutional arrangements are nothing more or less than the design of a regu-

latory framework. They will have to stipulate pricesetting procedures, conflict

resolution procedures (arbitration or judicial) between the parties, investment
policies, etc. In other words, regulation, if credible, solves a key contracting

problem between the government and the utilities by restraining the govern-

ment from opportunistically expropriating the utilities' sunk investments
(Goldberg, 1976; Williamson, 1975). This does not mean that the utility has to
receive assurances of a certain rate of return, or that it has to receive exclusive

licenses,6 although in some countries such assurances may be the only way to
limit the government's discretionary powers.

Unless such a regulatory framework is credible, investments will not be

made, or if undertaken will not be efficient. Investment inefficiencies may arise

on several fronts. A first order effect is investment that never takes place. In
countries where the government's commitments not to expropriate investments

explicitly or implicitly are very weak, private investors will not invest. Under
such conditions, even public entities with any degree of decisionmaking au-
tonomy will underinvest.

A second effect of noncredible frameworks is that when operators do
invest, they may do so exclusively in areas where the market return is very high
and where the payback period is relatively short. This has been the experience

in a variety of sectors, from mining to water, where very high initial profits are

used by investors to essentially offset the risk of their sunk assets. In some cases,

the risk of expropriating fixed assets is reduced by charging customers for the

fixed costs of expansion. For example, in several Latin American countries (and

also in Japan) the installation charge for a telephone line may range from $400

6Indeed, Colombia's initial deregulation of telecommunications involved deregulation of
value-added networks. It specifically stipulated that the government could not set their prices
and that there could not be exclusivity provisions. Thus, regulation meant total lack of gov-
ernmental discretion.
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138 PABLO T. SPILLER AND WILLIAM SAVEDOFF

to $600. Given that the fixed investment cost for a new line ranges from $600 to

$1,200 in less developed countries, that initial charge substantially reduces the

payback period for the investor, partially protecting the utility from the expro-

priation of its sunk investments. This may be one reason why investment in
telecommunications, whether public or private, has proceeded much more

quickly than in the water sector. In most Latin American water systems, the

combination of low prices and low hookup charges has made it difficult to

attract operators who might otherwise be willing to face the regulatory risk by

exploiting particularly profitable service segments.

A third effect of noncredible government policies is that operators may
keep maintenance expenditures to a minimum, thus degrading quality. This

has been an important cause of the intermittent supplies in the utility sector

across Latin America.
Fourth, investment may be undertaken with technologies that have a lower

degree of specificity, even at the expense of reducing the quality of services. In
this regard, it is not surprising that private telecommunications operators have

rushed to develop cellular rather than fixed link networks in Eastern Europe.7

In the solid waste sector, too, private haulers will use general purpose trucks or
handcarts rather than invest in specialized compacting equipment, even though
the latter may be more profitable and environmentally sound, simply because

it is more difficult to resell or convert them to other uses (Cointreau-Levine,
1994).

Fifth, operators may insist upon high up-front rents achieved through

very high prices. Although these may provide incentives for some investment,
they may also be politically unsustainable. To privatize Argentina's telecom-
munications sector, prices were raised well above international levels. Subse-

quent to privatization, however, the government reneged on many aspects of

the license.8 Aguas Argentinas, on the other hand, obtained generous pricing

terms after being granted the concession for Buenos Aires, which allowed it to

reduce its exposure to regulatory risk (Artana et al, 1997).

7While cellular has a higher long-run cost than fixed link, and on some quality dimensions is
also an inferior product, the magnitude of investment in specific assets is much smaller than
in fixed link networks. Furthermore, a large portion of the specific investments in cellular
telephones is undertaken by the customers themselves (who purchase the handsets).
"License provisions, such as indexation, were initially not implemented—allegedly because
of the passage of the Convertibility Act that prohibited indexation—and later modified by
the government. The initial high prices, though, allowed the companies to remain profit-
able, even following the government's deviation from the license provisions (see Spiller, 1992).
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By strongly encouraging inefficiency and poor performance, a noncredible
regulatory framework will eventually create the conditions for a direct govern-

ment takeover. Thus, government ownership has become the default mode of
operation. Government ownership, then, represents neither the best way to pro-
mote the public interest nor the most efficient way to provide services, but

simply the failure to develop institutions that limit the temptation for oppor-

tunistic governmental behavior.

Governmental Opportunism and the Performance of Public Enterprises

Government opportunism, in its basic form, implies low prices—so low, in

fact, that they fail to provide either the public or private operator with the abil-
ity to finance its business expansion, whether current or past.9 Lowering prices,

however, is not simply a one-time reversible action. Rather, once the short-

term political interest in lower prices is seized upon, the low prices trigger a
downward spiral in which mutually reinforcing factors make low prices and

low quality an equilibrium. This downward spiral is depicted in Figure 7.1.
Politicians, in their clamor for lower prices, delayed billing or unprofit-

able activities, can purport to support the public interest while blaming the

operator for inefficient performance. But low prices imply that the public op-

erator will depend on government transfers for expansion and investment. The
need for government transfers, in turn, limits the operator's ability to expand,
since the investments are not evaluated relative to their own profitable returns
but against the competing uses of funds in the national budget. In Chile, for
example, one of the key constraints on investment in expanding water supply
and treatment is the fact that the water companies remain public entities whose
expenditures form part of the national budget. Although these investments

might be easily recovered through tariffs, and therefore incur little or no claims

against future tax revenues, the investment budgets are limited by competition

with other sectors, such as education, for which little or no cost recovery can be

anticipated (Morande and Dona, 1997).

A cash-poor company that needs direct government transfers to finance

its investment program will also be subject to substantial scrutiny and inter-

vention, thus limiting its autonomy in matters of personnel, allocations and

expansion. Once it becomes politically convenient for the polity to set oppor-

9That is, servicing the debt.
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140 PABLO T. SPILLER AND WILLIAM SAVEDOFF

Figure 7.1. The Downward Spiral

tunistic prices, the budget for maintenance and investment may disappear, leav-
ing only the minimum required to cover salaries (which are themselves pro-
tected by a strong lobby). Under such scrutiny, a cash-poor company also loses
much of its ability to protect its autonomy through strategic manipulation of
its information. As a consequence, the company's asset base will depreciate, its
maintenance program will suffer, and its service quality will deteriorate. These
factors will further tighten its investment capabilities, making expansion pro-

grams sporadic and generating low coverage levels and probably shortages and

rationing as well.10

Although investment programs by public enterprises usually require ap-

proval by the Ministry of Finance, some cash-rich companies may protect their

autonomy by using their information advantage to forestall close government

scrutiny. This is where the reinforcing dynamic forces start to make this a low-

level equilibrium. As the company is stripped of cash, management and the

union have a clear incentive to engage in "cash hiding." That is, since extra cash

cannot be used for investments without government authorization, it will be

'"Shortages will naturally arise in a low price environment, where prices do not cover expan-
sion costs.
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used to increase employment, whether permanent (if the company has the ability
to do so), or temporary.11 Corruption can then become endemic, resulting in

bad service and low quality and making the company a public eyesore. This in
turn reinforces the public perception of bad management, and discourages pub-

lic support for continuing fiscal transfers. Thus, there is successively less politi-

cal incentive for elected officials or the Finance Minister to support govern-

ment transfers.

A stable, low-level equilibrium has then been reached: prices are kept

low, government transfers are limited, service quality and coverage are low, and

no one—neither the service operator, the government, consumers nor con-

stituents—has an interest in changing their position. Although attempts at re-

form may occur, they commonly fail.
To understand this point, consider how the low-level equilibrium responds

to the most common reforms: increasing prices and changing management.

When prices are raised to cover operating costs and finance investment, they
are rarely raised enough, because the low efficiency of the system means that
actual costs are much higher than long-run marginal costs. Consumers resist

the hike in prices unless service is first improved. As a result, the cash generated
by a price increase is easily dissipated by the existing management structure

and eventually repealed or eroded by inflation. Thus, reforms that introduce

price changes without making an institutional change in the way prices are set
are not sustainable.

Introducing new management is also generally insufficient to make sus-
tainable changes because the new management faces exactly the same incen-
tives as the old guard. Although not necessarily corrupt, the new management
will find that it is better to keep any excess cash in the company rather than

transfer it (directly or indirectly) to the government.12 Since there are no effec-
tive incentives to expand or improve service, the cash is used in ways that are
not perceived by consumers. Thus, a basic implication is that public companies

subject to governmental opportunism will have managerial rotation without

substantive operational improvements.

A further implication is that high-level equilibria are inherently unstable

unless there are institutional restraints to governmental opportunism. In their
absence, a political shock may call for a price freeze, a change in the company's

11 It is indeed not surprising that most public enterprises in the developing world have a large
number of long-term nonpermanent workers.
12An indirect transfer back to the government means that excess cash crowds out govern-
ment transfers, probably on a one-to-one basis.
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142 PABLO T. SPILLER AND WILLIAM SAVEDOFF

investment pattern, or any other operational change that has the effect of ex-

propriating the sunk investments of the public company. Indeed, the move-

ment down from a high-level equilibrium could be stochastic—precipitated

by random political and economic shocks, like high inflation and political and

social unrest.

This analysis, then, shows that low-level equilibria are stable because there

is no public support for increasing government transfers or higher prices for
the service. The government will have very little incentive to spend scarce in-

vestment funds on a mismanaged organization. And attempts to improve man-
agement will fail unless there is a basic institutional change.

Breaking Low-level Equilibria

It should be obvious that low-level equilibria have high social costs.13 While

well-developed infrastructure reduces the costs of business transactions and
improves the health of the nation, poorly developed infrastructure reduces the

country's competitiveness and the extent of its domestic integration. Expen-
sive, congested or unreliable communications, for example, constrain sectors
that need rapid access to information. In modern economies, even such "low-

tech" industries as exports of flowers or garments require access to sophisti-
cated communications (see Box 7.1). Unreliable or unavailable power and wa-
ter prompts firms to invest in generating their own supplies, increasing their

costs and reducing their international competitiveness. Similarly, poor trans-
port infrastructure (and badly designed access charges to infrastructure) in-
creases direct and indirect (congestion) transport and insurance costs, affect-

ing direct labor and input costs, limiting the extent of domestic integration,

increasing export costs, and reducing the set of potential export industries.

Poor infrastructure also has environmental and health implications. Lack

of proper water infrastructure, for example, has a negative impact on health

conditions. It also degrades the environment by diverting too much water from

aquifers and streams due to excessive losses. Inefficient and expensive electric-

ity and gas force families in poorer conditions to burn fuels such as wood that

deplete scarce resources and cause soil erosion.

Thus, moving out of low-level equilibria shouldbe an important govern-

mental priority. But as the previous discussion suggests, simple fixes will not

13The following draws from Spiller (1992). For an example from the Honduran water sector,
see Walker etal. (1997).
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Box 7.1

The Costs of Poor Telecommunications Services: Flower Growers in
Colombia and Garment Companies in the Philippines

Colombia's flower growers are located in the savannas surrounding the

cities of Bogota and Medellin. Their location is based not just on weather

but also on proximity to airports. Since flower exporters require day-to-day
communication with markets, and since access to international lines is dif-

ficult from the flower farms, growers have found it necessary to keep offices
with minimal staff in Bogota. The Association of Colombian Flower Grow-

ers, taking advantage of the current telecommunications liberalization policy,

has obtained bids to build a private satellite network to connect all members

to the central office and to the association's offices overseas, providing them

direct access to international communications. The association estimates

that such a network will cost $ 1,500 per grower, approximately the cost of a

telephone line in Bogota at black market rates (Spiller, 1992).

A similar situation exists in the Philippines. A World Bank study cited by

Ferreira and Khatami (1996) reports that "although the larger garment com-
panies have access to telephones, waiting time for additional lines averages
three to five years. In order to communicate with their subcontractors, the

larger garment companies have resorted to alternative modes of communi-
cation, such as investing in radio equipment, motorcycles, and courier ser-
vices...The smaller companies typically have their production facilities out-

side of Metro Manila and need to maintain a separate office in the capital (at
an average cost of P35,000 [$1,400] per month) to have access to communi-
cations services for import/export transactions. Companies in Mindanao

do not maintain a separate office in Manila because the quality of telecom-
munications services between Manila and Mindanao is unreliable."

do the job. Efforts that have failed in the past include the standard set of inter-

national agency recommendations, like price increases, performance contracts

or other types of temporary performance improvements, and even hiring pri-

vate firms under build-operate-transfer (BOT) contracts.

A standard international agency recommendation is that prices should

cover operating and investment costs. In negotiations on a particular sector

development loan, a government may agree to a price increase. Once that price

increase is introduced, the political forces that triggered opportunistic
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pricesetting will kick in again sooner or later, depending on the extent to which

inflation erodes the imposed price increase. In the longer run, the increase will

be nothing more than a blip in the chart.14

A second approach has been to introduce performance contracts between
management and government, under which management receives some part of

the expected increase in profits. The evidence provided by Shirley and Xu (1996)

suggests that, in general, such contracts have failed to improve public sector per-
formance because they change neither the basic discretionary power of the gov-

ernment nor the asymmetry of information between management and govern-

ment. Since managers know that surplus and profits will eventually be taken away,

they operate the firms to redistribute cash to themselves and their workers, rather

than to increase efficiency. These contracts fail because the government lacks

credibility—it can neither establish hard budget constraints nor effectively monitor
management's actions. Hence, the use of management contracts as a solution to

a credibility problem is ultimately self-defeating.
Finally, there is the use of BOTs to expand systems. BOTs are an attractive

way to expand the system because they require neither any basic change in the

way the company operates or is managed nor any direct transfer from the gov-
ernment. BOTs simply add capacity without changing the corrupt and ineffi-
cient nature of the corporation. Such arrangements require substantial gov-
ernmental guarantees, very high initial prices, and relatively inflexible contract

terms. Since the overall credibility problem is not resolved, BOTs are appropri-
ately perceived as costly, further reinforcing the public impression of corrup-

tion and favoritism that circles the company.
The basic question, then, is what set of changes could move an infra-

structure sector away from a low-level equilibrium. The previous discussion

suggests that the key is to develop a process that limits government discretion
in pricesetting. Once such limits are in place, attempts to improve manage-

ment and to set prices at reasonable levels may actually work.

For a process to be effective in limiting government discretion, three

complementary mechanisms must be in place. First, substantive restraints on

regulatory discretion must be embedded in the regulatory framework; second,

formal or informal constraints must limit the ability of the polity to change the

regulatory framework itself; and, finally, institutions must be in place that en-

'"Between 1979 and 1989, average tariffs fell by an average of 1.5 percent following loans by
the Inter-American Development Bank to national electricity sectors in 12 Latin American
countries, compared to an average increase of 7.2 percent before, despite contractual clauses
requiring that tariff levels be maintained.
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COMMITMENT AND GOVERNANCE IN INFRASTRUCTURE 145

force those substantive or procedural constraints (Levy and Spiller, 1994). These

three mechanisms are easier to implement in countries where decisionmaking

is naturally decentralized. In countries where decisionmaking is heavily cen-

tralized, regulatory credibility requires more rigid institutions and restraints.
Regulatory commitment can be introduced in different forms. It can be

achieved, for example, by writing very specific legislation and delegating its

implementation to a regulatory agency whose decisions on both substance and
process can be reviewed by the judiciary. Alternatively, regulatory credibility

can be achieved "a la McNollgast," that is, by hard-wiring the decisionmaking

process so that the interests of the regulated companies are safeguarded against

administrative expropriation (see McCubbins, Noll and Weingast, 1987; on

hard-wiring; see also Hamilton and Schroeder, 1994, and Macey, 1992). Here

again, the courts may review agencies' decisions both on substance and proce-

dural considerations. Finally, regulatory credibility can be achieved by grant-

ing the operator a license that specifies the regulatory process through which

its prices will be determined. Deviations from the license could be challenged
relatively easily through the courts.

These three regulatory instruments have different implications for both

regulatory credibility and flexibility, and perform differently depending upon
the context (Spiller, 1996). The difficulties in building commitment can be seen

even in the United States, a relatively propitious system with decentralized

decisionmaking. The United States has a government structure that fragments
power between a directly elected president, a legislature composed of two cham-
bers elected under different rules and at different times, and electoral rules
designed to tie legislators to their local constituencies, which limits (but does
not eliminate) the power of political parties. The U.S. judiciary is reasonably

well respected by the population, and its decisions are widely accepted and
even implemented. However, in such a situation, specific legislation may be
difficult to introduce because the political fragmentation inherent to the po-

litical system increases legislative costs. Thus, the saliency of a policy problem

must be very high before legislators will spend time in negotiating and drafting

specific legislation (Schwartz, Spiller and Urbiztondo, 1993).

Hard-wired decisions, on the other hand, are easier to draft and adopt,

but are, as everything, potentially imperfect. In particular, they run the risk of

being diverted by future judicial interpretation. Finally, although licenses as

regulatory schemes are feasible in the United States, they may be too rigid given

the nature of the political system. Thus, the commitment potential of Ameri-

can regulatory structures is quite strong, and allows most of these mechanisms

to function much better than in less propitious environments. It is not surpris-
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146 PABLO T. SPILLER AND WILLIAM SAVEDOFF

ing, then, that hard-wiring solutions are the regulatory norm in the United

States (McCubbins, Noll and Weingast, 1987). Hard-wiring solutions provide

politicians with the necessary political flexibility, while at the same time the

credibility of the judiciary and its traditional protection of property and con-

tract rights provides investors with some assurances against opportunistic

behavior.15

In nations with centralized decisionmaking processes, the first two ap-

proaches do not provide much regulatory credibility. Nations with centralized

political decisionmaking can change laws relatively easily, hence very specific
laws (in substance or in process) will not effectively constrain governmental

decisionmaking. Indeed, it is quite interesting to observe that while in the United

States the evolution of the electricity sector was undertaken almost without
federal legislation, in the United Kingdom (a highly centralized system), major
regulatory changes were mostly undertaken via legislative changes (Spiller and

Vogelsang, 1996). Similarly, in these type of political environments, courts will
tend not to challenge administrative decisions (see Spiller, 1996, for a theory of

the evolution of independent courts).

Various countries have attempted different approaches to limit govern-
mental discretion when privatizing infrastructure sectors. Chile, a country with
substantial checks and balances, introduced specific legislation regulating
pricesetting in electricity, telecommunications and water. Similarly, Chile's an-
titrust legislation limits political interference through a very complex
decisionmaking process (Corbo, Luders and Spiller, 1997). On the other hand,
Argentina, a country with substantial credibility problems, privatized its water
and electricity distribution utilities with a specific regulatory framework em-
bedded in operating licenses. These licenses substantially limit the ability of

the regulatory agency to deviate from the prescribed pricesetting process. Bo-

livia, almost alone, has maintained private ownership of electricity since the

turn of the century through the use of specific concessions.16 Given the limited

15This does not mean, though, that American utilities haven't had their share of regulatory
difficulties. The inflationary process, the increase in the real price of oil, and the environ-
mental concerns that started in the 1970s required substantial changes in the regulatory
process (Joskow, 1974), costing the electric utilities substantial market value. One of the
lasting effects of this period is the increase in the perceived change in the regulatory risk.
Capacity additions (mostly nuclear) undertaken during the oil shock period were challenged
in courts by environmental groups and eventually required to be withdrawn from the rate
base.
"The other long-lasting private electricity firm in Latin America is the Caracas Electricity
Company, which has had no regulatory structure but has had widely diffused local ownership.
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tradition of administrative law in the developing world, it is not surprising that

few countries have experimented with administrative procedures as ways to

provide regulatory credibility. But regulatory structures by themselves may not

be enough. Ancillary structures may have to be developed.

Maintaining High-level Equilibria

Once high-quality equilibrium is achieved, the design emphasis shifts toward
how to sustain it, which means providing the political support to maintain a

process that limits governmental opportunism. Such support will come from

interested parties. Thus, a polity interested in preserving high-level equilib-

rium will need to design an industry structure that increases the number of

interest groups involved in supporting it.

A basic strategy to increase political support is to fragment the industry,

which has the advantage of creating multiple sources of political support for
proper governmental behavior. Similarly, fragmenting the industry and creat-

ing at least potential competition limits the informational advantage enjoyed
by each company and reduces the potential for regulatory capture. At the same
time, it reduces the appearance of monopoly and makes it less attractive as a

target of politicians seeking to garner political support against the operator.

Fragmentation has been extensively utilized by the Argentine reformers.
A clear example is the privatization of the electricity sector: today the whole-
sale electricity market has more than 600 players (see Spiller and Torres, 1996,
for a discussion of the Argentine electricity reforms). Although not as exten-
sively as the Argentine case, Chile has also fragmented many of its utility sec-

tors, including the water sector.
A second basic strategy is to privatize the sector. Privatization creates an

interest group interested in limiting opportunistic behavior and willing to spend

substantial resources to do so. It also provides the opportunity to grant large

segments of the population direct interest in the profitability of the operator.
Popular capitalism—whether through investments by private pension plans,

as in Chile or Bolivia, or via selling large chunks of the company to citizens, as

in the United Kingdom or in the Czech Republic—is in a certain sense superior

to selling the company to a foreign investor. Foreign investors from large and

politically strong powers may utilize their countries' influence to achieve some

political support; on the other hand, a lack of direct political support of foreign

investors will increase the risk of governmental opportunism.

Finally, each of these strategies will be limited in effect if the mechanisms
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148 PABLO T. SPILLER AND WILLIAM SAVEDOFF

for establishing prices are not insulated from governmental opportunism. The

more fragmented and competitive the market, the less justification for govern-

ment involvement in price determination. But when fragmentation is limited

and operators are private, the temptations for governmental opportunism in

pricesetting are very large. It is precisely such conditions that prompt the need

for independent pricesetting boards with spelled-out procedures and formu-

laic pricesetting, or for contractual licenses. This will help achieve the goal of

institutionalizing a credible government policy toward pricing in the sector.

Conclusions

Although usually built in concrete, infrastructure pertains to sectors that have

the most fragile of structures. Because of their basic features, these sectors

are prone to governmental opportunism, triggering a downward spiral of
low prices, investment, quality and coverage, as well as high levels of corrup-
tion. To avoid this, and to maintain high-quality levels, three basic design

features should be introduced: first, development of a price determination

process that drastically limits governmental discretion; second, a policy of
industry fragmentation, coupled with the elimination of exclusivity so as to
promote potential competition; and finally, privatization of the sector, with
emphasis on domestic participation.
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CHAPTER 8

Economic Principles to Guide

Post-Privatization Governance

Robert Willig

Achieving the public interest goals of the privatization process requires a com-

mitment to planning the structure of post-privatization governance ahead of

time. While it is commonplace to hear loud mandates for ex ante planning
from project analysts who are active at the keyboard rather than at the negoti-

ating table, in practice the process usually proceeds pragmatically, with little
more planning than the flow of implementation steps needed to avoid total

confusion. Due to the very nature of privatization, however, its implementa-

tion requires that ex post governance be thought through and, in essence, de-
signed in advance.

Economic analysis offers much in the way of principles to help plan the

post-privatization market and governance structures, whose organization and

architecture are critical to the ongoing success of the privatization process. Both
logic and experience show that successful privatization requires that the gov-
ernment prepare to limit its power to intervene in the operations and finances
of privatized enterprises. As a consequence, the ex ante planning must include
the mechanism of post-privatization governance, as well as the guideposts for

the substantive content of that governance.
The kind of post-privatization governance necessary to meet the public

interest depends on the ability of the markets to sustain effective competition.

This ability is a creature of the institutional and market settings that surround

the privatized entity's activities, and it may be crucially dependent on deliberate
policy choices made at the time of privatization or subsequently. Restructuring

state-owned enterprises, and structuring new concessions, may seek to organize

competitive markets if the technology permits. However, public utility style regu-

lation maybe needed if the technology of production is one of natural monopoly.

In this domain, economics offers a relatively clear analytic framework for decid-

ing where and how competition should be pushed, by means of the policy deci-

sions that attend the structuring of the privatized entities.
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152 ROBERT WILLIG

Effective competition cannot always be expected to arise with sufficient
power and speed following privatization. To discipline enterprise decisions and

make them consistent with the public interest, there is a need for ongoing regu-

lation of privatized enterprises, particularly in key areas of infrastructure. Eco-

nomic theory has much to say about the issues that regulation must be ready to

address and resolve. These issues are important to the directly affected firm

and its customers, rivals and suppliers, as well as to the economy as a whole.
How these interests can influence regulatory decisions and provide vital infor-

mation to regulators will determine the success of the entire reform effort. Thus,

the architecture of regulation is crucial, particularly the way the regulatory body
is organized, how it is to function, and how it is to relate to the interested par-

ties, the political arm and the rest of the government.
For privatization to unleash the forces of private enterprise, regulation

cannot be just another form of state control like the one that preceded the

reform. Thus, both regulation and the privatized enterprises they regulate must
be insulated from political control. This requires an appropriate regulatory struc-
ture and, most importantly, some credible commitment to limit the discre-

tionary powers of the regulatory apparatus. However, these limitations must
be designed to avoid becoming excessively rigid and unresponsive to market
changes, which require adapting behaviors and strategies.

This chapter advances a hypothesis about a socially desirable way to limit
government regulatory powers over privatized enterprises. In essence, the regu-
latory body should be committed to reaching decisions and resolving disputes

on the basis of transparent application of economic principles that are publicly
articulated before the commercial investment is ever made by the private
operator.

This solution would provide appropriate limits on the discretionary ex-

ercise of regulatory power, while avoiding the paralysis and unnecessary rigidi-

ties that attend post-privatization governance based on adherence to detailed

micromanaging terms of a privatization agreement or concession. The con-

trolling economic principles would set the framework under which negotia-

tions and arbitration would yield dynamic adaptations to changing circum-

stances and resolutions of disputes, serving the needs of both the parties in-

volved and the public interest.

The controlling principles could be articulated within a concession or

privatization agreement, thus becoming part of the contractual agreement be-

tween the enterprise and the government. Alternatively, the principles might

be contained within an overarching statute. The feasibility and credibility of

each of these approaches may well depend on the structure of the surrounding
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POST-PRIVATIZATION GOVERNANCE 153

legal system, since existing commercial laws may be inconsistent with particu-
lar principles articulated in a privatization agreement or in a special statute.

This chapter ends by articulating economic principles that might be in-
cluded in a statute or a concession agreement as the foundation for transparent

decisionmaking and dispute resolution. These principles cover issues includ-

ing the primacy of financial returns expected from the privatization agreement,
the processes by which tariffs are set and coordinated with quality and reliabil-
ity of services, and the efficient adaptations that impending competition may

warrant.

A Policy Plan for Industry Structure, Regulation and Political Insulation

The widely articulated rationale for the move toward privatization focuses on

perceptions of inefficiency, waste, poor quality output, underinvestment, and
unresponsiveness regarding operations of public enterprises, as contrasted with
expectations of dynamism, cost effectiveness, ample capital availability, respon-

sive output quality, and creative productivity in the operations of private en-
terprises. But there is widespread reluctance to relinquish public control over
infrastructure activities, linked to genuine concerns about the incentives of

private owners to avoid serving the public interest, as well as to the attractive-
ness of the status quo with its accustomed flows of benefits to the politically

favored and powerful. It is important to uncover just what it is about
privatization that actually invigorates infrastructure and other sectoral activi-
ties emerging from state-owned enterprises. This would address the natural
reluctance to undertake reform and aid in formulating plans to maximize the

gains while avoiding the pitfalls of privatization.
Conventional wisdom holds that privatization is effective because mar-

ket responsiveness, cost efficiency, productivity and economical applications

of capital are key to the pursuit of profit, and profit is the overriding goal of

private enterprise. It further assumes that, on the basis of periodic financial

disclosures and audits, investors and managers of enterprises can effectively

assure that they are well monitored. In contrast, state-owned enterprises are

managed without the profit incentive, but rather under the control of political

agendas that may foster market unresponsiveness, low productivity and ineffi-

ciency. Political agendas are difficult to reconcile with long-run commitment,

since they are endemically discretionary and subject to change and reinterpre-

tation. They are also difficult to monitor since their goals are generally not

compatible with quantification and audit.
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154 ROBERT WILLIG

This conventional wisdom about private and public enterprises still does

not explain all of the differences in performance, since one must consider the

possibilities for strong political interference with the profit-maximization goals

of private enterprises, as well as the possibilities of using profit incentives to
guide the management of a state-owned enterprise. Political interference is par-

ticularly likely through the regulation of private infrastructure enterprises. And

private-public infrastructure partnerships might be particularly attractive can-
didates for profit-oriented incentive mechanisms.

The deeper explanation of differences between public and private enter-
prise performance focuses on the inevitability of political influence over the

operations of public enterprises, and the haphazard relationship that must be

expected between political agendas and economically efficient performance.
There can be no credible commitment that walls off public enterprise from
political management. For activities that belong in the public domain, like those

related to security and public safety, that is perfectly appropriate. However, genu-
ine privatization is inevitably accompanied by some form of committed assur-
ance of insulation from political interference.

After all, owners of private liquid capital will be unwilling to invest in the

sunk assets needed to supply infrastructure services unless there is a convinc-
ing commitment that the government will not explicitly or implicitly expro-
priate the resulting private value, including by means of political interference
with management. The danger of such expropriation will be perceived by in-
vestors as threatening, particularly for politically sensitive infrastructure ac-

tivities recently undertaken by state-owned enterprises. The prospect of partial
expropriation that decreases rather than eliminates investor value may not com-
pletely deter private investment, but will inhibit it and raise investor risks and

the resulting costs of capital that must ultimately be borne by consumers.

Thus, in order for genuine privatization to occur, there must be a cred-

ible commitment to investors that the value of their investments will not be

subjected to political expropriation. Such commitments might flow from fea-

tures of the legal system that protect private property from government, from

tight contracts implementing the privatization, from reputation effects that

would sorely punish the government's ability to borrow or to further privatize
in the event political expropriation were attempted, or from threatened sanc-

tions from international banks or development agencies.

Two intertwined lines of thought follow. First, policy must pay attention

to the need for a mechanism that can provide the requisite credible commit-

ment against expropriation of private capital upon privatization. The policy

plan underlying a privatization program must be sensitive to this need, par-

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



POST-PRIVATIZATION GOVERNANCE 155

ticularly in the case of infrastructure privatization. A regulatory body for post-
privatization governance may need to be put in place, and the policy plan must

cover how this body's powers will be circumscribed to maintain the necessary
credible commitment against expropriation, while acting to control monopoly
power to protect the public interest.

Second, the commitment to investors is the source of the efficiency gains

from privatization. The commitment mechanism means that if the govern-

ment wants the privatized enterprise to act against its profit interests for the

sake of its political agenda, it will have to compensate the firm. With its supe-
rior information concerning the costs of acquiescence, and its superior bar-

gaining position, the privatized firm would be in the position to extract a prof-

itable payment from the government. Consequently, the government would
find it more costly to induce the privately-held (albeit possibly regulated) en-
terprise to act than would have been the case for an otherwise identical public

enterprise. The higher costs of political interference with management of a

privatized enterprise are likely to mean that less interference is sought, result-
ing in an enterprise more insulated from political forces due to its privatization.

This independence enables the enterprise to experience the full force of market
incentives, develop its entrepreneurial capacity, and operate efficiently.

To summarize, privatization requires a credible prior commitment to a

policy plan that includes protection against political expropriation. This is also
crucial in order to insulate the privatized enterprise from political interference
and to realize the hoped-for gains in efficiency and entrepreneurship. A priva-
tized enterprise that is subject to effective competition in its markets does not
require targeted intervention. A generally market-friendly policy stance by the
government will protect a newly privatized enterprise from expropriation in the

same way that other investments are protected in the economy. However, infra-
structure services sold by privatized enterprises are likely candidates for specially
targeted public utility style regulation. This raises a far more daunting challenge

both in terms of protection against expropriation and political insulation.

Public utility style regulation is necessary to control market power if, and

only if, the fundamental economic characteristics of the relevant market are

inconsistent with the workings of competition and contestability. Because in-

frastructure services and other areas of privatized activities may or may not

fit into this category or require restructuring to promote competition, it is im-

portant to consider how market structure analysis should be conducted for

privatization planning. C
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156 ROBERT WILLIG

Testing Whether Public Utility Style Regulation Is Needed

In general, economic analysis of market structures makes use of information

about the scopes and sizes of firms active in the marketplace; about firms that
would become active if opportunities arose; and about firms that might come

into existence with the right stimulation. Analysts also focus on the underlying
characteristics of production and distribution technologies and market demands

to ascertain what might be the prospects for competition or for monopoly.

Where the market structure has been strongly influenced by state-owned en-
terprises or by other means of direct governmental influence, the number and
scope of extant firms are probably not reliable indicators of what the technol-

ogy and demands would yield as an efficient configuration of supply. Here,

more reliance may be warranted on inferences drawn from the fundamentals

of the properties of supply costs and demands.

As an initial point of focus, the test for whether public utility style regu-
lation is needed to shape market outcomes as a replacement for competition is
based on there being a natural monopoly in the relevant market, high barriers

to entry into the relevant market, and sufficient demand for significant mo-
nopoly profit in the relevant market.

In this case, natural monopoly means that the technology is such that
production of the quantities demanded by the market is most efficiently
accomplished by a single enterprise, rather than splintered among two or
more enterprises. This would be the case, for example, if the economies of

scale were so great that a single plant could produce the entire market de-
mand more cheaply than several plants due to the replication of fixed facili-
ties. This would also be the case for a network industry, like electric power

distribution, where building two parallel sets of distribution facilities would

be wasteful.
It is crucial to recognize that the natural monopoly condition, along with

the other two conditions, must be assessed "in the relevant market." Relevant

markets have the dimensions of both geographic and product markets. The

relevant product market contains all the varieties of substitute products that

provide significant competition to the product that was originally at issue. The

relevant geographic market contains all the areas from which supply of prod-

ucts in the relevant product market could originate in order to compete for

business. The relevant geographic market may be international in its scope if

trade barriers do not interfere, and if the necessary transport costs do not dis-

able imports from contention.

For example, the relevant geographic market for the generation of elec-
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tricity bought by the residents of the capital city of country ABC might include
a neighboring country if power generated there could serve the target popula-
tion economically and prices were just some 5 or 10 percent higher than nor-
mal. In this example, even though the production of electricity in the environs
of the capital of ABC might be a natural monopoly, this is not the relevant

market. In addition, if the broader geographic market holds sufficient alterna-
tive sources of generated power, then the residents of the capital are served at

least somewhat competitively.

As another example, the residents of ABC have access to at most a single
supplier of wireline telephone service in their houses, and it would be highly
inefficient for a second wireline network to be built. However, as its costs fall,

cellular telephone service becomes a substitute for wireline services, and cellu-

lar service joins the product market. Thus, the conditions of natural monopoly
change and become duopoly as geographic competition among alternative tele-

phone providers becomes heated.
As a final example, distribution of electricity to homes in the capital is a

relevant product and geographic market, since nothing is a close substitute for

electricity in the home, and since alternatives elsewhere are irrelevant. Similar
considerations apply to distribution of water and sewerage services, and all
three may well be natural monopolies in their relevant markets.

The second condition of the test for public utility style regulation is high
entry barriers into the relevant market. This means that any firm not presently
serving the relevant target market with a product would not be induced to
immediately start doing so by a 5 or 10 percent rise in the prices currently paid.
Firms may be unable to enter the relevant market because of right-of-way is-
sues, or a lack of key inputs or requisite technology. The combination of sub-

stantial economies of scale and high sunk costs creates a significant economic
barrier to entry, since economies of scale imply that the firm must plan on
entering with a production volume set by a significant share of market sales in

order to attain a competitive level of unit costs. When this level of production

is added to that of the incumbents, market price will likely be driven signifi-

cantly lower, thereby making the sales unattractive. No suppliers would feel

compelled to exit, however, since they would not thereby be saving on sunk

costs, which are irreversible by definition. Thus, the consequence of entry in

this scenario would be long-lived losses, and a well-managed firm would not

enter in response to moderately higher prices.

For example, as a result of economies of scale in technology, a firm con-

sidering entry into the local generation of electricity might face the need to

build sizable capacity compared to local demand. Since the costs of the genera-
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158 ROBERT WILLIG

tors of the incumbent and the entrant would be largely sunk, the entry would
predictably lead to losses, and would not occur in the first place.

By contrast, even though a single trucking firm is efficiently handling

all the freight between cities X and Y today, it would induce competitive

entry by a rival firm or even by a startup if it were to raise its prices signifi-

cantly above costs. The entrant could come in with just one truck carrying a
few loads, or it could bid on all the business. If it won the bid, it would dis-
place the incumbent, which could then move its trucks elsewhere since trucks

do not constitute sunk costs in any one region. Or, if it lost the bid, it too

could redeploy its trucks elsewhere. Thus, even if trucking were a natural
monopoly in some relevant market, potential competition from possible en-

trants would provide customers with competitive alternatives, in the absence
of high barriers to entry, and thereby make public utility style regulation

unnecessary.

The third condition that completes the test for public utility style regula-

tion is that there be sufficient demand for significant monopoly profit in the
relevant market. Thus, even when the natural monopoly is protected by high

entry barriers, if there is not enough demand in the relevant market to cover

the costs of the monopoly supplier and yield a substantial excess, then public
utility style regulation may well be superfluous since, if it were there, it would
hardly constrain the monopolist anyway. Here, demand is measured both in
terms of its level and in terms of how inelastic it is; i.e., how much of it would
persist in the face of price rises.

If the three conditions all hold, then it is highly likely that consumers
will have no realistic alternative source of supply to protect them from ex-
ploitation of market power. Two or more firms would be unlikely to be active

in view of the natural monopoly conditions. No new firm is likely to enter

due to the entry barriers. And the incumbent monopolist would be able prof-

itably to hold prices well above costs, to the harm of the economy. It is this

economic harm that public utility style regulation could prevent, if carried

out effectively.
If these three conditions do not all hold, then there is a strong eco-

nomic case for foreswearing public utility style regulation, and as a matter of

policy, relying instead on open market competitive forces. There is no doubt

that where competition can work, the market solution to allocation and sup-

ply issues is the best vehicle for meeting the public interest. It is critical to

recognize, at this phase of the strategic policy analysis, that competition

has its own prerequisites for a market-friendly legal, economic and cultural

environment.
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Prerequisites for Competition

Even when structural market conditions are propitious, competition needs an
appropriate framework set by government and the commercial culture in or-

der to work effectively. The framework includes laws that establish rights to

tangible and intellectual property and create the ability to undertake transac-

tions at reasonable costs; contract law and contract dispute resolution that fa-

cilitate striking up flexible and reliable commercial agreements without undue

costs and delays; and laws to credibly protect consumers and employees from
torts and fraud, not for the purpose of promoting litigation, but to inspire due
care and truthful dealings. And it falls to the government to maintain central

banking services and orderly structures for capital markets that foster the effi-
cient provision of currency transactions and credit.

Other prerequisites for the propitious functioning of markets based on

private ownership and entrepreneurship involve the business culture and code

of conduct, as they are shaped by competition law, enforcement mechanisms,

and the social ethics of the business community. It is of critical importance

that competing suppliers not conspire against customers by rigging bids, di-
viding markets, or engaging in boycott tactics. Successful suppliers must be
restrained from coercion that forecloses entry or expansion of other suppliers.

Access to needed business infrastructure services and facilities must not be fore-
closed either through business agreements or informal cultural restraints.

Government itself must show the utmost respect for property and com-
mercial freedom, and must be subject to accessible procedures that can contain
and deter arbitrary and discriminatory interventions. The government must
exhibit a genuine commitment to limit its actions and powers to those explic-

itly enabled by law. Also, the government can help create competing alterna-
tives for consumers and sources of inputs for suppliers by encouraging free
international trade.

Post-Privatization Competition

Where the appropriate framework and fundamental structural conditions are

in place to make post-privatization competition reasonably feasible, it would

harm the public interest to privatize a monopoly and then foreclose competi-

tion via some form of exclusivity arrangements or legal entry barriers. Experi-

ence teaches that bidders for enterprises to be privatized often request forms of

legal protection from competition based on oft-heard arguments that such pro-
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160 ROBERT WILLIG

tection can better enable them to support investments advantageous to con-
sumers, and to support much higher bids of great value to the nation's fiscal

health. Such bidders will seek terms of protection as long or as short, and as

narrow or as broad, as they think will seem attractive to the government agen-

cies involved.

As a matter of economics, all of these varieties of offers are a bad deal for

the public. The added fiscal benefit that might be forthcoming to the treasury
from privatizing a protected monopoly is not worth the added costs to con-

sumers from having to deal with a monopoly, to say nothing of the subsequent
losses to the economy from foregone industry vitality and progressivity. If the

bidder and the governmental agency find it mutually advantageous to com-

mission some elements of investment that the bidder would not voluntarily

undertake, then linking such an investment agreement to the creation of an

artificial monopoly is typically bad policy. The economy would predictably cre-

ate more total real income, and consumers would be better off on net, if such
an investment agreement were linked to a straight cash incentive funded through

taxes.

At the other end of the spectrum, it would be another serious policy er-
ror to force competition by supporting, for example, overlapping concessions
where natural monopoly technological conditions might prevail, along with
heavy sunk costs. Here, the economies of scale and scope mean that social re-
sources would be wasted as a result of needless duplication, and the naturally
ensuing price war would predictably undermine the ability of the competitors

to sustain their services.
On the other hand, it might be a socially beneficial policy to seed compe-

tition—to deliberately bring a newcomer into a proximate market from which

it could more readily enter the market that would otherwise be monopolized.
Here, the social benefit from the enhanced potential competition need not be

offset by inefficient duplication, since the newcomer need not be any less effi-

cient than the incumbent in serving the proximate market.

Any policy planning for privatization must include consideration of

procompetitive restructuring. The enterprise as it was defined under state

ownership might not have been set up for efficiency in operations, transac-

tions or management. The enterprise might become more efficient if treated

with karate economics—a series of judicious horizontal and vertical karate

chops that create a more competitive industry structure. Horizontal chops

create separate independent entities that own assets and facilities that can

produce supplies in competition with each other. Where horizontal chops

avoid the loss of scale economies and other possible efficiencies of the orga-
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POST-PRIVATIZATION GOVERNANCE 161

nization, they per force create more independent alternative sources of sup-
ply that increase competition.

Vertical chops separate portions of the enterprise that deal with one
another as suppliers of goods or services for productive activities. In mature

markets, there is generally little reason to restructure along vertical lines. How-

ever, where markets are less well developed, vertical separations can create

independent sources of supply of critical business inputs that might other-
wise be unavailable to entrepreneurs and new entrants. As such, where they

do not interfere with economies of scope and with important transactional
efficiencies, and where they have the effect of creating new market interfaces,
vertical chops can play a valuable role in fostering competition in immature

market economies.
Most important for the infrastructure sectors is adoption of a policy of

actively enabling competition. This entails dropping all legal barriers to entry,

aggressively pushing to open bottlenecks with standardized interconnection

protocols, and insisting on procompetitive fair access prices. As a result, com-

petition for the stages of service that make use of the bottlenecks may arise, be

robust, and bring serious social benefits from service innovation and cost sav-
ings. This competition may lead to entry into competitive provision of the bottle-
neck services themselves, since success in the adjacent markets can serve as a

springboard to overcome the economic entry barriers into the bottleneck stages
of production.

