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CURRENCY EQUIVALENTS

Average Jan-Jun 1994 = US$1.00 = B 25.30
Average 1993 = US$1.00 = B 25.32
Average 1992 = USS1.00 = B 25.40
Average 1991 = US$1.00 = B 25.52
Average 1990 = US$1.00 = B 25.59
Average 1989 US$1.00 = B 25.70
Average 1988 = USS1.00 = B 25.29
A\erage 1987 = US$1.00 = B 25.72

ABBREVIATIONS AND ACRONYMS

AAT Airport Authority of Thailand
ADB Asian Development Bank
BMTA Bangkok Mass Transit Authority
BOO Build-Own-and-Operate
BOOT Build-Own-Operate-Transfer
CAT Communications Authority of Thailand
EGAT Electricity Generating Authority of Thailand
ETO Expressway Transportation Organization of Thailand
ERTA Expressway and Rapid Transit Authority
GDP Gross Domestic Product
IDF Infrastructure Development Facility
MCOT Mass Communication Organization of Thailand
MEA Metropolitan Electricity Authority
MOF Ministry of Finance
MWA Metropolitan Water Authority
NEPO National Energy Planning Office
NESDB National Economic and Social Development Board
NHA National Housing Authority
PAT Port Authority of Thailand
PEA Provincial Electricity Authority
PTT Petroleum Authority of Thailand
PWA Provincial Water Authority
RTG Royal Thai Government
SE State Enterprise
SED State Enterprise Division
SEIC State Enterprise Improvement Committee
SEID State Enterprise Improvement Division
SRT State Railway Authority
TOT Telephone Organization of Thailand

FISCAL YEAR

October 1 to September 30



Increasing Private Sector Participation and
Improving Efficiency in State Enterprises

Executive Summary

Introduction

1. In April 1993, the Royal Thai Government (RTG) through the Ministry of Finance (MOF)
requested the World Bank to provide an independent assessment of the privatization strategy put forth in
its 1988 White Paper and on-going privatization efforts by several public utilities. The Government is
committed to increasing the private-sector role in the economy and seeks increased private-sector
financing for infrastructure investments. This report is based on a November 1993 mission- in
response to a government request for additional analysis to support its efforts to improve the efficiency
and effectiveness of state enterprises, and increase private sector participation. The report presents a
strategy and recommendations for expanding private-sector participation in state-owned public utilities
and a step-by-step approach toward divestiture of the 15 largest public utility enterprises.

2. Although the Government and state enterprises can obtain all necessary financing from
commercial and official credits, and foreign indebtedness is not critical, the Government has been
concerned with reducing further indebtedness and government guarantees. While privatization efforts
are occurring in other developing countries, Thailand is substantially different. The main differences
are: (a) Thailand is a highly credithworthy country, with a stable, solid economy; (b) the Thai economy
has been experiencing one of the highest economic (averaging 7.9% over 1980-93) and industrial
growth rates in the world; (c) foreign credit is easily available at conditions similar to those for
developed countries; (d) the number of government enterprises is already relatively few (63), and is
expected to be further reduced during the next few years; (e) Thai infrastructure state enterprises are
generally efficient and profitable, and provide a net substantial financial contribution to the Treasury
(about $781 million in 1993); (f) although many infrastructure services have been growing at explosive
rates (10%-12% a year) most state enterprises have been able to expand their facilities satisfactorily
both by themselves and recently with private-sector participation. Under these favorable
macroeconomic and sectoral circumstances, there is no rationale for rushing into a fire sale of Thai state
enterprises - as has been the case in other countries - and, in fact, a major concern is that sectoral
reform ensures that existing efficiency is maintained and guarantees that huge infrastructural investments
by these enterprises, expected to average about $12 billion a year during the next five years, can be
financed and implemented in a timely manner. This report sets out ways to increase the efficiency of
state enterprises, substantially expand and rationalize private-sector participation in their activities, and
allow for a steady and well-thought-out sale of shares in these enterprises, to reduce or eliminate the
need for government guarantees for financing the infrastructure required particularly by 15 largest state
enterprises.

1/ The mission was led by Messrs. Claudio Fernandez and Ismail Dalla, and included Mrs. Fiona Woolf and Messrs. Bernard

Tenenbaum, Peter Kyle, Ahmed Galal, John Arnold, Shyamadas Banerji and Hafeez Shaikh. Mr. Dalla managed this study after the accidental

death of Mr. Fernandez in May 1994. Specific inputs for the report were received from Messrs. Jeremias Paul (power supply), Harvey Ludwig

(water supply), Leroy Jones (performance indicators), Keat Tian (pension funds) and Martin Edmonds (state enterprises). Joost Polak edited the

report.
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Overview of Thailand's State Enterprises

3. The state enterprise sector. Thailand's economy grew at an average 7.9% a year over
1980-93, and growth is expected to continue at 6% to 8% over the next decade. Thailand's 63 state
enterprises play an important role in the economy. Excluding the Bank of Thailand, the 55 state
enterprises for which data were readily available had total assets at the end of 1993 amounting to
B1,656 billion, 53% of GDP. Their revenue in 1993 was 16% of GDP (B509 billion), and total capital
expenditures 9% of GDP (B285 billion). State enterprise remittances to the Government doubled from
B14 billion in 1989 to B29 billion in 1993, but about two-thirds of the remittances in 1993 came from
only 15 firms. Remittances and dividends increased from about 3 % of government revenues over 1989-
90 to about 5% - about $680 million - in 1991-92.