Public utility style regulation is unnecessary and probably counterpro-

ductive if the relevant market is not a natural monopoly; if it is a contestable
market unprotected by legal or economic entry barriers; if a monopoly could
only cover its ordinary costs of doing business; if procompetitive restructuring

or seeding competition is expected to eliminate market power; or if opening

up the bottlenecks is expected to lead to effective full-service competition. Such
regulation is costly to operate, and more important, it inevitably causes its own

distortions and impediments to the efficient workings of competitive markets.
Thus, reasonably effective active or potential competition should be left free of

public utility style regulation. Fundamental post-privatization governance is

needed to sustain the market-friendly environment and extract a credible com-

mitment from the government to desist from unnecessary, arbitrary, discrimi-

natory or overly stiff regulation. While these issues are far from trivial, and

complete success may seem daunting, the challenges are small compared to

those posed by post-privatization governance where public utility style regula-

tion is needed.
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162 ROBERT WILLIG

Tasks, Organization and Culture of Successful Regulation

In the context of a traditional infrastructure industry, privatized enterprise may

very well be expected to have characteristics that impart strong monopoly
power—natural monopoly market conditions, high economic entry barriers,

and large profit potential from ample and inelastic demand. Under these cir-

cumstances, public utility style regulation is likely to be needed to perform a
full range of challenging tasks so that the economy can reap all the benefits

from privatization.

The economic tasks of public utility regulation are many, complex and

fraught with internal tensions. For example, while the principal task may be to

restrain monopoly power by keeping prices down and quality up, equally im-

portant is to respect investor value in order to maintain incentives for supply,

entrepreneurship, efficiency and new investment for growth. Yet more subtle is

the goal of meeting consumer needs flexibly through the balance, structure
and responsiveness of rates. Regulation must accept responsibility for fostering
competition in markets adjacent to the natural monopoly by encouraging un-

bundling, developing interfaces, and appropriately overseeing access prices. All
of these tasks become intertwined not only with one another, but also with the
challenges of allocating public resources and meeting allied social goals in ways
that avoid distortions and embrace competitive neutrality.

A closely related but fundamentally different task of infrastructure plan-
ning that corresponds to a broad partnership—including experts of the regu-

latory body, the political side of the government, and the involved suppliers,
competitors and customers—is for the politicized arms of the government to
participate in long-range planning for regulated infrastructure sectors, set long-

term goals, establish nonmarket goals and determine sources of funding for
achieving them, and consider sectoral investment goals and participate in deci-

sions matching up enterprise market participants with projects partially financed

with public funds.

In contrast, the distinct functions of public utility style regulation must

be performed with organizational and financial independence from the politi-

cized arms of the government, and the decisionmaking processes of regulation

must be insulated from political pressures by means of the culture of the ad-

ministrative bodies. Public utility style regulation should play the role of sub-

stituting its influence for the missing disciplinary forces of competition—miss-

ing due to conditions of natural monopoly and high entry barriers. The forces

of competition generally are ruthlessly effective in driving markets to efficiency

in ways that soon enough show their benefits to consumers and to the economy
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POST-PRIVATIZATION GOVERNANCE 163

as a whole, despite temporary discomfort. It is these forces that privatization is
intended to unleash, and which can only survive under regulation if the regu-

latory functions are carried out with independence and insulation from politi-
cal influence.

The regulatory body itself must foreswear any political style of discre-

tionary decisionmaking. Otherwise, it will create regulatory risks for the own-
ers of capital, and its discretionary power will increase costs for commercial

enterprises. Thus, regulation must have a culture that renders decisionmaking

as transparent as possible, for the sake of predictability as well as responsibility.

There is a valid role for the regulatory body to listen to the voices of in-

dustry suppliers, both to collect information and to hear concerns. However,

conflicts among competing suppliers are inevitable and healthy, and it is im-

portant for the regulatory body to resist the institutional temptation to act as a

source of compromise or a platform for negotiations among competitors. The

regulatory body must avoid becoming a venue for chilling competition among
actual and potential rivals, because in general the outcomes of such negotia-
tions and deal-making are not consistent with the interests of the public, but

rather with the interests of an industry cartel that inappropriate regulation
may unintentionally foster.

In contrast, the public interest is likely to be well served by the outcomes

of informed negotiations between suppliers and consumers. It is a valid and

constructive function of a regulatory body to facilitate such deal-making, and
it may be useful for an office of consumer representation to be formed to par-

ticipate in regulatory processes on behalf of the diffuse interests of small con-
sumers. This style of negotiation is unbalanced where there is natural monopoly,
but it can become appropriately balanced when negotiations are conducted as

reactions to or in parallel with regulation as a source of fall-back positions that
would control the exercise of market power.

Commitment vs. Flexibility in Regulatory Architecture

Regulation can proceed by means of deliberately constructed mechanisms

that control the exercise of market power and, at the same time, provide en-

terprises with efficient incentives while allowing market incentives to oper-

ate. While no such mechanisms are perfectly free of distortion and costly

disputes, they are the best solutions to known regulatory problems. The art-

ful and experienced regulator will choose from such instruments as contracts,

privatization agreements, concessions, inflation-indexed price caps, stand-
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164 ROBERT WILLIG

alone cost ceilings, quality floors, performance carrots and sticks, open entry,
unbundled-bottleneck interfaces, and the efficient component pricing rule

for access to regulated bottlenecks.

Thus, the structure of public utility style regulatory organizations must

navigate between two contrasting goals and twin dangers. Well-functioning

regulation must be creative and responsive to the nature of the market power

that makes it necessary, ready to adapt to shifts in demand and supply, and

alert to new opportunities to harness the workings of competition in the di-

rectly regulated or adjacent markets. These goals all argue for discretion placed

in the hands of skilled and well-intentioned regulatory bodies. Yet, that same

discretion may be seen as a mortal threat by the owners of sunk assets under

regulatory control, whose value can be destroyed by excessively aggressive
regulation that, in essence, forbids revenues beyond those that recover vari-
able costs. The mere fear that otherwise socially valuable regulatory discre-

tion can expropriate asset value can have predictable, rational and unfortu-
nately destructive consequences for the incentives to invest privately in the

market.

The most direct solution to the problem of actual or perceived regulatory

risk is for the privatization or concession agreement to stipulate the regula-
tions and associated penalties and rewards in great detail. Unfortunately, it is
clear that this solution itself generates new risks to the public interest; that is,
the inflexibility and inability to deal with new problems as they inevitably arise.

While the strength of the commitment value of the privatization agree-

ment is in rigid adherence to systems of narrowly detailed micromanagement
stipulations, this approach will make it difficult and costly to adapt regulation
to changing needs and circumstances, or to benefit from the experiences of

other regulated sectors. Thus, there is a need to find a different solution that

reconciles the seemingly inconsistent challenges of regulatory discretion and

predictability.

A Transparent, Flexible and Rational Regulatory Process

This section advances a hypothesis for limiting government's discretionary

powers over privatized enterprises in a socially desirable way. In essence, the

hypothesis is that the body that performs the regulatory function should be

committed to reaching decisions and resolving disputes through the transpar-

ent application of economic principles that are publicly articulated before the

initial commercial investment is made by the private operator. These principles
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POST-PRIVATIZATION GOVERNANCE 165

may be articulated within a concession or privatization agreement, so that they
become part of the contract between the enterprise and the government, or

they might be contained within an overarching statute, if feasible and credibly
stable.

According to this hypothesis, these economic principles should be the

continuing guidepost for ongoing post-privatization governance. On the one

hand, this solution would provide appropriate limits on the discretionary exer-

cise of regulatory power. On the other, it would avoid the paralysis and rigidi-

ties that attend post-privatization governance that adheres to detailed

micromanaging terms of a privatization agreement or concession. The con-

trolling economic principles would set the framework under which negotia-

tions and arbitration could yield dynamic adaptations to ever-changing cir-

cumstances and resolve disputes.
While there is no uniquely correct articulation of economic principles

that might be included in a statute or a concession agreement, the principles

must cover issues ranging from the primacy of the financial returns expected

from the privatization agreement, to the processes by which tariffs are set and

coordinated with quality and reliable services, and to the efficient adaptations
that impending competition may warrant.

Guiding Principles for Public Utility Regulation

The following are some of the guiding regulatory principles that would gener-
ate efficient solutions to a wide range of disputes and issues that might arise in
a regulated infrastructure sector:

• Preserve promised investor value;
• Allow competition to function where it can without distortion;

• Weigh the costs of rules against the benefits;

• Assure service quality and price levels that offer consumers no less than
the competitive standard of comparison;

• Assure that prices provide signals and incentives for efficient actions by

consumers, suppliers of complementary and substitute services, suppliers of

inputs, and investors;

• Allow open access to bottlenecks on terms that reflect competitive parity;

• Pay efficient and competitively neutral attention to social goals perti-

nent to the sector.
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166 ROBERT WILLIG

Preserve Promised Investor Value

This principle must be a priority because without it, investors will not permit

their liquid capital to become sunk assets vulnerable to effective expropriation

through regulation. As discussed in the opening sections of this chapter, regu-

lators of natural monopoly services delivered by sunk assets are inevitably

tempted by the possibility of forcing prices down to variable costs. At this level,

further production is still motivated, since its forward-looking incremental costs

are to be recovered, at least in the short run. Consumers receive optimum ben-

efit in the short run, since these are the lowest prices consistent with continu-
ing production. Of course, this is a myopic policy for the regulator, inasmuch

as investors, even if fooled once, will be less likely to be fooled again. They will

not voluntarily finance other investments under this sort of regulation, includ-

ing renewal of the assets that will eventually be necessary for the sector at issue.

Nevertheless, private sources of capital are apt to be justifiably concerned that
regulators will succumb to the expropriation temptation, and thus will either

balk entirely or require an outsized risk premium on any investment unpro-

tected by a credible commitment to the principle of preserving promised in-

vestor value.
This principle is susceptible to many different interpretations, with cor-

respondingly different implications for regulation, incentives and economic
efficiency. For example, the principle might be inadvertently interpreted to mean
that the regulator should shield the investor from market-driven risks of loss of

investment value. This is not the intention, since removal of investor risk would
inefficiently dull incentives to choose investment projects effectively and em-

ploy assets productively.

Instead, the efficient interpretation is that the regulator desist from uni-

laterally imposing changes in policy or other regulatory directives that would

diminish investor value (recognizing that that value is properly and inevita-

bly subject to a wide variety of uninsured risks). The baseline for the man-

dated preservation of value is the original privatization "deal," or the most

recently renegotiated evolution of the deal. Regulator and investor are cer-

tainly empowered to negotiate further alterations in the deal. It is an open

policy question whether the regulator should be permitted, under the prin-

ciple, to unilaterally impose alterations in policy that can be shown to pre-

serve investor value, or whether, instead, investor concurrence should always

be required. C
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POST-PRIVATIZATION GOVERNANCE 167

Allow Competition to Function Without Distortion

This principle mandates that the regulator desist frorr intervening in activi-
ties of the regulated firm that relate to competitive narkets, or at least to

markets that fail to be identified as protected natural monopolies. The prin-

ciple thus requires that direct regulatory interference be confined to monopoly

markets. It also can be interpreted more aggressively to require that the regu-

lator take steps to enable competition to take place without distortion by

requiring, for example, open access at compensatory prices to bottleneck as-

sets and positions.

Weigh Costs of Rules against Benefits

This principle constrains the regulator from expanding its domain of interven-

tion without showing that the benefits would outweigh the costs. As such, it

expands upon the admonition to leave competitive markets free of regulation

by further requiring that even restraints on monopolists be justified by dem-
onstrating significant benefits to consumers.

Assure Competitive Service Quality and Price Levels

This establishes the entitlement of consumers to combinations of prices and
levels of service quality consistent with the competitive standard. Under this
principle, the regulator cannot sustain a privatization deal with an infrastruc-

ture monopolist that results in prices higher than financially necessary to sup-
port the level of service quality. Applied carefully, this principle would allow
consumers to challenge arrangements that charged them more in return for

flows of cash to the treasury, or in return for investment projects that do not

benefit the consumers. The principle is inconsistent with cross-subsidization,

and it invites the use of stand-alone cost estimations as ceilings on rates charged

for monopoly services. It also invites the use of price cap mechanisms to con-

trol the levels of regulated monopoly prices over time, on the theory that aver-

age competitive prices would not rise faster than inflation adjusted for produc-

tivity gains. And it directly links the regulation of prices and the quality of

service, so that one cannot be constrained without consideration of the other.

Thus, the principle establishes the right of consumers to seek rate reductions if

the quality of service provided falls significantly short of that promised.
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168 ROBERT WILLIG

Assure that Prices Provide Signals and Incentives for Efficiency by

Consumers, Suppliers and Investors

This principle establishes the general connection between the structure of regu-

lated prices and the economic efficiency of the behavior of all parties who might

be influenced by those prices. Most directly, it is the gateway for applying the

basic idea that prices should be related to economic costs—both marginal and

incremental costs over the pertinent time frame on a forward-looking basis. It

also is the vehicle for applying the framework of Ramsey pricing, which maxi-

mizes consumer benefits subject to the stipulation that prices yield sufficient

revenues to cover total costs. Such optimal Ramsey prices are responsive to the

relative values of service on the part of consumers, as well as to marginal costs.

The expressed idea that prices should encourage efficient reactions by suppli-

ers suggests, for example, that prices should not fall below incremental costs

and thereby discourage the supply of efficient substitutes; that prices should

not rise above stand-alone costs and thereby artificially encourage the supply

of inefficient alternatives; and that prices should not be held down below costs

and thereby discourage supply by input providers and even by the regulated
monopolist itself.

Allow Access to Bottlenecks on Terms that Reflect Competitive Parity

This principle aggressively asserts that infrastructure monopolists should be
impelled by regulation to give open access to their bottleneck facilities to rivals.
It directs that prices charged for such access reflect competitive parity, i.e., the

access prices should carry the same markups as do the competing end-user

services sold by the holder of the bottleneck. Under this principle, then, the

incumbent and its rivals can compete on a level playing field for end-users'

business with services that make use of the bottleneck. Predictably, the firm

with the more efficient offerings will prevail in the market. Meanwhile, the

terms of competitive parity for access mean that the bottleneck holder is not

denied its net revenues from the use of the bottleneck by its rivals, so that in-

vestment in facilities is not discouraged, even for facilities that might become

bottlenecks themselves and fall under the sway of this regulatory principle. The

principle leaves open whether regulators would require bottleneck holders to

proactively establish organized access offerings at tariffed rates, or whether, in-

stead, the principle would be used more sparingly to resolve disputes that may

arise from flexible negotiations over access issues.
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Pay Efficient and Neutral Attention to the Sector's Social Goals

This principle holds that where social goals are to be attended to by firms in the

regulated sector, those goals should be pursued efficiently and without distort-

ing competition. Thus, if revenues are to be collected to support social goals,

the surcharges or taxes should affect the prices charged by competing suppliers
equally, so as to leave the relationship between the competitors' prices

undistorted. If subsidies are to be conferred on particular services earmarked

for particular consumers, then the subsidy payments should be offered to any
supplier who is able to commit to performing the requisite services. These ele-
ments of competitive neutrality are designed to permit achievement of social

goals without standing in the way of the forces of competition to select and

reward efficiency. Moreover, the subsidies should be granted in as targeted a

fashion as is possible, consistent with their goal, to avoid distorting decisions

made by those outside of the intended ambit of the program, and to hold down
the size of the subsidy only to what is necessary.

Conclusions

This chapter has proposed a specific approach for how a government can foster

effective infrastructure privatization by committing itself credibly to post-
privatization governance that serves the public interest. The approach entails
commitment to transparent economic principles that serve as a basis to resolve
disputes and solve problems that arise from needed regulation of privatized
monopoly suppliers of infrastructure services. These principles are sufficiently
flexible, wide-ranging and adaptable to cover most circumstances, yet suffi-
ciently concrete to yield definitive conclusions where necessary.

Many open questions remain. Would the economic principles be cred-

ible and effective if they were written into privatization or concession agree-

ments, or even into special legislation? It could be that the existing legal frame-

work would undermine application of the principles, or that the disputes could

not be kept out of courts that would not be bound to follow them. This chapter

has not attempted to assess the extent to which adherence to the principles

would have improved actual outcomes of post-privatization regulatory prob-

lems that arose in Latin America and the Caribbean. Nevertheless, the ideas and

open questions are offered here with considerable promise, because it appears

that this transparently principled approach to post-privatization governance has

the potential to make privatization better fulfill its promise for the region.
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PART II

Infrastructure for

Latin America:

Experiences in Water and

Sewerage and Energy
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CHAPTER 9

Water and Sewerage

Privatization and Reform

Sylvia Wenyon and Charles Jenne

Private sector participation in water and sewerage systems is a relatively re-
cent phenomenon in Latin America. The movement towards privatization

started in the early 1990s, but some of the programs were introduced as re-

cently as 1995. Although there are some lessons to be learned about the dif-

ferent contracting approaches, institutional frameworks and the competitive-

ness of the contracting process, there is less experience to draw on in relation

to how contracts have worked in practice in terms of service performance
and achievement. This chapter looks at nine cases of private sector participa-

tion involving several countries and different contractual forms. The coun-
tries are Colombia, Argentina, Trinidad and Tobago, Mexico and Venezuela,
and the contract approaches range from service contracts to management
contracts, BOTs and concessions.

The approach chosen is not uniform for each case (see Table 9.1). Mexico,
for example, has chosen service and management contracts in the Federal

District and BOTs in several municipalities. Colombia has chosen a mixed
company-based management contract in Cartagena but a management/con-
cession contract in Tunja. Argentina is one of the few countries that adopted

a uniform approach by developing concession contracts in all the provinces
involved.

The diversity of approaches within countries, together with the different

circumstances surrounding each specific case, means that it is only possible to

explain why some countries have performed better than others in relation to a

few specific parameters. This chapter therefore concentrates on drawing

strengths and weaknesses from each specific case in order to glean the lessons

that could be applied generally to several types of contract.
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174 SYLVIA WENYON AND CHARLES JENNE

Table 9.1. Case Studies

Argentina
Buenos Aires
Santa Fe
Tucuman

Colombia
Cartagena
Tunja

Mexico
Mexico, OF
Puerto Vallarta

Trinidad and Tobago
Venezuela

Type of contract

30-year concession
30-year concession
30-year concession

30-year management contract mixed company
30-year management concession contract

10-year service/management contract
BOT
3 to 5 year management contract to end in concession
25-year concession

Starting operations

1993
1995
1995

1995
1996

1994
1994
1995
No

Approach

Assessing the case studies has involved examining the actual approaches adopted

and the circumstances that form their context, and applying the economic and

organizational principles that pertain to the water sector in order to interpret
the evidence. The overall objective has been to develop a systematic under-
standing of events grounded both in theory and experience.

A key theme running through the chapter is the need for effective limita-
tion and proper allocation of risk. Risk management is particularly important
where the aim is to involve the private sector in water service provision. All the

evidence suggests that there are certain risks the private sector will not accept
at any price. Unless uncontrolled risk can be eliminated or significantly re-
duced—through good regulatory design and thorough preparatory studies, or

by allocating risk to the public sector through contract terms—private sector

participation in the water sector may achieve disappointing results. On the other

hand, if appropriate controlled risk is allocated to the private sector, this can

create powerful incentives for improving performance.
In carrying out the study, particular attention has been given to risks that

arise in each case and to the effectiveness of the chosen reforms in allocating or

mitigating these risks.

Industry Structure and Regulation

The water industry has several important characteristics that differentiate it

from other utilities. It has a particularly important impact on health and the
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WATER AND SEWERAGE 175

environment and also a vital social dimension, both because it is essential to
life and because it is considered a good to which everybody has a right. At the

same time, the economies of scale involved in the transmission and distribu-
tion network, and the difficulties involved in sharing networks, mean that wa-

ter provision is a local natural monopoly.

The natural monopoly characteristics of the water sector mean that for
reasons of economic efficiency, only one entity should provide the main ser-

vice in any geographical area. If the entity is privately owned,1 adequate eco-

nomic regulation is needed to prevent it from charging consumers excessive

prices and delivering low quality outputs.2 When reforms introduced affect

the structure of the industry, the geographical scope of service provision should

not be reduced by, for example, subdividing existing service areas into small

units where economies of scale cannot be realized.

Because the role of economic regulation is to reduce the pressures for

cost efficiency and customer service that would exist if the water sector was an
economic activity subject to normal market forces, a central function of such
regulation is to ensure that resulting benefits flow through to service users.

Another key role of economic regulation, also linked to its basic function of
simulating market pressures, is to ensure that efficient enterprises supplying
services for which there is a genuine market demand are allowed to charge

tariffs that maintain their financial viability.

Health and environmental externalities in water service provision mean that
there is also a need for environmental and drinking water quality regulation.

Environmental regulation must ensure that water resource pollution is
controlled through wastewater discharge licenses, abstraction licenses, and
minimum quality standards for such discharges. Drinking water quality regu-

lation is necessary to ensure that the health of the population is protected
through appropriate water quality standards. Separate regulatory authorities

'In this context, it is the beneficial ownership by the private sector of all or a significant part
of the profits from water service provision that creates the need for effective economic regu-
lation. Ownership of the assets of the business is unimportant in this respect.
Competition should be encouraged when it is efficient, such as for potable water and waste-
water treatment, where minimum efficient plant size is lower and the service may be awarded
to several firms within large enough towns or cities, or where the population of the city is so
large that economies of scale in the provision of the whole service are realized even when
dividing the city into several sections.
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176 SYLVIA WENYON AND CHARLES JENNE

for each are desirable to ensure that there is full accountability for issuing li-
censes and for setting and enforcing standards.3

The environmental externalities of water service provision also mean that

when restructuring the industry, consideration should be given to the possible
economic advantages of establishing service boundaries that embrace whole

river basins. Provision covering the entire river basin has the advantage of mak-

ing it possible for the company concerned to internalize possible pollution ex-
ternalities from wastewater discharges and also to realize the benefits of better

wastewater treatment.4

The health and environmental dimensions of water are closely interre-

lated with its social dimension. The fact that water services have positive effects

on health means that extending the service to all groups, including the poor, is

an important public policy goal. Potable water has a positive sanitary effect,
thereby reducing disease. Connection to sewerage service is fundamental to

reducing disease and mortality due to water contamination from untreated
sewage disposal, which pollutes water courses and aquifers.

Expending the effort and resources to establish appropriate water and

sewerage services is therefore an effective form of investment in health. Policies

that provide incentives to reduce water operators' costs, together with an ap-
proach to economic regulation that ensures that a significant proportion of

efficiency savings is passed on to customers in the form of lower tariffs, are
particularly important in ensuring access to service for low-income groups.
When user-cost reductions achieved by these means are not enough in them-

selves, direct payments5 or other forms of subsidy to low-income groups may
be necessary to ensure that those otherwise unable to pay can gain access to
services.

3However, mechanisms have to be in place to ensure communication between the environ-
mental and water quality regulator and the economic regulator regarding the costs of en-
forcing higher environmental standards.
The importance of covering whole river basins was recognized in England and Wales, prior
to privatization. In 1973, multiple local companies were integrated into single units cover-
ing a whole river basin. These companies were subsequently privatized in 1989, preserving
the same structure. A similar approach to environmental regulation is used in France, but
water service provision is not structured along the same lines.
5The externalities arising from provision of water services mean that customers will buy less
than optimally if services are priced at economic cost. This is the economic rationale for
subsidizing lower-income groups.
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Conditions for Successful Private Provision

Successful introduction of private sector participation in the water sector is
only likely if the following conditions have been established:

• Reforms affecting the structure of the industry that take into account

the possible loss of economies of scale when splitting the area of provision into

small units;

• Where practicable, service provision covering whole river basins, be-

cause of the potential it gives companies to internalize environmental exter-

nalities;

• Adequate and effective economic regulation to ensure that private op-
erators are appropriately rewarded and that there are incentives for the private
operator to reduce costs, together with mechanisms to ensure that some of the

benefits of efficiency improvement are passed on to customers;
• Adequate and enforceable drinking water and environmental regula-

tion to ensure that drinking water quality standards are enforced, that con-

tamination of water sources is prevented, and that water resources are man-

aged efficiently;6

• Necessary provision of direct payments to low-income groups to ensure

they can gain access to services.

Case Studies: Industry Structure and Responsibility for Water Provision

Table 9.2 presents a summary of the strengths and weaknesses of the industry

structure and institutional arrangements adopted in each of the cases studied.
In Colombia and Mexico, as in many Latin American countries, recent

constitutional reforms have granted powers to municipalities to provide water

and sewerage services. While this ensures greater local accountability for the

services, there are also several potential disadvantages. These include fragmen-

tation of the industry beyond what is justifiable for economic and geographi-

cal reasons, and the establishment of inefficient structures, unless municipali-

ties are amalgamated. Although this reform permits the presence of companies

with large-scale operations in the bigger cities, there are many municipalities

where companies are restricted to an inefficiently small size.

6And avoiding excessively demanding environmental standards by establishing mechanisms
that take account of the cost involved in setting and enforcing them.
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Table 9.2. Industry Structure

Argentina
Buenos Aires
Santa Fe
Tucuman

Colombia
Cartagena
Tunja

Mexico
Mexico, DF
Puerto Vallarta

Trinidad and Tobago

Municipality/
province

Size in charge of
(too many service

small units: (political
uneconomic:*) priorities:*)

// /
// *
/ **

/ *
*/ *

/ *
/ *
s

Municipality
as regulator

and regulated
(conflict

of interest)

**

Municipality
as provider of

investment
finance

(potentially:*)

**
**

*
*

Key: / = Positive
* = Weakness
*/ = Good in theory but not in practice

The problem of municipal responsibility has not in itself negatively af-
fected Mexico City in terms of the size of the operation, given the city's popu-

lation (eight million people). The division of the city into four zones, each
allocated to a separate company for eventual management, may, however, in-

volve the loss of some potential economies that could have been obtained from

the operation of an integrated network. This said, the arrangement has the

potential advantage of introducing scope for some form of comparative com-

petition in the future. It is not possible at this stage to reach a conclusion on

which way the balance of advantage lies.
A second problem arising from municipal responsibility for water ser-

vices is the strong political element it introduces, which may impede develop-

ment of long-term contracts with the private sector. More specifically, munici-

palities may insist on reducing tariffs for political reasons without adequate

regard for the need for cost recovery. The resulting higher risk for the private

sector provider and its financiers means that forms of contract with intrinsi-

cally greater potential for improving efficiency (such as long-term operational,

maintenance and investment contracts) are less attractive to them. Private sec-

tor participation is therefore restricted to arrangements that are more limited
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in scope, such as service and management contracts rather than long-term con-

cessions or even EOT contracts.
Political interference by municipal and, to a lesser degree, provincial gov-

ernments that disallow necessary tariff increases has been a major problem in
Tucuman, Argentina, and to a lesser extent in Puerto Vallarta, Mexico. In both

cases, an incoming government resisted tariff increases. This led to financial

difficulties for the municipality in the case of Puerto Vallarta, and rescission of
the concession contract by General des Eaux in the case of Tucuman. There are

signs that this issue is also likely to become problematic in Mexico City, where
the recently elected mayor has previously campaigned for low water tariffs.

One possible solution to the problem of political interference by munici-

palities and, in particular, their tendency to press for lower tariffs regardless of

cost recovery, is to ensure equity participation by the municipality, thereby align-

ing interests more closely with those of the private sector participant. This has

been the path chosen in Cartagena, Colombia. This type of arrangement has
the important disadvantage, however, of making the municipality both a regu-
lator and a participant in the regulated entity, with potentially serious conflicts

of interest resulting.
A third issue arising from municipal responsibility is that municipalities

are themselves often in financial difficulties and may therefore be unable to

maintain their contract commitments. This is a problem in contracts where
payment comes directly from the municipalities (service contracts, some man-

agement contracts, and BOTs), as well as in management-concession contracts

such as those adopted in Cartagena and Tunja in Colombia, where the success
of the contract depends on the municipality being able to finance the invest-
ment necessary to achieve expansion plans.

Financial difficulties of this kind have arisen in Mexico City and Puerto
Vallarta. However, since municipal revenues necessary for payment have come
from payments by customers, the problem here has had more to do with in-

ability to raise tariffs than with the overall financial position of the municipal-

ity. Poor financial management of municipal revenues has been reported to be

serious enough to potentially put at risk the success of expansion plans in

Cartagena and Tunja.

Environmental Regulation

Environmental regulation is an area to which reforms undertaken to date in

the region have given less emphasis. Most countries are just beginning to allo-
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cate responsibilities for environmental aspects of water to specific institutions
and to define and enforce wastewater quality discharge standards. In Argen-

tina, for example, where great efforts have been made to set up adequate eco-

nomic regulation, there are no abstraction charges payable when drawing wa-
ter from the River Plate, nor are there any discharge charges payable by the

private operator.

Economic Regulation

All forms of private sector participation require some form of economic regula-

tion in order to protect the interests of customers. Economic regulation may be
carried out either by establishing a regulatory body with specific responsibility
for this activity or through the specific terms of the contract itself. The advan-

tages and disadvantages of each approach are summarized in Boxes 9.1 and 9.2.
In practice, the choice depends to a significant extent on the degree of

uncertainty attached to the private sector operation over its lifetime and to the

nature of the customer base that the regulation is designed to protect. The greater
the degree of uncertainty over the future evolution of the private sector service

targets, investment needs and operating environment, the greater the need to
create a regulatory regime to adapt to changes that cannot adequately be an-
ticipated at the outset. In addition, the more dispersed the customer base that
private sector participation serves, the greater the need for a regulatory institu-

tion to act on the customers' behalf in monitoring the operation and charging
of the private firm. These points are illustrated by the contrast in circumstances
between a concession and a conventional BOT project, as characterized in Fig-

ure 9.1.
A concession typically involves the provision and expansion of service

across a system-wide network with a large customer base. New investment will

usually be an ongoing requirement that cannot be predicted with full certainty

in advance. Concessions often involve the transfer (or lease) of existing assets,

the condition and performance of which cannot be guaranteed, giving rise to

another source of uncertainty over replacement investment needs and service

levels. Under these circumstances, it would be difficult to write a contract that

would anticipate all of the contingencies that might arise. It would be more

appropriate to create a regulatory authority that could respond to new circum-

stances as they come up, and do so with a clearly articulated set of principles as

to how, after an initial period, price adjustments should be related to service

levels and investment needs.
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Box 9.1. Regulation by a Specific Regulatory Body

Advantages:
• Flexibility of the approach, which, using prespecified principles, allows tariff

controls and standards of service regulation to be modified in light of chang-

ing circumstances unforeseen when the private sector contract was put in

place. In principle, this flexibility should operate to the benefit of both the

operator and service users.

• Regulation can be undertaken by an expert body with full understanding

of water sector economics and operations.
• Regulation is clearly separated from responsibilities for service provision,

avoiding conflict of interest and making the regulator clearly accountable
for its actions.

Disadvantages:
• In order for the arrangement to be effective, the contract must leave scope

for the exercise of discretion by the regulatory body. Where there is not a

strong tradition of effective independent regulation, this may be perceived

as a source of regulatory risk by potential bidders and lead to a reduction of
interest in the scheme.

• It may be more costly to establish and administer than is regulation by
contract.

A BOX, by contrast, usually relates to a single new investment with lim-
ited uncertainty over the service obligation over the contract life (and, such
uncertainty as there is can be handled by contract variations within a well-

understood framework). Moreover, the BOT service is typically provided to a

single customer (e.g., a municipality or industrial customer) or a small group

of customers capable of negotiating with the service provider directly without

the need for a separate regulator to act on their behalf. Accordingly, BOT schemes

are usually regulated via the contract itself, with specific pricing formulas de-

signed to survive throughout the contract life.

The attraction of private sector capital to meet investment needs is a fea-

ture of both concessions and BOTs. This is not so for service contracts and

management contracts, where no capital from the private sector is involved

and where the risks to the private sector participant and the users (from the
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Box 9.2. Regulation by Contract

Advantages:
• It should, in principle, provide a clear framework for tariffs and standards

of service regulation, thus minimizing uncertainty for operators.

• Relies on existing contract law and the courts for enforcement and does

not require institutional change.

Disadvantages:
• Relatively rigid, requiring contract renegotiation if unforeseen circum-

stances or requirements arise.

• Although there can be provision to appoint an expert to assist in dispute
resolution, the ultimate recourse is to the courts under contract law. These

courts may be ill-equipped to deal with technical and economic matters.

• Considerable effort is required in initial contract design to ensure that the
regulatory requirements are fully and correctly stipulated.

exercise of monopoly power by the provider) are lower. This makes the need
for a separate independent regulator less pressing.

Economic regulation and the cases studies. Among the countries studied,

separate regulators have been established in Argentina and Colombia, which
have followed the concession route to private sector participation. Trinidad
and Tobago has followed a phased approach, whereby regulation is being de-

veloped at the same time that contractual arrangements evolve from a basic

service contract to a more complex concession. With the exception of Venezu-

ela, whose case is discussed below, the other cases involve BOTs or manage-

ment contracts with less pressure for independent regulation. In these cases,

regulation is incorporated within the contract and administered by the mu-

nicipality as the client.

In theory, creation of separate regulatory institutions should involve a

degree of independence from political interference so as to increase transpar-

ency and lend some stability and predictability to the regulatory regime. In

practice, it is hard to achieve complete independence. The regulators in all of

the Argentine and Colombian cases have some degree of political dependency,

since members of their board are either representatives of the central or local

government or nominated by politicians.
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Figure 9.1. Private Sector Participation and Regulation

In the Argentine cases, results have been mixed. This political relationship
does not appear to have impeded the functioning of the Buenos Aires concession

to date. There seems to be more of a risk of the regulator not being fully indepen-
dent from the provincial government in the Santa Fe case. And in Tucuman, the
combination of inadequate contractual arrangements and political intervention
in regulation has led to a breakdown and rescission of the concession.

Colombia is still developing its national water regulatory agency, and a good
part of the regulatory function is currently undertaken by the municipality
through the contract. The Regulatory Water Commission is financially depen-
dent on the government budget, and the responsible ministry has representatives
on the commission's board, making regulation vulnerable to fiscal constraints

and changes of government. Furthermore, the devolution of responsibility for

water services to the municipalities means that they also have a regulatory role,

which is not always clearly differentiated from that of the commission.

The establishment and administration of an effective economic regula-

tory system is a difficult and costly process. Even after such a system is estab-

lished, it is unlikely to be effective unless the staff are adequately (and continu-

ously) trained and supported for a period of several years. Remuneration has

to be adequate to attract the right caliber of people, and directors must have

the credibility to enforce their decisions. Although Argentina—and particu-

larly Buenos Aires—has gone furthest in setting up an appropriate system of
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economic regulation, even here the lack of adequately trained staff has been a
practical impediment to effective regulation.

Approach to price review. Although it has proved to be a successful con-

cession in terms of delivery, the Buenos Aires case draws attention to a specific

dilemma over the choice of approach to monitor investment and the use of

price reviews during the life of the concession.

Monitoring investment activities in Argentina involves not only assess-

ing whether the concessionaire is meeting its targets and levels of service, but

also establishing whether actual expenditure is consistent with the expenditure

plans that were offered in the original bid. There is, therefore, a presumption
that all expenditure that was initially proposed must actually be spent. It is

increasingly recognized that a better way of regulating a company is to concen-
trate on outputs (and targets) and to allow the company the freedom to find

the lowest cost means of delivering them.

Monitoring investment spending is closely linked to the issue of price
reviews. The Buenos Aires concession was bid for on the basis of the price at
which the concessionaire would provide the level of services specified in the

bidding documentation. The concession was based on the premise that this

price level would remain in force unless changes in the contractually commit-
ted investment plans became required. In theory, apart from the provision for
adjustment in response to defined categories of extraordinary events (such as
changes in quality standards or devaluation), the price level should be capable
of surviving for the full concession life. If circumstances do change, as is almost
certain over this length of time, the concessionaire can call for periodic revi-
sions at the start of a new investment plan period to reflect changes in the
targets and capital investment envisaged from those foreseen in the original

expansion plans. Critically, however, the concession does not set out any real

guidance as to how such revisions should be made. Thus, although the short-

to medium-term price levels have been well defined, there are uncertainties

about the mechanisms for setting price levels in the longer term.

This contrasts with the typical process of periodic price review undertaken

in the United Kingdom or Chile, where prices are revised at specified intervals

within a reasonably well-understood framework. The revisions take into account

the revenue requirements of the company, the need to finance new investment,

and the likely increases in efficiency. Of course, the Buenos Aires concession could

evolve in this direction, but the uncertainty in the concession framework leads to

potential risks for both the private sector concessionaire (which faces risks to

future revenue streams) and for customers (on whose behalf any price adjust-

ment must be negotiated with the concessionaire).
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The potential advantages of avoiding pre-scheduled price reviews, as in
the Buenos Aires concession, are, first, a lower regulatory burden, if the need

for a price review is not triggered by changes in circumstances that affect in-
vestment levels and priorities; and second, if substantial scope for efficiency
and service improvements is visible in relation to pre-concession levels, a sig-

nificant share of these gains can be captured for customers through effective
competition for the concession. The failure to capture ongoing efficiency gains

may be less important by comparison with this initial step change.

On the other hand, there are potential drawbacks of not providing a well-

defined framework for periodic review of prices. First, it may restrict the poten-
tial number of bidders, with the risk that the initial competition for the conces-

sion will not be as effective. (That is, not all companies will take the type of risk
that this uncertainty over future revenue setting mechanism implies, or will dis-

count it heavily.) Second, it is more difficult to pass ongoing efficiency gains

over the life of the concession to consumers (and these could be significant over
a 30-year period). Finally, the regulator is in a weaker position to negotiate varia-

tions to investment commitments. (The concessionaire can drive a hard bar-

gain if it is not obliged to deviate from the investment plan in its original bid.)

The circumstances under which advantages of not having well defined
price reviews might outweigh the drawbacks are only likely to arise when there

is good knowledge of the state of the existing system and customer base that

the concessionaire will inherit, which will strongly influence future costs and

revenues; a reasonable degree of certainty over the future investment plan and
service obligations; scope for substantial improvements in service levels and
for price reductions from current levels (so that there is less risk of political
intervention at a later date that would threaten the concessionaire's financial
viability); and difficulty in establishing regulatory institutions with sufficient
autonomy and competence.

It is not surprising, perhaps, that in Buenos Aires the difficulties associ-

ated with the tariff objectives set out in the regulatory framework have resulted

in the need to commission a consultancy study for the reform of the tariff regime.

Appropriateness of the Basic Approach to Private Sector Participation

This section reviews the basic purposes for which different types of private
sector participation schemes would normally be employed, and summarizes

conclusions concerning the suitability of the approaches actually chosen in the

case studies to the prevailing circumstances and requirements.
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Figure 9.2. Main Types of Private Sector Participation Schemes

Figure 9.2 provides a schematic representation of the different forms of
contracts found in the case studies. As the scope of business or activities for
which the private sector is to be given responsibility increases, the preferred
form of private sector participation shifts from service contracts or BOTs to

management contracts and concession. Similarly, as investment needs increase,

the preferred form of private sector participation shifts from contracts where

little or no private sector investment is required (service contracts and man-

agement contracts) to contracts based on the private sector providing core in-

vestment finance (BOTs and concessions).

Some approaches to private sector participation are better suited than

others to the particular conditions of a country and the specific circumstances
of the case concerned. The more "advanced" the contract form selected, the

greater the need for political support for privatization and for a wider range of

reforms.

Full divestiture and concession contracts are the most advanced ap-

proaches to private sector participation, because they allocate responsibility

for investment for the entire water system to the operator, while service con-
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Figure 9.3. Approaches to Private Sector Participation

tracts and short-term management contracts have more modest scopes. BOTs
stand somewhere in the middle. Although BOTs are less complex than a con-
cession and tend to relate to single, self-contained projects such as treatment
plants, their long-term nature means greater commitment is needed to

privatization. Adequate regulation is also more important than for short-term
management contracts in order to ensure the contractor is paid and to adjust
tariffs to changes in circumstances. Figure 9.3 classifies the case studies by type

of private sector participation scheme.

Case Studies

None of the cases studied involves full divestiture,7 but four involve concession

contracts—the three Argentine concessions (Buenos Aires, Santa Fe and

Tucuman) and the contract in Venezuela.

7In fact, the only known significant case is privatization in England and Wales.
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Concessions

Concessions are long-term contracts usually covering 25 or 30 years in which

the private sector is responsible for operations, maintenance and new invest-

ment for service delivery. The awarding authority retains ownership of the as-

sets, which are provided to the concessionaire with the stipulation that they be

returned to the authority at the end of the contract. Concessions are particu-

larly useful when one of the objectives of the government is to raise investment

finance to improve service.
The failure to award the concession contract in Caracas, Venezuela is a

clear illustration of a contract not suited to the conditions of the case. More

subtle lessons can be learned from the problems faced by the Argentine
concessions.

Venezuela. The failure in Venezuela had several causes. At the time, the

country was undergoing an economic crisis and the government was losing

public support. This meant that there was insufficient political support for
privatization. In addition, the awarding body was not a single authority but

multiple municipalities, each of which wanted to participate individually in
the process. Their continuing disagreements created concern regarding the fu-
ture relations of the concessionaire with its unpredictable counterpart.

Another reason behind the failure in Venezuela was the lack of a separate
regulator. For a contract the magnitude of a concession, it is preferable to have
a credible and independent regulator to ensure compliance, adequate enforce-

ment of service standards, and a predictable and transparent process for tariff
adjustment.

In addition, poor knowledge of the state of the assets, combined with the

absence of any process to deal with this problem in advance of tendering, led to

uncertainty among prospective bidders concerning the amount of investment

needed to deliver the concession targets.

The case also presented a backlog of postponed tariff adjustments. The
average pre-tender tariff was only $0.04/m3, which represented a small fraction

of costs. Considering that the Venezuelan population has been notorious for

demonstrating (sometimes violently) against tax and price increases, the bur-

den placed on the concessionaire to be the first to increase tariffs to cover costs

was excessive. This further contributed to the reluctance of potential operators

to bid for the contract.

Finally, the exchange rate risk was not mitigated. Venezuela's currency is

very much dependent on oil prices. Facing a decline in such prices and a criti-

cal economic situation, the exchange rate risk for investors was particularly
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high. The requirement in the bidding documents that the concessionaire as-
sume the full exchange rate risk was unreasonable under these circumstances.

The result in Venezuela was that none of the five consortia that prequalified
for the bid submitted one. Lack of political support for the process as well as an
absence of profit guarantees adequate to the risks were cited as reasons.

Argentina. The situation in Argentina was more favorable to concessions.

In the three cases, the first four conditions highlighted above were met: there
was a clear commitment to privatization; the concessionaire had to deal only

with a single authority (the provincial government); a regulator had been set
up with clearly defined objectives, rights and responsibilities; and efforts were
made to provide information on the state of the assets by contracting interna-

tionally recognized technical consultants to prepare reports. As a result, service
improvements achieved under these contracts, especially in Buenos Aires, have
been significant.

Service and Management Contracts

Both service and management contracts are suited to national circumstances
where the private sector would judge it too risky to undertake major invest-

ment, where there is no credible independent regulation, and where there are
no other satisfactory guarantees available to diminish the investment risk. The
difference relates to the scope of activities involved.

Service contracts are used for contracting out specific activities such as
bill collection, meter installation, meter reading and pipe repairs. They require
careful specification of the tasks involved. Of the cases studied here, service

contracts have been used only in Mexico City (first stage).
Management contracts are a more advanced form of contract. In this case,

the operator also takes responsibility for the operation and maintenance of

government-owned assets. These contracts are not, however, an effective way

to raise private sector finance, since responsibility for investment is completely

in the hands of the authority. Management contracts have been the chosen

approach in Trinidad and Tobago (first stage), Mexico City (second stage) and,

with some modifications, in Tunja and Cartagena in Colombia.

The contracts in Cartagena and Tunja are special forms of management

contracts. Instead of a fixed fee or a performance-based fee, payment is based

on the customer tariffs collected. Like a concession contract, the Tunja con-

tract involves the contractor having responsibility for part of the new invest-

ment (the municipality for the rest) as well as for six five-year expansion plans
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190 SYLVIA WENYON AND CHARLES JENNE

to improve service. The Cartagena arrangement is based on setting up a mixed
company with 50 percent participation by the Cartagena district.

The special forms of management contracts put in place in Cartagena

and Tunja might be considered appropriate to the circumstances of the coun-

try, where service provision and regulation are mainly in the hands of the mu-

nicipalities, although there is a separate central regulatory commission to regu-
late tariffs. The very nature of such decentralized provision has meant that con-

tracts have had to be developed carefully to exonerate companies from the re-

sponsibility of not delivering agreed targets when either the tariff policy unex-
pectedly changes for political reasons or the municipality does not fulfill its

financial obligations.

Efforts have been made in this direction in both contracts, although in

both cases the municipality, in practice, is unlikely to have the funds to finance

the investment promised under the contract. This can seem to be a major threat

to the long-term viability of the two contracts.
In Cartagena, the establishment of a mixed company means that the mu-

nicipality (district) is both regulator of the contract and a shareholder in the

regulated company. As regulator, the municipality is required to be tough in its
stance toward the company regarding the delivery of targets, quality standards
and on maintenance of assets. As a shareholder, its interests lie in a much softer
line, creating a conflict of interest Furthermore, as part of the political process,
the municipality will prefer to keep tariffs low to gain voters' confidence, while as
a shareholder of the company it will have incentives to raise tariffs.

Staged Approaches

These newer forms of contractual arrangements involve starting from a rela-

tively simple contract form in the first stage and subsequently moving to more

advanced stages. Examples are the service to management contract in Mexico

City, and the management contract to concession in Trinidad and Tobago. The

staged approaches used in these two systems have much to commend in terms

of suitability to local circumstances.

Mexico City. A decision was made to start the process of private sector

involvement using service contracts, with full management contracts to follow

at a later stage. This approach reflects the fact that Mexico is not fully ready for

water privatization. In these circumstances, a gradual introduction of the pri-

vate sector allows for airing possible political resistance to private involvement

and gives time to the operators to demonstrate the improvements they can
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make, thereby gaining public backing for deeper forms of private sector par-
ticipation in the future. This is an effective way of reducing risk for future con-

tracts because it provides the initial operation with the opportunity to under-
take tasks related to establishing the customer base and identifying the condi-

tion of the network. The initial service contract reduces the risks involved in

the management contract to be entered into at a future stage. This risk reduc-
tion eases the task of securing finance and also reduces its cost.

One difficulty that arose in the case of Mexico City was that although

bidders bid for the whole package (i.e., all the stages), the nature of the first two

stages (service contract) was so different from that of the last stage (manage-

ment contract) that it was difficult to establish an appropriate way to assess the

whole package and obtain the most cost-effective overall solution. The result

was that specific activities were carried out by the four companies at consider-

ably different prices. In general, identifying the winning bid in this type of con-

tract involves a complicated process that can lack transparency unless the evalu-

ation methodology used is published in advance.
Trinidad and Tobago. The approach here has been a first-stage manage-

ment contract of three to five years' duration aimed at improving understand-
ing and management of the system, to be followed by a possible second-stage

concession contract. The initial short management contract enables the opera-

tor to familiarize itself with the system and assess the state of the assets. This

acquired knowledge reduces the risks when establishing the magnitude of the
investment program that will need to be in place to deliver the expansion ob-
jectives set in the subsequent concession contract.

The Trinidad and Tobago contract has also introduced an innovative way
to raise financing by asking bidders to offer a loan as part of the tendering

process. Larger loans and lower interest rates resulted in higher points in the
bid evaluation.

The main disadvantage of this staged approach is that the winner of the

management contract will have a first option on the subsequent concession

contract, despite the fact that its selection was based solely on the bid for the

management contract (the first stage). This significantly reduces competition

for the more important concession stage. In general, it is difficult to see how

any concession that follows a management contract can be competitively ten-

dered if the operator carrying out the first contract is allowed to bid. The op-

erator will always have an advantage over the other bidders.

It could be argued that given the commitment to privatization in Trinidad

and Tobago, a deeper approach from the start may have been more appropri-

ate. Studies to assess the state of the assets and to understand the system could
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have been contracted to outside consultants. This is, however, a matter of bal-
ance. With the current approach, the reduction of the risk on the level of re-

quired expenditure to meet future targets leads to lower tariffs being offered in

the bid for the concession by the incumbent. In the case of an initial full con-

cession, all bidders will lack information concerning the state of the assets and

will offer a less attractive bid, reflecting the higher risk involved. The contract

will therefore be awarded at a higher cost than with the staged approach. En-

suring that the balance runs in favor of the staged approach requires a clear

obligation on the incumbent to release relevant information at the time of the

second stage.8

EOT Contracts

EOT contracts have been used in the municipalities of Puerto Vallarta, Cancun
and Chihuahua in Mexico. They are suitable when specific and discrete projects
are pursued, such as the building and operation of treatment plants, and where

a long-term contract can be designed to deliver a secure revenue stream to the

project company, either from a creditworthy customer or, potentially, through
external payment guarantees to ensure payment by the local authorities. These
projects depend also on a credible judiciary system to handle disputes.

Since the revenue stream for the project is secured on the demand from a
single plant, rather than spread across a portfolio of projects, special care should
be taken in assessing the capacity of the plants to meet short-term demand.
This appears to have been an issue with the Puerto Vallarta project, for which
the EOT approach can be seen to have otherwise been well suited. The project

was built to treat 750 liters of wastewater per second (to be expanded to 1,000

liters per second in the second stage), but following the recession, actual mu-

nicipal demand was only around 450 liters per second. Because the contract

was on a "put or pay" basis, the municipality had to pay the contractor the

minimum contracted amount of 600 liters per second (subsequently raised to

750 liters) despite being unable to recover an equivalent amount from users

through charges. To face these financial problems, the municipality tried to

raise tariffs. However, the newly elected government was initially reluctant to

undertake tariff increases, and when it finally decided to do so, it found strong

resistance from the hotel sector. The result was that the municipality was un-

able to meet some of the monthly payments due to the private company.

"This provision is in place in the Trinidad and Tobago contract.
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Table 9.3. Appropriateness of the Contract Approach

Argentina
Buenos Aires
Santa Fe
Tucuman

Colombia
Cartagena

Tunja

Mexico
Mexico, DF
Puerto Vallarta

Trinidad and
Tobago

Venezuela

Type of
contract

30-year concession
30-year concession
30-year concession

30-year management contract
mixed company

30-year management concession
contract

10-year service/management contract
BOT
3 to 5-year management contract

to end in concession
25-year concession

Appropriate
approach to

private sector
participation

Government
commitment

Precontract
analysis

Key: / = Positive
* = Weakness
/* = Good in theory but not in practice

Despite these problems, the plant is up and running and has produced
effluent of a quality that has consistently exceeded contractual standards. The
plant has even served as a demonstration wastewater treatment plant in Mexico,
known for its well-tested design and operation. Table 9.3 presents a summary
of the appropriateness of the approach in each case.

Efficiency Incentives in Payment Forms

An important distinction between approaches to private sector participation
relates to the different efficiency incentives placed on participants. Table 9.4
summarizes the efficiency incentives implicit in the different contract types
associated with payment forms.

Each of the approaches to private sector participation differs in the in-
centives it provides to the operator to improve efficiency. The concession con-
tracts of Buenos Aires, Santa Fe and Tucuman in Argentina provide the most
extensive framework of incentives, both to reduce costs and to increase rev-
enues. Operators are remunerated through the tariffs they collect directly from
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Table 9.4. Efficiency Incentives in Payment Form

Argentina
Buenos Aires
Santa Feh
Tucuman

Colombia
Cartagena 
Tunj'a 

Mexico
Mexico, DF 
Puerto Vallarta 

Trinidad and Tobago 

Key: / = Positive
* = Weakness
/* = Good in theory but not in practice

customers, so that their "fees" are, in effect, the profits earned from operation
of the service. Furthermore, because the concessionaires are also responsible

for investment in service expansion, they have a clear incentive to minimize the
whole package of operating and capital costs. As a result, the payment form

implicit in the concession approach means that operators are more likely to
reach overall cost optimization than when they are responsible only for operat-
ing the service, as under a management contract. The particular forms of man-

agement/concession contract in Cartagena and Tunja provide similar incentives

in terms of revenue, since payment is based on tariffs collected from custom-
ers. In the case of Tunja, however, incentives for cost minimization are restricted
to operating expenditure and only that part of investment costs for which the

private operator is responsible. In Cartagena, because the operator is a mixed

company with partial municipal ownership, there is some incentive to mini-

mize investment and operating costs because they are ultimately reflected in

the profits of the mixed company, part of which will be distributed to the pri-

vate owners and part to the municipality. For more typical management con-

tracts, where payment is a fee set independently of revenue collected from cus-

tomers, efficiency incentives can be introduced by tying part of the fee to the

operator's success in meeting key performance targets. Companies then receive

both a fixed fee component and a variable fee component. The Trinidad and

Tobago contract is particularly innovative in this respect. Companies were

awarded higher points for offering a higher proportion of their fee based on

performance. Bidding companies were then able to choose the performance-

based component in their fee, ensuring not only that it would be actually achiev-
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able, but also, that the companies were fully accountable for their choice once

the contract was awarded. The result was that it was possible to arrive at a high

performance-based fee. The winning company, Severn Trent, offered to accept
61.4 percent of its payment on a performance-related basis.

The activity fees typical of service contracts such as that in Mexico City

are less effective in providing efficiency incentives. Of course, once the fee is

agreed to, the operator has the incentive to minimize the cost of the particular
activity in order to improve profitability. A problem arises, however, whenever

different methods can be employed to reach a given final goal. For example, the

activities chosen by the contracting authority to undertake leakage control may

not be consistent with an optimization program leading to overall least-cost

solution. Had the operator been asked to perform based on achieving final
targets and given responsibility for choice of program, it would have had a

clear incentive to arrive at an overall least-cost solution.

The payment for EOT contracts, such as that for the wastewater treat-
ment plant in Puerto Vallarta, Mexico, provides efficiency incentives for the
operator, given that any savings from ongoing cost reduction are for its own

benefit. From the customers' perspective, the benefits of efficiency incentives

are captured in the bid price.

Tendering Process

Given the limited scope for introducing competition in the market to provide
water services, there is a particularly pressing need to ensure effective competi-
tion/or the market. This means that the tendering process must be organized

so as to attract a significant number of well-qualified bidders.
This objective can be achieved in a variety of ways. At a basic level, bid-

ders are more likely to be attracted to the competition if the private participa-

tion approach itself is well-suited to local circumstances and subject to appro-

priate risk mitigation. Effective marketing of the privatization process is also

important, together with clear and specific terms of reference, adequate time

to present proposals, and a transparent process for qualifying and evaluating

the bids.

In most of the individual cases studied, privatization attracted signifi-

cant interest from international firms (Table 9.5). Exceptions are Tunja and to

a lesser extent Cartagena, which attracted only two and three consortia, respec-

tively. In all the other cases, at least five consortia showed interest at the

prequalification stage.
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Table 9.5. Competition for the Market

Tendering

Adequate number
of bidders present

expressions
of interest

Argentina
Buenos Aires ///
Santa Fe //
Tucuman ///

Colombia
Cartagena //
Tunj'a *

Mexico
Mexico, DF ///

Trinidad and Tobago ///
Venezuela ///

Key: / = Positive
* = Weakness

Adequate number
Adequate time of bidders

to prepare presenting
proposals proposals

/ //
// //
/ *

/

* ***
// ///

///
/ ***

When measured in terms of the number of companies actually submit-
ting bids, success is lower. The least successful case is that of Venezuela, where
none of the five prequalifying firms submitted bids due to the approach se-
lected and the problems previously described. In Tucuman, there was no com-

petition for the market, since only one company, General des Eaux, submitted
a bid. In Tunja, there were only two bidders and in Cartagena, three. Competi-
tion was stronger in Mexico City, with six consortia bidding, in Trinidad and

Tobago (five), and in Buenos Aires (four).

In the case of Tunja, it was argued by the unsuccessful bidder that the 45

day preparation period was too short to put together a complicated bid involv-

ing the specification of expansion plans and six five-year operational plans.

Buenos Aires did particularly well in marketing its concession interna-

tionally, seeking qualified assistance to prepare the terms of reference and evalu-

ate the bids. The result was that six companies requested the terms of reference,

five prequalified, and four submitted a bid.

Given the relative lack of experience in most countries and the difficult

technical and economic issues that arise, it is clear that the most successful

schemes have been those where suitably qualified technical assistance has been

provided at the outset.
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Dealing with Other Stakeholders (Customers and Employees)

Introducing private sector participation will often bring significant changes
for both customers and employees. These changes may be both marked and
abrupt when the scale of the investment and performance improvement pro-

grams built into contracts is large and ambitious in terms of the time frame.

The way in which the stakes of customers and employees are managed can have

important implications for the ultimate success of the scheme.

Handling Initial Tariff Increases

A major issue in several of the cases studied was the way tariff increases were
handled soon after new private sector participation arrangements were put in

place. The clear message is that, where significant tariff increases are required,

it is best to introduce at least part of the increase before seeking to attract pri-

vate sector operators. This will yield both a more financially viable baseline

position and also provide the political and presentational advantage of dis-

tancing private sector participation from the tariff increases. In the case of

Tucuman, poor handling of agreed tariff increases was the major factor behind

the collapse of the whole contract. The successful consortium won the contract
by bidding for the lowest tariff increase. This increase was nevertheless consid-
erable, doubling existing tariffs for some users and requiring an average in-
crease of 69 percent. The social impact was considerable and bill collection
declined significantly as a consequence. Furthermore, three months after op-
erations started, a new provincial government was elected and advised the re-
scission of the contract "for excessive guilt of the awarding body."

In Puerto Vallarta, Mexico, the resulting excess capacity required the

municipality to increase tariffs beyond what was acceptable to some consum-

ers in the hotel sector. Rejection of the increased tariff, coupled with a change

of municipal government, meant that the municipality faced financial difficul-

ties in meeting its contractual payments.

A similar situation has arisen in Mexico City, where increased charges

due to the introduction of metering and measured billing has slowed achieve-

ment of targets. The newly elected mayor is opposed to tariff increases and is

likely to intervene in favor of tariff reductions.

In Venezuela, low existing public utility tariffs (4 cents per m3)—and the

consequent need for the incoming private operator to increase them consider-
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ably to recover costs—was one of the main factors discouraging potential bid-
ders from bidding for the contract.

In contrast to the above cases, the policy of advance tariff increases was

followed in Buenos Aires, where nominal tariffs were increased twice in 1991: by

25 percent in February 1991 to compensate for inflation, and by 29 percent in

April 1991 to enable the public sector company to operate without injections of

capital from the state treasury. Similarly, in Trinidad and Tobago, tariffs were

increased by 35 percent a year before granting the management contract.

Experience suggests that it is important to carefully analyze the

population's likely reaction to tariff increases. When efficiency improvements
are unlikely on their own to be enough to finance the service and its intended

improvement, it may be better to delay improvement and expansion plans in

order to soften the initial tariff impact. In some cases, low-income groups may
need assistance through direct payments to cope with the high tariffs for con-

necting service. This has been the approach followed in Chile. There are ben-
efits from timing improvements in service with tariff increases. The operator

in Santa Fe made particular efforts in this respect.

Dealing with Redundancies

Improvements in staff management by private sector operators are likely to
provoke adverse reactions from the former utility's employees. Appropriate re-

dundancy packages have to be provided and training for those remaining has
to be introduced to safeguard their jobs in the long term.

Benefits Achieved to Date

Commercial Management, Service Improvements and Efficiency

Achievements in terms of commercial management, service improvements and

efficiency should be considered in the context of the relatively short period

that has passed since most of the contracts were initiated, the particular objec-

tives of the contract arrangements, and the difficulties faced with the selected

approach to privatization (Tables 9.6 and 9.7). Furthermore, there have been

more recent improvements, especially in the case of Trinidad and Tobago and

Tunja, that are not reflected in the table for lack of information.

For the cases studied, private sector participation has been particularly
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Table 9.6. Commercial Improvements

Argentina

Achievements

Customer register completed
Billing and bill collection
Customer relations

Buenos Aires

///
///
//

Santa Fe

///
///
///

Colombia

Cartagena

///
//
///

Tunja

/

/

Mexico, DF

///
//
//

Key: / = Positive
* = Weakness

A/ote: No information is available on Tucuman or Trinidad and Tobago. The commercial improvement issue does not apply to cases in
Venezuela or Puerto Vallarta.

positive in improving revenues by simply identifying customers, introducing

effective systems for billing and bill collection, and improving customer rela-

tions. Progress has also been made in improving continuity of water service

and increasing coverage. Much less has been achieved, however, in extending

sewerage connections, with the exception of Buenos Aires, and in treatment of

wastewater discharges.

The Buenos Aires concession appears to be on target for all its perfor-
mance measures for 1998 except wastewater treatment. Its achievements in terms

of new connections have been particularly impressive: 300,000 new connec-

tions for drinking water and 100,000 for sewerage, involving network exten-
sions of 4,200 km and 1,400 km, respectively.

Table 9.7. Service Improvements and Efficiency

Achievements

Increase in water coverage
Increase in sewerage coverage
Continuity of supply
Drinking water quality
Sewage treatment
Labor productivity

Argentina

Buenos Aires

///
//
///
///

*
///

Santa Fe

/
/
/
/
/
//

Colombia

Cartagena

//

Tunja

/

/

Mexico

Mexico, DF

///

Puerto
Vallarta

//
/

Key: / = Positive
* = Weakness

Note: No information is available on Tucuman. The experience in Trinidad and Tobago is too recent to expect much improvement. The
issues in the table do not apply in Venezuela.
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Table 9.8. Sustainability of Service

Achievements

Asset inventory
Maintenance work
Leakage control
Pressure

Argentina

Buenos Aires

///
/

///

Santa Fe

///
/
//
/

Colombia

Cartagena

/

Tunja

/

Mexico, Of

///

It is difficult to obtain reliable measures of cost efficiency. Nevertheless,

figures on labor productivity appear to show that significant improvements

have been made in systems management. Argentina reduced the number of
employees per 1,000 connections from eight at the beginning of operations to

three in 1997.

Maintenance

Activities related to maintenance of the assets needed to ensure sustainable
service have helped by improving knowledge of the system, especially in rela-

tion to the state of underground assets (Table 9.8). This has been particularly
noticeable in Mexico City, where an important part of the service contract was

the assessment of the state of the network. In Buenos Aires, the introduction of

leakage control programs, together with a better knowledge of the customer

base, have resulted in a decrease in unaccounted for water from 45 percent at
the start of operations to 31 percent in 1997. There have also been improve-

ments in pressure control. The contract in Tunja has asset maintenance as one

of its key priorities, given the geographical position of the town in a hilly area,

which results in large variations of pressure and consequent pipe bursts.

Less has so far been achieved in network renovation, with the exception

of the unblocking of sewerage networks in Buenos Aires.

Key: / = Positive
* = Weakness

Note: No information is available on Tucuman. The experience in Trinidad and Tobago is too recent to expect too much improvement.
The issue is not relevant in Venezuela.
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Conclusions

Competition and Completion

Of the nine case studies examined in this chapter, eight have achieved contract

award and seven are in operation. The failure of the attempt to let a concession
for Venezuela involved a wide range of difficulties relating to inadequate de-

sign and preparation and to difficult macroeconomic circumstances. The re-

scission of the Tucuman concession in Argentina in the year following its award

involved a combination of political changes that occurred shortly after the con-
tract award, at the same time as an initial tariff shock. In the other cases, private

sector participation arrangements are operating broadly in line with the spirit

of the original intention, and they appear to be delivering real benefits in those

cases where enough time has elapsed to form a judgment.

Competition for the market, as embodied in the private sector participa-
tion contract/concession, is particularly important because there is little or no

scope for competition in the market once the contract or concession has been

awarded. The case studies show that there has been no difficulty in attracting

bidders for the prequalification stage, but more of a problem in some cases of
taking bidders through to the final tender. For example, the Tunja project had

only two bidders and the Tucuman project became noncompetitive, with only

a single bidder.
Experiences that have been less successful than they might have in estab-

lishing effective competition and completing the transaction have reflected a
range of factors, including inappropriate forms of private sector participation
given prevailing circumstances; lack of clarity of contract terms and the bid-

ding process; inadequate preparation; and poor knowledge of the asset base.

Information Deficiencies

In many cases where existing assets and operations are to be included under a

form of private sector participation, there are significant deficiencies in the

existing level of information about the asset and customer bases. In such cases

there is a real risk that the resulting uncertainty would have threatened the

ability to let a concession or contract on reasonable terms. Two approaches

have been followed to address these concerns. First, qualified technical assis-

tance has been brought in to survey the system and its assets. Second, a staged

approach has been chosen, under which a key focus of the first stage is to ad-
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dress information difficulties, thus providing a foundation for a more ambi-

tious form of private sector participation in stage two.

The second approach has been followed in the staged approach process

adopted for Trinidad and Tobago (from management contract in stage one to

concession in stage two) and for Mexico City (from service to management

contract). The reasons for following the staged approach in Trinidad and To-

bago went beyond the need to find out more about the system—there was also

a need for sufficient time to develop a regulatory regime that could support a

full concession, combined with an immediate need for assistance from a pri-

vate sector partner to help address severe operational problems. These staged

approaches provide a way to make real progress even where more ambitious

private sector participation approaches are not immediately feasible. There is a
residual concern, however, that subsequent stages of a multistage approach will

not be subject to the same degree of effective competition as in single-stage

cases. The potential downside of this lack of competition needs to be weighed
against the benefits of earlier private sector participation. This balance will de-

pend on the circumstances of each case, and care needs to be taken to mitigate

the consequences of reduced competition in subsequent stages through the

terms of the initial award.

Benefits Achieved

Although a number of the private sector participation cases are still in their
early period of operation, and thus provide limited evidence, the general pic-
ture appears to be one of substantial improvement in a number of areas:

• Efficiency. The number of staff per 1,000 customers has been reduced by

more than half in Buenos Aires, Santa Fe and Cartagena;

• Commercial management. In most cases, customer registers have been

created or improved and customer payment has improved. The number of

bills issued in Mexico City has increased from 1.3 to 1.7 million, and from 80

percent to 97 percent in Buenos Aires.
• Service. In most successful cases, continuity of service has improved in

the Argentine concessions and in Cartagena and Tunja, and quality has im-

proved in Buenos Aires and Cartagena.

• New connections. Buenos Aires has added 300,000 new water connec-

tions and 100,000 new sewerage connections.
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Raising Finance

Attracting private sector capital has been a key reason for undertaking private
sector participation projects and is an inherent part of full concessions and

BOTs. By making the provision of a loan a part of the bid, the first stage of the

Trinidad and Tobago management contract adopted an innovative approach

to securing finance where conditions are not right for a full concession.
In other cases (Cartagena, Tunja) the private sector participation arrange-

ments have been set up within a framework that relies on municipal budgets to

support new investment. Although it is too early to judge the effectiveness of

these approaches, there may be difficulties in the future if the municipalities

fail to deliver on their investment commitments. This approach is only likely to

avoid complex renegotiation if the areas for which the municipal funding is to
be relied upon are well defined and capable of being ring-fenced (e.g., free-

standing projects), so that any shortfall in funding does not impact on the core
performance of the private sector's involvement.

Price Impact

In a number of cases, there have been problems resulting from significant tariff

increases that come into force shortly after the start of private sector opera-
tions (e.g., Tucuman, Mexico City). In general, the need for price rises tends to

reflect circumstances where tariffs may have been too low originally, or where
the investment plans may have been overly ambitious.

The consequences may threaten project viability because of the political

risks associated with the price rises. This underlines the need to make realistic
forecasts of tariff increases needed to deliver service improvements and to as-
sess the viability of implementing such increases.

The options for mitigating this risk include:

• Increasing prices in advance of private sector participation if the exist-

ing level really is too low by comparison with the costs of an efficiently oper-

ated company (as was done in the Buenos Aires case).

• Timing price increases to coincide with identifiable improvements in

service levels (in Trinidad and Tobago, prices have been increased, but custom-

ers have benefited from major improvements in the continuity of supply).

• Modifying ambitious time scales or targets for service extension and

wastewater treatment if the resulting investment needs would lead to politi-

cally unsustainable price increases.
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Regulation

The need and type of regulation depends on the approach selected for private
sector participation. Service and management contracts do not require inde-

pendent separate regulation at the outset. Where the investment commitments

are clear throughout the life of the contract (EOT), it is possible to regulate by

contract, using a fixed price formula. Where investment finance is provided by

the private sector and there is uncertainty about the future investment require-

ments (divestment, concessions), clear principles to deal with new requirements

are necessary, and these are better stated and enforced through separate regula-
tory bodies.

In the case of concessions, the use of periodic price reviews is a key issue.
In the Buenos Aires concession, the initial tariff is implicitly intended to sur-

vive throughout the full life of the concession, subject to tariff adjustments

based on indexation, extraordinary events or target changes. If, as seems likely

over a 30-year period, the investment and service needs alter from those im-

plied in the original bid, then there are no real criteria to determine how to

handle the necessary price changes. This presents material risks for both the

concessionaire and the regulator/customer. There is no single answer as to what
is the right balance to strike between a predetermined price mechanism, with
no real rules to govern a review, and one that allows for periodic revision.

A predetermined price mechanism for a full concession period is only
likely to have advantages where major improvements in the operation and ser-

vice are such that their benefit can be captured for customers through effective
competition at the outset; the impact of private sector participation will be to
reduce prices rather than increase them; there is reasonable certainty over the

likely levels of future investment; and where it might be difficult to create an

effective regulatory institution to administer a price review. In general, an ap-

proach that involves price reviews would seem to be more appropriate.

Institutional and Structural Reforms

Less emphasis has generally been placed on appropriate reform of the struc-
ture of the industry and the environmental aspects of regulation in the context

of private sector participation. Only in Argentina, and to a lesser extent in Co-

lombia, has the introduction of private sector participation been accompanied

by institutional reforms in the water sector. Structural and institutional reform

can deliver significant benefits in that an optimal industry structure could yield
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savings (both monetary and environmental) and promote efficient competi-

tion (treatment plants).

A key issue related to reform is the devolution of responsibility to local
(or even regional) government. Devolution has a number of advantages relat-

ing to increased local accountability, but it also has drawbacks with respect to

the need for regulation in the context of private sector participation. High pro-
fessionalism and adequate budgets and training are essential for adequate func-

tioning of newly created institutions. This may be more difficult to achieve

when responsibilities are devolved to local governments where fewer profes-
sional staff are available. In addition, devolution of responsibilities to munici-
palities may make regulation more vulnerable to political interference. Finally,

there is a risk of losing economies of river basin management with excessive
devolution. These tradeoffs represent an area where careful thought is required

in private sector participation design.
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Appendix 9.1

Analytical Framework

This appendix sets out an analytical framework intended to assist countries in

Latin America and the Caribbean in designing water sector reforms. The ana-
lytical framework covers the industry structure; institutional arrangements,
including economic and environmental regulation; approach to private sector

participation; and design of the tendering process.

In each case, the analytical framework has two main components:

• A theoretical framework that sets out the main principles and constraints

that should be taken into consideration, together with possible means of miti-

gating such constraints;
• A process flowchart, which aids in applying the theoretical framework

to practical situations.

Analytical Framework for Industry Restructuring

A key area for consideration in sector reform is the basic organization of the
sector in terms of the size and scope of the operational entities responsible for
service provision.

Appendix Figure 9.1 illustrates the key principles and constraints that
have to be taken into account in order to establish the most appropriate indus-

try structure.
1. The principles that guide the restructuring reforms; for example, new

structures have to aim to achieve economic efficiency.

2. The constraints that may hinder following those principles; for ex-

ample, administrative reforms that grant powers to the municipalities, some of

which are small units of production (below 100,000 people) where economies

of scale are not realized.

3. The possible scope for mitigating such constraints-, for example, the

amalgamation of municipalities.
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Appendix Figure 9.1.
Key Principles and Constraints in Industry Restructuring

Principles and criteria

Promotion of economic
efficiency through:

• Economies of scale
in production, management
and finance

• Scope for efficient competition
• Introduction of management

expertise and technical
knowledge

2 Constraints

Constraints on structural options
include constitutional reforms
granting powers to municipalities
and geographical considerations
such as distance and logistics

Establish appropriate
industry structure

3
Scope for
mitigating
constraints.

Promotion of higher environmental
standards through:

• Incentives/controls on
environmental externalities

• River basin scope

Will for reform embedded in
legislation and backed by
political support

Possibility of amalgamating
units c.f. economics of
separating units

1
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Process for Design of Industry Structure

Appendix Figure 9.2 builds on the framework set out in Appendix Figure 9.1 to

outline a process by which the approach can be applied in practice. The steps

involved are to:

1. Review the size of operations under the current industry structure.

2. With the information on potential economies of scale, assess the
possible cost reductions (productive efficiency) resulting from expansion or

contraction of operations to arrive at the optimal economic size.
3. Assess the benefits of focusing on river basins and establish whether

the scope of operations should be changed to achieve environmental objec-

tives.
4. Use the combination of (2) and (3) to provide a theoretical optimal

size and scope in relation to the scale of operations and the relationship with

the appropriate management of river basins.

5. To see whether this new structure is viable, check the institutional

and political constraints that are currently limiting the restructuring towards

the best theoretical model.
6. Assess the possibility of mitigating such constraints.
7. Deal with the constraints to the extent possible.
8. Arrive at the appropriate new structure within the circumstances of

the case.
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Appendix Figure 9.2.
Process to Establish Most Appropriate Industry Structure

1 Review size of current units2

Assess the economics of:
• expanding scale of

operations
• reducing scale of

operations

3

Assess the benefits of
focusing on a river basin

4

Optimal size and scope
in relation to river basin5

Identify institutional
and political constraints

6

Assess possibility of
mitigating constraints:
• political will for

institutional change
• amalgamation of

municipalities

7

Deal with constraints
to the extent possible

8

Arrive at optimal structure
in the circumstances

of the case

Key

Actions
Products
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Appendix Figure 9.3. Theoretical Framework for Institutional Reform

Principles 2 Constraints

Ensure accountability by
separating responsibilities
that may conflict:

• separate provision
from regulation

• separate environment and
drinking quality regulation
from economic regulation
but with mechanisms for
dialogue

Ensure competency

Institutional
reforms

Scope for
mitigating
constraints

How far can current responsibilities
be reallocated or new institutions
created?

• resistance from current
institutions

• reorganization costs
• time required
• capacity to undertake

process

Existence of political support for reforms

Demonstrate that potential benefits
outweigh costs

Seek technical assistance

Analytical Framework for Institutional Reform

Appendix Figure 9.3 summarizes the theoretical framework (principles and
constraints) to be taken into account in institutional reform. The figure shows:

1. The principles behind the reforms needed to establish appropriate
institutions, particularly ensuring accountability and competency, and avoid-

ing conflicts of interest by separating conflicting responsibilities.

2. The constraints reforming such institutions, such as resistance from

employees of current institutions and reorganization costs.
3. The scope for mitigating the constraints; e.g., political support for

reforms.

3
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Appendix Figure 9.4. Process for Designing Institutional Reforms

Separate responsibilities
Environmental
regulation

Provision Public authority

Economic regulation

3 Create separate entities
2

Drinking quality
regulation

Service
provision

Economic
regulation

Environmental
regulation

Drinking water
regulation

Different PSP
arrangements:

• divestiture
• concession
• BOTs
• lease contracts
• management

contracts
• service

contracts

National independent Allocate responsibility Allocate responsibility
regulator for setting and for setting and

Provincial regulator enforcing standards enforcing standards
Municipal regulation
Contract regulation Deal with river basin

issues
Appeals body

Process for Design of Institutional Reforms

Appendix Figure 9.4 is a process flowchart to aid in the design of institutional
reforms in practice. The steps involved are:

1. Separate conflicting responsibilities that are currently in the hands
of a single authority (municipal, provincial or central), including separating
service provision from its economic and environmental regulation and from

drinking water quality regulation.

2. Facilitate coordination between economic regulation and environ-

mental and drinking water quality regulation to ensure that standards are con-

sistent with the higher tariffs that may result when the cost of implementing

such standards is taken into account.

3. Create separate entities to deliver each of the functions mentioned

above, and allocate their responsibilities.

1
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Appendix Figure 9.5. Theoretical Framework for Selecting Appropriate
Private Sector Participation Approach

1 Principles

Practicality in relation to
circumstances

Efficient risk allocation

Incentives for efficiency

Technical assistance to:
• identify structural reforms
• set up regulatory approach
• assess system and

establish asset condition

.2 Constraints

• lack of political commitment to
privatization (current and
prospective)

• unfavorable economic situation
(current and prospective)

• poor knowledge of system and
asset condition

• poor development of regulation
• lack of local government

capacity to deliver investment
finance and pay contract fee

• history of contract enforcement

3
Scope for
mitigating
constraints„

Select PSP
approach

Improve guarantees on investment finance:
• provide bank guarantees
• IFC six month escrow account

Analytical Framework for Identifying Approach to Private Sector

Participation

Appendix Figure 9.5 summarizes the theoretical framework to be taken into
account in selecting the appropriate private sector participation approach. The
figure shows:

1. The principles behind the selection of an optimal private sector par-

ticipation approach are to ensure significant scope for service improvements;

establish practicality in relation to circumstances; and introduce incentives for

efficiency/service level improvement.

2. The main constraints that can arise include a lack of political com-

mitment to privatization (current and prospective); the economic situation;

weak development of regulatory structure; and poor knowledge of system and

asset condition.

3. Ways to mitigate such constraints include providing technical assis-

tance to set up regulatory reforms and establish the state of the assets; and

improving guarantees on investment finance. C
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Process for Identification of Appropriate Private Sector Participation

Approach

Appendix Figure 9.6 is a process flowchart for selecting the most appropriate
method of private sector participation. The steps involved are:

1. Assess the current water situation in order to identify priorities for

service improvements.

2. Having identified priorities, define the specific objectives and the level

at which they should be achieved.
3. To deliver the objectives, establish the primary role of private sector

participation in terms of provision of investment, expertise, and better incen-

tives to improve efficiency.
4. Assuming all these objectives are desirable, assess divestiture or con-

cessions of preferred private sector participation approaches.

5. Check whether the necessary conditions for divestiture or conces-

sions are in place in terms of political commitment, knowledge of system and
asset condition, and regulatory arrangements.

6. If the conditions are adequately met, choose concession or divesti-

ture; if not, use alternative approaches such as service or management con-

tracts and staged contracts.
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Appendix Figure 9.6.
Selecting the Appropriate Private Sector Participation Approach

1 Assess current water situation

2 Identify priorities for service improvements

3 Define objectives:
water coverage, sewerage coverage, continuity of supply, wastewater treatment

4 PSP
Finance investment, provide expertise
bring incentives to improve efficiency

TRY
5 Divestiture

.Concession.
6

Assess whether conditions are appropriate: political commitment to privatization,
knowledge of system and asset condition, regulatory arrangements in place

Inadequate 7
Management contracts

service contracts
staaed contracts

Adequate

Key

Actions
PSP approach
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Appendix Figure 9.7. Theoretical Framework for Selection of Appropriate
Tendering Process

1 Principles

Competition (significant
number of Didders)

Transparency of process
Clear specification of terms

of reference
Realistic design of terms

of reference
Preparation of documents on:

• legal issues
• information on the system

Optimal tendering
process

2 Constraints

Country/project risk
Poor marketing skills/finance
Lack of capacity to prepare

tendering process
Lack of documentation on the

utility
3

Scope for
mitigating
constraints

Assess reasons for high country/
project risk

Provide technical assistance to
market the privatization
and prepare tendering process

Commission studies on the state of
the system

Bring in PSP operator to help
assess condition of the system

Analytical Framework for Design of Tendering Processes

Appendix Figure 9.7 presents the principles and constraints involved in imple-
menting an optimal tendering process, and the scope for mitigating such
constraints. The figure shows:

1. Key principles:

• Competition;
• Transparency;

• Realistic design of terms of reference.

2. Key constraints:

• Country/project risk that may be too high to attract private sector

participation;

• Poor marketing skills;

• General lack of capacity to prepare the tendering process.

3. Once the constraints are identified, the scope for mitigating those con-

straints should be analyzed. The options include providing technical assistance

to market the privatization, and carefully preparing the early stages of the ten-

dering process.
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CHAPTER 10

Private Participation at the
Subnational Level: Water and

Sewerage Services in Colombia

Ruben Avendano and Federico Basanes

Historically, Latin America countries have dedicated significant amounts of hu-

man and financial resources toward improving drinking water and sewerage ser-

vices. Nevertheless, these services are characterized by low coverage, large losses,
poor quality and reliability, and high costs. In addition, the systems depend heavily

on central government transfers for investments. To tackle these problems, sev-
eral countries have launched extensive reorganizations of their potable water and
sanitation sectors, including measures to foster private sector participation.

The reform process is spreading from cities like Buenos Aires, with the
longest experience, to the Dominican Republic, where reforms are just begin-

ning. Experiences to date show different results in improving management ef-
ficiency and coverage. Overall, success seems to be directly related to the ex-
tent to which countries carry out the institutional and regulatory reforms es-
sential to attract private participation.

Providing drinking water and sanitation services is a complex process
because of characteristics peculiar to the sector: high sunk costs, economies of
scale and scope, massive consumption, and externalities. High sunk costs—

that is, fixed costs that have little or no alternative uses—imply that firms will

have incentives to stay in operation when operating costs are below operating

income, even if this is not enough to recuperate investment. Economies of scale

and scope make the industry a natural monopoly; that is, the cost for the rel-

evant range of production is such that no combination of firms can produce as

cheaply as a single provider. The nature of the product implies that it is mas-

sively consumed and that everyone should have access to it. Finally, there are

externalities associated with the consumption of this service, since it has a high

impact on public health and the environment.
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218 RUBEN AVENDANO AND FEDERICO BASANES

These peculiarities—particularly sunk costs and asset specificity—create

room for opportunistic behavior by the different actors involved in the sector.

To serve the short-term interests of consumers and win some political support,

the government may disallow recovery of investments by setting prices at a
level that will only cover operating expenses. Firms that foresee this behavior

will not be willing to commit resources to the sector or will try to commit them

in a way that will not necessarily be efficient. For their part, private providers

have incentives to use the natural monopoly power to increase prices, decrease

quality, and disregard the effects on the environment.
Unless conditions can be created to limit opportunistic behavior, potable

water and sanitation will continue to rely heavily on the public sector as the

service provider and the source of investment. Although in principle services
could be provided efficiently by the public sector, experience shows that factors

like political interference, multiplicity of objectives, and lack of market pres-

sures often have a negative impact on public provision. Such has usually been

the case in Latin America, where for the last three to four decades service pro-
vided by public utilities was subject to considerable political interference. This

translated into extremely inefficient operations.

To change these conditions, different schemes are now being tried in the
region under diverse economic, legal and institutional circumstances. The re-
forms generally are designed to tackle the problems generated by the charac-
teristics of the sector, so they include elements to eliminate opportunistic be-
havior and promote efficiency. The first element is to establish credible regula-

tory frameworks to limit discretionary power, as well as regulatory institutions
that can enforce them. The second element is to pursue different forms of pri-
vate sector participation to introduce efficiency in management and invest-

ment, as well as to include other parties interested in eliminating the political

manipulation of tariffs. The final element is comprehensive sector restructur-

ing, which includes fragmentation and decentralization to ensure local respon-

sibility for service delivery and multiple sources of political support for the

process.1

Although decentralization (as a form of fragmentation) can have these

obvious beneficial effects, it also presents new challenges to the process. It moves

the reform to smaller, less-developed economies whose institutional capacity is

weak and where separating tariff setting from politics (and therefore limiting

'Multiple operators in Chile and multiple operators and regulators in Argentina were im-
portant parts of the reform process.
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PRIVATE PARTICIPATION AT THE SUBNATIONAL LEVEL 219

opportunistic behavior) may be harder. Decentralization can also create
companies of inefficient size that do not take advantage of existing economies

of scale and scope in the sector. These factors can, in turn, make it difficult to
encourage low-cost private sector participation and restrict private participa-

tion to intermediate contracts for the management of services without major

investment commitments. Even worse, they can make private participation

impossible.
Different measures can be taken to mitigate these problems. First, a na-

tional regulatory framework (with a centralized and independent regulatory

institution to enforce it) could help create commitment to a credible long-term

scheme and therefore provide assurance to investors. Second, mixed firms that

involve equity participation of the local government could help reduce politi-
cal meddling in setting tariffs.2 Third, provision of the service by conglomer-
ates of municipalities could help reduce the problem of small size in a decen-

tralized environment.
The reform process of Colombia's water and sewerage sector provides an

excellent example of these issues. Colombia moved from a centralized state-

owned model of provision to a highly decentralized model with responsibility

at the municipal level. The process also included a regulatory framework for
the sector at the national level, a national regulatory institution, and legislation

to promote private sector participation.
At the beginning of the century most of the utilities in large urban cen-

ters in Colombia were privately owned. Outstanding examples included the
water distribution enterprises operating in Bogota and Barranquilla, which were
privately owned until the 1920s. This period of private participation ended in
the 1950s, when the government, given the precarious conditions in which the

services were provided and the lack of investment, purchased most of the pri-
vate enterprises in the sector. The limited institutional framework at that time
made the public sector the only one willing to assume the risk of investing.

The next period was one of centralized state provision through a public

entity attached to the Ministry of Health. This entity became responsible for

the administration, operation, financing and maintenance of water distribu-

tion and sewerage, as well as for planning and regulation. This centralized struc-

ture was characterized by political interference and lack of accountability and

became highly inefficient. Centralization ended in the late 1980s, when ineffi-

ciency in the sector became intolerable.

2Although this can also create conflicts of interest for the local government.
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220 RUBEN AVENDANO AND FEDERICO BASANES

In response to the crisis, the government decided to decentralize sectoral
responsibilities. This action was part of an extensive decentralization program

under which responsibilities for the provision of services considered local in

nature were transferred in 1987 to the municipal level. Decentralization per se
did not solve the difficult situation that the sector was going through. Attempts

were made to solve the problem at the local level but, in general, the process

was constrained by the lack of a proper legal, regulatory and institutional
framework.

A second wave of private participation in public utilities started in the
1990s. Private participation was encouraged by a new Constitution in 1991
and the enactment of the Residential Public Utilities Law (Law 142) in 1994.