4. The 63 state enterprises include 24 commercial enterprises that are no longer seen as a
priority for government ownership. In 1993, they represented 9% of state enterprise assets (B152
billion) and 13% of equity (B53 billion). Their efficiency and profitability have declined since 1988,
and they should be a priority for divestiture as there is no longer a rationale or economic justification
for continuing public ownership. These firms operate in markets where there is adequate competition
from private-sector firrms or from imports; their sale would not lead to exploitation of consumers.
Moreover, divesting the revenue-generating enterprises in this category need not deprive the treasury of
revenue; experience elsewhere suggests that the Government could generate more taxes under private
operation as profits go up. It is recommended that the Government sell these firms to the private sector
as soon as possible.

5. There are 18 public utility state enterprises, 15 of which are the Government's main
concern and the focus of this paper. The 15 enterprises are efficient and perform well financially,
except for three for which tariffs have been kept low for social reasons (State Railway Authority or
SRT and Bangkok Mass Transit Authority or BMTA), and the Expressway Transportation Organization
of Thailand (ETO). Thai industrialization has been rapid and a major government concern is ensuring
financing for extremely high increases in infrastructure investments. Capital expenditures by the 15
public utility enterprises rose at an annual average rate of 54% over 1989-93 to B243 billion, and are
expected to grow at an average annual rate of 8% to B417 billion in 2000. The remaining 21
enterprises include 12 promotional and non-commnercial agencies and 6 financial institutions.

6. These very large projected investment capital needs are a major impetus for the
Government's privatization thrust, as it believes that further expanding already considerable private-
sector participation in infrastructure services will ensure that their investment needs will be fulfilled by
domestic and international capital markets, rather than government-guaranteed loans. However,
financing of such a large investment by the private sector remains a formidable challenge. A possible
avenue of financing infrastructure in the intermediate term is discussed in para. 68.

Increasing Private Sector Participation

7. Privatization Strategies. Each infrastructure sector requires definition of a desired
medium- and long-term sector structure and strategy, and mechanisms for private-sector participation to
provide additional financing, reduce costs through competition, improve labor and asset utilization,
accelerate growth, reduce political interference in investment and operating decisions, and reduce the
size of government and its role in commercial activities. Many of the statutes governing the activities
of state enterprises restrict private sector involvement, and it is recommended that Thailand enact a
general law to repeal those restrictions.
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8. The March 1992 Royal Act on Private Participation in State Affairs facilitates private
sector participation in state enterprise investment projects costing more than B1.O billion (US$40
million). A list of proposed projects for build-own-and-operate (BOO) or build-own-operate-transfer
(BOOT)Z1 should be presented to the Cabinet and updated annually. We also recommend that
enterprises submitting projects for National Economic and Social Development Board (NESDB)
approval be required to involve the private sector - or justify why private sector involvement by joint
venture, concessions, or other means is not appropriate. Given the need to expand coverage rapidly
and its macroeconomic effects, the reform of the energy sector is seen as the highest priority, followed
by power, transportation, and water supply, respectively.

9. Energy sector privatization strategy. Private participation in the energy sector began
with the Electricity Generating Authority of Thailand's (EGAT) 1993 establishment of EGCO, a
subsidiary generating company with an initial capacity of 600 MW that will be privatized by at least
49% in 1994 and then compete for building new generation capacity. Petroleum Authority of Thailand
(PTT), also in 1994 successfully privatized a subsidiary, PTT Exploration, and the initial public
offering of PTTEP was highly successful. Over the next five years all sector enterprises (EGAT,
Provincial Electricity Authority or PEA, Metropolitan Electricity Authority or MEA, PTT) will be
corporatized. EGAT will identify and bid out generation projects to independent power producers, and
up to 50% of the shares of EGAT, PTT, PEA, MEA could be offered to domestic and foreign
investors.

10. The structure that seems most likely to develop would retain EGAT as a vertically
integrated entity responsible for meeting Thailand's generation requirements as either producer or
buyer, and with sole responsibility for high voltage transmission and central dispatch. Independent
power producers would then compete to sell power to EGAT, which will continue its central
procurement and supply functions. Initially, independent producer may not be allowed to make direct
sales to PEA, MEA or other regional distribution companies, industrial, or commercial customers.
EGCO will be allowed to compete against independent power producers for most contracts. At least
two (PEA and MEA) or more distribution companies will have exclusive rights to make bundled retail
sales (except for industrial direct-sales customers now supplied by EGAT) in specified geographic areas.