The new Constitution abolished the government monopoly on public utilities
and opened the way for private participation. Law 142 was intended to create a
modern institutional structure and legal framework.

Despite the newness of the process, over 100 municipalities (roughly 10

percent of the total number in the country) now have private sector participa-
tion in the sector.3 The sections that follow analyze and compare the experi-

ences of five of those municipalities with private sector participation in po-
table water and basic sanitation services.

Located on Colombia's northern coast, Barranquilla is a city with over
1.8 million inhabitants. Beginning in the mid-20th century, it became a major
industrial center and today is the country's fourth largest city in terms of popu-
lation. The city began to administer municipal public services under a private

management mode in the 1920s. In 1950, local political pressure forced the
creation of municipal public enterprises that were subsequently taken over by
the local political class. Administrative and financial neglect, however, eventu-

ally led to their liquidation in 1991. This, in turn, led to the creation of a mixed

enterprise, the Sociedad de Acueductos, Alcantarillado y Aseo de Barranquilla

S.A. (informally known as "Triple A" of Barranquilla) to manage the assets of

the water distribution system under a 26-year contract. Its private capital stock

was initially acquired by local businessmen and industrialists. Although Triple
A was able to successfully exclude local political intervention, it did not have

sufficient financial capacity to make the investments necessary after so many

years of inefficient operation. Thus, in a second stage, the municipality sold a

3Private participation is understood to be any type of nongovernmental participation. For
example, even though a co-op or neighborhood committee may be operated on a not-for-
profit basis, these entities are nevertheless private in nature.
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PRIVATE PARTICIPATION AT THE SUBNATIONAL LEVEL 221

portion of its capital stock to the Spanish group, Aguas de Barcelona, which

currently operates the system.

Cartagena is the country's most important tourist center, with a popula-

tion of 800,000. Cartagena operated a utility that was also controlled by the

local political class for almost 30 years until it was liquidated to make way for

the creation of a mixed enterprise, Aguas de Cartagena S.A. (Acuacar). Unlike

Barranquilla, private participation in Cartagena did not involve an intermedi-
ate phase of a mixed enterprise with local capital. Instead, the utility marketed

its shares of capital stock directly to qualified international operators, with the

transaction eventually made with the Aguas de Barcelona group.

Although located in one of the country's wealthy cattle-raising regions,

Monteria (population 272,000) has faced serious problems involving both left-

and right-wing political groups for more than 15 years. Monteria liquidated its

municipal public enterprises for much the same reasons as Cartagena and

Barranquilla, replacing them with a mixed enterprise where former workers

were allowed to participate as shareholders or subcontractors. This effort was

unsuccessful in attracting investor capital to meet the accumulated demand for

investment resulting from years of public sector neglect. Accordingly, the mu-

nicipality is conducting a second phase of privatization in which it expects to
grant a concession contingent on commitments of private capital with support

from the central government.
Marinilla and Apartado are two cities in the region of Antioquia. The

former is a major agricultural center and the seat of the banana-exporting re-
gion of Uraba, bordering on Panama, while the latter is located near the city of
Medellin. Apartado has had the unfortunate distinction in recent years of be-

ing at the center of an armed conflict between various political factions with
significant influences from guerrilla and paramilitary groups.4 Even under these
difficult circumstances, local private sector operators have provided services to
these communities for the past year. Since foreign capital and operators were

explicitly excluded from participating in the process, sanitary engineering con-

sulting firms joined with construction firms to provide the service.

Each of these municipalities has encountered the difficulties of a reform

process in a highly decentralized country with a fragile regulatory environ-

ment. Overall, private sector participation has generated gains, primarily in

terms of systems management efficiencies. However, the lack of a strong regu-

4Paramilitary groups operate outside the framework of the law and wage war against tradi-
tionally leftist guerrilla groups.
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222 RUBEN AVENDANO AND FEDERICO BASANES

Table 10.1. Key Data from Case Studies

Population
Users
Water system coverage (%)
Sewerage system coverage (%)
Unbilled water (%)
Micrometering (%)
Average rate ($/m3)
Annual billings ($ millions)
Actual collections (% of billings)

Marinilla

43,656
5,954

94
44
25
65

0.535
73

Monteria

271,952
35,000

71
23

55 (est.)
0.07

2
68

Cartagena

765,685
87,573

72
60
54
50

383
12,186

85

Barranquilla

1,832,245
187,000

81
68
48
48

243
na
67

Apartado

82,000
9,173

56
52
35
65

0.68
58

latory environment that limits discretion, and the highly decentralized struc-

ture of service provision, have limited private participation to management

contracts, without major commitments for additional investments.

Institutional Transition Toward Private Participation

The history of the potable water and sanitation sector in Colombia during the

second half of this century can be divided into three periods.

• An initial phase when management was the responsibility of the Na-

tional Municipal Development Institute (Instituto National de Fomento Mu-

nicipal, INSFOPAL), a central government entity charged with providing
and financing services, planning investments and regulating services from the
financial and rate-setting standpoints. This stage covers the period from about
1950, the time this organization was chartered, until its closing in 1987.

• A second phase characterized by a transition toward municipal decen-

tralization.

• A third stage beginning with the passage of the Constitution in 1991

and Law 142 of 1994, when the concepts of regulation and private participa-

tion were incorporated into the potable water sector.

In the initial stage, INSFOPAL was responsible for the administration,

operation, financing and maintenance of water distribution, sewerage, and gar-

bage collection and disposal systems. It also issued norms, enforced proper

compliance, and established criteria for the recovery of investments. In addi-

tion, it was charged with issuing technical design norms and performing other

regulatory functions.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



PRIVATE PARTICIPATION AT THE SUBNATIONAL LEVEL 223

INSFOPAL was at once both judge and party in regulatory affairs. In ad-
dition to issuing norms establishing mandatory compliance applicable to sys-

tem operators, it was also the country's principal operating entity. This, to-
gether with the political environment in which INSFOPAL evolved, which was

characterized by a clear lack of accountability, eventually spelled the end of this

model.
The crisis that befell INSFOPAL led the government to undertake a far-

reaching reform by virtue of which responsibilities for the provision of services

considered to be local in nature were delegated to third parties. The country's
decentralization process led to the popular election of mayors and provided

the municipalities with the authority to collect taxes at the local level. In this

second phase, responsibility for the provision of water and sanitation services

was transferred to the municipalities.

The final phase has been characterized by a new perception of the role of
the government in management. The 1991 Constitution introduced the foun-

dation for a more modern state. With regard to residential public services and
private sector participation, the Constitution established a number of basic

principles in the form of constitutional rights:

• Competition. Free competition is a right within Colombian territory,

but one that presupposes responsibilities. The state is required to ensure that

economic freedom is neither obstructed nor restricted and to prevent or moni-
tor any abuse committed by individuals or enterprises deriving from their domi-
nant position in the national market.

• Efficient provision. As regards the history of inefficient provision in the
area of public services, the 1991 Constitution takes a transcendental step for-
ward in requiring the state to guarantee5 the efficient provision of public ser-
vices to all the country's inhabitants.

• Solidarity. Laws must establish an appropriate system of rates, which

must take into consideration, in addition to cost factors, criteria related to soli-

darity and redistribution of income. Toward this end, the law must define

appropriate entities for setting rates and authorize the central government, de-

5To guarantee is a new obligation that replaced direct participation by the state in the mo-
nopolistic provision of service, as it had been doing up until 1991. Although the Constitu-
tion does not preclude the possibility that the state might continue to provide services, it
does impose restrictions.
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224 RUBEN AVENDANO AND FEDERICO BASANES

partments, districts, municipalities and decentralized entities to provide
subsidies to enable low-income individuals to pay fees for residential

public services that would cover their basic needs. In addition, the law must
define the rights and duties of users, establish a system for ensuring their

protection, and determine the ways in which they may participate in the man-

agement and oversight of state enterprises charged with providing the
service.

• Fundamental objective of state activity. The overall well-being of the popu-

lation and the improvement of its quality of life constitute goals of the state. A

fundamental objective is to satisfy unmet health, education, environmental sani-

tation and potable water needs. To that end, public expenditures for social pur-

poses take priority over all other allocations in the plans and budgets of na-

tional entities.

In order to implement the 1991 Constitution, the National Congress in
1994 enacted Law 142, known as the Residential Public Utilities Law. The law
has the following objectives:

• To create a new category of "enterprise" within the Colombian corpo-

rate structure, i.e., the residential public utility enterprise. The aim is to estab-
lish the business unit as the center of activity for providing residential public
services.

• To define the contract as a key element in the institutionality of residen-

tial public services. Until the law was enacted, activities associated with the
provision of public services were governed by informal relationships not sub-
ject to contractual formalities.

• To create conditions that will enable public service enterprises to oper-

ate in an environment of competition as a way to promote efficiency.

• To promote private sector investment and management in order to

strengthen competition and encourage the identification of new sources of

capital.

• To incorporate regulation as the exclusive responsibility of the state (gov-

ernment) for monitoring monopolistic public services in order to protect ser-

vice users. Toward this end, the law creates regulatory commissions as inde-

pendent government agents charged with preserving competition and prevent-

ing abusive practices by monopolistic providers.

• To rationalize the tariff structure by establishing economic and finan-

cial criteria for assigning prices, and to guarantee transparent administration

of public service consumption subsidies.
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PRIVATE PARTICIPATION AT THE SUBNATIONAL LEVEL 225

• To create a system of state oversight that will ensure respect for laws and
norms, guarantee the proper management of the enterprises providing the

public services, and prevent practices that restrict free competition.

In short, the new Constitution and the Residential Public Utilities Law

attempted to create conditions to limit opportunistic behavior and therefore

promote efficiency and investment. In particular, Law 142 created a centralized
regulatory framework that protects producers by limiting the discretionary

power of the authorities, and protects consumers by limiting the monopoly
power of providers. It also created the Potable Water and Basic Sanitation Regu-

latory Commission (Comision de Regulation de Agua Potable y Saneamiento

Bdsico—CRA) to enforce the regulatory framework. All the reform cases ana-
lyzed in this chapter were initiated either before or right after Law 142 was
enacted, and as a result could not take full advantage of the new institutional

and regulatory environment.

Case Studies

Barranquilla

Barranquilla's first water supply system was built and administered by the city's
businessmen in 1880. To that end, they chartered a corporation to be respon-

sible for providing both water service and street lighting. However, inadequate
coverage levels impelled the municipality to take over the systems in 1920 in
order to assure that coverage would be sufficient to satisfy demand at a time

when the city was experiencing significant growth.

During negotiations in 1925 for a loan from the Central Trust Company
of Chicago for construction of the new water system, the municipal corpora-

tion underwent a series of reforms. Representatives from the City Council, the

local Chamber of Commerce and the Chicago bankers were appointed to sit on

the company's Board of Directors, and these directors were subsequently as-

signed responsibility for managing the firm. However, after the withdrawal of

the Chicago bankers in 1945, the company went into decline for several de-

cades, until it was finally liquidated in 1960 upon the creation of the Municipal

Public Enterprises of Barranquilla (Empresas Publicas Municipales de

Barranquilla—EPM).

The return to a public sector-based scheme in 1960 served only to fur-

ther accentuate political meddling in decisions involving the firm, which gradu-
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226 RUBEN AVENDANO AND FEDERICO BASANES

Table 10.2. Municipal Public Enterprises,
Barranquilla, December 1990

Operational
Losses
Water system coverage
Sewerage system coverage
Personnel

Financial
Accumulated deficit
% collected
Revenues/Year
Rate of indebtedness
Liabilities
Personnel costs/Revenues

70%
65%
55%
7.6 employees/1,000 subscribers

$9.2 million
65% of billings
$13.2 million
92%
$60 million
86%

ally extended to the workers' union as well. Municipal Public Enterprises be-

came a sort of bureaucratic fortress, a major source of financing for political
campaigns, and a system of payback through the awarding of contracts. In
addition, it fell prey to the excesses of the labor union (which in late 1990

succeeded in increasing the worker benefit ratio to 4.5 times the average salary,
while the same ratio in the Colombian public sector was 2.23, and in the pri-
vate sector 2.7).

By the end of 1990, water service coverage was still only 60 percent of the
total population of Barranquilla (with periods of rationing that decreased ef-
fective coverage to 50 percent), while sewerage service reached only 55 percent.

The enterprise at one point had as many as eight workers for every 1,000 water
system subscribers, when in fact a maximum of only three was needed. For
each peso invested by the enterprise in service provision, it received a return of

only 20 percent in revenues from the sale of service. Liabilities reached $75.6

million,6 which made it impossible to meet commitments to creditors. This

placed the enterprise by the early 1990s in a situation of technical bankruptcy.

The Triple A. By early 1991, local pressure to change the existing situation

was building. Such deficient service in the country's fourth largest city, along

with the bleak management outlook in the EPM, prompted the national gov-

ernment to support a process of institutional transformation that concluded

with liquidation of Municipal Public Enterprises and the creation of the Socie-

6Consisting of foreign debt of $18.2 million, debt contracted with national entities of $10
million, local bank debt of $18.7 million, and labor obligations amounting to $13.6 million.
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PRIVATE PARTICIPATION AT THE SUBNATIONAL LEVEL 227

dad de Acueducto, Alcantarillado y Aseo de Barranquilla, S.A. (Triple A). The
District of Barranquilla7 kept 89 percent of class A shares ($9.5 million) of the

newly created firm, and 11 percent of class B shares ($1.1 million) were sub-
scribed to by the local private sector.

Triple A and the District of Barranquilla signed a contract giving the

former the right to use the assets assigned to service provision for a period of

20 years, in exchange for payment of a royalty. The contract stipulated that the
mixed enterprise would only be responsible for administering the assets as-

signed to the provision of water, sewerage and garbage collection services, which

would continue to be owned by the municipality. The mixed enterprise would

have no obligation to invest in system expansion, leaving this important re-

sponsibility with the district.
The District of Barranquilla also assumed liabilities of Municipal Public

Enterprises of more than $70 million. In exchange for the city's agreement to

assume these costs and commit itself to a process of institutional change lead-
ing to the creation of a mixed enterprise, the national government assumed
responsibility for the enterprise's external debt of $24 million and, in addition,

transferred $34 million during the five-year period to the resulting investment
plan.

The change from a model based on local political cronyism to one de-

signed to reduce political interference, in which management was technical in

nature, had some clear positive effects on internal efficiency. The mixed enter-
prise posted improvements in management indicators (Table 10.3) and made

investments of close to $30 million, 70 percent of which were financed with
nonreimbursable funds from the central government budget.

One key element was the participation of local civil society. The business
community and other forces in the city were successful in imposing a different
management model, even over the initial objections of local authorities. The
model adopted was important, as it opened the way for civil society and the

public sector, working together, to rescue public service provision from the

inefficiency to which it had descended.

Private sector participation was negotiated through the creation of a mixed

enterprise responsible for administering the assets of the system owned by the

7In this chapter, references are made to the "Districts" of Barranquilla and, later, Cartagena.
In Colombia, the classification of municipalities includes a special category for purposes of
the applicable fiscal regime. There are four districts: the Central District (Bogota), the Cul-
tural and Tourist District of Cartagena, the Port and Tourist District of Barranquilla, and
the Port District of Buenaventura.
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228 RUBEN AVENDANO AND FEDERICO BASANES

Table 10.3. Comparative Analysis of EPM and Triple A:
Management Indicators

Indicator

Collections/Billings (%)
Employees/1 ,000 users
Personnel costs/

Collections (%)
Unbilled water (%)
Operating expenditures/

Operating revenues (%)
Water coverage (%)
Sewerage coverage (%)
Total employees

EPM
1991

65
7.6

85
70

>100
60
55

1,800

AAA

1993

70
4.3

40
67

77
67
62

917

1995

71.3
3.3

73
83.3
68.6

municipality. This stage represented a transition from an inefficient structure,
with considerable meddling by local politicians who had effectively taken over

the firm, to one that attempted to decrease political influences. However, the

characteristics of the particular model adopted were not sustainable over the
medium term, for the following reasons (among others):

• Private investors entered the new structure in association with the local

government mainly to guarantee support to a scheme whose principal objec-
tive was to correct what was a chaotic situation. Private participation was not
really designed to introduce an experienced operator to the sector, nor to con-
tribute with risk capital for investment. In fact, the new firm was the outgrowth
of a precarious management scheme and therefore established a "new" opera-
tor with no other experience in the sector. Moreover, the new system left the

burden of investment to the national and local treasuries.
• Private sector contributions of fresh capital were only $1.2 million, while

investment requirements were more than $60 million. Thus, while the change

in the administration of the system was achieved, the much needed injection

of funds was not. Central government contributions totaling $14.5 million,

together with $18.6 million in municipal loans, covered only some 50 percent

of total investment needs.

• The mixed enterprise model with public sector control provided no

clear incentives for efficiency, since it combined the local government and pri-

vate sector interests. This led to ongoing negotiations within the Board of Di-

rectors, since the objectives of the various members differed. This was a disin-

centive to risk capital into the system and, ultimately, to making long-term

improvements in efficiency.
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Consolidation of the private participation process. Deficiencies in the
adopted model led authorities to adapt the scheme to favor incorporation of

an internationally experienced operator that would also increase the capital of
the firm. In 1995, a capitalization process was launched through the sale of
shares of Triple A. A condition to their sale was that shareholders contribute

know-how in addition to capital. Accordingly, a closed sale was held among

enterprises having experience in operating water and sewerage systems similar

in size to that of Barranquilla. The municipality would retain 50 percent of the

ownership of the company, while the local private sector would decrease its
participation from 11 percent to 6.69 percent and the international qualified
partner would hold 43.31 percent of the capital of the Triple A Corporation,

which was not modified.
The process was designed in two stages involving prequalification of firms

by means of a direct invitation, and selection from among the preselected firms

on the basis of technical criteria (20 points) and economic criteria (80 points).
Although invitations were extended to 23 firms with experience in the opera-

tion of water and sewerage systems, the only ones seeking prequalification were

Aguas de Barcelona, Lyonnaisse des Eaux, Canal de Isabel II and Ogden York-
shire. Only Aguas de Barcelona met the prequalification requirements. The firm
was called to negotiate the equity package directly, and negotiations were final-

ized in October 1996.

The process adopted to select the new partner created controversy re-
garding the transparency of the mechanism and the extent to which the city of
Barranquilla got the best deal possible. An evaluation by the central govern-
ment stated:" [While] this process was well conceived and advised, some of the
conditions for prequalification and adjudication limited competition and re-

stricted participation by international operators. The requirement that the op-
erator have a minimum micro metering percentage of 80 percent excluded the

English companies, while the requirement involving the provision of service to

populations in excess of one million inhabitants prevented the participation of

Generale des Eaux. The requirement involving service to a total of more than

one million subscribers prevented the participation of Empresas Publicas de

Medellin. There is still no logical explanation as to why Triple A should have

imposed conditions that prevented the price per share from being bid up."8

"Ministry of Economic Development, National Planning Department, "Evaluation of Pri-
vate Sector Participation in Water and Sewerage Provision," Bogota, August 1996.
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230 RUBEN AVENDANO AND FEDERICO BASANES

The role of the central government in solving the city's potable water
service crisis was key. The central government provided:

• Political support to the reform process and to the local civil society in its

campaigns against the traditional politicians who "owned" the public enter-

prises.9

• Technical assistance to the municipality to help identify ways to improve
management efficiency in public service provision.

• Appropriate incentives to successfully implement the transition, in the
form of financial resources to cover the cost of the transition and funds made
available for a new investment plan, with disbursement contingent on the

municipality's liquidation of the public enterprises and its orchestration of a

new form of management based on a non-public formula.

• Compensation packages for the retirement plan. Workers' compensation

was handled with extreme care in order to ensure that all rights acquired, no
matter how extravagant they might appear, were at all times respected.10

The restructuring effort solved two of the problems that originated in
the first stage; it introduced an experienced international operator and injected
some capital into the firm. Nonetheless, the other problems remained unsolved.
Although the new structure contemplates a higher percentage of shares in the
hands of the private sector, it was not clear that the private operator could take
technical decisions without interference. There was an internal agreement within

Triple A to have Aguas de Barcelona in charge of administering the system, but
the original contract between the municipality and Triple A was not modified.
Moreover, the burden of investment remained on the national and local

treasuries.

In view of the financial difficulties being experienced in Barranquilla, the
next steps in the process will likely involve an increase in the capital of the

corporation, enabling the qualified partner to assume complete control over

Triple A.

9In the critical phase involving the decision to liquidate Municipal Public Enterprises, support
was provided directly by the president of Colombia.
'"During the life of the old public enterprises of Barranquilla, the labor union managed to
establish a payment known as the "carnival bonus," which was to be paid for no other reason
than to recognize the carnival festivities carried out in the city every year in January.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b
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Cartagena

Unlike Barranquilla, Cartagena made a direct transition from public enterprise
to a mixed enterprise by means of an association with an experienced interna-
tional operator responsible for managing the service. The transition, like in

Barranquilla, did not require private agents to put up risk capital for invest-

ments and limited their participation to management of the system.

Cartagena turned over all public services to the state in the 1960s, with

disastrous results. After more than 30 years of management by the Municipal

Public Enterprises of Cartagena (EPMC), administrative neglect reached criti-

cal proportions in the early 1990s (Table 10.4).

The enterprises accumulated a net deficit of roughly $33 million, the re-
sult in part of staffing of close to 1,300 employees for a market of approxi-
mately 78,000 registered subscribers. When employees pertaining to services

other than water and sewerage are excluded, this indicator totaled nine work-

ers per 1,000 subscribers (excluding contract employees).
The enterprise was also hindered by political meddling in decisionmaking,

particularly with regard to the appointment and removal of personnel, and
consequently by a lack of procedures for staff selection and promotion as well

as high levels of staff turnover, appointments and removals. Staffing levels were

far greater than what was needed.

Creation ofAguas de Cartagena S.A. Following completion of a study con-
tracted by the National Planning Department,11 it was concluded that if the
management model were not modified, public service provision in Cartagena
would continue its steady decline. The City Council comanaged the enterprise,
and beneath a formal model of business management was a second model of

political management that handed out jobs and contracts and waived the col-
lection of user fees in order to obtain benefits at election time. The results were
obvious: the financial situation became unsustainable in the early 1990s. This

led in December 1992 to the passage of Decree 1540 (issued by the Office of the

Mayor of Cartagena), which modified the legal structure of the Municipal Public

Enterprises of Cartagena by transforming it into a municipal-based industrial

and commercial public service enterprise.

This decision to implement the reform, which led to the creation of en-

terprises devoted exclusively to providing water and sewerage services, was an

"Jaime Enrique Varela, "Alternatives to Water and Sewerage Service Provision in the City of
Cartagena." Konsultorias Ltda., November 4,1992.
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232 RUBEN AVENDANO AND FEDERICO BASANES

Table 10.4. EPMC Management Indicators, Cartagena, 1989-92

Indicator

Water system coverage (%)
Sewerage system coverage (%)
Subscribers, water system
Subscribers, sewerage system
Micrometering (%)
Losses (%)
Employees
Employees per 1,000 subscribers
Billing, water system ($ millions)
Billing, sewerage system ($ millions)
Operating expenditures ($ millions)
Net profit (loss) ($ millions)
Collection efficiency (%)

1989

77
62

68,151
54,786

66
43

1,451
12

3.6
1.3
2.6

(336)
50

1990

78
61

71,814
56,482

65
N.A.

1,576
12
4.9
1.7
3.5
57

1991

80
65

74,731
60,796

63
52

1,334
10

6.5
2.3
4.5

(1.7)
48

1992

72
59

78,199
64,469

47
52

1,290
9

7.6
2.4
4.9

(3.0)
50

Source: Ruben Avendano, Gabriel Piraquive and Bibiana Vasquez, "Colombia—Assessment of the Performance of the Potable Water
and Basic Sanitation Sector." DNP, August, 1993.

important first step and opened up the potential for immediate private sector

participation. In May 1994, the District Council of Cartagena approved Reso-
lution 05, which eliminated the public enterprises from the district's organic
structure, approved their dissolution and liquidation, and authorized the mayor

to contract out to third parties—either individuals or legally established public
or private organizations—for the total or partial operation of public services,
and to create a mixed enterprise.

The mayor then ordered the liquidation of the firm. Public tender was
opened, with the participation of international enterprises from France, En-
gland and Spain. In December 1994, the contract was awarded to the winning

bidder, Aguas de Barcelona. Aguas de Cartagena S.A. (ACUACAR) was subse-

quently created in accordance with the Colombian Comercial Code and the

Residential Public Utilities Law (Law 142). Its equity structure was as follows:

District of Cartagena, 50 percent (class A shareholder); Aguas de Barcelona, 45

percent (class C partner); and the private sector, 5 percent (class B partner).

Capital equity was $4 million, of which $2.4 million represented cash contri-

butions made by the operating partner and $1.6 million contributions from

the district. The bylaws granted management authority to the operating part-

ner Aguas de Barcelona.

The enterprise signed a contract with the district for a period of 26 years.

The operation and integrated management of the services are the responsibility

of the private partner, which receives a premium based on total revenues of the

enterprise. In addition, beginning in the sixth year of the contract, the private
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partners will receive an amount equivalent to one-twentieth of the total capital
contribution, including profits or payments for shares of stock, with the under-

standing that such recovery does not assume any amortization of shares, de-
creases in participation in equity capital, and reduces the rights of the partners.12

The district assumed all regulatory and investment risks, while ACUACAR

assumed all business and operating risks. In addition, the district agreed to "pro-
vide the capital and obtain the financing necessary to cover the costs for which it
is responsible in order to comply with the objective of the contract" (clause 6),

and to "design and implement such investment works as may be necessary for

the expansion and improvement of the service, with the understanding that
ACUACAR has no responsibility whatever in this regard" (clause 20).

In its first year of operation, ACUACAR was able to record positive re-

sults in terms of improving the quality of water distributed and in its business

management and user service. However, there was considerable uncertainty

with regard to the source of financing for the investment program (the Master
Plan has an approximate cost of $88 million).

The reform process in Cartagena represented the transition from an inef-

ficient structure with interference by local politicians to a system managed by
an experienced operator isolated from political influence. Yet, the Aguas de
Cartagena model was extremely fragile in terms of one of its objectives, which

was to achieve an appropriate institutional structure that would make it pos-
sible to finance the investment plan. Thus, the benefit of private participation
was limited almost exclusively to the improvement in management.

The district is deep in debt and faces difficulties in obtaining the required
resources for investment. Different alternatives are being considered to solve
this problem. The objective is to identify a partner able to finance the invest-
ment plan. To this end, it will be necessary to modify the original corporate
structure and the management contract signed between the municipality and
the provider, which assigns all the responsibility for investment to the munici-

pality. The new contract should clearly establish the investment commitments

and the increase in capital to be made. These modifications will in fact repre-

sent a shift from a management contract to a concession contract and there-

12The firm will pay annually to class B shareholders (local private entities) and class C share-
holders (the operating partner), after a period of five years beginning as of the date of sub-
scription and payment of shares, an amount equal to one twentieth of the total contribu-
tion, not including profits or losses generated in each fiscal period, with the understanding
that such recovery does not assume any amortization of shares, decreases in participation in
equity capital, or reductions of the rights of the partners (art. 20 of the Bylaws of ACUACAR).
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Table 10.5. Improving Potable Water and
Sewerage Services, Cartagena

Ratio

Water system coverage (%)
Sewerage system coverage (%)
Collection efficiency (%)
Employees/1 ,000 users
Unbilled water (%)

1992

72
59
50

9
52

1997

75
61
85

4
45

fore will radically change the rules established for the process won by Aguas de

Barcelona. Accordingly, a new bidding process will probably be required for

award of the concession.
As occurred in Barranquilla, the roles played by both the central govern-

ment and multilateral institutions were key to resolving the potable water ser-

vice crisis, as these entities were the only ones with the ability to pressure local
politicians to seek out different alternatives.

Monteria13

The city of Monteria has a population of 272,00 and its principal economic
activity revolves around livestock. Although located in one of the country's
wealthy cattle-raising regions, most of the population lives in extreme poverty

and lacks access to essential public services. Monteria has had serious problems
involving both left- and right-wing political groups for over 15 years.

Municipal Public Enterprises of Monteria was created in 1955 as a public

institution charged with providing services for water distribution, sewerage,

garbage collection and disposal, firefighting and the administration of market-

places. The highest corporate authority was the Board of Directors, which was

presided over by the mayor and made up of city councilmen. The management

of the enterprise answered to the Board of Directors and was headed by a man-

ager appointed by the mayor. The manager was appointed to ensure "political

peace" within the municipality. As a result of such coalitions, the individuals

appointed had enormous political obligations.

1 Information for this section was provided in part by the consortia Chemonics Interna-
tional, Selfinver, OMI and IP3, current contractors involved in designing and implementing
the concession of the water and sewerage utility.
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This scenario of inefficiency was self-perpetuating. Given the almost ex-

clusively political nature of the operation of the enterprise, its managers or

members of the Board of Directors had a clearly defined interest in climbing
politically, as a result of which their election campaigns were generally con-
ducted on the basis of promises to not allow rates to be increased or even to not

allow any more meters to be installed.14

Under such circumstances, the financial and operating situation of the

company reached unsustainable levels. Nominal coverage was 71 percent for

water service and 25 percent for sewerage service. Water service was intermit-

tent. On average, water was supplied 21 hours per week (three hours daily).

There was no planning of services, no inventory of networks or equipment,

and no macro or micrometering. The poor management of the public enter-

prises generated permanent deficits that forced the municipal and national gov-

ernments to make fiscal contributions to resolve critical problems in the city's

water supply system. In addition, the national government was required to as-
sume responsibility for making the required investments in the system, as no

internally generated resources were available.

Creation of the Aguas de Monteria Water and Sewerage Corporation. In
1992, the Monteria City Council authorized the mayor to liquidate the old

Municipal Public Enterprise and create in its place a mixed enterprise to pro-

vide water and sewerage services. The Monteria Water and Sewerage Corpora-

tion (Sodedad de Acueducto y Alcantarillado de Monteria—SAAM, S.A.) was
created in 1994 as a municipal mixed enterprise with the exclusive responsibil-
ity for providing water and sewerage services. The subscribed capital is $300,000,
divided into Class A and Class B shares for public and private shareholders,
respectively. The bylaws provide for a limit on the power wielded by the public

sector (a maximum of 49 percent of the shares can be held by the public sector,
with the municipality holding at least 40 percent of them) and private agents
(each private stockholder can hold a maximum of 5 percent of the shares).

With a vote of 70 percent of the total shares subscribed, the Shareholders As-

sembly may modify the capital structure of the enterprise.

The enterprise created is in charge of "management, administration,

implementation and provision of residential water and sewerage services for

14Monteria was known for its sui generis system of buying votes with water: once the user
received the bill for service, he would go to the political boss, who would sign the bill on the
back if the user would agree to vote for him in the coming elections. Subsequently, the voter
would go to the cashier's office of the enterprise with the bill and the "employee" of the
politician who had signed the bill, upon seeing the signature of his boss, would eliminate the
bill from the enterprise's commercial registry.
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the Municipality of Monteria" (taken from the bylaws of SAAM), toward which
end it is authorized to conduct activities ranging from construction, expan-

sion, replacement, restructuring, maintenance and conservation of infrastruc-
ture to the signing of contracts and collection of revenues for service provision.

The enterprise does not own the assets of the system but rather was granted use

of those assets in exchange for payment of an annual amount equal to 10 per-

cent of the total amount of revenues from billings.

SAAM is affected by a critical financial-structural problem stemming from

the low level of capitalization and the weak composition of the market. The

low amount of capital contributed to the firm ($300,000) greatly limits its

management capability. Also, approximately 80 percent of its subscribers are

classified as low-income, requiring subsidization according to the terms of Law

142 of 1994.15 Half of the low-income users pay nothing for service. On aver-
age, only 68 percent of the total amount billed is actually collected. The mu-

nicipality, in turn, has not yet created the Solidarity and Revenue Redistribu-

tion Fund to compensate the enterprise for the subsidies it is required to pay.16

A significant element of the institutional transition from the old public

enterprises to the new SAAM was the arrangement made with former workers.
The environment was highly politicized, with violence by extremist groups that

strongly influenced labor unions categorically opposed to privatization. Ac-
cordingly, the decision made by the national and local governments was to
terminate any personnel involved in disruption, a decision carried out through
payment of indemnification to workers and creation of a program to reinstate

them into the workforce. This program involved creating cooperatives of ex-
workers, to which SAAM subcontracted certain activities of the new enterprise.
In addition, workers were allowed to purchase shares in the new enterprise.

The change in management model from a public enterprise to a mixed

enterprise brought two main benefits to the management of services in Monteria.

First, like Barranquilla, the problem of the politicized management of public

15There are three industrial subscribers that generate 1.3 percent of all revenue and 2,090
commercial subscribers accounting for 9.9 percent.
16In Colombia, public services are financed for lower-income groups through the mecha-
nism of the cross-subsidy between population groups. The operating form of the subsidy is
based on the classification of income groups into six residential strata, plus industrial, com-
mercial and official groups. The law requires that the intermediate stratum (stratum 4) be
charged the mean long-term cost and authorizes the upper strata (strata 5 and 6 plus indus-
trial and commercial) to be charged a surcharge of up to 20 percent of total consumption,
which is used to subsidize the consumption of strata 1,2 and 3. Funds collected in the form
of surcharges are deposited into a "Solidarity and Revenue Redistribution Fund."
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Table 10.6. Municipal Public Enterprise of
Monterfa Prior to Reform

Operating ratios
Unbilled water
Water system coverage
Sewerage system coverage
Employees/1,000 subscribers

Financial ratios
Accumulated deficit
Collections
Annual revenue
Indebtedness
Liabilities
Personnel costs/Revenues

55%
65%
30%
9.8

$140,000
65% of billings
$1.1 million
54%
$2.2 million
56%

services was decreased significatively. Second, considerable reduction in the

size of the bureaucracy affected operating costs.17 According to statistics for

Colombian enterprises, SAAM today has the lowest administrative costs of any
similar enterprise in the country.

Still, the new model had some problems. First, investment needs of the

water distribution and sewerage systems when SAAM was created totaled some

$100 million, owing to the lag in investments and poor administration, opera-

tion and maintenance of the system during the years in which it was the re-
sponsibility of public enterprises.18 The new institutional structure adopted
did not deal with this issue—capitalization of the system totaled only $300,000.

Second, the corporate objective and the geographic scope of operations of SAAM
were poorly defined. Third, no contract existed to regulate the relationship with
the municipality. Thus, there were no stipulated conditions for turning over

the right to SAAM to use the assets, their value and the grounds for rescinding
the right to use them. Fourth, the contractual arrangement with the co-ops of

ex-workers may yet lead to problems and conflicts of interest, since the co-ops

are both shareholders in the enterprises and subcontractors.

The reform did not address the system's large investment requirements

and lack of management expertise. This is not surprising, considering that the

17The enterprise reduced staff from 277 active employees and more than 100 part-time em-
ployees to a total of 109 workers (26 permanent employees plus 83 from the subcontractor
co-ops).
'"Although 75 percent of the households in the city were connected to the water distribution
system, only about 50 percent could actually receive potable water on a continuous basis.
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Table 10.7. Comparative Analysis of EPM-SAAM, Monterfa

Employees/1,000 subscribers
Personnel costs/Revenues
Unbilled water
Operating expenditures/Revenues
Coverage

Water system
Sewerage system

Unbilled water
Total employees

EPM
(1992)

9.8

55%
90%

65%
23%
60%

277

SAAM
(1997)

0.3

55%

75%
23%
55%
26

process was carried out under unstable political conditions, without an appro-

priate regulatory framework, and with no contract to regulate the relation be-
tween the new firm and the municipality. Although the operation of the new

enterprise did not significantly improve service, it was at least partially able to

cut the inefficiency cycle caused by political interference. This was made pos-

sible mainly by the decision to involve former workers as shareholders and

contractors of the new enterprise, thus introducing private participation in the
firm while also decreasing opposition to the reform.

Specialized consulting services were recently contracted to structure a

complete process for private participation in the system. The purpose is to carry
out the technical assessment and propose an investment plan in order to best
bring in private sector participation.

Marinilla and Apartado19

Until the initiation of the private participation process in 1992, the munici-

palities of Marinilla and Apartado in the Department of Antioquia were asso-

ciated with the departmental water and sewerage enterprise, Acuantioquia, cre-

ated in 1960. The various partner municipalities had a minority equity partici-

pation in the enterprise (27 percent), while the majority (73 percent) was owned

by the Department of Antioquia.

At the beginning of the 1960s, Acuantioquia had fairly efficient manage-

19This analysis was prepared with assistance from Dr. Jose Fernando Cardenas, Director of
the Water Unit for the Department of Antioquia.
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ment, which enabled it to secure significant regional economies of scale in terms
of system administration. Since the department it served was one of the two

richest in the country, the enterprise enjoyed a favorable situation thanks to
unconditional transfers from the central government for carrying out invest-

ments in member municipalities.

This financial advantage became unsustainable over the medium term,
since the lack of a budget constraint led to decisions that had no economic

justification, particularly regarding collection of fees (which were less than the

costs of service provision), ranking and prioritization of investments, and sala-

ries and promotions.

Unlike in most of the municipalities in the country, the process of decen-
tralization of potable water and basic sanitation services to the municipal level

did not materialize. On the contrary, although the municipalities modified their

participation in the enterprise, majority ownership continued to be held by the

Department of Antioquia. The member municipalities accepted the regional
model because this was the only way of avoiding the loss of the investment

subsidy received from departmental treasury.

By the mid-1990s, Acuantioquia's inefficiency had become unmanage-

able. Also, many municipalities began to realize that independence could be
more lucrative than association, especially in view of cross-subsidies between

municipalities. The new departmental administration proposed the liquida-

tion of the enterprise and creation of a scheme whereby any subsidies provided
by the department would be based on economic considerations. Accordingly,
the decision was made to transfer ownership of the systems to the municipali-
ties, and administration (management, operation and maintenance ) to the
private sector. This liquidated the firm Acuantioquia.

At first, the department considered a mixed enterprise model with an
international operator like the one used in Cartagena. This led to expressions
of interest submitted by Thames International and Aguas de Barcelona. Nei-

ther firm, however, would make a substantial investment commitment to the

system, leading the authorities to consider a different approach. The depart-

ment decided that a contract would be awarded only to Colombian enter-

prises operating together as a consortium. That is, the new strategy deliber-

ately sought to establish a link with national capital, fully aware that there

were no private enterprises in Colombia with experience in the operation of

such systems.

Remuneration was to be based on a single formula, equivalent to a

percentage of monthly collections. In order to avoid "flat" contracts, the

departmental administration decided that collections were the best way
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240 RUBEN AVENDANO AND FEDERICO BASANES

to compensate the administrator for the operation of the system and the most

effective way to have the administrator assume the commercial risk.

The contracts were for 15 years, and it was understood that during this

period the concessionaires would be able to amortize the investments required

to place the system into operation and also obtain an appropriate return on the

investment. The terms of reference required the invited bidders to submit an

investment plan for placing the system into operation at an optimum level, as

well as the proposed remuneration for implementing that system. Each con-

tract was to be awarded to the bidder submitting the lowest remuneration offer

together with a commitment to comply with the management parameters set

forth in the terms of reference.

The bidder's technical ability, experience in its area of specialization,
and financial solvency were to be assessed during the tender proceedings. In
order to allow participation in this activity by firms with no experience in

managing such services, the tender proceedings were designed on the basis

of the experience of the personnel that would be involved, as opposed to the

firm submitting the bid. The contracts were awarded to Presea Ltda. in

Apartado and to Conhydra in Marinilla, both made up of engineering and

consulting firms.
One of the most interesting aspects of the Antioquia experience is the

promotion of private participation by the department itself, which established
as an obligatory condition the prequalification of local firms operating together
as a consortium, thus eliminating competition from international firms. Ac-

cording to the governor, this promoted local industry by protecting it in its
initial stages by facilitating the merger of firms specializing in other areas re-
lated to the provision of potable water service.

The department was able to introduce some incentives to operate effi-

ciently with the management contracts awarded. The decision to exclude inter-

national competition eliminated having an experienced operator administer-

ing the systems, but helped reduce friction from the process. Eventually, it may
also help create some local expertise. One pitfall of the model was that, because

of the pressures placed on each municipality, full advantage was not taken of

the economies of scale of administering the departmental system together.

Conclusions

Private sector participation in the potable water and basic sanitation sector in

Colombia has been a process of trial and error that has evolved over the seven-
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year period from 1990-97. The cases evaluated in this chapter clearly show that
private sector participation has generated gains, primarily in terms of systems

management efficiency, which is one of the central arguments offered to justify

private sector participation in providing such services. However, the Colom-

bian experience also shows that the potential of private participation has yet to

be exploited to the fullest. The strategy adopted by the central and local gov-

ernments, along with the country's fragile regulatory conditions, contributed
to limiting benefits from private participation.

Creating small systems where there is an enormous need for investment

and little or no capacity to finance it with user fees minimizes the potential for

private investment. In Colombia, this problem arises primarily because of the

decentralized structure of municipalities. As a result, it is virtually impossible,

legally and politically, to combine markets and privatize regional rather than

local systems with their corresponding administrative and technical economies

of scale.

The lack of a strong regulatory environment that limits discretion, com-

bined with the problems inherent in small systems, results in private participa-

tion that is limited to management contracts. Although this may be appropri-
ate for those cases where an existing infrastructure is available and where the
efficiency gains from management are evident, it does not solve the problem

inherent in most of the systems, that is, the need for additional coverage.

The primary objective when private participation started was to liqui-
date inefficient state enterprises and replace them with different management
modes that involved the creation of mixed enterprises and the introduction of
private sector participation in management. The new firms created had an ob-
ligation to administer the assets of the cities' water and sewerage systems, but

had no obligation to invest in their expansion, as this important responsibility
had been delegated to the municipalities. Private investors were invited to asso-
ciate with local governments solely for implementing new forms of manage-

ment for the enterprises, leaving the burden of investment to national and lo-

cal treasuries.

Processes to involve private participation were carried out at the local

level, with support and follow-up provided by the central government. This

generated a sense of ownership and legitimacy about the solutions adopted.

Because of the involvement of the central government, the processes enjoyed

access to national budgetary resources, as well as to loans granted by the finan-

cial system to meet all of the transition costs, which in some cases involved

layoffs and the liquidation of commercial liabilities, as well as the internal and

external debt of a number of the enterprises. The political backing of the cen-
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242 RUBEN AVENDANO AND FEDERICO BASANES

tral government also helped counter the significant local political forces that

had actually created the situations of inefficiency and had become firmly en-

trenched.

The new form of management—mixed enterprise—though creative in

the way in which it evolved, does not provide clear-cut incentives for achieving

efficiency, as it combines a social objective inherent in the nature of the state,

with private sector profit-maximizing objectives. This could result in endless
renegotiations that obstruct management of the firm.

In the strictest sense, the operating partners did not become involved

with the systems as the result of a competitive process. Reports from the cen-

tral government confirm that the structure of some agreements has not always

been transparent.20 Colombian legislation is not particularly strict about the
selection of the partners to participate in mixed enterprises and, as a result, this

mechanism has been used as a loophole to avoid competing for access to mar-

kets. The immediate effect is that the reform may not ensure the lowest prices

for the consumers or the most favorable technical conditions, particularly con-
sidering the enormous asymmetry in the negotiating ability of local govern-

ments vis-a-vis experienced operating enterprises.

The way in which the businesses were valuated did not follow strictly
defined financial procedures and, as a result, the values assigned to the shares
of capital stock in the enterprises were estimated from accounting-type valua-
tions. This led to an undervaluation of the shares, thus reducing the potential
for obtaining capital to invest in the systems and leading to an unjustifiable

transfer of income from the public to the private sector.
Except for Marinilla and Apartado, none of the private operators had

clearly defined goals or commitments before signing the contracts. Moreover,

the adopted strategies did not take into consideration, in any of the cases, struc-

turing contracts based on the establishment of clearly defined responsibilities

regarding investments and compliance with management goals and, therefore,

compensation was not generally linked to performance. Also, the innumerable

contingencies not taken into account in the contracts may lead to future con-

flicts between operators and municipalities.

In Cartagena, Barranquilla and Monteria, there was strong labor opposi-

tion to private participation. However, the orchestration of direct arrangements,

in which frank and open discussions were held from the outset regarding the

20Ministry of Economic Development, National Planning Department, "Evaluation of Pri-
vate Sector Participation in Water and Sewerage Service Provision." August 15,1996.
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implications and goals of the processes, was a determining factor in the suc-
cesses achieved in the transition period. All of the rights that the workers had

acquired were respected. By paying all legally incurred labor liabilities and, in
particular, by specifically indicating from the outset the intent to liquidate the

enterprises, it was possible to ensure a smooth transition. Apartado is particu-

larly instructive, since no major setbacks took place in an area where armed

conflicts between extremist political groups forewarned of the potential for

problems. Still more surprising is the fact that it is precisely these same groups

who today defend the improvements achieved in terms of quality of service.

None of the enterprises had sufficient technical capability at the munici-

pal level to address the evaluation, design and subsequent structuring and ne-

gotiation of the processes of private participation. As a result, Colombia now

finds itself facing serious problems in terms of monitoring the performance of

the private agents involved. Moreover, technical capability at the national level

was also limited. In addition, there was no legal framework in place to struc-

ture such processes until July 1994, when Law 142 governing residential public

utilities went into effect.

Efforts were made to redirect the reform after the establishment of the
new legal and regulatory framework. The national government defined a strat-
egy to support (by means of specialized consulting services financed with its

own resources) the structuring of processes of private participation for those

municipalities whose mayors indicated their desire to participate. The objec-

tives of the reform were more clearly defined and superior technical capability
was made available. Unfortunately, these efforts have been limited in most cases
by the institutional arrangements made in the initial phase and by some uncer-
tainties created by the implementation of Law 142.

As the government itself concluded in one of its assessments of the pro-
cesses of private participation: "Although the regulatory system is only now in
its development phase, the ongoing issuance of new norms creates uncertainty

in private agents. The differences in terms of interpretation of the law between

government agencies create distrust and transform the regulatory and control

framework into a high-risk scenario. Some of these norms create disincentives

to private sector participation. Such is the case of the resolutions handed down

by the Potable Water Regulatory Commission involving management plans,

discount rates and contracting standards."21

21Ibid.
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In general, the interpretation and application of the norms developed by

the Potable Water Regulatory Commission is variable and may be adapted to

each particular case, thus constituting a significant source of regulatory risk.

For example, the range established by the commission for the discount rate in

the calculations of capital recovery (between 9 and 14 percent) does not reflect

the conditions of the financial market or the level of risk of the sector. This has

led to private enterprises attempting to seek adjustments through management
rates, or by purchasing supplies from affiliated enterprises. In other cases, the

norms are being created, and therefore there is no assurance as to how the law

will be interpreted.

As a result of the reforms introduced by the 1991 Constitution and the

Residential Public Utilities Law, Colombia has in place a complex institutional

organization. This organization may become a significant source of regulatory

risk for a number of reasons, the most important being that regulatory func-

tions are not the exclusive realm of the Potable Water Regulatory Commission.
Also involved are the Ministries of Development, the Environment and Health,
as well as the Superintendency of Public Utilities and the municipalities.

The Colombian strategy clearly demonstrates that the processes of pri-

vate participation do not eliminate the necessity of government, but rather
redefines that role. Accordingly, these processes require strengthening regula-
tory, monitoring and control functions in order to ensure the government's
ability to regulate and control private sector participants.

The enactment of specific legislation for the potable water and basic sani-

tation sector that imposes restrictions on regulatory discretion, and the exist-
ence of institutions capable of enforcing the law, are necessary conditions to
consolidate private participation. This framework is recognized by the private

sector as an important element in terms of investment security.

Unlike Colombia, many countries in Latin America have established pro-
cesses of decentralization to the state, provincial or departmental levels, thus

facilitating the structuring of regionally based concessions, which may be more

advantageous from an economic standpoint. When this is not possible, it may

be necessary to define strategies to group municipalities to achieve economies

of scale, or to group services to achieve economies of scope in order to make
the process of private sector participation successful.

The Colombian approach that led to the disappearance of public enter-

prises, without a clear definition of the objectives being pursued and without

the necessary conditions to promote efficient private participation, has decreased

the effectiveness of the private participation process and has now led inexora-

bly to a second stage for restating the strategy.
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CHAPTER 11

Private Participation in Water

and Wastewater Services

in Trinidad and Tobago

David Stiggers

This chapter examines the interim operating arrangement (IOA) of the Water

and Sewerage Authority (WASA) in Trinidad and Tobago as a means of review-
ing the country's experience in introducing private participation to its water

and wastewater services.
The analysis is based on a general concept relevant to most cases of

private involvement in public utilities. The concept, depicted in Figure 11.1,

shows two main driving forces for private involvement: lack of funding and

the need for effective management. Often this is a self-reinforcing cycle, with

lack of income and funds starving capital investment, and lack of manage-
ment skills resulting in poorer levels of service. This leads to a common po-
litical problem: until the levels of service are raised, it is not feasible to in-
crease tariffs. Introducing private involvement is seen as a catalyst to break

this destructive cycle.
Figure 11.2 shows the various types of contracts commonly used for pri-

vate involvement in water and wastewater operations, along with their respec-

tive levels of investment and risk. This is drawn from the operator's viewpoint,

but the implications for the client can also be easily seen.

Many current initiatives worldwide have followed the concession model.

However, this can cause problems if private involvement is needed quickly but

key project parameters are not yet in place because of a lack of enabling legisla-

tion or adequate tariff increases, or even, as is often the case, because of a dearth

of sufficient quality information about the business.
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246 DAVID STIGGERS

Figure 11.1. Driving Forces for Private Participation

Low tariff

Poor service Breaking the Cycle Insufficient income

New management Interim funding

Low investment

WASA and Trinidad and Tobago

WASA is an autonomous agency as constituted under the National Water Act,
with a Board of Commissioners appointed by the government. The WASA

management team is led by a chief executive officer, who has clearly delegated
authority for overall management. The commissioners report to the Ministry

of Public Utilities, which takes a direct and active interest in the continuing
development of WASA. Although autonomous, WASA still operates within the
constraints of public administration. The government, through direct negotia-
tion, controls tariffs. Formal regulatory mechanisms for the sector are limited,

in general, although this is being developed.
WASA serves the combined population of Trinidad and Tobago of 1.25

million with around 250,000 connections for water services. There is a mixture

of urban and rural/agricultural demands, with an expanding industrial and

Figure 11.2. Types of Contracts
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Table 11 .1 . Water and Wastewater Services in Trinidad and Tobago

Customers
Unaccounted for water
Continuity of supply
Number of staff
Employees/1,000 connections

Water*

250,000
Over 50%
24 hrs/day supply to 10% of customers
3,450
16

Wastewater*

40,000

* Based on average family of four to five people.

chemical sector in Trinidad and tourism sector in Tobago. Much of the grow-

ing demand on the already overstretched water system is attributed to develop-

ment of natural gas fields and to rapid industrial expansion.
The level of water and sewage services over the years in Trinidad and

Tobago has been increasingly inadequate, despite the fact that WASA staffing

levels of 16 staff per 1,000 connections are high compared to a regional "ideal"
of 8 per 1,000, or levels as low as 2 per 1,000 in some European utilities (see
Table 11.1). No major investment has been made in infrastructure since the oil

boom years of the 1960s and 1970s, and, as one manager put it, "the whole
water distribution system is leaking like a sieve."

The sector has also been a continuous and massive financial drain on

central government funds, costing billions of dollars in losses over the last 30
years. Basically, costs have exceeded income and little money has been available
for maintenance and capital investment. Overall annual costs of $46.9 million
and revenues of $27.7 million have yielded an annual operating shortfall of
$ 19.2 million. As a result, more than $600 million has been injected into WASA
over the years, yet management had not improved and the level of service has
continued to deteriorate.

True costs were not easily established, but as an approximate overall indi-
cator the average cost of treated water into supply is approximately 19 cents (or

TT$1.17) per cubic meter. However, the level of unaccounted for water was 50

percent and tariff collections were poor. The greatest share of cost was labor,

accounting for approximately 65 percent of the total costs of WASA.

Before WASA can possibly meet growing industrial needs, water resources

should, in theory, be adequate to meet current demands. However, as Figure

11.3 shows, there are massive losses within the system, resulting in inadequate

supply to customers. Shortages at taps have resulted in a complex system of

demand management, locally called "scheduling." This involves some 100 em-

ployees turning water distribution systems on and off throughout Trinidad on

a daily schedule. The objective is to ensure at least some water supply to all
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Figure 11.3. Demand for Water (Current production = 700 megaliters/day)

consumers, but in reality some consumers are said to go without services for
days and weeks at a time.

Institutional Transition to Private Participation

Although water service was considered a major problem in Trinidad for many
years, several factors influenced the decision for private involvement, including
the role of the World Bank. Indeed, the decision to include some form of pri-
vate involvement was a precondition of an earlier World Bank loan.

There was little accurate information available about WASA prior to stud-

ies of possible private sector involvement. Certainly, not enough was known to

give confidence to investors about the agency's true commercial and opera-

tional situation. In 1993, the government set up a task force to review the situ-

ation. The review noted the continuing poor levels of service and the massive

financial demands made by WASA, and proposed the introduction of private

management and finance to reverse the situation. However, the government

decided not to change current laws, so the process had to work within existing

WASA legislation. This caused some practical difficulties later, particularly in

the relationship between the private operator and the Board of Commissioners

of WASA. The statutory responsibilities of the board did not change, and al-

though the contract laid out the levels of authority of the operator, there was

considerable debate on how these could be employed in practice. This resulted

in a series of delays of decisions and approvals in the first two years of the
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interim operating arrangement, which in turn had an effect on implementa-

tion of operational and financial improvements.

There being no specific regulator for private involvement under the ex-
isting system, any regulation had to be covered by the contract for the new
arrangement. There was a Public Utilities Commission, replaced later by a newly

created Environmental Agency. Finally, only quite recently did the government

enact legislation establishing a Regulated Industries Commission.
To accommodate the lack of available information and the desire not to

change existing legislation, a two-stage plan was adopted to introduce private

involvement. First, an initial three- to five-year IOA was to be put out to inter-

national tender. The successful bidder would manage WASA for the IOA pe-

riod. Second, a long-term arrangement (20 to 30 years) would be developed

during this IOA period, with the IOA operator given the preferential right to

negotiate it.

Private Participation

The interim operating arrangement has many of the attributes of a manage-
ment contract. However, the WASA Act limits the methods of delegation, so

that in the end the IOA was adapted to work within this legal framework. The
method chosen was for the private operating partner to provide key members

of the WASA management team on secondments, including the chief executive
officer, who holds key delegated powers under the WASA Act.

The contract is for an initial three-year period. The contract itself is very
straightforward, stating the duties and obligations of all three parties: the gov-
ernment, WASA, and the private operator. In fact, the contract was only devel-
oped in detail during the negotiation stages. It is supported by a number of
detailed commercial, technical and operational appendices, which provide pa-

rameters for its operation. A key area that took months of negotiation was

establishing the exact levels of authority and delegation—practical yet within

the law—of the WASA Board, the CEO and management.

Selection and Award Procedures. A major international consultant was

appointed at the pre-bid stage and, with a government team, developed a de-

tailed request for proposals (RFP). The RFP provided as much key information

about WASA as possible. There was a short list procedure, and five world-class

operators were invited to tender over a three-month period.

Figure 11.4 shows the timetable for the preparation, selection and nego-

tiation procedure. During the evaluation process there were meetings and pre-
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Figure 11.4. RFP Timetable

sentations to clarify the proposals, and then a preferred negotiator—the Severn

Trent/Wimpey-Tarmac consortium—was called to negotiate and develop the
final contract form.

Bids were evaluated on a three-envelope principle:

Envelope 1: Included details of the operational approach, the plan for
putting WASA right, the CEO and staff secondment, and the form of new man-
agement information systems to be brought in. This was marked following a
predetermined marking system.

Envelope 2: This envelope was only opened for those contractors who
achieved sufficient "operational points" in Envelope 1. In addition to submit-
ting a financial plan for WASA (evaluated on economic grounds), the operator
had to provide a finance package that would cover the financial operating short-

fall during the IOA period.

Envelope 3: This was to be a proposal to provide water to industry and to

areas of the south. The operator was given a free hand both for developing this

proposal and for any others it thought would be attractive to the development

and operation of WASA.

The Severn Trent/Wimpey-Tarmac consortium produced the winning

proposal. The financing was an innovative proposal funded by local institu-

tions and syndicated by the local Citibank company on a nonrecourse basis.

This funding was only required to address the operating shortfall, as funding

for the capital works program was to be provided by WASA and the govern-

ment, making use of international lending agency funds (e.g., World Bank, CDB

and EIB). The consortium's Envelope 3 proposal for development and funding

a number of essential projects was of particular interest.
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Following the call to negotiations, teams from all parties to the contract
and their advisers met and developed the final contract form. This process,

together with the additional and lengthy process of setting up financing, took
several months. The election of a new government and a new WASA Board
resulted in further delays. Almost 15 months passed between submission of

tender and the effective date of the contract (April 1996).

Variables Used in the Evaluation Process. As described previously, there
was a predetermined marking system for various operational parameters. The

value and form of the finance package was also given a weighting. Since this is

similar to a management contract, tariff levels were not linked to the bids. In-

deed, the government indicated there was a possibility that tariff levels might

not change during the IOA period. Similarly, apart from Envelope 3 proposals

and the operational deficit funding, no capital investment was requested from

the operator. Finally, it was negotiated that over 60 percent of the operator fees

would be paid against performance deliverables.
Flexibility of the Contract to Adapt to Changing Situations. Since the ini-

tial contract covered only three years and was defined in some detail, it was not

envisaged that there would be a need for any drastic changes during the period.
The contract assumes a cooperative approach between the parties. There are
normal contract dispute resolution procedures, as well as an innovative mecha-

nism called the Consultative Committee. Appointed at the ministry level, this
committee has representatives from both WASA and the operating consortium's
local company, Trinidad and Tobago Water Services, Ltd. (TTWS) and is chaired

by a representative of government. The committee has proven to be a useful
forum for discussing progress under the IOA, resolving conflicts, and helping
to speed or support important issues.

Commitment by Government. The government of Trinidad and Tobago
is fully committed to support for the IOA and to the development of WASA.
The Ministry of Public Utilities takes a strong interest in the water sector and,

having responsibility for WASA and the IOA contract, it expends a great deal of

time and effort resolving problems that arise and ensuring that necessary sup-

port is provided. This ministry has responsibility for developing the full sec-

ond stage of private involvement in WASA (i.e., concession or some other long-

term arrangement). Preparation for this is ongoing, and negotiations are ex-

pected to commence with the current private operator during early 1999.

Financing Risks and Warranties. Since financing was provided on a non-

recourse basis, no direct government guarantee was required. The loan was

arranged on behalf of WASA, with a payment moratorium until after the IOA

period.
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Regulation and Reinforcement. Strictly speaking, the IOA is regulated

through the contract. As indicated, WASA's operations (and hence the IOA) are

regulated by the existing WASA Act and relevant regulatory agencies. In fact,

both the WASA Board and the Ministry have paid close attention to operation
of WASA and the IOA, resulting up until now in a continuing dialogue be-

tween all the parties to the contract.

Progress Under the Contract

Many management systems and processes were overhauled or put in place dur-

ing the first 18 months of the IOA. The review at the end of the first year pointed

to action and improvement in many areas. On the other hand, for various rea-
sons, certain key elements originally envisaged under the fast track timetable at

contract signature were not in place. These included, for example, delays in
capital investment in infrastructure renewal, lack of approvals for a new indus-
trial water supply, delayed agreement to establish a commercially effective Pro-

curement Unit, and delay in procurement of specialized operational manage-
ment systems. This has had a delaying effect on implementation of certain ele-
ments of the business plan. A key supposition had been that World Bank capi-
tal funding was almost ready for disbursement, when in fact funds were still
not available 24 months after the effective date of the contract. This, in turn,
has held up the vital rehabilitation program for water mains and associated

infrastructure components, which is delaying key improvements in levels of
service and revenues.

The lack of accurate information during the bidding stage has had ongo-

ing ramifications. A major part of initial IOA activities was directed toward

putting in place management systems to bring forward accurate and relevant

information for daily strategic management needs. These systems have shown

progress.

A cause of delay to the final contract signature was the appointment of a

new board of WASA. Board members took their appointments seriously and

reviewed their relationships with TTWS and WASA management under the

IOA. The boundaries of delegation and authority between the Board and the

CEO (and the influence of TTWS) continue to be the subject of many debates.

One of the Board's concerns is to ensure its ability to act in its areas of respon-
sibility under the WASA Act.

The operation of WASA under the IOA has shown a remarkable improve-

ment, in spite of the various constraints mentioned here. These have resulted
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Before private contract

Financial measures1-2

Operating ratio During 1994: 1.31
(operating costs: revenue)

Revenues April-July 1997: $14.2 million

Operating expenditures April-July 1997: $24.3 million

Bad debt

Liquidity Overdraft 1994: $2.6 million

Hardship relief

Operational Measures

Total water production

Critical plant downtime

Business/Operational
systems

Asset management

Community outreach
program introduced

Staff rationalization

Current/Predicted value

April-July 1998: 1.15 (predicted less
than 1.0 by March 1999)

April-July 1998: $17.4 million

April-July 1998: $20 million (predicted
annual total for financial year 98/99 is
$54.7 million)

Reduced to 20 percent of its former value.

Overdraft 1998:0

Credits for reduction of water bills given
to 7,415 old-age pensioners, and other
deserving cases.

Increased by 12 mgd since April 1996 (all
users now receive an improved water supply)

Reduced to four days, a reduction of 400
percent (resulting in a higher level of water
into supply).

Introduction of critical software and work
processes (improved efficiency and cost-
effectiveness, higher customer service,
increased productivity).
Database and management system intro-
duced (more effective servicing, greater
productivity).

Greater awareness and involvement of local
communities of WASA operations, and wise
use of water.

A voluntary early retirement plan introduced
in 1998 (VESP) with staff reduction of 780
workers (reduced operating costs, more
flexibility in deployment).

Table 11.2. WASA Performance Measures

1 Values in US$.
2 Where definite values for representative measure for periods prior to the IDA contract are not available, examples of early figures
available during the contract are given.

in the financial turnaround of WASA at the operational level, improved effi-

ciency of operations, and an increased level of water supply to customers.

Some examples of these improved performance measures are given in Table

11.2.
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Conclusions

The approach to private participation in water and wastewater services being

used in Trinidad and Tobago allows for rapid solutions when information is

scarce, and gives some comfort to potential private partners, as some of the

initial risks (particularly unknown risks) remain with the public sector during

this initial period. While the operational and financial situation is improved,
there is time to gather the necessary information and develop a viable and ef-

fective solution for the longer-term arrangement, which could be any of the
different contract types.

At the same time, the problem of control and authority cannot be over-

looked. The nature of this contract form dictates that the operator cannot have

direct control over many of the key parameters, (such as major capital invest-
ment) and faces restrictions in other areas as well (e.g., potential for involve-

ment by the board in day-to-day management matters). Yet the operator is
measured by the overall success of the WASA operation. This was one of the
most fundamental issues during contract negotiations, and the one to which

careful consideration must be given during the contract drafting stage. The

lack of immediate funding for capital works investments is certainly a negative
aspect of this particular approach.

Finally, establishment of a Consultative Committee that includes repre-
sentatives from WASA, the operating consortium and government has been a
productive innovation that has speeded up contract implementation and made

it more effective. The committee makes the best use of high-level strategic skills
of the parties to the contract and provides a forum where problems can be
solved jointly.
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CHAPTER 12

Energy Reform and Privatization:

Distilling the Signal from the Noise

Paul Hennemeyer1

This chapter examines Latin American experiences in energy sector reform,

with special emphasis on electricity, in order to determine how to best proceed
with reform and privatization. This is not a rigorous assessment based on quan-

titative analysis—the paucity of data and the relative newness of the reform in

most countries make this infeasible. Rather, the chapter develops its frame-
work and draws preliminary conclusions based on economic theory and sup-
ported by experiences to date.

There are a number of important factors that can greatly influence the

outcome of reform efforts. These include macroeconomic conditions, social

and cultural factors, climate and, most importantly, the political situation. While

recognizing the importance of these variables, this chapter focuses on specific
issues surrounding industry structure, policy and regulation and their roles in
the reform of the energy industry.

The profound political and economic reforms undertaken across Latin
America over the past 10 to 15 years have been as significant as any in the
region's history. For many countries, they represent a fundamental departure

from the political and economic model that prevailed for half a century and a
transition to a new approach based on processes and institutions grounded in

individual choice, both at the political and economic levels. As part of their

macroeconomic reform efforts, Latin American governments have carefully

examined the structure, function and performance of their utility sectors, and

by and large found them wanting. Indeed, governments were well-advised to

'This chapter has benefited greatly from the comments and contributions of my colleagues
at National Economic Research Associates, particularly Michael Rosenzweig, Andrej Juris
and Carlos Pabon.
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256 PAUL HENNEMEYER

reevaluate their infrastructure sectors, given their importance in supporting
economic growth and societal well-being.

The reforms are significantly changing the way in which electric power,

natural gas and other infrastructure sectors are owned and operated. In the

past, most Latin American energy sectors, along with telecommunications, water

and transportation, had been nationalized and regarded as the domain of the

public sector because of their natural monopoly characteristics and impor-

tance to the economy. Governments throughout Latin America assumed the

multiple roles of owner, operator and regulator—a combination that has ulti-
mately proven to be unsustainable. Indeed, government policies were charac-

terized by excessive intervention into the operation of and investment in elec-

tric power and natural gas industries. Moreover, the habit of using the energy
sectors for social goals (e.g., subsidized consumption and employment) in-
creasingly collided with the need to efficiently invest in and operate these as-

sets. Much of the resulting inefficiency was masked by continuing fiscal trans-

fers to the energy utilities and toleration of the gradual deterioration of service
and decapitalization of assets.

The inefficiencies rooted in infrastructure services were exposed during
the 1980s as fiscal crises swept the region and governments' abilities to main-
tain existing operations, much less invest in new assets, were greatly compro-
mised. There are detailed accounts of excessive wage bills, huge fiscal transfers
to compensate for noncompensatory tariffs and insufficient collections, and
spreading corruption. In the wake of the painful lessons of the 1980s, govern-
ments throughout the region understood and accepted the need to develop
and apply a new approach to infrastructure service provision that redefines
the role and responsibilities of the state, the firm, the investor and even the

consumer.

Still, the reform experience is relatively new, and most Latin American

countries have yet to embark on the difficult process of energy sector reform.

Moreover, the process of reform is complex and affected by any number of

variables (political, macroeconomic and even hydrological) that cloud the analy-

sis and make it difficult to draw definitive conclusions.

Latin American Energy Sector Reform

Long before the United Kingdom White Paper was issued in 1989, a pioneering

effort in electricity sector reform was well underway in Chile (1982).

Chile was the first country where commercialization and privatization
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were influenced by the notion that vertical disintegration could significantly

improve the performance of the electricity sector. This occurred at a time when

the prevailing wisdom was that economies of scale and scope required com-
plete vertical integration within a monopoly utility. Chile's experience showed
that commercialization and privatization, along with structural changes and

the establishment of a regulatory framework, could produce significant

improvements in the performance of the electricity sector. These improvements

may have been further enhanced by the creation of a wholesale power market.2

This first experiment in serious electricity sector reform has now been

followed by reforms in many countries in Latin America. Argentina, draw-

ing from the lessons in Chile and the United Kingdom, moved decisively to

restructure and privatize its electricity sector in 1991-92, producing one of

the most dramatic turnarounds in the region. Subsequently, Peru (1992),
Bolivia (1994), and Colombia (1994) embarked on reforms.3 While the

countries have different starting points and levels of progress in the reform
process, they share certain goals and design principles. The two overriding

objectives for the energy sector common to all reforming countries in the re-

gion are efficient operation and expansion of the electricity and gas systems,
and reliable and secure service at compensatory yet affordable tariffs.

These goals are pursued by introducing important sector changes, in-

cluding revision of the role of the state, regulation of the sector by an autono-

mous, technical body (or bodies), and a vastly expanded role for private opera-
tion and investment. The specific design elements have included:

• Recasting government to become a policymaker and to relinquish the
conflicting roles of owner, operator and regulator that have so hampered sec-
tor efficiency and effectiveness in the past.

• Establishment, in lieu of government itself, of independent regulatory
authorities to protect against monopoly abuses, and to advance "market-like"

outcomes where markets themselves are not feasible.

• Vertical restructuring of the industry to permit generation, transmis-

sion, distribution and commercialization to operate as separate functions.

2Despite important changes introduced to promote the development of a wholesale energy
market in Chile, in practice it has become a "generators' club" rather than a competitive
market.
3The dates in parentheses denote the years when key reform legislation was approved.
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• Establishment of access to transportation networks.
• Promotion of marginal cost pricing principles by employing competi-

tive markets, such as in the case of wholesale power, and regulatory instru-

ments for monopoly "wires" services.

• Introduction of commercial principles of operation in the sector that

permit modern management of costs and require that consumers pay for their
energy use.

• Introduction of private ownership and operation of new and existing

assets.

These reforms, coupled with the increasing participation of the private

sector in both gas and electricity, are producing improvements in infrastruc-
ture services. All the countries studied here have approved legislation that
ushers in new reform models to govern their energy sectors.4 While regional

reform efforts are very much works in progress, some improvements can al-
ready be seen:

• Private investment has increased enormously. Total investment flows

into the energy sector for the countries under consideration total more than
$24 billion, and continue to rise. By the close of 1997, the Brazilian electric
power sector had received nearly $13 billion in privatization proceeds, with the
sale of large generators yet to come.

• The quality and reliability of service has improved. In Argentina, the
quality of service as measured by the number of hours of forced outages per
year has declined from 1,000 hours in 1992 to 300 hours in 1995, and contin-
ues to decrease. Availability of existing thermal assets has also increased con-

siderably since 1992.

• There have also been substantial increases in new generating capacity.

At the time of this writing, Colombia and Argentina were the largest beneficia-

ries of new capacity, with 1,600 MW and 1,700 MW, respectively, since the start

of the reform.

• The natural gas sector has also benefited considerably, with increases in

reserves and production as well as the development of important new infra-

structure such as the Brazil-Bolivia pipeline and the trans-Andes facilities be-

tween Chile and Argentina.

Argentina, Bolivia, Brazil, Chile, Colombia, El Salvador and Peru.
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As indicated in Table 12.1, the seven countries under consideration here,
which account for 60 percent of the total population of Latin America, have all

passed legislation in recent years to restructure their electricity sectors, rede-
fine the role of the state, and permit the introduction of the private sector and

application of commercial principles. Countries with longer histories of re-

form—namely Argentina and Chile—are enjoying significant improvements
in the quality, quantity and price of their energy services. More recent reform-

ers, are witnessing large inflows of private capital via privatization and greenfield

projects in both the gas and electricity sectors (see Tables 12.1 and 12.2).

There is enormous variance among countries and between the electricity

and gas sectors in terms of level of development, progress in reform, and the

approaches being employed. Argentina, with a fully developed gas sector, can

pursue different policies involving greater levels of competition than a country

such as Peru, where the principal objective is to develop a domestic gas indus-

try and network starting from virtually nothing. Similarly, the experience of
Chilean participants in the wholesale energy market may permit smoother trans-

actions and the development of different contracts and terms than in other

countries that have only recently launched their wholesale power market.

Variability among countries is only matched by the newness of energy

sector reform. Is it possible, given the differences among countries, to make

general observations about the process, or to draw conclusions regarding dif-

ferent reform approaches? An approach does exist that can improve the pros-
pects for reform. While these conclusions have not been quantitatively sup-
ported for reasons outlined earlier, they do seem to suggest that the approach,
when appropriately applied, can produce better outcomes.

The Approach

The approach to energy sector reform that will serve as the template for this

chapter is comprised of four key elements: sector objectives, industry struc-

ture, rules of the game, and privatization. Each element determines the next

and therefore the reform approach is sequential.

Sector Objectives

Given the energy sector's importance in terms of economic growth, social wel-

fare and the national budget, government objectives for the sector generally in-
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elude safe and reliable energy delivery, expansion and modernization of the en-

ergy system, low-cost, affordable energy for consumers and even free energy for

certain targeted groups, use of renewable energy sources, attraction of foreign

investment, and high sales values for privatized energy companies.

While these aims are legitimate, policymakers must recognize that they

often involve tradeoffs, and that not all can be achieved to the same degree or at
the same time. Those reform efforts that have been more effective rest on a

clear and comprehensive hierarchy of objectives that establishes priorities and

embodies the tradeoffs that policymakers are willing to make. One important
tradeoff is between efficiency and investment. In order for private entities to
risk their capital, they must have a reasonable expectation of an adequate re-

turn for any given level of risk. Lacking this, they will simply not invest.

Most countries throughout the region are interested in attracting private
capital to improve and upgrade their energy systems (as in the case of electric-

ity) and develop infrastructure from scratch (as is more the case in natural

gas). The high fixed costs and use-specificity of the asset (including immobil-

ity) pose important risks to investors. They cannot simply convert their facili-

ties to other uses should the expected commercial projections fail to material-

ize, nor can they disassemble and remove the assets should customers default
or the market become unprofitable.5 In addition, investors in emerging mar-

kets face other important political, regulatory and judicial risks that may not
encourage efficient investment. Therefore, they may seek additional arrange-
ments that give them some comfort that these expensive fixed assets will yield
an acceptable return. This can be achieved, for example, by building efficient
plants or gas networks in underserved growth markets, or by securing guaran-
tees from state purchasers or their government owners.

The question then arises as to how efficiency may come into conflict with
the policy objective of large-scale investment in new energy assets. Efficiency is
fully achieved in highly competitive markets where prices are driven down to

marginal costs. Yet, in relatively high-risk environments, it is unlikely that in-

vestors will be able ex ante—given all the risks associated with uncertain regu-

lation, weak judicial systems and immature markets—to calculate the right risk

premium. Given that a marginal cost pricing system may not provide investors

the information needed to reliably estimate an expected return that incorpo-

rates the appropriate risk premium, investors will seek to contract these risks

5The case of barge-mounted power plants is an interesting exception to this rule.
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away. Moreover, most investors, given the choice, would rather not enter a highly

competitive market, where arbitrage opportunities are few (since losing returns

to competitors is not particularly appealing). This is important because re-

forming countries must effectively compete for investment funds with other
investment alternatives.

After long years of neglect and underinvestment, many countries in Latin
America are in real need of significant investment to develop, modernize and

expand their electricity and natural gas systems. Such levels of investment may

not materialize if a government is also seeking to achieve energy prices that are

as close to marginal cost as possible (e.g., through the introduction of com-

petitive supply markets for electricity and gas). Governments may, therefore,

have to permit the signing of long-term off-take or supply contracts for elec-

tricity and gas that are of sufficient duration to allow developers to amortize
the debt and provide their shareholders the expectation of real returns. Alter-

natively, governments may permit exclusive franchises (in essence a guaran-
teed market) for a certain period, with the requirement that a certain level of
investment be undertaken.

Clearly, such arrangements can blunt the development of competition
and therefore reduce the level of efficiency. However, in capital starved sectors
characterized by significant country or regulatory risk, it may be necessary, for
a fixed period, to allow arrangements that give investors the needed comfort
that revenue flows will be sufficient to cover not only operating costs, but also
to service debt and provide adequate return. There may be ways to limit the

duration of contracts and franchises or to link regulated tariffs to prices in the
market to inject some competitiveness into such arrangements.

This is merely one example where policy objectives may not be consistent—

at least over the same time frame. Others that frequently arise are as follows:

• Maintaining or even reducing tariffs, while still seeking to attract pri-

vate capital to the sector on acceptable terms (to the government).

• Maximizing the sale value of an energy asset while delaying the design

and implementation of changes in structure and regulation of the energy sec-

tor; or alternatively, maximizing the sale value of an energy asset for fiscal rea-

sons, while pursuing reduced or stabilized tariffs.

• Establishing independent and professional regulation of the sector and

management of the enterprises, while still seeking to keep a range of interven-

tionist tools in the hands of the government.

The point is that governments employ energy sector reform to reach a

number of important sector goals. Yet, in most cases, many of these goals imply

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



ENERGY REFORM AND PRIVATIZATION 265

tradeoffs that are difficult to effect. Policymakers may find themselves con-
strained by macroeconomic conditions, sociocultural factors, climate and the

political situation. And conflicts that are not resolved at the policy level merely
resurface and undermine the reform objectives. An approach to policymaking

that has internal inconsistencies can seriously disrupt the process of success-

fully implementing energy sector reform.

Governments are better advised to build their reforms on clear, compre-

hensive and internally consistent policy objectives. Priorities should be estab-

lished and tradeoffs made at the outset and dealt with through appropriate
sequencing of the reform, rather than trying to achieve multiple objectives at

once. While it is plain that reform is a practical process that involves consis-

tency as a goal rather than as an expectation, outcomes can nonetheless be
improved by an aware and deliberate configuration of the necessary steps. Ar-

gentine policymakers decided early on that the sale of their electricity assets to

qualified buyers through a competitive bidding process was more important

than adjusting the rules of the game to seek maximum fiscal advantage for the
treasury. Politically difficult matters, such as the sale of "national patrimony to

foreign investors," may be better dealt with by first educating customers and
designing policies that make them part of the pro-reform constituency. While
there have been some difficulties in implementation, the Bolivian model of

capitalization was ingenious in its dual aim of attracting significant new in-

vestment capital for existing energy assets, while moving to ensure that at least
a part of the returns on that capital accrue to Bolivian citizens via their pension
schemes.

Industry Structure

Once governments have developed an internally consistent and comprehen-

sive set of policy objectives for the energy sector, they must turn to the question

of how the structure of the sector can help them achieve these goals. This is not

a purely linear process; iterations must be allowed. Policy objectives should be

in the form of a template and, depending on the structural options that are

available and feasible, the government may wish to adjust certain goals to en-

sure compatibility with workable structural choices.

Sector reorganization operates at two levels. One is the vertical restruc-

turing of the industry into some or all of the four major components of gen-

eration/production, transmission/transport, distribution, and commercial op-

erations/retailing. The other is the horizontal restructuring of the industry to
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break up the firm or firms that operate within each component to reduce con-

centration at each level.

The structural choices are driven by an economic assessment of where

competition is economically feasible, what is technically feasible, and what is

politically acceptable. The application of such thinking to energy utilities is

relatively new and has not spread much beyond the 20 or so countries that have

undertaken or are embarking on structural reform of their energy sectors. The
notion that energy utilities should be integrated developed as a result of the

underlying economies of scope and scale. Consolidation of the industry was

promoted by efficiencies related to the size of the assets, not only (but prima-

rily) in the central generating stations and the transmission and distribution

networks, but also in planning, financing and central purchasing of supplies
and equipment. Viewed as natural monopolies, governments accepted the in-

tegration of the industry and regulated it (or owned and self-regulated it

throughout much of Latin America) to ensure that the public utilities provided
safe power at reasonable rates. These state-owned utilities were also used as
vehicles for a range of other social goals, often at the expense of reliable and

universal energy services (Rosenzweig and Voll, 1997).
Advances in technology and shifts in ideology have led to rethinking the

notion that energy services, particularly electricity, can only be provided through

a vertically integrated utility operating as a monopoly. Rather, there is a grow-
ing body of evidence that generation and the supply and commercialization of
electricity and gas can be provided on a competitive basis. Currently, indepen-

dent power producers and wholesale power markets are features of the elec-
tricity sectors in Argentina, Chile and Colombia, and are emerging in Bolivia
and Peru. Retail competition extends the choice of supplier all the way to the

individual consumer and is being implemented in Argentina, and the Kw de-

mand threshold for choice is progressively lowered. In addition, retail choice is

currently being considered in El Salvador and is also part of the new structure

proposed for Brazil.

While the transmission and distribution networks are still natural mo-

nopolies in the view of most commentators, competition can nonetheless be

introduced at two levels. First, upgrading and expansion of the networks can

be undertaken through a competitive bidding process. Second, operation and

management of the networks can be opened to so-called franchise bidding,

allowing different firms to compete for management of the networks under

contract for a certain period. Both of these competitive tools have been intro-

duced into the high-voltage transmission network in Argentina.
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The option of structure is essentially a function of the question, "Who
may sell to whom and what may be sold?" Structural models in the electric

utility industry are differentiated by the degree of choice that buyers and sellers
have in selecting one another and the services they wish to transact. In the

most restrictive version, buyers have one choice of seller—the monopoly util-

ity—and one choice of product—the bundled electricity service. Similarly, sellers
have only one choice of customer (the ratepayer in their service territory) and

the same single service to offer. Restructuring typically involves expanding the

range of choices available to buyers and sellers.
This question, then, is mainly about the structural choices that are avail-

able. Four basic models can be identified:6

• Model 1 is characterized by monopoly at all levels. A single company

generates or produces, transports and distributes energy to all end-users. In

some instances, the distribution function may be split off from generation or
production and transport, but at each level there is only one service provider.

• Model 2 (a single buyer or "monopsonist" model) introduces competi-

tion in generation and a single purchasing agency. The purchasing agency as
the only buyer chooses among generators but retains the monopoly to supply

all energy within the sector. There are also monopolies over the wires services

and sales to the final consumer.

• Model 3 introduces competition for wholesale supply. Distribution com-
panies may purchase directly from energy suppliers (independent prower
projects, utilities, marketers) over an open access transmission grid or pipeline
network that provides such service. The distribution companies remain the
monopoly providers of all distribution services and provide energy services to
their captive franchise customers. Sufficiently large customers may be able to
purchase energy directly from the wholesale market.7 However, competition
has been introduced at both the level of generation and wholesale supply. New

trading arrangements, such as spot and contract markets, typically evolve at

this stage.

• Model 4 introduces choice of supplier and energy services all the way

down to individual customers, no matter how small their requirements may

6See Hunt and Shuttleworth (1997).
7Demand thresholds are currently as follows: Chile, 2 MW; Argentina, 100 KW; and Colom-
bia, 1 MW. These have, however, been declining.
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268 PAUL HENNEMEYER

be. Therefore, all customers choose their supplier and there is open access to

both the transmission and distribution networks. These networks remain

monopolies in their areas of service, but are open on a fair and comparable

basis.

The principal policy question is what basic structure is best suited for the

government's objectives. The economic answer is that competition should de-
volve to the lowest possible level to ensure that choice is present at every level—

competition and choice being the twin drivers of efficient markets. However,

there are two important caveats to this dictum, the first technical and the sec-

ond political.

Technical constraints. As competition for energy supply devolves to ever
lower levels, the systems for monitoring consumption and settling payment
become increasingly complex and expensive. Wholesale competition introduces

a considerable degree of complexity in the metering, settlement and clearing
systems, as literally dozens and sometimes hundreds of large suppliers and cus-
tomers are buying and selling energy "products" in spot markets and via con-

tracts. The complexity is increased by several orders of magnitude once retail

competition is introduced and all suppliers and consumers have access to the
markets for different energy services. The simple fact that electricity cannot be
stored requires that all supply and demand be "balanced" to ensure the integ-
rity of the system and avoid a collapse of the network.8 Competition can in-
crease the technical challenge of maintaining system stability. Therefore, the

level of technical and engineering sophistication may be an important con-
straint on the ability to introduce differing levels of competition into the sys-
tem. Moreover, the metering, billing and collection systems, as well as the mar-

ket clearing and settlement system (especially with retail competition), are ex-

tremely costly and may outweigh the benefits to be gained from greater com-

petition at all levels.9

Political constraints. Governments have frequently used the vertically in-

tegrated model to meet various social objectives. These include rural electrifi-

cation programs, subsidies for low-income users, regional development initia-

tives, and job provision.

"Natural gas can be stored, and therefore the instantaneous balancing and dispatch issues so
crucial to proper electricity system operations do not apply.
9Cost/benefit analyses have cast some doubt on the value of introducing retail competition
in the England and Wales system by 1998.
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Table 12.3. Structural Models in the Electricity Sector

Definition

Competing suppliers?
Choice of supply at

wholesale level?
Choice of supply at

retail level?

Model 1:
Monopoly

Monopoly at all
levels

No

No

No

Model 2:
Purchasing Agent
or Single Buyer

Competition
among suppliers,
but single buyer
of all supply

Yes

No

No

Model 3:
Wholesale

Competition

Competition
among suppliers
and choice of
purchasers at
wholesale level

Yes

Yes

No

Model 4:
Retail

Competition

Competition
among suppliers
and choice for
purchasers down
to retail level

Yes

Yes

Yes

The private ownership and operation of energy assets and the introduc-
tion of commercial principles in the provision of a "public service" pose an

important challenge for policymakers and elected officials. Private firms must
be allowed to operate on commercial principles. However, the greater the de-
gree of private ownership and competition in the system (e.g., more unbun-

dling), the less scope the government may have to use the energy system to

achieve social objectives. In addition, as part of their national development
efforts, governments have frequently extended electricity systems to rural or

remote areas that are not commercially viable. These so-called "stranded as-
sets" have become a serious political issue in several countries as governments
must decide how to treat the ownership of and return on assets that are apt to
lose a large percentage of their value once they are required to operate in a
competitive environment. Again, more competition, private ownership and
customer choice limit the government's ability through cross-subsidies, fran-

chises and the like to keep fundamentally uncommercial assets viable. In such
cases as have been described here, governments must replace the hidden trans-

fer that state-owned utilities provide with direct and visible transfers to those

groups (e.g., the poor, farmers or utilities investors) who they believe are de-

serving of society's largesse.

Therefore, while the economic choice of structure is reasonably straight-

forward—greater levels of competition and choice are better—the technical

constraints and political realities may limit a government's ability to introduce

a more competitive industry structure. On the other hand, a structure that

favors less competition and greater levels of concentration can produce eco-

nomic costs that can be significant.
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Rules of the Game

The choice of structure determines the requirements for regulation. Designing
the structure of the energy industry will involve division into separable busi-

nesses (e.g., generation, transmission, distribution, and commercial activities);

determining those separate businesses that are competitive (e.g., generation/

production and supply) and those that have natural monopoly characteristics

requiring regulation (e.g., wires and pipelines); and determining the require-

ments needed to promote competition in unregulated segments, which may
include restrictions on cross-ownership and the degree of concentration within

segments.

The rules of the game are comprised of economic regulation and trading
arrangements. Both are applied in different arenas for different reasons, but
with the same fundamental objective: the promotion of efficient outcomes.

Economic regulation is governed by the guiding principle that it should

only be applied where competition and markets cannot function efficiently
(e.g., market failures such as economies of scale and externalities). Therefore,

regulation is developed to ensure that there is control over monopoly elements
that remain in the energy sector. Under Model 1, the entire sector is monopo-

lized by a vertically integrated utility and therefore the costs, operations, ser-
vice and prices (i.e., tariffs) of the utility are regulated. In Model 2, there is
competition among generators to supply a single buyer of output. The regula-
tor consequently refocuses the regulatory scope on the activities of the single

buyer, and the operation of (and access to) the transmission, distribution and
commercial functions. The process advances with greater market operation of
certain functions and regulation of the remaining monopoly elements of the

industry. The regulatory function becomes increasingly more challenging with

greater competition, as issues such as market power, network access and the

performance of the firms providing the monopoly services (e.g., local distribu-

tion network operator) become more complex and nuanced.10 Design of the
regulatory function also entails a considerable number of issues related to legal

authority, autonomy, precise scope, governance and funding.

Trading arrangements are the means by which the agents in the energy

market may interact and replace the internal command and control functions

'"However, even where markets are operating, some form of regulation is required to ensure
that competition remains healthy and collusion and other anti-competitive behaviors do
not emerge.
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that once guided the operations of the formerly vertically integrated monopoly
utility. There are essentially two basic trading arrangements: contracts and

markets. Their number and complexity increase as the industry structure be-
comes more competitive. Model 2 may only entail contracts for fuel supply and
energy off-take, whereas Model 4 (full retail competition) may involve the emer-

gence of spot markets, hedging contracts and specific contracts tailored to in-

dividual consumers.

Therefore, the rules of the game must be designed around the need for

regulation versus the scope for competition which, in turn, is a function of the
choice of industry structure. While proper design of the rules can be challeng-

ing, it is weak implementation of the design that causes the greatest havoc on

energy sectors around the world, including Latin America. The efficacy of re-

form and the ability to attract private investment is very much a function of
regulatory risk. Investors and operators in energy sectors the world over recog-

nize the power that regulators have to radically alter the nature and profitabil-

ity of their investments. The following are the types of damage and inefficien-

cies that can be caused by inappropriate or uneven application of regulation,

either by the regulator or his political masters:

• Raise the cost of capital by several percentage points;

• Allow significant efficiency gains to accrue to investors and not be passed
along, at least in part, to customers;

• Eliminate all profits and force investors to either operate or sell at a
significant loss;

• Cause or allow billions of dollars of uneconomic assets to be built un-
necessarily;

• Indirectly permit the deterioration of service and decapitalization of assets.

Poor regulation is not alone in imposing great costs and raising the risks of

operating in the energy sector. The judicial system can produce equal, if not greater,

damage by undermining property rights and efficient trading arrangements. In-
creased competition in the energy sector can only be efficient if it functions in an

environment where there is protection of property rights, sanctity of contracts,

and, therefore, an impartial and expert judiciary. A history of a weak or politi-
cized judiciary undermines the efficiency of markets and adds to risks in such a

way as to produce a combination of higher costs and reduced investment.

In sum, structure drives regulation, but this is only the beginning. The

appropriate application of regulation is a complex process, and the countries

of the region are involved in an ongoing effort to "get the signals right" and
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272 PAUL HENNEMEYER

seek to arrive at results that markets would produce were they able to function
efficiently. Privatization, as part of the overall reform effort, is greatly helped by

the development of a well-functioning and predictable regulatory and judicial

regime. As newly formed regulatory agencies develop economic and technical

capabilities to understand the issues with which they are confronted and to

make decisions that are in the interest of all stakeholders, they improve not

only the long-term prospects of the energy sector, but also make the sector

more attractive to private participation.

However, no amount of regulatory capability can overcome a govern-
ment intent on inappropriate and frequent intervention in the regulation and
management of the sector, or a judicial system that does not uphold the com-

mercial principle of property rights.

Privatization has fundamentally been regarded as the cure for ailing state-

owned enterprises, although as a program it is often advanced for objectives

beyond that of simply improving the efficiency of stagnant or deteriorating

operations. Transferring enterprises to the private sector, it is argued, will im-

bue managers with an entrepreneurial spirit, motivate the workforce, create

incentives to enter new markets and exit unprofitable ones, and improve cor-
porate governance by subjecting the firm to the discipline of the market. At the
same time, privatization is expected to:

• Improve public finance through the sale of assets, elimination of public
subventions to deficit-ridden enterprises, and expansion of the base for corpo-

rate taxes;
• Reduce the presence of the public sector in the economy and relieve the

government's administrative burden so that it can better focus its efforts on

those activities it alone can do;

• Attract foreign investment;

• Harness domestic savings and develop wider share ownership, thereby

creating irreversible public support for the reform efforts;

• Encourage economic growth.

These are among the many policy miracles that a wave of the privatization

wand might be able to work under ideal conditions. However, no single ele-

ment or tool of reform can accomplish a multiplicity of objectives, particularly

if, as is often the case in privatization, it is not part and parcel of a well-de-

signed and sequenced reform effort.

It is our view that changes in ownership of energy assets should occur

only once the policies, structure and rules of the game have been determined.
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However, there is a continuing tendency toward counterproductive substitu-
tion of privatization for the reform process, to the detriment of long-term de-

velopment. Privatization is only one—though important—tool of energy sec-
tor reform, and should not be among the first measures to be implemented.
Indeed, in general, countries that privatize their electric power or natural gas

sectors with little prior attention to structural and regulatory reforms have ex-
perienced problems with a lack of competition and inefficient investment,

nontransparent regulation, corruption, higher than necessary costs, and lower-

than-expected sales prices.
Policymakers, however, argue forcefully to privatize as soon as possible,

often citing the following:

• Window of opportunity. This view holds that politically, governments
have relatively little time to undertake privatization before forces opposed to it

mount effective counter-campaigns.
• Fiscal boost. When government finances are strained, governments search

for assets (especially loss-making ones) to sell.

• Investment now, efficiency later. Where energy sectors have been deprived
of new investment and become decapitalized, governments must rapidly seek

alternative—namely private—sources of financing to improve the operations

of energy infrastructure.

Each of these objectives as such certainly may be relevant and important
in a given context. Sometimes, they may even trump a desirably deliberative
process inasmuch as subtler debates may politically derail privatization. How-
ever, policymakers often place too little weight on the possibility that by pro-

ceeding to privatization before structures and rules are well defined, they run a
real risk of undermining more important objectives. For example, governments
that seek a quick fiscal fillip by selling energy assets as the first step in reform

may ultimately receive low prices for their assets, as investors take into account

the considerable uncertainties brought about by the lack of a defined structure

and regulatory framework.

Similarly, private investors who enter into a poorly defined and regulated

energy sector often require higher returns to cover the additional risks they per-

ceive. Lenders, in turn, may demand very short amortization periods. To reduce

these risks, governments may have to provide contractual obligations that com-

mit it to ensuring a long-term revenue stream. From a policy perspective, such

contractual obligations, especially overly generous ones, are an inadequate sub-

stitute for a proper regulatory regime, and can reduce the government's ability to
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inject real efficiency into the sector. Moreover, premature privatization may un-
dermine other policy objectives, such as private investment in new assets or main-

tenance of tariffs at acceptable levels. These are among the tradeoffs that govern-
ments may not fully consider in the rush for private investment capital.

Privatization of energy assets ideally should take place only after govern-

ments have determined their primary objectives, defined the industry struc-

ture, and set up and implemented the rules of the game. Failure to do so adds

risks that must be paid for and may also undermine other efficiency objectives

that policymakers hold dear.

Summary

The main elements and sequence of a general approach to energy sector re-

form that raises the likelihood of long-run success include the determination
of policy objectives, selection of structure, design and implementation of the

rules of the game (both regulation and trading arrangements), and privatization.

There are, of course, variations to these basic themes and operational issues in

terms of when laws should be passed, regulatory authorities put in place, and
assets sold. Moreover, the realities of a given context may greatly complicate or
even render any given sequence of steps impractical. The next section explores
the recent history of energy sector reform in Latin America. It illustrates why,
we believe, this general approach would be most effective, and where feasible,

cites examples and data to support that view.

Case Studies

Argentina Gets It Right

The story of electricity sector reform in Argentina is an impressive one. Within

the relatively short period of time from 1992-96, the government designed and

implemented a profound reform of the power sector that has produced, by

virtually any measure, dramatic improvements:

• Prices for energy in the wholesale market for electricity fell from more

than $45/MWh in 1992 to $13/MWh in January 1998;

• More than 1,700 MW of new generation capacity has been installed since

1993, with another 2,800 MW due to be commissioned by the end of 1998;
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• The unavailability of thermal generating sets in peak hours fell from 60

percent in early 1992 to around 25 percent in 1996;

• The average thermal efficiency of thermal generating sets increased from
more than 2,600 kCal/kWh to less than 2,400 kCal/kWh in 1996;

• The amount of unserved energy has dropped to almost zero from about

SOGWhin 1991;
• The number of participants in the wholesale electricity market rose from

less than 50 at the end of 1992 to more than 1,200 by December 1997, with

most of that increase accounted for by the entry of large customers;
• More than 60 percent of installed generation capacity and about 50 per-

cent of distribution (measured in terms of distributed energy) is now privately

owned, compared with a wholly-owned state sector in 1991.

These important gains were largely the consequence of a well-designed

and executed reform effort that was sequenced properly. Argentine reformers
appear to have been clear from the outset that improving the quantity and
quality of electricity service and guaranteeing reasonable tariffs were paramount

goals. While also important, other objectives such as fiscal support or building
domestic share ownership of the assets, were less of a priority. After careful
analysis of the history of its own power sector and the reform efforts under-

taken in Chile and the United Kingdom, the Argentine government determined
that these goals could best be achieved by maximizing competition and private
ownership into the electricity system.

The reform steps were implemented in an effective sequence. Following
passage of the State Reform Act (1989), the government moved to design and
incorporate, in Executive Order 634/91, the main elements of the intended elec-
tricity reform. The main features of the reform were thereby clearly signaled to
participants in the sector. The key piece of legislation, the Electricity Law 24065,
was approved in early 1992 roughly in parallel with development of the regula-

tory arrangements during late 1991 and early 1992.

The government initiated privatization once these important pieces were

put in place. The bulk of the privatizations occurred from May 1992 through

June 1994, although some generating assets (i.e., the binational hydro facilities

of Salto Grande and Yacyreta, and the nuclear facilities), as well as some per-

centage of the provincial distribution and lower voltage transmission networks,

are still in public hands. The process appears to have worked well, with mul-

tiple and credible bids being offered for both generating and transmission as-

sets. Overall, the privatizations proceeded remarkably well and the number of

players in the electricity market has increased substantially, thereby facilitating
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the development of a very competitive system. The government also imple-
mented a radical horizontal disintegration, essentially dividing up the genera-

tion park into individual plants and privatizing them. This has created a highly

competitive market in which more than 40 generators are bidding into the sys-
tem. In addition, restrictions were imposed that prohibited any one shareholder

group for owning more than 10 percent of the total generating assets. Clearly,
the Argentine reformers had carefully examined the reforms in the United King-

dom and Chile, where the degree of concentration at the level of generation

was considered by many observers to be too high.11

Reform of Argentina's electricity sector has not been flawless. There are a

number of areas, particularly in transmission pricing and expansion, where

the regulations seem to be producing inefficient outcomes. For example, the

use of the "area of influence" method with the assignation of Buenos Aires as
the swing bar has the net effect of not correctly identifying all of the potential

beneficiaries of any transmission expansion; thus, the approach does not cor-
rectly align the costs and benefits of such an expansion.12 The net result is that
economically rational transmission expansion is not taking place. Another area

of concern is that distribution companies essentially have no incentive to re-
duce the costs of the energy they distribute, as these costs may be completely
passed through to captive customers.13 In addition, regulation has not been

accorded full independence from the government, since the Energy Secretariat
is said to exercise considerable regulatory influence.

Nevertheless, the government, the National Regulatory Entity for Elec-
tricity (ENRE) and CAMMESA are in a continuous process of analyzing the
operations of the electricity sector and seeking ways to improve their efficiency.
Such fine-tuning efforts are encouraged. Indeed, because the broad approach

to reform was correctly sequenced and implemented, the Argentine authorities

"Indeed, evidence of market power led UK regulator Stephen Littlechild to require that the
two dominant generators (National Power and PowerGen) divest themselves of several thou-
sand megawatts of capacity.
12The load flow studies attempt to identify potential beneficiaries of an expansion or up-
grade of the network. Beneficiaries have the right to support or veto such investments and
have an obligation to pay their share should the network improvements be made.
^Distribution companies pass through the "seasonal" energy prices, which are smoothed
average forecasts of spot market prices. If the actual spot market prices diverge from the
forecast, there is a true-up after three months. In addition, distribution companies may not
pass on full contract prices unless those contracts were among the few that were signed
during privatization to facilitate the sale of certain plants. The net effect is to greatly mute
the incentive to sign contracts.
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now have the "luxury" of undertaking relatively minor adjustments to the sys-
tem rather than major changes that might well undermine the credibility of

the sector regime.
The Argentine gas sector. Argentina has the most developed natural gas

industry in Latin America, in part because of favorable climate and geographic

conditions. Changing seasons with cold winters create demand for heating,
population is concentrated in large cities, and large oil and gas reserves are

located relatively close to demand. These favorable conditions have facilitated

development of significant production, transportation and distribution infra-

structure and high penetration of natural gas in the Argentine energy market.

Natural gas represents about 35 percent of the energy consumed in Argentina,

among the highest levels in the world.
The Argentine natural gas sector has undergone one of the most pro-

found and rapid reforms in the world. Between 1992 and 1993, Argentina over-

hauled the industry structure, regulatory framework and ownership. The sec-

tor was divided along horizontal and vertical lines, privatized and exposed to
competitive forces. The current government role is limited to regulation of trans-

mission charges and retail tariffs, and enforcement of competition policy and

environmental and safety standards. Although the gas market is still distorted
by the apparent market power of YPF, a former state-owned oil and gas com-

pany, reform has yielded overall positive results, especially massive investment
in the expansion of production, transportation and distribution capacity, and
improvements in the quality of supply.

The aim of reform in Argentina was to reverse the industry's negative
performance. Years of government ownership and management of Gas del
Estado, a national gas monopoly, resulted in inefficient operation and heavily

distorted retail prices. Low gas prices discouraged investment, which resulted
in declines in reserves, production levels, and available pipeline capacity. Re-
sulting pipeline bottlenecks limited service delivery in peak periods and caused

service interruptions and gas shortages. For example, gas prices were generally

35 percent below actual costs of gas production and supply in the late 1980s.

The size of proven gas reserves in Argentina fell by almost 20 percent between

1985 and 1990.

The government seized a unique opportunity brought on by widespread

public discontent with failing public services in the 1980s and early 1990s and

radically reformed its infrastructure. Gas sector reform had four main goals:

attract private and particularly foreign investment; raise revenues from

privatization and eliminate government subsidies; introduce competition; and

improve overall efficiency and the quality of services. The design and imple-
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278 PAUL HENNEMEYER

mentation of reform closely followed these goals. The government formulated
the overall strategy with a well-specified structure and sequence. Structural

and regulatory changes were introduced first and were followed by the

privatization of natural gas companies. The government was able to withstand

substantial political pressures during the implementation of reform and, ex-

cept in one case, it succeeded in achieving the desired goals. The main failing

was insufficient competition in the production segment.

The current structure of the gas industry is relatively disintegrated along

vertical lines. The natural gas exploration and production segment is separated
from transportation and distribution and vertical integration is prohibited.

There are more than 30 gas producers in Argentina, but the production

segment remains concentrated. YPF holds about a 48 percent share of total
production and the 10 largest producers account for almost 83 percent of total
gas production in Argentina, based on 1995 data. Pipeline transportation con-

sists of two pipeline companies, Transportadora de Gas del Norte (TGN) and

Transportadora de Gas del Sur (TGS), which are geographically separated but

compete in the greater Buenos Aires area. Both companies are unbundled and

operate under a 35-year concession that can be extended for an additional 10
years. Pipeline companies offer firm and interruptible transportation services

under the open access regime to all eligible users. Initially, distribution compa-
nies were awarded 10-year transportation contracts that were gradually phased
out up to 60 percent of initial capacity. At present, all participants in the whole-
sale gas market can purchase transportation services.

Argentina created a wholesale gas market where all producers, distribu-
tion companies and large end-users (with consumption above 10,000 cubic
meters per day) can trade natural gas. Trading is also facilitated by marketers,

agents who purchase or sell natural gas on behalf of other market participants.

This increases market liquidity and serves to remove arbitrage opportunities

created by price differentials.

The supply side of the wholesale market is dominated by YPF. Although

its share is decreasing over the time, YPF controls about 80 percent of the gas

contract market where large end-users purchase natural gas. Since wholesale

gas prices are deregulated, YPF possesses market power in wholesale natural

gas supply.

The distribution segment comprises eight regional distribution compa-

nies that operate under 35-year concessions with the option of an additional

10 years. The distribution companies have an obligation to supply small end-

users, while they compete with each other and with producers and marketers

to supply large end-users. Distribution companies are required to provide open
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ENERGY REFORM AND PRIVATIZATION 279

access to distribution networks to large end-users if they chose to purchase

natural gas on their own.

The regulatory framework in the Argentine gas sector was radically
changed between 1991 and 1993. Gas companies were traditionally regulated

by the Ministries of Economy and Finance. This was changed at the outset of

the reform, when the government adopted several important legislative mea-
sures. Between 1989 and 1991, the Argentine government issued eight decrees
that opened exploration and production of oil and natural gas to private com-

panies, introduced competition in oil and petroleum product markets, com-
mercialized YPF and Gas del Estado, established a new taxation and trade re-
gime for oil and gas, and defined guidelines for restructuring the gas industry.

In June 1992, President Menem signed Law No. 24.076 that defined the
privatization of Gas del Estado and established a new regulatory framework

for the natural gas industry. Decree No. 1738/92 in September 1992 developed

in greater detail the application of the Law No. 24.076.
Under this legislation, the Argentine government established the Ente

Nacional Regulador del Gas (ENARGAS) as a new regulatory agency for the natural

gas industry. The role of ENARGAS is to protect consumers, promote competi-
tion in the gas market, and ensure provision of open access to transportation
pipelines. ENARGAS defines technical and administrative regulations and pro-

cedures, formulates the bases for tariff calculation, and determines conditions

for awarding concessions. The agency is financed through a fee that all firms have
to pay in proportion to their shares in total industry revenues.

Prices for transportation and distribution are based on long-run mar-
ginal costs and regulated under the price cap regime. These are adjusted every
six months according to the U.S. Producer Price Index and every five years by

efficiency and investment factors. Well-head prices of natural gas are deregu-
lated, while retail tariffs for small end-users are regulated.

The privatization of Argentina's natural gas companies was a success. The

government privatized YPF and all 10 successor companies of Gas del Estado.

Privatization of these companies raised more than $7 billion in mainly foreign

investment. The government succeeded particularly in attracting foreign in-

vestors who brought the capital and knowledge needed to upgrade and expand

natural gas facilities. Major investors were British Gas, Nova Corp, Enron, Italgas

and several private Argentine companies. Investors were reportedly attracted

by the well-defined concession contracts, open industrial structure, and an

option to pay for assets in the form of Argentine foreign debt. Long-term con-

cessions and supply and transportation contracts that defined price formulas

and business operation conditions were attractive to investors because they
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280 PAUL HENNEMEYER

minimized regulatory and market risks. The structure of the gas industry was

also clearly defined, as all major structural changes had already been imple-

mented. Investors used about $1.5 billion cash-equivalent of Argentine foreign
debt to pay for privatized assets.

The Argentine gas industry has performed relatively well under the struc-

ture and regulations set up over 1991-92. Production levels increased by 30
percent between 1990 and 1995. Pipeline companies expanded transportation

capacity by more than 30 percent in the first four years following privatization.

The gas industry also benefited from the presence of world-class transporta-

tion companies. Modern metering and load management and balancing tech-

nologies were installed to optimize the operation of pipelines and transactions

in the wholesale gas market. For example, TGN installed real-time telemeters

in practically all of the gas injection and delivery points.
The open access regime allowed distribution companies and large end-

users to diversify their gas supply. For example, TGN sold transportation ca-
pacity to about 23 clients in 1996, up from five clients at the beginning of the
reform.

Large end-users, represented mainly by industrial customers, extensively

use their right to contract natural gas directly. For example, 38 percent of total
gas sold to large users is directly contracted with producers and 18 percent of gas
destined for large users is directly contracted with transportation companies.

Distribution companies have invested more than $300 million in
expanding distribution networks and removing bottlenecks. This has reduced

service interruption and improved reliability. Polls indicate that customers have
not experienced major supply restrictions in the last two years.

The major flaw of the Argentine gas reform seems to be a lack of restruc-

turing of the gas production segment, where YPF remains a dominant player.

Although its dominance is gradually decreasing, YPF still possesses market power

in gas supply to the wholesale market. This seems to adversely affect wholesale

prices and choice of gas supplies for downstream gas customers. Power genera-

tion companies and large industrial users are likely to suffer the most as they

face fierce competition in their output markets.

The impact of YPF's power on the energy market is likely to be seen

through an increase in spot market prices in the wholesale market. If YPF is

able to exercise market power in the gas contract market, it will withdraw sup-

ply of natural gas to power generators and industrial customers in order to

raise wholesale gas prices. Since gas-fired generation tends to set spot prices in

Argentina, higher costs of gas will result in higher marginal costs of gas-fired

generation of electricity. This will translate into higher spot price of electric
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ENERGY REFORM AND PRIVATIZATION 281

power in the wholesale electricity market. YPF can employ various strategies to
maximize wholesale gas prices, such as reducing the availability of natural gas

during medium and peak load hours in the electricity market. However, YPF's
market power is limited to some extent by interfuel competition in the Argen-

tine energy market.

Another problem relates to regulatory policy and design. Concerns in-

volve the Argentine regulatory framework, development of the capacity resale

market, lack of time-differentiated transportation charges, regulation of retail

tariffs, and the rigidity of regulatory procedures. The capacity resale market
improves utilization of the pipeline system and can reduce the overall costs of
pipeline transportation. At present, almost all firm pipeline capacity in the Ar-

gentine pipeline system is under contract; however, there seems to be a signifi-

cant amount of unused pipeline capacity during off-peak periods. This capac-
ity could potentially be used if there were a secondary capacity market where

holders of unused capacity could resell it. Holders of capacity would recover

some portion of their transportation costs through the resale of their firm con-

tracts, while off-peak firm users would acquire firm transportation contracts

for a lower price than the regulated rate.
Development of more flexible transportation markets seems to be ham-

pered by a lack of appropriate time differentiation of transportation rates. At

present, pipeline companies do not offer peak and off-peak rates, or low and
high season rates, but, rather, essentially flat firm and interruptible transporta-
tion rates. This discourages development and use of storage facilities that could
use low off-peak or interruptible transportation rates to inject natural gas when
gas prices are low, and withdraw it during peak periods. As a result, power
generation companies cannot take advantage of storage facilities to minimize

the costs of natural gas.
In addition, ENARGAS attempts to regulate wholesale prices indirectly

by disallowing the pass-through of gas acquisition costs to retail tariffs. This

was initiated by ENARGAS's goal to limit YPF's market power in the wholesale

gas supply. This approach may endanger cost recovery by the distribution
utilities.

Finally, there is a need for a more flexible mechanism to allow the adjust-

ment of concession terms. Concessions were formulated for a period of more

than 35 years, and it is impossible to foresee all changes in the market environ-

ment. Actual operation in deregulated markets requires fast adjustment to

changes in market conditions. Therefore, concession holders should have the

ability to react to new situations and should not be unnecessarily constrained

by concession contracts.
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Successful Gas Reform in Bolivia

Bolivia successfully reformed its natural gas industry between 1994 and 1997

through deregulation, restructuring and privatization of Yacimientos

Petroliferos Fiscales Bolivianos (YPFB), the state-owned oil and gas giant. Af-

ter a decade of declining production levels and under-performance in the sec-

tor, the government initiated the reform in order to attract private investment
and technology, enhance competition and efficiency, create financially sound

and internationally competitive gas and oil companies, and support develop-

ment of domestic consumption as well as export of natural gas.
The Bolivian government was clear in formulating the goals and deter-

mining the correct sequence of the reform. The government decided to first

introduce regulatory and structural changes to define the rules of the game

needed to minimize the uncertainties faced by potential investors and opera-

tors in the gas industry. Once these were in place, the move began to privatize

YPFB. The government was successful in pushing the agenda through the leg-
islative and political process, with only minor alterations along the way.

Bolivia implemented the structural and regulatory changes relatively
quickly. Adoption of the Hydrocarbon Law in April 1996 set the stage for the
operations of private companies in both oil and gas. Natural gas and oil explo-
ration, production, transportation and distribution were opened to private in-
vestment and operation, and blocks of potential oil and gas fields were auc-
tioned to private companies.

The structure of gas supply was changed dramatically during the reform.
YPFB was separated into two production companies of equal size (Chaco SAM
and Andina SAM), a pipeline company (Transredes), and a residual refinery

and marketing unit that kept the original name of YPFB. Chaco and Andina,

together with about 17 additional private producers, are expected to form a

competitive environment in production and supply of natural gas. There is

great potential for more competition, as Bolivia plans to award additional ex-

ploration and production blocks in most of the remaining unexplored territo-

ries. All transportation pipelines owned by YPFB, including the stake in the

projected Bolivia-Brazil pipeline, were transferred to Transredes, which was

unbundled and required to provide open access to all eligible users.

In 1996, Bolivia profoundly changed its regulatory framework by creat-

ing the Superintendency for Hydrocarbons (SUPHY), an agency responsible

for economic regulation of natural gas transportation and distribution, oil re-

fining and distribution, and for enforcement of safety and environmental regu-

lations in downstream oil and gas markets. SUPHY is a part of SIRESE, a
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multisectoral regulatory body that regulates electric power, telecommunica-
tions and other infrastructure sectors. Additional legislative measures intro-

duced new investment, taxation and trade regimes that promoted private sec-
tor activities in all sectors of the Bolivian economy.

After the structural and regulatory stage was set, YPFB became the target

of capitalization, a unique privatization program under which investors can

acquire up to 50 percent of state-owned companies in return for a commit-

ment to invest in the company. Three of the four YPFB successor companies

were sold in December 1996, primarily to foreign investors, for a total of $835

million. Chaco SAM and Andina SAM were sold to Amoco and an Argentine-
Bolivian consortium, while Transredes was sold to a consortium consisting of

Enron and Royal Dutch/Shell. The fourth company, a residual unit of YPFB,
remained under government ownership.

Capitalization of YPFB has been deemed an enormous success. Investors

paid more than twice the book value of the privatized assets. The highest pre-
mium was accorded to Transredes; Enron and Shell paid $264 million for as-

sets with book value of just $98 million. This particular transaction revealed

the value of a strategic position of the Bolivian pipeline network in future
intraregional natural gas trade. Transredes controls an export pipeline to Ar-
gentina and has a major stake in the Bolivia-Brazil pipeline currently under

construction.

The success of the YPFB privatization signals that the overall reform of
the oil and gas industry was well planned, although several years will be needed
for more quantifiable measures of its performance. Despite fierce opposition
from trade unions to the new Hydrocarbon Law and capitalization of YPFB,
the Bolivian government firmly pursued its goals by breaking up and privatiz-

ing YPFB and introducing competition to both the gas and oil sectors. The root
of this success seems to lie in the political will to design a proper reform pro-
cess and the commitment to carry it out as planned.

The government has largely achieved its goals. It raised substantial rev-

enues from YPFB's privatization and attracted private investors into the oil and
gas sectors. In addition to the $835 million raised through the capitalization of

YPFB, more than $600 million was invested in new exploration, production

and transportation facilities in the gas sector. An important achievement was

the agreement to build a transportation pipeline that opens new gas markets in

Brazil for Bolivian gas producers. In 1996, YPFB finalized an agreement with

the Brazilian counterpart Petrobras to construct a 2,000-mile pipeline from

Rio Grande in Bolivia to Porto Alegre in Brazil. The agreement, under which

Bolivia will export about 280 million cubic feet of gas per day (MMcfd) to
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Brazil, is expected to more than double Bolivian revenues from natural gas
exports. The pipeline will also boost development of the country's vast gas re-

serves, and represents an important step toward an intraregional pipeline net-
work linking Argentina, Bolivia, Brazil, Chile and Peru.

The government also succeeded in introducing competitive pressures in

the industry by splitting YPFB's production facilities, encouraging production

by independent gas producers, and introducing open access to the pipeline
transportation network. This created favorable conditions for development of

a wholesale gas market where producers, distribution companies and large end-

users shop independently for gas supplies.

The gas reform was not flawless, however; the residual unit of YPFB still

operates under an unclear status, is heavily overstaffed, and is uncertain in terms

of financial viability. The unit remains a contractual party to the existing opera-

tions contracts concluded between the former YPFB and independent produc-

ers. Most staff who were not employed by new private owners were assigned to
the residual YPFB. In addition, YPFB's obsolete marketing and technical services

will have difficulty competing with market participants in new open markets. As

a result, the future of the residual YPFB remains uncertain, as its only certain
source of revenues is from the regulated refinery and distribution business.

The new regulatory agency in Bolivia lacks experienced staff and is vul-
nerable to political pressures. Effective enforcement and development of regu-
latory proceedings and rules can be impeded if SUPHY does not attract well-
qualified personnel with a diversified mix of skills. Both natural gas and elec-

tricity sector reforms were heavily criticized in the recent election campaign,
with the winning politicians promising to review capitalization deals and change
all regulatory agencies into commissions. The idea of collective decisionmaking

is a positive one; however, there is a great danger that the appointment of new

regulators will be used to exercise excessive political control over regulatory
policy and decisionmaking.

An important challenge for the Bolivian government will be to promote

the development of a domestic natural gas market. Existing distribution net-

works are underdeveloped, since most end-users in the past were supplied di-

rectly by YPFB. In addition, final consumption of natural gas is small (less than

5 percent of total gas production), and most domestic consumption is by in-

dustrial users in three major cities, La Paz, Santa Cruz and Rio Grande. Poten-

tial investors in distribution will have to spend large amounts of resources to

develop the appropriate infrastructure, since most distribution pipelines are

lacking. The government wants to attract investors by awarding exclusive

40-year distribution concessions. The most important issue in this regard will
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be whether regulatory policy will allow recovery of investment in an efficient,

fair and equitable manner. This will depend both on the regulators as well as

the government.

Chile's Electricity Sector—A Flaw in Structure

Privatization of Chile's electricity industry was part of the fourth stage of the

privatization process initiated in 1974 to reverse the Allende government's de-

termination to transform Chile into a socialist economy, in part through na-
tionalization. Phase I (1974-75) consisted largely of returning nationalized en-

terprises to their original owners. Phase II (1975-83) involved more than 100
enterprises and had as its principal objective the generation of revenue for the

state. The highly leveraged transactions that ensued set off a financial crisis

that resulted in bankruptcies and the re-nationalization of many failed enter-

prises. Phase II firms were reprivatized during Phase III (1985-86), this time
with wider share ownership intended to create more financially resilient enti-

ties. The fourth phase, which included the power sector, targeted the large core
public enterprises created as joint stock corporations by the development in-
stitution CORFO.

Chile had reorganized and commercialized the enterprises owned by
CORFO in the first years after 1973, with the goal of improving efficiency in
order for the firms to be sources of profits rather than deficits to the Treasury.

Favorable tax and import treatment had been eliminated, billing and collec-
tion procedures improved, prices drastically increased, and unnecessary assets
divested. In the power sector, the two large state-owned integrated companies

were divided into subsidiaries: CHILECTRA into a generation company and
two distribution companies, and ENDESA into a series of distribution compa-
nies (two integrated companies to serve the southern regions [(SIC)],14 a gen-

eration-transmission company in the north [ (SING) ] and two generation com-

panies). In 1986, in order to make the sector more attractive to investors, the

foreign liabilities of ENDESA were transferred to CORFO in exchange for the

subscription of new shares, which were subsequently offered at discount to

14Currently, the majority of the transmission lines and substations in the SIC are owned by
ENDESA (the largest generator) and leased and operated by Transelec, a wholly-owned
subsidiary of ENDESA. However, a recent court decision has directed ENDESA to divest
itself fully from Transelec.
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286 PAUL HENNEMEYER

employees and private investors (Saez, 1996; Bitran and Serra, 1996). The regu-

latory regime is comparatively well advanced and transparent, with an anti-

trust system created in 197315 and the National Energy Commission in 1978.

The latter oversees electricity prices and guarantees the coordination of the
companies in the interconnected system. Thus, like the British system, some of

the success of the Chilean privatization is due to a longstanding effort to com-
mercialize and restructure the sector.

The reform of the Chilean electricity sector has been rated an overall

success. The introduction of a wholesale market, direct access for large cus-
tomers, and economic regulation have been positive and pioneering features
of the reform. Generally, prices have been characterized by a slow and stable

long-run decline. Private investment has been active in all segments of the

sector and, indeed, all of the distribution companies and most of the gener-
ating companies are in private hands. The quality and reliability of the sys-

tem are high, and with a penetration of 94 percent, Chile provides access to

electricity to a greater percentage of its population than any other Latin

American country.

Nevertheless, the Chilean privatization process has been criticized for not
going far enough to ensure a competitive framework, and for having an am-
biguous regulatory regime. Industry concentration remains high: the priva-

tized ENDESA, the dominant firm in the interconnected system, along with its
affiliates, provides 65 percent of the country's power and controls the trans-
mission system. The interconnected system is itself controlled by ENERSIS,

which owns the system's largest (50 percent of sales) distribution company.
ENDESA was not divested of its water rights, through which it can inhibit en-
try of competitive hydroelectric generators, and ENDESA currently is suing

the National Water Commission after it was refused a request for additional

rights. The antitrust system is viewed as needing much improvement, but ma-

jor legislative reform has been successfully blocked. Recent rate-setting efforts

demonstrate that regulators are having difficulties contending with problems
of asymmetry of both information and technical expertise.

Without pressure from either a strong regulatory framework or a vibrant

competitive environment, the savings from increased efficiency flow to inves-

tors in the form of monopoly profits rather than to customers in lower prices,

and the incentives for sustaining productivity gains are diminished. The ben-

efits of privatization to the state and investors may come at a cost borne by

customers and the economy at large.

^Legislative reforms to strengthen antitrust have failed to pass.
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ENERGY REFORM AND PRIVATIZATION 287

The public prosecutor recently alleged that the vertical integration of the
electricity industry is damaging for the country and brought a case to the Mo-

nopolies Commission. The commission ruled that the dominant position of
the ENERSIS Group and its property structure were not prejudicial to free com-
petition in the electricity industry. Despite the ruling, there appears to be evi-

dence to support the public prosecutor's position. Private investors in the Chil-
ean power sector have noted that rather than competing, ENDESA provides

something of a "price umbrella" for other generators, and that there is no sig-

nificant price competition.16 Indeed, the wholesale market appears to be more
of a "generators club" rather than a mechanism for true price competition.

Moreover, ENDESA seems to be leveraging its market position to generate re-

turns sufficient to permit it to fund a very ambitious acquisition program of

electricity assets throughout Latin America. The matter of structure and in-
dustry concentration in Chile remains a serious concern for students of re-

form. If efficiency gains are to accrue to all stakeholders and not just share-
holders, structural design must seriously address both vertical and horizontal
disintegration in the sector.

Colombia—Uneven Reform and Unstable Rules

Colombia embarked on a reform of its energy sector in the early 1990s as part
of an important reorientation of the role of the state in the economy. The view

was that the prevailing pattern of distortions and fiscal transfers to the sector
could not continue. In order to begin to appreciate the reasons for the rather
confusing and patchy nature of the Colombian power sector reform, it is nec-

essary to discuss the underlying problems that characterized the power sector
prior to the start of the reform process.

Noncompensatory tariffs. Political decisions made in the early 1980s re-

sulted in a tariff structure that was increasingly marred by subsidies, cross-

subsidies and frozen nominal tariffs. These distortions, over time, began to

undermine the financial health of the power sector, starting with the distribu-

tion companies and spreading back to generation. Similarly, such distortions

garnered important political support from beneficiaries opposing their removal.

16This has also permitted small players (like Chilgener) to secure the resources necessary to
acquire assets elsewhere in Latin America.
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Self-regulation. The principal municipal utilities (Bogota, Medellin, Cali),
a regional company (Corelca) and a national company (ISA) historically oper-

ated as a pool for purposes of merit-order dispatch and reliability. Purchases

and sales were made among the pool members to ensure reliability and the

meeting of load requirements. However, poor development of the pool's in-

centive and governance structures, lack of enforcement of the pool rules, and
weak regulatory oversight began to produce problems in the 1980s.17 These

included gaming of the pool arrangements, which undermined system integ-

rity, substandard maintenance of the thermal plants, and even in some cases

lapses in fuel supply. Facilities that were not dispatched were not maintained,
and when poor hydrological conditions emerged in the early 1990s, many of

the thermal plants were not available for dispatch. All of these circumstances

undermined the ability of the system to respond to the drought caused by the
"El Nino" weather pattern in 1992. The result was a forced rationing of power.

The mounting financial and operational problems in the power sector
were masked for many years by massive fiscal transfers to the sector to support
tariff subsidies and finance the construction of additional capacity (particu-

larly hydro capacity).
By the early 1990s, it was apparent to power sector experts as well as to

the incoming government that the prevailing arrangements were no longer ten-

able. Serious reforms initiated in 1990-91 were designed to eliminate the dis-
tortions and return the sector to operational and financial health. The new
public utilities law was passed, tariff reform began, and the government began
to convert its debt in sector enterprises to equity as a means of exercising con-
trol over the utilities and pushing them in the direction of reform.

However, these reform efforts were stymied by other factors over which

the national reformers had only limited control. First, rationing (the result of

poor hydrology and poor system management) made it extremely difficult to
advance the tariff reform, the crucial first step in financially "sanitizing" the

distribution companies.

Second, unlike the UK reform, where virtually all electricity assets were

in the hands of the national government, Colombia's electricity assets were

owned by national, departmental and municipal authorities. The local entities,

in particular, had their own interests and rights to attend to, and could not be

l7The other companies in the pool were the owners of ISA, which served as the interconnec-
tion company and dispatcher. The resulting self-regulation could not advert the companies'
disincentives to distort the availability of their plants.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b
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obligated to pursue a national program of reform without serious concessions

from the national government. Only through negotiation with state authori-

ties could the government move local authorities to adhere to its overall policy.
For example, in order to restructure Empresa de Energia de Bogota, the Co-
lombian government had to agree to capitalize 50 percent of the debt of the

Guavio hydro facility held by EEB, sell Chivor, and take other steps to create the
conditions necessary to privatize Guavio and unbundle EEB. Such negotia-

tions—which appear to be inherent in the decentralized political context of

Colombia—seriously complicated the design and implementation of reform,

as local authorities sought outcomes that met their own needs, rather than

those of the entire sector. In addition, significant resistance on the part of SOEs

and trade unions proved effective in blocking efforts to restructure and priva-
tize the industry.

Third, it is doubtful that the government could successfully reform the

power sector and involve private capital without implementing a clear policy
to resolve the debt burden of the distribution companies. Despite an attempt
to subject the distribution companies to the discipline of "performance con-

tracts," most distributors fell short of targets and many continued to accumu-
late substantial debts for unpaid energy. These arrears have moved back through

the system, damaging the financial and operational health of major agents in

the sector such as ISA and CORELCA. The government has since advanced a

strategy involving capitalization of sector debts and continued to pressure for

reform and privatization.
Disentangling the interlocking web of debt and cross-arrears, jurisdic-

tional overlaps and subsidies has been extremely difficult. Moreover, the re-
forms were only partially completed when, in 1994, a new government assumed

office. Despite privatization of some assets, the new authorities generally ap-
peared to be less enthusiastic about power sector reform. It is apparent in the
examples below that the reform process has unfolded unevenly, and with re-

sulting difficulties, at least in part due to the concomitant crises and changes in

the country's political life.

• From 1990 to 1994 the government enacted major regulations and laws

to create a wholesale electricity market and rules for access to the network and

to deregulate generation and supply. However, privatization and unbundling

were left to subsequent governments. Long-term power purchase agreements

were signed in 1991-92. They mitigated suppliers' risks of dealing only with

state-owned utility distribution companies, while permitting the government

to encourage needed private production in the face of uncertainty about future
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290 PAUL HENNEMEYER

industry arrangements. However, the subsequent fall in market prices below
long-term contract prices, and the introduction of supplier choice at the level

of wholesalers and large users, has left utilities such as Corelca and ISAGen

with significant liabilities.
• Private participants and potential investors in Colombia have voiced

serious concern about the lack of clarity and stability of the regulatory regime.

During 1995, for example, the start of the wholesale market was postponed for

six months because a series of regulatory resolutions were being passed to es-

tablish and fine-tune the regulatory framework and basic commercial arrange-
ments. An important goal of the reform was attracting large amounts of pri-

vate capital to develop new thermal power sources to reduce system vulner-

ability to adverse hydrology. Private firms were encouraged to enter the sector
but quickly encountered a series of obstacles: rules on the functioning of the
energy market were not clear and frequently amended, and distribution com-

panies were far from ideal customers for private power, as most remain in pub-

lic hands, burdened by significant liabilities, exhibiting poor payment records,

and having no clear incentives to operate commercially.

• The rules of the game were officially enacted in the last months of

1995, the pool started operating in 1996, and some rules were changed in
1997 by discretionary intervention of the central government. By 1998, the
distribution companies were in the process of being privatized. Private in-
vestments in a number of generators have been delayed, perhaps pending
these developments.

• The technical capacity and autonomy of the regulatory agency (GREG)
is a serious concern. There have been significant delays in its decisions, and
there is a perception of state intervention in the regulatory process—a percep-

tion that is aggravated by CREG's dependent relationship with the Ministry of

Mines and Energy.18

The Colombian reform effort has not been without its successes. After
some delays, the wholesale market is evolving and the number of buyers and

sellers in the market is rising rapidly. The reform effort has also resulted in the

privatization of roughly 60 percent of the sector. The recent successful

privatization of EPSA and the Empresa de Energia de Bogota (EEB) at sale

prices significantly above the reserve prices are indications that the situation is

"Indeed, three of the eight members of GREG are ministers.
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improving.19 The privatization of CORELCA is planned for the near future,
and investor interest appears to be significant.

Although the Colombian reform process is not over, the conclusion that
is emerging is that it has been hindered by distorted tariffs, self-regulation,
high indebtedness, and jurisdictional and ownership conflicts. These factors

may have been a reflection or a result of shifting policy objectives and frequent
revisions in the rules. The power of parochial local authorities, changing gov-

ernments, and frequent shifts in political priorities have slowed and impeded

consistent implementation of reforms.

Some observers counter that recent successes in privatization indicate

reforms are proceeding well. Aside from the important observation that

privatization is only part of the reform and cannot be equated with it, it is

worth remembering that country risk in Colombia is lower, given its tradition

of sound macroeconomic management. This is reflected in an investment grade

rating from S&P and Moodys. In addition, the years 1996-97 have witnessed a
very aggressive entry into Latin America by cash-rich foreign utilities anxious
not to miss out on the current wave of privatizations. These factors seem to be

fueling electricity sector privatization in Colombia and elsewhere in the re-

gion. However, it would appear that the Colombia privatization program would
have been substantially more successful had the proper policies, structure and

rules been in place and clear to all. Indeed, anecdotes from potential utility
investors in the United States suggest that uncertainties and frequent changes
in the Colombian regulatory regime have dampened their interest in becoming
active investors in its power sector.

Brazil—Putting the Cart before the Horse

Until recently, the development of an effective reform process for the power

sector in Brazil has clearly been subordinated to political and macroeconomic

objectives. At the macro level, the government's priority has been to tame the

inflation that has so long plagued the country. In doing so, it has had to de-

19However, the two successor firms to EEB (the generator and the distribution company)
were acquired by the same consortium (Endesa de Espana and Endesa de Chile), with the
real danger of abuse of market power.
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292 PAUL HENNEMEYER

pend excessively on monetary instruments,20 as political factors have ham-
pered its abilities to address underlying fiscal weaknesses. Privatization of

national assets offered a relatively easy way of reducing the government's defi-

cits and stock of debt. However, the recent privatizations of electricity assets
have been less than optimal, largely because of the absence of a comprehen-

sive reform program and continued uncertainty regarding the legal and regu-

latory arrangements.

Until 1993, Brazil's electric sector was dominated by Eletrobras, the pub-

licly owned holding company of most of the country's generation and trans-

mission assets. The National Department of Water and Electric Power (DNAEE)

was responsible for setting tariffs, although the Secretariat of Planning con-

trolled investment decisions and intervened in pricing. Pricing was character-
ized by a failure of average tariffs to cover either average or marginal costs,

discrimination by end-use, and uniformity across regions despite differences

in cost. The power industry has suffered from overstaffing, mounting energy
losses and underinvestment in system improvements, with concern mounting

over the ability to meet load growth.

Brazil embarked in 1993 on a privatization program that included aboli-

tion of uniform tariffs and guaranteed rates of return for power companies;
establishment of Sintrel, the national grid with open access for independent
power producers and self-generators to sell either to distribution companies or
end-users; a refinancing of Eletrobras' outstanding debts; and privatization of
both generation assets and distribution companies.21 The government failed,

however, to specify and implement a promised sector reorganization and asso-
ciated national regulatory regime.

The sale of two distribution companies was marked by disappointing levels

of participation, both in the number of bidders and the value of the bids. The

privatization of Escelsa, which serves 690,000 customers in the coastal state of

Espirito Santo north of Rio de Janeiro, attracted only two bidders, and neither

had the desired electric utility experience. The winning bidder was a consor-

tium of financial investors, leaving many observers skeptical as to whether the

new owners had either the expertise or the long-term perspective to operate a

successful electric utility. The winning bid was 15 percent above the minimum

asking price, but included the use of "privatization bonds," which were counted

20These include improved tax collection and control of ballooning government liabilities in
the areas of pensions and civil servant compensation.
21The National Privatization Plan was formulated and launched in 1990.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



ENERGY REFORM AND PRIVATIZATION 293

at face value for purposes of the bid but were discounted 40 to 60 percent in the
market.

The sale of Escelsa was more successful than that of the Rio de Janeiro
distribution company, Light, which was twice postponed while the government

sweetened the financial requirements to allow use of 100 percent rather than

30 percent privatization bonds. Even so, it attracted only one consortium, whose

bid reached the reservation price only after the development bank BNDES joined

the consortium with additional funding. The auction of Nacional Energetica

failed altogether, as the expected buyers declined to bid when DNAEE refused

to abandon the electricity tariff formula that adjusts with a cost-of-living

index.

In both cases, observers cited the regulatory risks as the major stumbling
block. The lack of a transparent regulatory regime, the infrequency of tariff
adjustments and the reduced inability to predict an adequate stream of future

revenue have deterred some private (particularly non-Brazilian) investors from
making substantial investment in the Brazilian power sector.22

In July 1997, the government finally presented its blueprint for reform,

nearly three years after the privatization program had begun. Already there are

indications that the goal of developing a truly competitive power sector may be

greatly delayed by decisions and transactions that have already occurred. First,

the Brazilian government offered concession contracts as a substitute for (rather
than a complement to) an appropriate regulatory framework. These conces-
sion contracts provided for full pass-through of inflation, fuel costs and any
new taxes for a period of up to eight years, thereby casting serious doubt on
whether consumers in Rio, Espirito Santo and Bahia will benefit from the effi-
ciency gains realized by the utility for some years to come.

Second, the new structure of the electricity sector is likely to be a mixture
of vertically integrated and apportioned companies. This is because some state
governments have already sold large interests in vertically integrated state power

companies (Light, Cemig), and it will be difficult to force private owners to

divest their generation right after they have acquired ownership. More recently,

following release of the government's new blueprint for the sector, the State of

Sao Paulo appears to have reversed its original plan for vertical de-integration.

"Although there have been recent substantial acquisitions in the Brazilian power sector by
major European, Brazilian and North American utility and business groups, larger sectoral
and country risk issues have considerably dampened the appetite of potential acquirers of
Brazilian electricity assets, as the cases of Metropolitana and Gersul suggest.
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The original plan would have permitted real competition among suppliers at
the wholesale level to deliver to large customers, free from the requirement to

purchase from the incumbent utility. At the time of this writing, it seemed that

with the planned signing of long-term contracts between the Eletrobras gen-

erators and the state distribution companies, and the growing trend to priva-

tize vertically integrated utilities, Sao Paulo has backed away from significantly

opening its sector up when it appears that reciprocal access would not be af-

forded to its utilities. Vertical integration then raises concerns about efficient

operation and exclusion of competition in the service areas of integrated com-
panies. This situation does not only affect competition in the wholesale energy

market, but also reduces the potential markets for new generators.

Brazil's blueprint is just that, and there remains a considerable amount
of work to put into practice the market arrangements, the regulations at both
the national and state level, the treatment of access to and operation of the

federal and state transmission networks, and the rules and procedures for set-

ting final tariffs. In the meantime, assets will continue to be sold, states will

continue to pursue their own reform agendas, and one can expect continued

uncertainty and ad hoc behavior.
One may argue that the reform approach employed in Brazil was the best

possible outcome given the various contending forces at play. Indeed, given the
highly decentralized nature of the Brazilian political system, this is certainly a
strong argument. As has been suggested in the above examples, the uncertainty
and unevenness of the approach has not been beneficial to the initial phase of

the privatization process. Efficiency, too, has not been helped by the pattern of
using concession contracts in lieu of regulation, permitting different industry
structures to be privatized in different states, and leaving significant uncer-

tainty as to how national and state regulation will develop and interact.

Brazilian gas. The case of gas reform seems to be unfolding in a way simi-

lar to that of electricity. Brazil initiated its reform of the gas sector only very

recently. The natural gas industry is relatively underdeveloped, with minimal

distribution infrastructure and low industrial and residential use. However,

restructuring of the electricity sector and overall economic growth have cre-

ated strong demand for natural gas. This has sparked an urgent need for ex-

pansion of domestic gas production and pipelines, and for securing sufficient

gas supply from Bolivia. The gas reform has so far been limited to opening the

gas sector to private operations and privatization of three state-owned distribution

utilities. The major regulatory and structural changes have yet to be implemented.

The main goals of the federal and state governments are to attract private

investment into the gas sector, develop transportation and distribution infra-
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structure, and support growth of natural gas demand. Designing the reform
has been complex because of the federal system in Brazil. State governments

enjoy relative autonomy and often pursue different goals than the federal gov-
ernment. So far, the reform has focused on attracting private capital into new

and existing gas sector infrastructure. Little attention has been paid to the struc-

tural reform of the sector because of the economic and political might of

Petrobras, the state-owned oil and gas producing giant. As a result, gas reform

is biased toward the privatization process, while structural and regulatory

changes are being neglected or postponed. This has a negative effect on invest-
ment, as investors face uncertainty about the future regulatory environment.

The exploration and production segment is dominated by Petrobras,

which owns and operates vertically integrated production and transportation
facilities and controls all supply of natural gas in the country. It enjoyed mo-

nopoly status in the oil and gas sector until November 1995, when constitu-

tional amendment No. 9 ended its exclusive position. In addition, Law No. 8.987

of February 1995 and the subsequent Act No. 9.074 of July 1995 defined a con-

cessions regime for provision of public services in oil, gas and other infrastruc-

ture sectors.
At the time of this writing, exploration and production of natural gas can

be carried out by private companies, but so far entry has been limited. This is

caused by the lack of legal protection and uncertainty about the future struc-
ture of the gas industry.

Pipeline transportation remains under the control of Petrobras. There is
an urgent need for expansion of pipeline infrastructure in order to serve in-
creasing demand for natural gas. A number of pipeline projects are currently
under development, but Petrobras plays a dominant role in all of them.

The largest project under development is the Bolivia-Brazil pipeline. Brazil
recently secured imports of natural gas from Bolivia that will almost double
the country's supply of natural gas. The pipeline should deliver about 285

MMcfd in 1999, its first year of operation, and will double the output by the

end of the 20-year contract. Petrobras has a 51 percent stake in the Brazilian

part of the project and 9 percent stake in the Bolivian part. Additional gas pipe-

lines from Argentina and Peru are also under development.

The dominance of Petrobras in production and transportation results

in its dominance in gas supply as well. It is unlikely that a competitive supply

of natural gas will develop any time soon because almost all capacity in the

projected import pipelines is reserved for Petrobras. The ownership of gas

supply and transportation contracts in the Bolivia-Brazil pipeline illustrates

this point.
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Petrobras purchased all available gas supply and transportation capacity
on the Bolivia-Brazil pipeline, and it has an option to purchase more Bolivian gas

up to the full capacity of the pipeline. Other project sponsors have an option to

purchase additional pipeline capacity up to two-thirds of the Petrobras quota,

but this option must be exercised by the time of initial construction. Other-

wise, Petrobras can also purchase this capacity in full. It is unclear whether

other project participants plan to exercise their options on pipeline capacity,
because there is considerable uncertainty about availability of natural gas in

Bolivia and adequate gas demand in Brazil that is in excess of Petrobras' share,
all of which cannot be resolved before the pipeline construction is initiated.

The distribution segment in Brazil consists of 16 state distribution com-

panies and a gas distribution unit of Petrobras. The most developed distribu-
tion systems are in the states of Sao Paulo and Rio de Janeiro, where the bulk of

natural gas consumption takes place. Most distribution networks are underde-

veloped. Strong demand for natural gas among power generators and indus-

trial customers is creating a real need for modernization and expansion of dis-
tribution networks. For example, a distribution utility in Sao Paulo will need

$300 million for expansion of its distribution system in order to accommodate
an almost 200 percent increase in gas consumption over the next four years.
Most investment will have to come from the private sector because both fed-
eral and state governments lack the necessary financial resources.

Regulatory changes in Brazil were introduced only recently, and the most
important changes have yet to be implemented. This introduces great uncer-
tainty for business operations and investment in the gas sector.

The gas and oil sectors are regulated by the Ministry of Mines and Energy
and the Ministry of Finance. Most regulatory functions will be transferred to

the Agenda Nacional de Petroleo (ANP), a new regulatory agency responsible

for the oil and gas sectors. The adoption of Amendment No. 9 to the of Brazil-
ian Constitution and Law No. 8.987 of 1995 ended Petrobras' exclusivity in the

oil and gas sectors. Private companies can engage in exploration, production

and transportation of oil and natural gas after they obtain a concession from

the government.

Ownership changes are at the forefront of policymakers' attention, but

they were introduced only very recently. Privatization has been limited to gas

companies in Rio de Janeiro and Sao Paulo, where distribution networks are

the most developed. Other state-owned gas utilities are scheduled for

privatization in late 1997 and 1998.

There have been three privatizations of gas companies so far in Brazil.

The first transaction was concluded in January 1997, when the city of Sao Paulo
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sold a 19.5 percent share in Companhia de Gas de Sao Paulo (Comgas), a mu-
nicipal gas distributor, to Shell for $74 million. The state and city of Rio de

Janeiro privatized CEG and Riogas, two gas distribution companies, in July
1997. The winning consortium led by Enron paid a total of $576 million for a
56.4 percent stake in CEG and a 75 percent stake in Riogas.

The Brazilian gas reform is an example of an inverted reform model, where

ownership changes occur prior to the implementation of the structural and

regulatory ones. A lack of attention to structural issues in Brazil led to the loss

of a unique chance to introduce an alternative source of gas supply to Petrobras

when the Bolivia-Brazil pipeline deal was structured. Unclear and undefined
regulatory rules also increase uncertainty among investors and do not promote

optimal development of the gas sector.
The recent privatizations of gas companies were carried out in an uncer-

tain regulatory and structural environment. For example, privatization of 19.5

percent of Comgas shares represented the stake of the city of Sao Paulo. At the

time of this writing, the remaining shares are still owned by the state of Sao

Paulo and the Federal Ministry of Finance, which were, in essence, not con-

sulted about the sale of Comgas. The state government indicated that potential

buyers should be aware that the current statewide concession owned by Comgas
might be divided in the future into several sections. This warning did not dis-

courage Shell from buying a stake in Comgas, but it certainly affected the pre-
mium paid for the shares.

The main challenge in Brazil remains the structural and regulatory re-
form of its gas sector. Petrobras' dominance in exploration, production, trans-
portation and supply must be balanced with a large-scale entry of the private
sector into new and existing gas operations. Brazil also must develop an appro-

priate regulatory policy for the oil and gas sector. ANP is likely, at least initially,
to be inexperienced and underpowered to deal with a player of Petrobras' size.
The ability of ANP to protect consumers and other players in the gas sector

from Petrobras' market power will be limited unless the government clearly
defines Petrobras' role in the restructured gas industry.

Electric Power Reform in Peru—A Work in Progress

The 1980s saw a severe operational and financial crisis in the electricity sector

caused by low tariffs, inadequate levels of internal financing, dependence on

declining government outlays, and, of course, the serious domestic conflict in

Peru. As a result, Peru pursued radical reform of its power sector. The
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298 PAUL HENNEMEYER

government's four goals in electricity reform were to expand generation capac-
ity and the transmission system; attract private investment; improve the qual-

ity and efficiency of electric power services; and make electricity companies

into commercially viable entities.

The government decided to undertake structural and regulatory changes

before privatization. In 1992, a new legal framework was established, the in-
dustry was vertically separated into generation, transmission and distribution

systems, and competition was introduced at certain levels. Privatization of as-

sets followed.
The Peruvian electricity sector is a hydro-intensive system (over 50 per-

cent of capacity) with total installed capacity of approximately 4,600 MW. It is

divided into two interconnected systems: the SIGN (central and northern) and

the SISUR (south). The former is the larger of the two and serves the principal
urban centers and much of the central and northern Peruvian coast. The south-

ern system is smaller, with about 650 MW of capacity, and supplies the impor-

tant cities of Arequipa and Moquequa and large mining facilities. There is also
a considerable amount of self-generation (about 30 percent of installed capac-

ity), along with a number of isolated systems serving rural communities fur-
ther east.

In a fairly short period, over half of all generation and distribution assets
have been privatized. The principal investors to date have included Enersis and
Chilectra (Chile), Endesa (Spain), Ontario Hydro (Canada), and Dominion
Energy and Entergy (United States). The two transmission systems (ETECEN,

with 2,300 km of lines, and ETESUR, with 711 km) are now state-owned share
companies that operate the higher voltage networks in the two interconnected
grids under concessions granted by the Ministry of Energy and Mines (Direc-

torate General of Electricity —DGE). There are also some 4,300 km of trans-
mission lines operated as secondary and feeder lines operated by generators

and smaller isolated transmission entities. Distribution for customers in the

northern and central areas of the country is undertaken by seven firms, three

of which (Edelnor, Luz del Sur and Ede Canete) are private. Some 350,000 cus-

tomers in the south are served by three regional (i.e., publicly owned) distribu-

tion companies. In 1995, total Gwh produced and consumed was 12,744 and

10,683, respectively. Estimates are that production increased by approximately

14 percent in 1996.

A new legal framework was established in 1992 with the passage of the

Electricity Concessions Law (Law 25844) and its corresponding regulations

(Supreme Decree 009-93-EM). This framework required the vertical separa-

tion of the industry into generation, transmission and distribution, the intro-
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duction of competition at certain levels, and the privatization of public assets.

The aim in Peru, as elsewhere, has been to create an efficient and commercially

viable electricity sector.
Concessions awarded by the DGE are required for hydro or geothermal

units of more than 10 MW. Thermal and nonconcessionaire hydro/geothermal

units with installed capacity of more than 0.5 MW require authorization. There

are strict prohibitions on cross-ownership to avoid anti-competitive behavior.

Generators may not own all or part of interconnected transmission companies

or distribution companies, or vice versa.

Sales to regulated customers (i.e., those with peak demand of less than 1
MW) are based on regulated busbar prices. Generators are remunerated for

energy and capacity prices are set and approved by the Electricity Tariffs Com-
mission (CTE) every six months. The frequency for resetting the prices reflects

the seasonality of Peru's hydrology and the consequent effects on variable gen-

erating costs. The prices are based on projections for the subsequent 48 months,

taking into account current and forecasted climatic conditions, fuel prices and
trends, electricity demand projections, current supply and generation, and trans-

mission facilities that are expected to come into operation. The bulk of this

forecasting is actually carried out by the Committee for Economic Operation
of the System (GOES), but the costs and tariffs that result are reviewed and

approved by the CTE. The busbar prices are then adjusted according to energy
and capacity losses on the principal transmission system. Finally, the prices

include a 12 percent return on investment for the generators.
Inter-generator sales are calculated at short-term marginal cost as deter-

mined by GOES. Sales to the free market (e.g., those customers with peak de-
mand in excess of 1 MW) are in accordance with contracts freely negotiated

between the generator or distribution company and the large buyer. To date,
some 40 percent of all energy sold is done so on the free market and bought by
the approximately 190 large users in Peru who meet the minimum peak de-

mand condition. The regulated busbar prices may not deviate by more than

plus or minus 10 percent of the free market price for the same period within

one zone of comparison. If they do, then the regulated prices are adjusted by

the CTE so that they fall within this band.

The principles of open access and nondiscrimination govern the regula-

tion and operation of the interconnected transmission system, which must be

expanded to accommodate all requests for service. While the law states that

third parties shall assume, when necessary, the costs of the required expansion,

there are in practice differing views on who should assume this responsibility.

A concession from the DGE is required to operate an interconnected transmis-
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300 PAUL HENNEMEYER

sion system, but these appear to provide relatively little in the way of specific
rights, obligations and authority. The bulk of these matters are dealt with in the

law and its accompanying regulations, as well as in the internal procedures of

GOES.

Remuneration for the principal transmission companies is regulated by

the CTE on an annual basis and is for the use of the transmission lines and

substations and all other ancillary services. The transmission tariff includes a
fixed charge for connection based on the firm capacity of the generators con-

nected to the system, and a variable income portion that is supposed to reflect
the short-term costs of transmission (e.g., losses). The costs of expanding, op-
erating and maintaining the transmission system are supposed to reflect those

costs for a model efficient transmission firm. The total cost of transmission

also includes a 12 percent annual return on investment. The entire transmis-
sion tariff for the principal system is then incorporated into the busbar prices.23

Distributors with average load greater than 500 KW require a concession

from the DGE to operate. Concession contracts include the length of the con-
tract, fixed physical area of service, and quality of service requirements. There

is an obligation to serve. Prices for distribution customers with a peak demand
under 1 MW are regulated and set every four years by the CTE. Distribution

companies are required to have running contracts with generators to meet 100
percent of the needs of their load over 24 months. Prices to final customers
reflect two important components that are recovered by the distribution com-
pany: (i) the busbar price, which covers the generation and transmission costs,

and (ii) the VAD (or value-added for distribution) for a so-called "model dis-
tribution" company, which also incorporates an annual return.24 Unlike the
generation and transmission assets, for which the annual return is set at 12

percent, the return on distribution assets may vary within a band of 8 and 16

percent, depending on the value of assets calculated by the CTE. The distribu-

tion tariff recognizes distribution losses but only permits pass-through to final

customers up to a certain level, which is being progressively lowered in order to

provide incentives to combat theft.

"While there are conceptual distinctions between primary and secondary lines in the law,
the basic difference appears to be that secondary lines have unidirectional flows from the
generator to the principal transmission line or from the principal transmission lines to the
distribution company. Secondary transmission lines are remunerated on the basis of a con-
nection toll, which is set in an agreement between the parties involved, and a variable por-
tion, which is based on marginal costs of transmission.
24There are three different categories of model distribution companies, which are differenti-
ated on the basis of their systems and load characteristics.
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There has already been some discussion of "model efficient systems." These
are derived from two important methods that underpin the determination of

costs and the setting of tariffs in the Peruvian electricity system. The first method
establishes the "economically adapted system," which "is that electrical system

in which an equilibrium exists between the supply and demand of energy re-

sulting in the lowest costs of maintaining the quality of service."25 This exercise

is designed to define an optimal system in Peru for balancing supply and de-
mand. Based on the determination of the economically adapted system, the

CTE determines what the optimal capital investment is for each segment of the
system (generation, transmission and distribution). This is set for each group-
ing of assets (e.g., a distribution company, or an interconnected transmission

system) and is known as the new replacement value (VNR). According to Law

25844, "the VNR represents the cost of replacing the works and physical assets

destined to provide the same service with the current technology and prices,

also taking into account: (a) the financial expenses during construction; (b)
expenses and compensation for the establishment of rights of way; and (c)

expenses for studies and supervision"26

As of June 1997, however, this methodology had not been fully imple-

mented. The CTE was still engaged in the process of determining the economi-
cally adapted system for Peru. This process has been hampered by the absence

of a fully developed set of quality service and reliability norms for the electric
power sector. As a consequence, the VNRs and the technical standards in use
appear to be of a very provisional nature.27 This does, of course, pose the ques-
tion as to what VNRs will apply to the various assets in the power sector once
the study on the economically adapted system has been completed. This may,

in theory at least, significantly change the basis of remuneration for many owners

of electricity assets. Moreover, the law provides for the economically adapted
system and the VNR to be updated every four years, which again raises uncer-
tainties for investors.

The Peruvian power sector is noteworthy in the degree of dispersion of

regulatory authority governing the sector. There are four main regulating agen-

cies: the Electricity Tariffs Commission (CTE), the Committee for Economic

"Electrical Concessions Law, Decree Law No. 25844, Annex VII.
26As was noted above, the return is, in fact, 12 percent on the VNR that has been set by the
CTE, whether or not this VNR approximates the real investment costs that were incurred.
27The VNR for Etecen's system is based, for example, on a study carried out by the engineer-
ing firm of Black & Veatch in 1995.
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302 PAUL HENNEMEYER

Operation of the System (GOES), the Directorate General for Energy, and

OSINERG.

The Electricity Tariffs Commission is a decentralized technical agency
principally responsible for setting electricity rates. It has five members repre-

senting the Ministries of Mining and Energy, Economics and Finance, and In-

dustry and Tourism. It also includes representatives from the generation and

distribution concessionaires. The commission's main functions are to set tar-
iffs for electricity services and sales and serve as the final administrative au-

thority on all disputes related to tariffs. It may also impose sanctions for non-

compliance with its directives. It also undertakes the determination of the eco-

nomically adapted system and the VNR values that flow from it.

The Committee for Economic Operation of the System is a technical,

self-regulatory body comprised of representatives of the generation and trans-

mission companies in any interconnected system that has more than 100 MW

of installed capacity, and is a creation of Law 25844. Neither distribution com-

panies nor large customers are members. GOES is responsible for planning the
operation (scheduling and dispatch) of the interconnected system and ensur-

ing that its members operate accordingly. This also requires it to forecast sup-

ply and demand, schedule maintenance, calculate short-term marginal costs
(guaranteeing energy sales at these costs if necessary), and determine the firm
capacity rating of each generating unit. In addition, GOES undertakes the analy-
sis required for setting the new busbar prices in May and November of every
year, which it then provides to GTE for review and approval.

As there are two such interconnected systems, SIGN and SISUR, there are
two corresponding GOES. It is expected, however, that with the construction
of the Mantaro line and the unification of the two interconnected grids, there

will be one overall GOES responsible for the entire grid.

The Directorate General for Energy (part of the Ministry of Energy and

Mines) is responsible for overall regulation of the sector and enforcement of

the Electricity Concessions Law and the accompanying regulations. Under the

law, concessions and authorizations required for operation in the electricity

sector are subject to the approval of the Ministry of Energy and Mines, which

also supervises and enforces compliance with the terms of the concessions. The

DGE has also developed a series of service quality and reliability norms for the

power sector, although these are intended to be enforced by a newly established

organization.

Finally, a new organization, OSINERG, was created in January 1997 to set

and enforce service quality, reliability and other performance standards for the

power system. This had been a serious gap in the development of the regula-
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tory framework in Peru. At this writing, however, this organization has yet to
become operational.

The Peruvian reform has certainly been a success when one considers the
speed of the privatization process and the improvements in security of supply,
although this latter achievement has much to do with the military successes

against domestic guerrilla groups. The reform is still very much a work in
progress, however, and several sources of concern have been cited by econo-

mists, investors and policymakers. These center on the following:

• Inter-generator sales are set by GOES, which is a generators club that

comprises only the supply in the system and not demand. Prices are calculated

and approved by the CTE according to a pre-specified methodology and do

not arise from any market interaction. Therefore, unless there is sufficient abil-
ity of generators to arbitrage their contractual obligations, such prices cannot
truly reflect opportunity cost and may consequently send inefficient signals to

agents in the market.
• Transmission may suffer from a lack of clear rules on rights and obliga-

tions for system expansion. Discussions with generators, transmission compa-

nies and distributors produce a consensus view that expansion of the high volt-
age system is "someone else's responsibility" and there seems, in practice, to be

no clear incentives or mechanisms for system expansion.

• The general absence of performance standards and norms is a source of
some uncertainty. Clearly, intelligent investment and operating decisions can-
not be made unless there are clear rules on precisely what norms and standards
should be met, what penalties are imposed for failure to do so, and what is the
cost of compliance.

• Much of the uncertainty in the system stems from an undeveloped
economically adapted system and the resulting new replacement values. Much of
the system, particularly transmission, was justified largely on political as opposed

to commercial grounds. It is unlikely that large segments of the system would be

considered integral to an economically adapted system were they to be built to-

day, and consequently they might be remunerated on a much more modest capi-

tal base, if at all. In addition, the fact that the VNRs may be reset every four years

provides risks for investments going forward. This issue has surfaced in the case

of the Mantaro interconnection, where analysts have noted that investing in a

long-lived transmission asset (financed with long-term debt) becomes vastly more

risky (perhaps even unbankable) if the capital base on which the tariff remu-

neration is determined can significantly change after four years following a re-

evaluation of the economically adapted system and the transmission VNR.
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• Finally, there is concern about the degree of regulatory fragmentation in
the Peruvian system. Concessions, authorizations, load and cost forecasting, tar-

iffs and standards, which are best (and most commonly in other systems) housed
in one regulatory body, are spread through several regulatory authorities in Peru.

For example, the authority in charge of setting and enforcing tariffs (CTE) is

different from that which enforces standards (OSINERG). Moreover, the high

degree of political representation in the CTE and its reliance on GOES for load
and cost forecasting may threaten its regulatory autonomy and credibility.

Although the Peruvian reform has as one of its chief aims the develop-
ment of competition in the system, there is, in fact, relatively little. The priority

seems to have been placed on ensuring a steady revenue stream to facilitate
privatization and attract new owners, and to ensure improvements in the qual-

ity and reliability of supply. There is little doubt that significant progress has

been made on these fronts. As Peru enters a more mature stage of reform, it
may now be opportune to examine ways of expanding competition in the sys-
tem, establishing clearer rules of the game (e.g., standards, transmission ex-

pansion, and the VNR), and reducing regulatory risks.

El Salvador—Off to a Good Start, So Far

The newest entrant to the electricity reform process is El Salvador. The Salva-
doran approach to electricity reform provides a short but helpful illustration of
how, in our view, the process of electricity sector reform should be pursued. The
government has made it clear that its overall goals, in order of priority, are new

investments, reduction of fiscal burdens, and promotion of efficiency in deliver-

ing power to all users. To meet these objectives, the government has laid out a

fairly comprehensive and well-considered reform program that, interestingly

enough, envisions an immediate jump to a Model 4 world—full retail competi-

tion. This will require a significant degree of both vertical and horizontal separa-

tion and the introduction of sophisticated metering, billing and clearing and

settlement systems. While full retail competition is certainly an aggressive (some

have argued unrealistic) objective, it appears that the government has given con-

siderable thought to the means and ends of electricity sector reform.

Following initial analysis and design work in 1995-96, the government

passed its new Electricity Law in September 1996 and established a multisector

regulatory agency, SI GET. During the first half of 1997, the government issued its

draft regulations and invited comments from various stakeholder groups. The
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government then undertook the restructuring of CEL, the vertically integrated

state-owned utility, and also established an independent system operator. Finally,

with most of the principle pieces in place—structure, regulatory agency and rules,
and market mechanisms—the government moved ahead to privatize the assets
and phaseout, in a programmed fashion, any remaining subsidies.

If process is any determinant of outcome—and it often is—El Salvador
will be able to reap important benefits from the reform of its power sector.
Much will depend on the ability of the new political configuration in El Salva-

dor to maintain the consensus for reform and continue on the steady path of

implementation. However, the process is still in its early stages in El Salvador.

There are indications that the new political configuration may not support the

planned trajectory of the reform. Moreover, past difficulties and commitments
may resurface and inhibit implementation of what is a well-developed reform
design.

Conclusions

The process of energy sector reform in Latin America is just beginning in some
countries and has yet to start in others. Only one country—Chile—has a suffi-

ciently long history of reform to begin to arrive at any definitive assessments.
Therefore, the observations and views in this chapter are necessarily preliminary.

But while track records are not yet established and data are weak, eco-

nomic theory and a growing body of examples suggest that there is an appro-
priate avenue for reform. This process begins with determining a compre-
hensive hierarchy of objectives for the sector and then moves to the design
and implementation of an industry structure as competitive as technology
and political constraints will allow. The two principal sets of rules—regula-
tion and trading arrangements—are then built around the structure. Where

competition is possible, it should be allowed to flourish; where it is not, eco-

nomic regulation must be carefully designed and judiciously applied. Once

the regime is in place, private capital should be encouraged to enter and to

charge a price for its entry unencumbered by nonmarket risks and politically

induced uncertainty.

The limited sample presented here shows certain governments have em-

braced this approach and, importantly, have had the political capabilities to

implement it. Argentina and Chile have broadly pursued this approach and

have benefited accordingly. El Salvador would appear poised to enjoy maxi-

mum reform benefits if it adheres to its well-laid plan. Policymakers in other
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countries, perhaps constrained by political factors, haste or a misunderstand-
ing of reform and the role of privatization, have pursued approaches that ap-

pear, so far, not to have produced the best outcomes. This may persist in the

longer term. Perhaps anxious for new capital or fiscal relief, Colombia and Bra-
zil have encouraged privatization before the regime was completely set and

have therefore paid a price in terms of higher capital costs, lower asset prices,
reduced potential for efficiency gains to be passed along to consumers, or some

combination of all three.

Not all countries or sectors may have the political scope to undertake
energy sector reform in the sequence advocated here. They may be constrained

by the political realities of negotiated consensus among parties, states or even

individual ministers with differing or even conflicting agendas. It is important
to state with complete clarity that nothing can substitute for the political will
needed to develop and implement reform. Until such will is present, effective

reform cannot occur. There are no silver bullets. However, once political will
emerges, multilateral agencies and technical advisors can do much to inform

and promote the most effective reform process, and to elucidate the conse-

quences of failing to do so, thus helping governments at least to make informed

decisions.
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CHAPTER 13

Incentives and Implications for

Competition in Power Purchase

Agreements in Central America

Richard Tomiak

Evidence is emerging from all over the world that the development and re-

structuring of energy markets is a slow and difficult process, highly politicized
and invariably characterized by the need to reconcile a broad range of conflict-

ing objectives.

What is also becoming clear is that each country or region pursuing re-

form needs to go through its own individual evolutionary process in order to
establish a robust and workable market structure. Opportunities for short-

cuts—that is, for moving straight to a "final" position based on the experiences

of other countries—may appear attractive, but do not offer stable and lasting
solutions.

However, it would be equally unrealistic to ignore the existence of an
increasingly pervasive international energy scene. Inevitably, the reform agenda
in any one country or region will be influenced to some degree by trends and
events in others. There are benefits to be derived from sharing the experiences
of the British experiment, started by Margaret Thatcher's government in the
late 1980s, as well as the Latin American, Scandinavian and North American

models, which will no doubt provide a number of salutary lessons for energy

sector policymakers in Central America.

The Central American power market has several characteristics that merit

special attention when considering the extent to which foreign experience can

be applied in the region. The most obvious point is that the Central American

countries are small, both in terms of their geography (area, population) and

their power systems (installed capacity, per capita consumption). Any plans to

develop their power systems would clearly benefit from implementation at a

regional rather than a national level.
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310 RICHARD TOMIAK

Table 13.1. Central American Power Capacity and Consumption

Guatemala
El Salvador
Honduras
Nicaragua
Costa Rica
Panama
Latin America &

the Caribbean

Installed
capacity

(MW)

1,045
781
541
456

1,009
987

164,928

%
Hydro

8.5
8.6
6.7
0.2
5.4
6.8

4.9

Nonindustrial
consumption
(kWh p.a.)

177
298
207
232
919
846

625

Industrial
consumption
as % of total

47
52
78
23
75
56

61

Electricity
consumption

growth, 1990-93

34
34
36
21
23
16

49

Source: "Electric Power Sector Reform in Latin America and the Caribbean," Manuel I. Dussan, Infrastructure and Financial Markets
Division, Social Programs and Sustainable Development Department, Inter-American Development Bank, June 1996.

Table 13.1 shows that in all the Central American countries, industry ac-

counts for a much smaller proportion of total electricity demand than in Latin
America and the Caribbean as a whole. However, the table also shows that,

with one exception, growth in Central American electricity consumption in
the early 1990s has been higher than the average for Latin America. This fact,

coupled with a significant dependence on imports to meet energy demand,
means that there will be increasing pressure for reform to produce a more effi-
cient power sector.

In all the countries of Central America, state-owned monopolies domi-
nate the electricity industry and the degree of vertical and horizontal integra-
tion is consequently very high. Institutional structures are weak and govern-
ments, either directly or through state-owned enterprises, organize and con-

trol most of the planning and investment processes that shape longer-term

development. They also intervene in the operational side of the industry. Cen-

trally-planned expansion strategies still tend to be imposed from above, and

private sector participation in the process is negligible.

The financial condition of state-owned enterprises is correspondingly
weak, and this can lead to problems once independent project developers come

to regard them as potential credit risks. These enterprises then have to rely on

the government to provide support in the shape of loan guarantees and debt

service. As a result, it becomes relatively easy for governments to use the utili-

ties to implement politically-driven pricing and fiscal policies.

Despite such problems, the process of economic restructuring and power

sector reform in Central America is under way. It is epitomized by the Central

American Electricity Market Framework Treaty signed in Guatemala in De-
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cember 1996 by the governments of Guatemala, El Salvador, Honduras, Nica-

ragua, Costa Rica and Panama.

Implications of Power Purchase Agreements for Competition

Assessing the effectiveness of a power purchase agreement (PPA) requires be-

ing clear about what the contract was intended to achieve and over what time

period. At the highest level, it is the government's responsibility to set the long-

term strategy for reform and to define a clear overall vision of the kind of en-

ergy market it wants to see developed.

From the outset, one must distinguish between the two fundamental poli-
cies of privatization and liberalization, and recognize that each is undertaken

for quite different reasons. Whereas privatization provides opportunities for

changes in ownership and redistributes cash flows between public and private
accounts, it is only the deregulation and liberalization of market structures

that releases the competitive forces that can bring about improvements in eco-

nomic efficiency.

Some countries have chosen to adopt these policies in tandem, whereas
others have pursued one or the other. Whichever approach is taken, there is no

guarantee of success. Pursuing a strategy of market deregulation—that is, fa-

cilitating competition—may increase perceptions of risk and actually drive
potential new entrants away from the market. Similarly, privatization alone

does not necessarily have any impact on competition. Transferring a monopoly
from public to private ownership does not automatically improve the customer's
position.

Interestingly, the role of PPAs in this context has been ambiguous. On the
one hand, the emergence of independent power projects (IPPs) has forced com-
petition on incumbent generators, but on the other, the long-term PPAs that

support such projects tend to isolate them from competitive pressures.

Recent international experience shows that PPAs pose another conun-

drum for a reforming government; namely, how to resolve the contradiction

between attracting private capital and facilitating competition. A successful

privatization program requires that the government establish a relatively risk-
free commercial framework that offers potential investors the prospect of an

attractive return. In terms of financing independent power projects, the 15-

year PPA has emerged as the mechanism that provides project developers with

the secure, long-term income stream they need to participate in a new and

uncertain market. Yet, it is exactly this long-term contract structure, which pro-
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312 RICHARD TOMIAK

tects IPPs from market forces, that constrains the government's ability to achieve
the longer-term objective of full competition.

The adverse consequences of failing to reconcile these conflicting pres-

sures are now materializing in the United States and Great Britain, where, as
the level of competition rapidly increases, the question of stranded IPP assets

(sometimes called "legacy contracts") has raised concerns.

Evolution of PPAs

PPAs can be categorized as being either "technical" or "financial" contracts.

Although the situation is changing, most PPAs today are of the technical vari-

ety. They manage the technical risk of building and then operating the plant,
but they do not deal with market risk, that is, ensuring that the output of the

plant can be successfully sold in a competitive market. In fact, technical PPAs

are based on the premise of isolating the project from any market pressures

and delivering to its owners a guaranteed long-term stream of income. If not

exactly desirable, at least this is deliverable in a world of monopoly markets.
But if it is the wish of government to create competition at all levels of the
electricity supply chain, then such contracts are not the answer.

There are several consequences of entering into a long-term, low-risk,
technical PPA. The first is that the generator becomes immune to market disci-
pline, and payments flow on the basis of physical rather than commercial (i.e.,
competitive) availability. Subsequently, as escalation clauses are applied over
time, the power purchaser faces the risk of the energy price becoming increas-
ingly uneconomical as regulation becomes tighter, competition develops, and

new and more efficient plants come onto the system. Thus, in the medium to

long term there is growing pressure to break the contract, followed possibly by

expensive litigation and court hearings.

There is probably much support in principle for the view that a long-

term PPA should not be regarded simply as a fixed, legally binding contract,
but rather as an ongoing, flexible relationship between two equal parties. Much

can happen over the 15-year life of a typical PPA, so an effective purchase con-

tract must be relatively easy and painless to revisit in the event of any funda-

mental changes to the basic parameters (e.g., fuel availability, fuel prices, new

technological developments).
In the United States and Britain, the original tranche of independent power

projects is now causing major financial problems for purchasers (supply com-

panies), which face the prospect of substantial stranded costs. However, reaction
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to the problems that emerged with the early technical PPAs has gradually given

rise to a number of subsequent developments.

Since the mid-1990s, there has been a move to more appropriate finan-
cial PPAs (structured as "contracts for differences"), which reduce future price
uncertainty but are not technically focused and share risk more equitably be-

tween generator and purchaser. And despite everything that has been said by

the banks about the need for guaranteed income, the British and North Ameri-

can markets are now seeing the emergence of "merchant plant" projects, that is,

independent power projects with no PPA at all, and whose financial viability

depends solely upon successfully competing to be dispatched into the "pool."

The emergence of the merchant plant concept in the more mature mar-

kets has significant implications for the future of generation projects every-
where. For example, energy companies are being established that manage price
risk through active involvement in generation and trading; that is, tolling plants

are built where the commercial risk is borne by the fuel provider.
A merchant plant necessarily represents a higher risk project than one

backed up by a long-term fuel supply agreement and a PPA of equivalent dura-

tion. In addition, the structural problems are fundamentally different from those
of a back-to-back deal. Such projects require a less aggressive capital structure

than conventional generation schemes—they need more equity up front so that

the debt service requirement is less onerous. Projects backed by PPAs and long-

term fuel supply contracts have typically been financed at a ratio of 80 percent
to 20 percent equity, but lenders to merchant plant projects want to see the
operator commit more (perhaps up to 40 percent) of the capital cost.

Not all bankers are receptive to this concept, however, and many still seem
to think they can invest in risk-free projects. However, the competitive pres-

sures are such that the banks will have to get more comfortable with the idea of
riskier projects, since to some extent the structure of a power purchase agree-
ment will always reflect the relative bargaining power of the parties involved.

For example, in Great Britain during the years immediately following

privatization, there were many potential independent power projects chasing a

limited volume of funds. Negotiating strength was very much in the hands of

the financiers who, quite understandably, insisted on long-term contracts that

pushed most of the risk on to the power purchasers. In the last few years, how-

ever, the situation has reversed; there is now a lot of spare cash available, but

not so many projects. Consequently, the balance of negotiating power has shifted

discernibly, and this shift is clearly reflected in the changing nature of the new

generation of PPAs that have recently been signed, with the banks being forced

to pick up much more of the project risk.
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Regulatory Issues

A utility can only afford to commit to a PPA whose long-term competitiveness

is uncertain if it believes it has a secure customer base over an equivalent pe-

riod. This truism suggests that governments ought always to be concerned about

the extent to which existing supply companies are allowed to invest in genera-

tion projects that serve their own customers. Clearly, if a utility can pass-through

output through an independent power project to capture customers at any price,

there will be a serious conflict between its role as an investor in and a purchaser
from that IPP.

To manage the problem of unconstrained pass-through in Great Britain,

a regulatory requirement was placed on utilities to demonstrate "economic
purchasing," i.e., that in light of the prevailing circumstances, purchasing from
an independent power project under the terms of the negotiated PPA was the

best option available.
While such a contrived solution may work quite well in a world of regu-

lated and vertically integrated utilities, it is not consistent with the realm of

competitive markets that the British government is endeavoring to establish,

where adverse movements in escalation clauses can quickly render a genera-
tion plant uneconomical and where, after 1998, all customers will be able to
vote with their feet by switching to a new supplier if they so wish. Despite this
new free market, however, it seems likely that the regulator will abandon cost
pass-through and enforce maximum tariffs to protect the smaller (< 12000 kWh
p.a.) customers who are unable or unwilling to exercise choice.

Regional Issues

In a mature economy, the government can focus on establishing independent,

competitive markets, whereas in developing markets priorities may need to be

quite different. For example, if the level of electrification and interconnection
in a country is low, then a policy of providing incentives to investment in new

generation projects may simply lead to overcapacity in isolated networks but a

large, unserved demand overall. A more relevant policy in such a case might be

to invest in the development and reinforcement of national distribution and

transmission systems.

Security of supply in the United Kingdom is now regulated solely by the

operation of the price mechanism. In less mature markets, it may be more ap-

propriate for the security standard to be managed by government planning.
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For example, in a system where there is a shortage of capacity, the immediate
priority is not the introduction of competition but the expansion of supply.

However, this situation does not preclude privatization. Where supply
lags demand, the first priority may be to invest in new capacity (through inde-
pendent power projects) rather than develop a competitive market (i.e., priva-

tize rather than liberalize). If the government has a defined expansion pro-

gram, it can issue a "request for power" and invite bids from IPP developers to
build additional capacity (competition "for the market" rather than competi-

tion "in the market"). In this case, the technical PPA is probably not an inap-

propriate model to use.

International Comparisons

There will always be strong pressure to adopt practices that have been estab-
lished elsewhere, and this is already evident in some of the purchase contracts
that have been signed in Central America. Similarly, in the early days of British

privatization there was an influx of North American companies and consult-

ants who insisted that only they knew how it could be done. It was true that in
the context of a vertically integrated utility structure, these companies had built

up impressive expertise in how to deal with the demands of the PURPA and

PUHCA legislation. But in retrospect it is clear that this expertise was not par-
ticularly relevant to the British model. Lack of experience, accompanied per-
haps by a lack of confidence, meant that British utilities became too dependent
on the overseas project developers. Much of what was said to be impossible,
particularly in terms of the allocation of risk between parties, turned out in the

end to be quite possible indeed. Hence, it may be instructive to draw parallels
between the British restructuring and the Central American reform program.
(See Appendix 13.1 for a case study of the British experience.)

The Central American Experience

The key precondition for evaluating PPAs—an overall vision for the structure

of future energy markets—already exists in Central America. The Central Ameri-

can Electricity Market Framework Treaty is a clear statement of intent to achieve

efficiency through competition by creating an integrated, centrally dispatched

regional market. Of course, a vision needs to be supported not only by the

enthusiasm and commitment of all the parties concerned, but also by the ere-
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ation of robust infrastructure that enables realization of the vision. At the highest
level, this may well necessitate legal reform to support establishment of a regu-

latory framework and financial restructuring of the existing, publicly-owned
utilities.

Such infrastructure also requires myriad detailed arrangements, includ-

ing establishment of trading forums, agreement on membership criteria and

the rules according to which they are run, creation of a range of financial in-

struments that can be traded on these markets, and nurturing of trading skills

and a new approach to risk management. Work on producing an appropriate
infrastructure is already well under way in the region, as evidenced by propos-
als to establish the El Salvador Energy Exchange.1 A key element in this list of

requirements must be the development of power purchase contracts that are
consistent with and can deliver the global vision.

Central American Power Purchase Agreements

Many separate risks are involved in developing an independent generation

project: the risk that construction of the facility will be delayed, that the plant
cannot be run efficiently, that no electricity will be demanded, and that the
plant will not be available to generate electricity. The assessment of who bears
these risks depends on the structure of each individual project.

One way of analyzing project risks and rewards is to compare the posi-

tions of the participants before and after the project is in place in terms of the
risks that have been assumed and their significance. The key point that emerges
from an analysis of the PPAs and operating agreements currently being entered

into in Central America is that they pass too much of the commercial risk (the

price of and demand for electricity, the cost of fuel) back to the power pur-

chaser. Since there is at present no competition in electricity supply in the re-

gion, virtually all the risk associated with PPAs can be passed on to the (cap-
tive) consumer, who has to pay whatever price is asked.

However, once competition is introduced, the situation will change radi-

cally and customers will be free to switch suppliers as they wish. If it is the

government's intention to deregulate within the lifetime of existing PPAs, then

this freedom to switch introduces major risks for power purchasers who could

'See "A Competitive Electricity Sector in El Salvador," Pablo T. Spiller, University of Califor-
nia, Berkeley and Law & Economics Consulting Group, Inc., October 1996.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



POWER PURCHASE AGREEMENTS IN CENTRAL AMERICA 317

be left with stranded assets (uneconomic contracts) on their hands. There are
no mechanisms within these PPAs to manage such market risk nor to share the

costs with the project developers. In other words, the power purchasers are
underwriting the bulk of the project risk, and the prospect of economic loss for

the other parties involved is relatively small.

Nonfirm Contracts

The Central American PPAs are all "nonfirm" contracts, in the sense that they

only operate when the plant is physically available, thereby exposing the pur-

chaser to significant market risk on two fronts. If the contracted capacity is
available, the purchaser faces the prospect of being obliged to purchase the

output, even if it is uneconomical to do so. If the plant is not available, then the

risk is how and at what price the purchaser can make good the shortfall in his

energy requirements.
This point provides a clear illustration of how business risks increase with

competition. Some of these are "normal" business risks (e.g., credit risk, data

collection and management), while others have their origins in the fact that

electricity is a commodity, albeit a slightly unusual one because the demand for

it is weather-dependent and inelastic in the short term.

Residential demand typically offers higher margins (customers prefer to
avoid interruptions rather than save small amounts of money) in exchange for
volatility in short-term volume. Under "traditional" monopoly arrangements,
a forecasting error is not a significant risk, and utilities set tariffs and over time
recover their costs. But in a competitive market the supplier cannot afford to

be over or undercontracted. Because of supply side inflexibilities, the short-
term variability of electricity prices can be very high. So, for example, a pur-
chaser who suddenly finds that one of his PPAs is unavailable (or, conversely,

who has underestimated the level of demand) may have to go to the market for

more power at significantly higher prices than planned. In a low-margin busi-

ness such as electricity supply, having to make forced purchases at the wrong

time could reduce annual profits significantly.

Essentially the problem is one of buying short and selling long. In a vola-

tile market it is risky to have a significant mismatch between purchase and sales

contracts. (Box 13.1 quantifies a hypothetical scenario based on the British

market.)

While they expose the power purchaser to major market risk, however,

these PPAs actually reduce the degree of uncertainty for the project by defining
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Box 13.1. Nonfirm Contract Risk Scenario

The information listed below—based on 1995-96 data for one of the

British Regional Electricity Companies—is an example of the risks associ-
ated with nonfirm PPAs. The annual operating profit of $22.1 million (cur-

rent cost accounting) represents a real operating margin of below 1 percent.

Such a narrow margin, typical of electricity supply, means that a power pur-

chaser faces significant exposure to sudden price rises at times when he is

short of volume.

Assuming that an independent power project that is contracted to sup-

ply 10 percent of a utility's energy requirements suddenly becomes unavail-

able, the example shows that an increase in price of 16c/kWh (quite plau-
sible at peak during a winter cold spell) could result in over $200,000 of
additional costs being incurred over a four-hour period. If the plant is then

unavailable for another five days and the cold spell persists, a utility in this
position could see around 5 percent of its annual profits wiped out (assum-
ing prices during the rest of the year remain at "normal" levels; if not the

impact could be even more serious).

Total annual volume supplied 30.5 TWh
Annual operating profit $22.1 million
Average revenue 10.1c/kWh
Operating margin 0.7%

Average hourly volume 3.48 GWh
Hourly PPA volume 348 MWh
Average daily protit $60,500
Assumed extra price 16c/kWh
Additional cost $56,000/hour
Additional cost over 4 hours $224,000
Additional cost over 5 days $1.12 million
Additional cost as % of full year profit 5%

in advance exactly what costs, prices and penalties will be incurred under vari-

ous default conditions. This enables project developers to estimate their poten-

tial exposure with a high degree of precision.

Technical Contracts

In practice, only the technical risks (construction, availability and efficiency)

are being carried by the developers. The project's exposure to these risks tends
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to be limited by putting the burden of proof onto the power purchaser and by

including loose force majeure clauses. In some cases there are even contractual
provisions for the power purchaser to become involved in the construction
and operation of the project.

The tendency for power purchasers to participate in the physical opera-

tion of the plant—making decisions about the timing of maintenance pro-
grams, arranging for availability and other station tests, and so on—is poten-

tially risky because it extends purchasers' involvement into areas that lie out-

side their basic expertise. For example, if there is some doubt as to the technical

condition of a piece of equipment, the purchaser must not be involved in mak-

ing decisions about whether or not the plant should be shut down. Once the

purchaser starts taking responsibility for technical decisions, its position is com-
promised. The physical operation of the plant is entirely the responsibility of

the project, and should not be referred to in the power purchase contract.

The tendency towards technically-based contracts is reflected in many
other ways. For example, the PPAs define contracted capacity at different
temperatures, times and voltage levels. They include complicated procedures

for measuring capacity and mechanisms for delivering reactive power,

and they specify procedures for resolving disputes. None of this detail should
be necessary.

While it could be argued that deep involvement in the technical side of a

project may be relevant if the generator contracts to deliver energy to a single

bulk purchasing agency, it is not relevant in a competitive situation where the
generator only runs the operation if he can deliver output at a lower cost than
his competitors.

Financial Contracts

Where a pooling arrangement based on the British model exists, there is no

need for physical contracts, since all energy is purchased from the pool and not

from individual generators. The generator may have a contract with a pur-

chaser, but the contract then simply deals with transfers of cash relating to the

cost of notional volumes, not physical volumes. The reason a generator would

want to have a contract is that it reduces his risk; he is guaranteed a certain

revenue by the purchaser, no matter what the price in the market. However if

the market price is higher than in the contract, then that generator must re-

fund the difference to the purchaser. If he hasn't been dispatched (and there-

fore hasn't earned the high pool price), then the generator must find the cash
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320 RICHARD TOMIAK

for the refund elsewhere. (Appendix 13.2 contains a fuller description of finan-

cial contracts, such as contracts for differences.)

It is the generator's risk to manage (a purchaser contracts for a volume of

energy at a given price over a specified period) how to deliver energy that is of

no interest to the purchaser. It is up to the generator to ensure that his plant is

running efficiently, that fuel is available at the right price, and that the plant

is run so as to make an acceptable return. In the event that the plant is not

available to generate, with the exception of predefined force majeure events,

the project must make alternative arrangements to honor its contractual

commitments.

Force Majeure

The force majeure provisions in Central American PPAs are invariably loose

and favor the project developer. A common feature of the contracts is a clause
stating that force majeure "includes, but is not limited to" a list of defined events.

There are also the usual vague references to "acts of God," sometimes accompa-

nied by a list of specific exclusions or by a partial list of inclusions. From the

purchaser's point of view, this is unsatisfactory because it leaves too much open
to retrospective negotiation and interpretation.

Indeed, some of the PPAs state that the burden of proof falls onto which-
ever party is raising a dispute, which is unacceptable. The power purchaser has

entered a contract to buy power and the generator must honor that commit-
ment. Should the plant fail to run, the generator is still obliged to find alterna-
tive ways of supplying his contracted volumes and the purchaser is indifferent

as to how the generator achieves this. Only if a force majeure event occurs is the

PPA suspended, and it is then up to the generator to demonstrate that this is

actually the case.

Although it may require a lot of hard work, contracts need to be negoti-

ated so as to unambiguously define what constitutes a force majeure event,

instead of listing what does not. If an unplanned outage then occurs, the onus

falls on the generator to prove that a force majeure event has taken place, rather

than on the purchaser to prove that it has not. The issue rests on agreeing as to

what events or circumstances are genuinely beyond the control of the project

developer. Local strikes, for example, may not be, and all but the most extreme

weather conditions should be accounted for, reducing the definition of these

vague terms. To date, the Central American PPAs have not tackled these issues.

However, in the same way that technical considerations are of no interest
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to a power purchaser, the inclusion of force majeure provisions is ultimately
irrelevant in a financial-style contract. Indeed, in the British market, the trad-

ing instrument known as the Electricity Forward Agreement contains no force
majeure clause and yet has come to be accepted by most generators as an ac-

ceptable contract form.

Price Indexation

In general, the standard Central American PPA stipulates that the project will
earn capacity payments simply on the basis of demonstrating availability, and

that payments will then increase according to a specified schedule or move in
line with a (usually fixed) escalation clause. Similarly, the cost of energy is linked

to input fuel prices. Sometimes these are world market prices as reported in,

for example, Platt's Oilgram Price Report, or they may be the prices paid at the
local port of entry. In addition, there are often further adjustments applied to
O&M costs based on the prevailing inflation rate. In any industry trying to

reduce costs, there can be no justification for agreeing to provide a project de-
veloper with the luxury of an ever increasing revenue stream.

These arrangements ignore the reality that in a less than perfectly free

market, electricity prices are no longer set by traditional input cost drivers, but
instead are increasingly determined by strategic and behavioral factors, as com-

panies attempt to outmaneuver their existing and potential rivals. Under such
circumstances, pricing behavior is better explained by reference to game theory
than by traditional economic analysis. By linking PPA prices to irrelevant indi-
ces, the generation project is effectively insulated from local market pressures.

Figure 13.1 shows how pool prices (time-weighted PPP) have moved in
Great Britain since 1993 relative to the prices of generation fuels and to a fixed
escalation of 3 percent per annum. It is clear that for the power purchaser, an

inappropriate form of price escalation makes the effective PPA price

uncompetitive, while leaving the generator with a profitable and safe invest-

ment. It is essential in a competitive market that incentives be provided so that

IPPs can be as responsive as possible to end-user prices.

Foreign Exchange Risk

Most of the PPAs entered into by Central American utilities pick up foreign

exchange risk. Typically, contract prices are either expressed in U.S. dollars or
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Figure 13.1. United Kingdom: Indices of Energy Prices

are linked to the dollar exchange rate. There is no fundamental reason why this
should be so (other than to reduce the developer's risk profile), and it is impor-

tant that utilities, perhaps with government support, attempt to negotiate their
way out of this inequity. Breaking the linkage has been achieved in Brazil, where

PPAs cannot be indexed to the dollar. While this will create significant risk for
IPP returns, since it could lead to a misalignment between developers' rev-
enues and their debt repayments, the risk would appear to be controllable. The
management of currency risk is now a well-established science, and project

developers, if encouraged to do so, can engage the expertise to help them to
deal with such risk by means of a number of financial instruments.

Managing Price Risk

Because price risk is not yet a high profile issue, the Central American PPAs to

date have failed to address it. The risk that the output of a project might be-

come uncompetitive in the market can be managed in several ways.

First, the risk can be shared with the other parties involved in the scheme,

such as the plant owner or the fuel supplier, both of whom can adjust their

profit margins in order to maintain a competitive final price (fuel supply con-

tracts therefore also need to be flexible and dynamic).

Second, the purchaser himself can manage risk more effectively by en-

couraging and participating in the creation of trading instruments and mar-

kets, and by developing trading skills within the company itself.
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Third, a robust PPA should, in any case, contain internal mechanisms
for dealing with price risk. Features such as indexation to end-user market prices,

periodic contract reviews (i.e., "evergreen" contracts) and agreed re-opener
clauses (if certain parameters move beyond defined limits) must be on the
agenda for any contract negotiation.

Refinancing the Deal

In the past, by insisting upon virtually risk-free PPAs, project developers were
able to realize handsome profits. There is a particularly attractive opportunity

to enhance earnings (and, it has to be said, not unreasonably so) by refinancing
the project once the construction risk has been successfully dealt with. While
the developers undoubtedly deserve to be rewarded for their contribution to

managing the risk, how much of the benefit should be directed toward cus-
tomers ought to be recognized as a major point of contract negotiation. Unfor-

tunately, this is often not the case.

Fuel Supply Agreement

Central American PPAs also pass the fuel supply risk on to the power pur-
chaser, on the assumption that any excess costs can be passed through to the

utility's monopoly market. This is not necessarily equitable, and if the com-
petitive vision of the treaty is to be realized during the lifetime of these con-
tracts, then such arrangements cannot be supported. Escalation in line with

any parameter that does not reflect commercial behavior in the local market
cannot be accepted. In a competitive market, commercial risk has to be shared
among all the participants in a project and not just "dumped" on the purchaser.

Project Finance

As well as being perceived as politically risky, Latin American energy markets

are only just starting to restructure, so financiers may well be reluctant to in-

vest in a totally speculative plant unless there is a substantial risk premium.

However, if the commitment to deregulation in the longer term is real, then the

risks associated with 15-year PPAs have to be carefully managed. Perhaps five

years is a more reasonable period over which to guarantee the project an earn-
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ings stream, but after that there must be a mechanism for reflecting market

movements.

The task for power purchasers is to challenge the conventions of the fi-

nancial markets and to demonstrate that the demands of a competitive market

really do reflect the fact that without risk there can be no reward. In theory this

is a straightforward task, but in reality such debates take a long time to reach
resolution. In the interim, it may prove necessary to establish a regionally based

agency that would complement the increased reliance on private sector capital

by providing guarantees with respect to risks that the private sector will not
bear and projects that it will not finance. This agency would act as a transi-

tional source of finance and support until such time as private investors gained

full confidence in the resilience of the restructured system.

The Hydro Factor

Central America has a significant existing and potential hydro resource. Hydro

projects, however, present a number of unique problems for the independent
project developer: they have a long construction period and a high capital re-
quirement, face significant environmental risk, yield an uncertain energy pro-
file because of hydrological risk, and have a long expected plant life. As a result
of these features, positive cash flows cannot be expected until well into the life
of the project (perhaps eight years or more), and financiers will argue that the

shortest maturity of debt that can be supported is 30 years.
To deal with these issues, an independent hydro scheme needs to secure

loan finance with a long grace period during construction and, to match the

projected cash profile, either a front-end loaded tariff or, alternatively, a long

maturity period. Furthermore, a significant proportion of equity finance will

need to cover both construction cost risk and hydrological risk.

In fact, international experience shows that very few large hydro schemes
have actually been financed, and in each case special arrangements (essentially

the provision of government guarantees) had to be made to allow the projects

to proceed. In North America, however, smaller schemes (<50 MW) have proved

easier to finance, and this might be the most productive approach to take, since

few IPP developers seem to be interested in pursuing hydro projects. The rea-

sons for their reluctance range from long lead times and construction cost risk,

to financing problems and environmental issues. However, perhaps the single

most important factor is that hydro projects do not impact a developer's in-

come stream for a long time.
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Developers want to be relieved of risks involving construction costs, hy-
drology or the environment. They would like to have secure PPAs with finan-

cially sound purchasers and, finally, contract prices linked to the U.S. dollar.
Given the preceding discussion, the prospects for privately financed hydro
projects in a competitive market do not look too promising.

The conclusion, therefore, is that despite the availability of the potential

hydrological resource, the future expansion of the Central American power

system will probably be based on thermal plants, perhaps supplied by interna-

tional gas pipelines.

Conclusions

The aspirations enshrined in the Central American Electricity Market Frame-

work Treaty provide the criteria against which Central American power pur-
chase agreements need to be appraised. Essentially, the appraisal needs to be
approached from two directions. The first is a conceptual aspect to define the

details of the new commercial environment, including the role of PPAs. The

second is a practical aspect of deciding how the transition process to that new
environment should be managed. PPAs therefore have to be reviewed not in

terms of current market structures, but in terms of the future objectives that

they should be instrumental in achieving.
Given the traditional, vertically integrated organization of the power in-

dustry in Central America, the PPAs currently in place are structured accord-
ing to what is generally regarded as the standard model, with most of the project
risk being passed on to the purchaser and ultimately on to the captive end-

customer. While it is possible to argue that these PPAs could and should be
negotiated more aggressively, with more of the risk picked up by the project
developers, this would not fundamentally change the nature of the contracts.

When existing contracts are analyzed in terms of their ability to deliver

the vision that the region's governments have signed on to, then it is clear that

they are quite inadequate. Long-term technical PPAs that satisfy the investor's

(but not the customer's) demands protect IPPs from market pressures, when

exactly the opposite effect is required. The best solution to this problem is not
to restructure PPAs, but to actually reconsider their very nature.

In light of the way other markets are developing in response to demands

for greater efficiency in the electricity industry, the Central American coun-

tries need to move from the concept of the PPA as a contract for the delivery of

energy toward the idea of financial instruments that guarantee the purchaser a
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fixed price for a fixed volume of energy, irrespective of the state of the generat-
ing plant.

Electricity has to be seen as a commodity, albeit with some special fea-

tures, traded in a market where effective risk management is the key to success.

Such a change requires institutions, skills, attitudes and therefore, quite prob-

ably, people. If this view of the new commercial environment is accepted, then

what remains is the question of transitional arrangements.

To begin with, it has to be recognized that there are at present genuine

political and institutional risks that will drive private capital away from Central
American markets. While project developers have to be convinced that they
must take on more commercial risk, during the period of transition it may be

necessary to establish national agencies dedicated to providing financial guar-
antees to assuage concerns relating to institutional, structural and country risks.

The existence of such an agency is essential if independent hydro schemes

are to become a viable proposition. Under present circumstances, the unique
project risk that these schemes carry has to be mitigated through nonmarket
mechanisms, although the commercial reality might be that the market con-

siders thermal plant to be the best option for incremental plant (if the pipeline

infrastructure is available.)
It has been noted that 15-year PPAs inhibit progress towards deregula-

tion in Central America by creating long-term inflexibilities. Transitional con-
tracts should therefore be of shorter duration—five years, for example—and
feature re-openers or formally agreed upon procedures for revisiting the con-

tract parameters.
In Great Britain, as the degree of market liberalization has gradually in-

creased, IPP developers have shown themselves prepared to abandon tradi-

tional technical PPAs and move to the financial contracts for differences (CfD)

structure. This change was achieved not through any government or regula-

tory intervention, but rather as a result of commercial negotiation between

sellers and buyers. In many ways this is the most efficient means of managing

the process of change, but unfortunately it is not always possible given existing

constraints and imperfections.

One important way in which commercial risk is managed in competitive

power markets is by ensuring that purchase and sales contract portfolios are

well matched. In a completely free market, a utility has no guaranteed long-

term customer base and therefore cannot afford to commit to long-term PPAs.

However, as was done in Great Britain, it should be possible to phase in compe-

tition in Central America over a transitional period, so that for a limited time,

independent power projects can be financed against a secure customer base, as
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long as the regulatory authorities can be convinced that the PPAs concerned

were aggressively negotiated.

Once competition does become fully established and all customers are
free to change their electricity supplier whenever they choose, there is no longer
room for long-term PPAs in a purchaser's portfolio, unless project developers

are prepared to assume full exposure to the market, which is, in effect, to oper-

ate a merchant plant.
In terms of energy sector reform, every country needs to go through its

own learning process and develop contractual arrangements that suit its par-

ticular circumstances. The combination of national political commitment

coupled with the opportunity to learn from the experiences of other markets

suggests that the road to reform in Central America may be difficult, but is

undoubtedly achievable.
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Appendix 13.1

Case Study: The Experience of the United Kingdom

Reform policies of the British government of the late 1980s were based on the

twin goals of promoting the development of a "shareholding democracy" and

exposing the hitherto nationalized energy industries to the forces of competi-

tion. However, the longer-term goal of introducing competition had to be bal-

anced by the need to create an attractive, predictable, low-risk investment envi-

ronment in the short term (i.e., not too much competition initially).

Independent Power Projects (IPPs)

At the time of vesting in 1990, there was no real experience with developing
generation projects outside the existing industry. Privatization was creating a

new market with no track record, so there was no real understanding of how

the pool might work, nor of what the risks involved in operating in the market

would be. Since they had built up expertise in developing IPPs in the United
States, a number of North American project developers' entered the market
and proceeded to apply their experience to the British model.

The end result is that in the seven years since the British electricity supply
industry was privatized, there has been a dramatic increase in the number of
generators competing in the pool, with at least 21 new companies entering the
market.

The majority of these new IPPs have been what could be called "tradi-

tional base-load projects;" that is, privately-financed combined-cycle gas tur-

bine (CCGT) stations, backed by gas take-or-pay arrangements with fuel sup-

pliers and long-term (15-year) power purchase agreements with the regional

electricity companies that effectively guaranteed a minimum level of annual

income. The PPAs were low-risk for the developers, operationally focused and

based almost entirely on North American contract structures (i.e., compatible

with a vertically integrated industry).

Essentially, the arrangement was that each generation project received

agreed capacity and energy payments from the power purchasers and, in re-

'Companies such as Enron, AES, Mission Energy, CRS Sirrine, and Dominion Energy.
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turn, paid them the revenue that it received from selling into the pool. Unless
the plant was demonstrably unavailable (for example, by failing certain agreed-

upon tests), the capacity payments would be paid by the power purchaser. En-
ergy payments were paid for actual generation, which in turn was determined
by the plant's position in the nationally defined merit order. Attached to each

of the payments was an escalation clause which, in those early contracts, bore
no relationship to market prices but was simply the result of bilateral negotia-

tions between generator and purchaser.

It was assumed at the time that new IPPs would operate at base load. The

fuel contracts struck with gas suppliers not only reflected the high price levels

produced by linkage to oil prices, but in effect created a"take-or-pay" situation,

since the gas had to be paid for whether or not it was actually burned. This, in
turn, resulted in the IPPs offering their output to the pool at or around zero, on

the basis that their fuel bill was effectively a fixed cost.

Having committed a proportion of their purchasing portfolios to long-
term contracts over the last seven years (balanced, presumably, by their esti-
mates of stable, long-term customer demand), any regional electric companies

contemplating future involvement in generation will not have an appetite for

"fixed price" deals of this sort.
The risks that have emerged over the last few years (regulatory interven-

tion, increasing competition, falling fuel prices, etc.), and the fact that these
risks will probably become even more acute in the future, suggest that the origi-
nal model that nurtured competition in generation in the early days of the
privatized electricity industry in Great Britain is probably now redundant.
Committing to a long-term fixed price PPA in a highly fluid and unpredictable
end-user market is commercially unacceptable.

However, there are a number of new "drivers" that will stimulate the con-
tinuing development of IPPs by those companies that wish to enhance their
ability to compete successfully in the supply of electricity. These include:

• The prospect of gaining competitive advantage as a result of lower gen-

eration costs arising from improved technology. This would lead to reduced

capital costs and increased efficiency; attractively priced gas supplies; and the

availability of cheaper finance.
• The appetite of new entrants (both domestic and foreign) to take physi-

cal positions in the electricity market.

• Technological and commercial conditions favoring the specific devel-

opment of mid-merit and peaking projects.

• Incentives to encourage the development of smaller-scale "niche" projects.
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These factors will continue to attract new entrants to generation, specifi-
cally to compete with the incumbent generators (National Power and PowerGen)

in the "mid-merit" market at load factors in the 30 to 65 percent range, par-

ticularly after 1998, when some of the existing coal-based CfDs expire.

Generation Costs

Significant reductions in CCGT generation costs have been achieved since the
first IPPs were launched in the early 1990s, suggesting that a price of 2.2p/kWh
is attainable for prospective projects compared with a headline base-load price

(in 1996 money) of approximately 3.2p/kWh for early projects. This level of

cost incorporates reductions in both the capacity and fuel elements of price.

(1996 price levels)

Turnkey cost (£/kW)
Efficiency (% LHV)
Gas price (p/therm)
Interest rate (Treasury + 1.25%)
Capacity price (£/kW/year)
Capacity price (p/kWh) (90% Load factor)
Variable price (p/kWh)
Total base load cost (p/kWh)

1991 IPP

450
47
21

10.75
118
1.4
1.8
3.2

1996 IPP

300
56
15

9.25
91
1.1
1.1
2.2

New Participants in the Generation Market

Nonregional electric companies. As a result of increasing difficulty in putting

together joint venture IPPs based on the original model, in which power pur-

chasers underwrite the revenue stream for a project by entering into long-term

PPAs, projects have been financed with the power off-take being underwritten

by each project owner in proportion to its ownership.

There are two significant consequences arising out of this structure. First,

responsibility for power purchase is proportional to equity ownership, rather

than being borne by the power purchaser (the regional electric company) alone.

Second, only one company with an existing supply business is usually involved,

with the other parties entering both the generation and supply businesses in

England for the first time. (For example, the recently commissioned Humber

Power Project has shown that it is possible to finance a project with a structure

involving new types of participants.)
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Gas suppliers. The current situation in the gas supply market has created
the possibility of greater involvement in power projects by gas companies. This

is because gas prices have collapsed as a result of oversupply, which cannot be
managed simply by cutting back on gas production in the North Sea, since
infrastructure is in place that cannot easily be redeployed; and because signifi-

cant quantities of gas production are associated with oil production and can-

not therefore be cut back without affecting it.

Gas companies, then, need to flow large quantities of gas from North Sea

fields. One way to achieve this is by converting the gas to electricity through a

"tolling" contract with an IPP, whereby the gas company pays a fixed annual fee

for the right to use a power station to convert the gas at an agreed efficiency.

Such a structure is beginning to materialize in the United Kingdom. In

view of the current surplus of gas, this structure is an attractive means for the
gas supplier to utilize gas and minimize its price exposure to the gas market.

From a project finance perspective, the tolling contract replaces both the gas

purchase and power purchase agreements because the power station revenues
are effectively underwritten by the gas company. This type of project could also

attract companies not actually involved in gas production, but which have con-

tracted to purchase long-term gas at prices above the current market level.

This structure produces a flexible arrangement which need not necessar-

ily be constrained by the usual take-or-pay arrangements. The power station
would only run when it is in the gas supplier's interest, in either mid-merit or
base-load mode depending on the relative levels of gas and electricity prices.

Other players. Major industrial electricity users such as ICI also have the
ability to underwrite the electricity purchases necessary to secure project fi-
nancing, as have other large energy companies such as British Gas. In sum-

mary, there are a number of potential participants in new IPPs that could effec-
tively fill the role of the utility in the traditional project structure. These in-
clude investors wishing to participate in generation and supply, gas suppliers

entering into tolling arrangements, and major industrial electricity users and

energy producers.

Development of Mid-Merit IPPs

Up until now, IPPs have been justified on the premise that they will be low-cost

producers and will operate at base-load at a load factor of approximately 90 per-

cent. Most projects will have take-or-pay obligations on gas purchases of around 85

percent, effectively requiring them to run at a minimum load factor of 85 percent.
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The growing number of new participants in the base-load market has led
to concerns of oversupply, particularly during times of lower demand such as

on weekends and summer nights. This, in turn, has resulted in an increased

interest in designing plants to compete specifically in the mid-merit market,
running at load factors ranging between 30 to 65 percent, where National Power

and PowerGen currently dominate.

Two complementary approaches are required to allow a project to oper-

ate in this mode. One is commercial flexibility to enable the project to reduce

its load factor without incurring take-or-pay penalties under its fuel supply
contract. The other is robust technology to allow frequent starts and stops and
as high an efficiency for as low a capital cost as possible. As was mentioned

earlier, the current state of the gas market provides just the right conditions for

securing a flexible gas purchase contract at competitive prices.
With regard to the technology issue and the selection of plant, there are

potentially two possibilities. One is that additional combined cycle capacity be
added as an extension to an existing plant at an attractive incremental price.

The other is that a high efficiency open-cycle plant be utilized.

The first option may be available at existing (and future) IPPs that have
some provision for expansion. The second results from technological advances
in the manufacture of aeroderivative gas turbines. These turbines are essen-
tially the units that power the latest generation long-haul jets and can offer 50
MW output with approximately 40 percent efficiency. This efficiency does not
compare with the 56 percent available from a 750 MW combined cycle unit,
but the capital cost is lower and the construction time shorter. Furthermore,
high efficiency becomes less significant with decreasing gas prices.

Niche Generators

Aside from changes in the costs, performance and structure of generation

projects, there are a number of niche areas where incentives are emerging to

encourage specific types of projects. Some of the initiatives are government

led, while others flow out of the rules and regulations governing the electricity

market. For example, the government has a stated policy of stimulating the

development of renewable energy generation projects, with the aim of having

1,500 MW of new capacity commissioned by the year 2000. In the areas of

combined heat and power (CHP) and embedded generation, economic

incentives are being adjusted to encourage the relevant parties to optimize their

use of the electricity system and to encourage new entrants on a smaller and
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more local scale (i.e., embedded within regional electric company distribution
systems).

There are other opportunities available in terms of the supply of ancil-
lary services to the national or local grid that are the product of local condi-

tions, such as the provision of reactive power. At the distribution system level,

the injection of generation can lead to considerable savings against investment
in reinforcement, savings which could be shared with the generator. Finally, as
the analysis below suggests, there are important opportunities emerging for

the development of peaking projects.

Impact of IPPs on Electricity Prices

The impact of the new IPPs on market prices has been quite dramatic, but not

perhaps in the way that might have been expected. It has been the pattern rather
than the level of pool price that has been affected. That has been due more to
the reaction of incumbent generators to the prospect of competition than to

anything the new entrants did themselves.
Over the last two years, there has been a fundamental change in the pat-

tern of pool prices. Increasingly (and with the regulator's encouragement), Na-

tional Power and PowerGen have attempted to stretch the differential between

the highest and lowest prices, resulting in the emergence of a significant differ-
ential between the time- and demand-weighted price of electricity.

Year

91/92
92/93
93/94
94/95
95/96
96/97

Demand-Weighted PPP
£/MWh

21.64
23.31
24.87
26.39
26.85
25.84

Time-Weighted PPP
£/MWh

20.81
22.81
24.44
24.00
23.86
23.69

Difference %

4
2
2
10
12
9

This trend has had two important consequences. First, the new base-load

IPPs earn only a relatively modest time-weighted price, while a mid-merit and

peaking plant is effectively remunerated at its more generous demand-weighted

equivalent. Second, accurate forecasting of purchase costs has become more

difficult than ever and, at the margin, there is now a forecasting risk premium

(i.e., at peak times, the potential margin of error has increased and the cost of

managing risk is therefore correspondingly higher).
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Given the current pattern of pool prices, it is clear that a supply business

most needs contract cover over the winter period. In order to manage peak

price risk, a supplier can buy peak type hedges (at a price that reflects the fore-

casting risk premium), build in some kind of contingency, or remain exposed
to the risk. However, estimating the size of a contingency is, by definition, no

easy task. Furthermore, carrying a contingency or provision is not an easy luxury

to afford in a competitive market, so supply companies will have to find some
other means of factoring risk.

One option is to invest in a peaking plant as a (long-term) physical con-

tingency. For the power purchaser, the key question to consider is what is the

forecasting risk premium worth? How much is one prepared to pay, at the limit,

for a peak generation facility/hedge for, say, five to 10 years?
If in the future pool prices remain at their current "stretched" levels, in-

vestment in non-base-load projects should provide the opportunity of an at-

tractive return. But here, of course, lies the risk, because if peak prices are com-
peted down as the result of new entry or as the result of generator bidding
behavior, then the economic justification for the investment disappears.

Contract Structure

In general, the PPAs to date in the United Kingdom have been biased toward
managing the project financiers' risks (guaranteeing a steady stream of income

over time to meet the lenders' target cover ratios). In the new post-1998 com-
petitive electricity market, this level of security will not be available to project
developers. From now on, a power purchaser will be looking for nothing less

than guaranteed price competitiveness from a PPA, not just competitiveness in

terms of pool or contracts for differences (CfD) prices, but in terms of end-

user prices. The starting price of any PPA will have to be one at which a supply

company can be certain of selling to its customers, and the indexation will have

to preserve that competitive edge over the life of the project.

Clearly, this will require that all the parties involved fundamentally reas-

sess their perceptions of what is reasonable in terms of risk sharing. To provide

the degree of price competitiveness that supply businesses will be seeking, a

project developer will not only have to have confidence in the project but also

in the fact that electricity prices will eventually settle into a discernible cycle,

such that over the life of the project, the bad years will be canceled out by the
good.
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Appendix 13.2

Contracts For Differences

Contracts for differences (CfDs) have become established as effective hedging

instruments in many markets. The basic principle is that two parties enter into
an agreement over the forward price of a commodity. Take a consumer who

knows that he will need 1,000 units of some commodity on a particular future

date. One approach would be to contact a supplier and agree on a forward rate;

however, it is frequently more convenient to transact a contract for differences.

As an example, the consumer might agree to a contract for differences on
1,000 units at $ 100 per unit. If the actual market price of the commodity on the

date turns out to be more than $100/unit, the contract counterparty will pay

the difference on 1,000 units; while if the actual price turns out to be less than

$100, the consumer will be obliged to pay the difference on 1,000 units to the
counterparty. Either way, the consumer has effectively locked in a purchase

price for $100/unit on 1,000 units.

Note that in this simple case no payment is made up front when the con-
tract is agreed upon; the only cash flow on the contract is the difference pay-

ment once the actual price is known.

Buyers and Sellers

The party that stands to benefit under the contract for differences if the actual

price is greater than the agreed price is known as the "buyer." This matches
with the fact that "buying" the contract for differences provides a hedge to some-
one who knows he will have to buy the physical commodity. Conversely, the

other party is known as the "seller," since selling the contract provides a hedge

to someone who knows he will wish to sell the physical commodity.

Hedging and Speculation

Of course, contracts for differences only provide a hedge against a correspond-

ing exposure. Someone who buys a contract for differences will be hedged if he

expects a requirement to buy the physical commodity; but if he has no such

expectation, the contract will increase rather than reduce risk: the trader will
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be exposed to the commodity price, benefiting to the extent that the actual

price exceeds the agreed price, but losing to the extent that it falls short.

Success of Contracts for Differences

•Contracts for differences have proved highly successful in many markets. There

are several reasons for this. First, they allow the trader to manage price risk

independently of delivery of the physical commodity. Thus, a contract for dif-
ferences might be agreed upon with a counterparty for whom physical delivery

might not be practical, e.g., due to geographical distance. Of course, in the

electricity market, forward agreements for physical delivery are impractical

because of the nature of the commodity.
Second, when a producer and a consumer attempt to negotiate a forward

agreement, each knows from the start who is to be the buyer and who the seller,
so the producer will offer a high price, and the consumer will bid a low one.

Unless both are keen to trade, agreement may be difficult. Markets for con-

tracts for differences are generally more sophisticated, with brokers acting as
intermediaries guaranteeing anonymity, and able to obtain prices from a wide
range of potential counterparties. (Note that this is not the case for the electric-
ity industry of England and Wales, where CfDs are negotiated bilaterally.)

Third, contracts for differences often provide a focus for liquidity, with
keen prices and low transaction costs. This is partly because traders who have

precise requirements for the type and grade of commodity for physical deliv-
ery may be happy to trade a standard benchmark contract for differences.

Consider a consumer who has a future requirement for grade A of a com-

modity, together with a producer who expects to sell grade C. Say grade A gen-
erally trades for $5 more than grade B, which in turn generally trades for $3

more than grade C. Provided that these price relationships are expected to hold,

the consumer and the producer should be happy to agree to a contract for

differences on grade B at, for example, $100. If the relationships hold, the con-

sumer will have locked in a price of $105 for Grade A, and the producer, a price

of $97 for grade C. Even if the price relationships do not hold exactly, the varia-

tions might be sufficiently small to be acceptable compared with the variations

in price of the commodity overall. The use of benchmark instruments focuses

liquidity and brings down transaction costs. The market then becomes more

attractive to other traders, enhancing liquidity further. C
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Types of Hedge

The arrangement described above was a simple outright contract for differ-
ences (a "two-way" contract in the terminology of the electricity industry).
Other structures are possible: the buyer of a cap ("one-way" contract) pays an

up-front premium to the seller and in return receives a compensating payment

if the actual market price exceeds an agreed price, known as the strike price; no

payment is required if the market price is below the strike. Buying caps offers

protection to the consumer against high prices without requiring him com-
pletely to forego the benefit of low prices.

A floor is a similar arrangement, suitable for purchase by a producer: in

exchange for the up-front premium, the buyer of the floor receives a compen-

sating payment if the market price is below the strike price.

Contracts for Differences in Electricity

Contracts for differences are ideally suited to the electricity market, where physi-
cal forward agreements are impractical, and the daily publication of pool prices

makes settlement of contracts for differences straightforward.
To allow hedging of forward electricity prices, two types of contract for

difference in electricity are available in England and Wales. First, at the time of
privatization, long-term contracts for differences were negotiated bilaterally
between generators and suppliers. Many of these contracts were caps (one-way
agreements), but these have now been largely replaced by two-way hedges. Sec-

ondly, the market for electricity forward agreements (EFAs) was set up to allow
electricity market participants to fine tune their cover, taking into account varia-
tions in demand together with changes in overall electricity market volumes.

The first tranche of PPAs in the early 1990s did not adopt the CfD structure,

although subsequently (post-1995) this did change and some IPPs were financed
on this basis.

Electricity Forward Agreements

EFAs are bilateral outright (two-way) contracts for differences with weekly settle-

ment based on the average pool price. An over-the-counter broker initiates
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transactions by matching potential buyers and sellers anonymously over the
telephone. Once all details of the trade have been agreed upon, the identities of

the two counterparties are revealed to each other. On acceptance of each other's
name, the EFA contract exists between the two parties. The broker has no fur-

ther involvement in the trade apart from the issue of a copy note confirming

the verbal details.

The EFA market should be the natural hedging market not just for gen-
erators and suppliers, but for anyone else involved in the market, or indeed for

other energy traders who wish to take on exposure to electricity. The market is

open to anyone who wishes to trade (although, as in any over-the-counter
market, completing a trade is dependent on finding a suitable counterparty

prepared to take the trader's name).
Given that EFAs are purely bilateral deals arranged through a broker with

no organized exchange, in principle it would be quite possible to trade any

structure of deal required; there is no necessity for standardization. However,
in many over-the-counter markets, although standardization is not essential,
liquidity has tended naturally to focus on particular types of trade. Thus, a

standard form of documentation generally emerges in a well-developed mar-
ket, and trading interest typically centers on certain benchmark instruments,
such as particular maturities and so forth, which are of general interest to the

market participants.
Standard terms. For the EFA market, the electricity companies have agreed

to trade on standard documentation, known as EFA standard terms, which set

out the characteristics of the trade in general, the settlement arrangements, the
events of default, and so forth.

Structure of contracts. A framework has also been constructed for the type

of trade. This framework is sufficiently flexible to allow a full variety of struc-

tures for trading and hedging purposes, while maintaining simplicity. Each day

is to be divided into six four-hour periods, as indicated in the adjacent table.

Trades will cover one of these contract periods for either both days of a week-

end (contract periods WEI through WE6), or all the five weekdays of a week

(WD1-WD6). WE 1-6 and WD1-6 can be traded for a single week or a strip of

weeks as long as is required; one might trade a four or five-week strip to cover

a month, or a 13-week strip to cover a quarter, or even a 52-week strip to cover

a year.
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Won + Tues + Wed + Thur + Fri Sat + Sun

23.00
03.00
07.00
11.00
15.00
19.00

- 03.00
-07.00
-11.00
-15.00
-19.00
- 23.00

WD1
WD2
WD3
WD4
WD5
WD6

WE1
WE2
WES
WE4
WES
WE6

Reference variables. While most EFA trading has been against PPP, it is

possible to trade PSP, SMP, or spreads between them: the PPP/SMP spread is
known as the capacity element, while the PSP/PPP spread is known as the up-
lift.

Settlement. EFAs are cash-settled weekly based on the average value for
the appropriate variable (PPP, PSP, SMP, etc.), for the appropriate contract pe-
riod (WD1-6 or WE1-6), and for the week. The fixings for the variables are

estimated by the pool as part of the running of the physical electricity market,

and are readily available. PPP and PSP settlements are published daily in the

Companies and Markets Section of the Financial Times. The settlement day

follows the arrangements for the pool, which is normally 28 days after the end
of the week in question. Since settlement is weekly, a contract covering a range
of weeks involves a series of cash flows.

Reasons for Hedging

• For insurance. Hedges smooth out short-term cash flow fluctuations
and impose longer-term stability (at a cost, the insurance premium). A com-
pany that knows its future costs and revenues is better positioned to plan stra-
tegically.

• To maintain profitability and competitive position. Hedging need not be
defensive. Risk management can be used positively to position a company for

growth as well as defensively for protecting earnings and current market share.
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