11. This structure may limit EGAT's incentives to purchase from non-affiliated producers and
achieve effective competition in power generation (from BOTs, BOOs or IPPs). While it is possible for
the Government or a regulatory agency to mandate such purchases, this may not be successful if a
privatized EGAT's economic incentives and corporate culture are to continue building on its own or
purchasing from EGCO. Even if the Government requires EGAT to provide unbundled transmission
service to independent generators or the distribution companies, it will be difficult to enforce this
obligation and introduce more competition. If the Government decides that a separate transmission and
dispatch company is needed, it will be difficult to make this further structural change once EGAT is
privatized as a vertically integrated entity. In our view, the best strategy for a government considering
power sector reform is: Restructure first, privatize later.

12. Energy sector recommendations. Structural changes to increase competition (and
performance comparison) could include dividing PEA into four regional companies and setting a
timetable to replace PEA's cross-subsidy tariffs by budgetary subsidies to maintain government targets
for rural service and income distribution. We also recommend that the Government encourage EGAT
to reduce its ownership in EGCO below 50% as soon as possible.

2/ Build-own-and-operate and build-operate-transfer contracts with the private sector.
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13. To maximize the benefits of privatization we recommend that the Government, as a matter
of priority, mandate competitive procurement from independent power producers, review EGAT's
purchase decisions as quickly as possible, raise EGAT's reserve margin from 15% of capacity reserves
to 25 %, encourage EGAT to develop an inventory of potential generating sites, and avoid a bias toward
large plants and overly specific bidding criteria. EGAT should also publish annual plan documents
setting out Thailand's capacity needs for the next 7-10 years, and hire consultants to support
competitive procurement.

14. Longer-term recommendations for restructuring the sector include distributing EGAT's
generating plants among three or four generation companies, privatizing these plants, and converting
EGAT into a transmission and power pool only firm. Distribution companies should then be allowed to
purchase directly from any generating company or independent power producer, and later large
industrial and commercial customers should be allowed to buy directly from all generators.

15. Power sector regulation. EGAT, MEA and PEA are controlled through a variation of
cost-of-service regulation, which, in the case of EGAT, includes automatic adjustment for fuel costs.
Thailand supplements this with a limited form of performance contract regulation and conduct
regulation by controlling the overall investment program. EGAT has traditionally been a builder, rather
than buyer, of capacity. As it may continue to prefer building new plants to buying from independent
producers, cost-of-service regulation may strengthen this bias and the regulatory commission should
closely monitor EGAT's procurement of new generating capacity and set a program for gradually
procuring a larger percentage of new capacity by competitive bids. The technical and engineering
aspects of independent power producer operations should be regulated by requiring firms to obtain
generating licenses. Setting a regulatory system for gas and for PTT is also a priority, given the
important of this source of energy for the country.

16. Transportation sector strategy. Private-sector participation is already large in
transportation. flowever, contracts with the private sector have resulted in uncoordinated investments,
excess capacity on some modes and routes, and shortages on others. Transport network terminal
operations remain under the control of the Government, but private firms perform an increasing
proportion of these operations through capital leases or management contracts. Nearly all operations in
the major airports and a rapidly growing proportion of seaport activities are performed by users or
third-party operators; an increasing number of private ports are being developed to service industrial
users and shipping lines. The private sector provides financing and assumes the commercial risk for
investments in public transport facilities and equipment where it has been allowed to compete. This
includes mass rapid transit systems and the urban expressways in Bangkok, and purchases of railroad
rolling stock.

17. Poor transport sector coordination stems from the lack of a centralized decision-making
entity. Responsibilities for transport services and infrastructure are spread over three ministries, but
most investment and pricing decisions require Cabinet approval.

18. Most transport services, particularly passenger services, must be designed to meet public
service objectives that are often not financially viable. Government subsidies may be needed because
pricing based on full cost recovery would substantially reduce service utilization and benefits.

19. Thailand has begun using Build-Operate-Transfer contracts to finance, operate, and
maintain part of its transport infrastructure, and experience with these contracts should be reviewed to
ensure that they do not unduly restrict transport access by setting user fees too high, or by allocating
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sections of the network to specific users, unless the Government ensures that comparable services are
available.

20. General strategies can be set out for the three separate areas of the transport system; the
nodes, the links, and the services operating on these links. The strategy for the nodes, including air
and seaports, should be to corporatize the entities responsible for these terminals and spin them off into
autonomous authorities that would contract operation and maintenance of the assets. New facilities
would continue to be financed by the authorities by tapping private capital markets through bonds or
other debt instruments, or through earmarked tax revenues.

21. For links, construction and maintenance should be contracted to the private sector while
the Government provides financing and operates them through semi-autonomous authorities. When the
private sector taps into capital markets, the Government should amortize them over the life of the
investment, usually through Build-Lease-Transfer agreements. Future BOT/BTO contracts should
clearly be able to take into account the overall transportation integration, and avoid the construction of
isolated, uncoordinated systems.

22. The first step for transport services is to unbundle the activities of state enterprises
providing them by dividing services into profit-making activities and public service obligations, or by
function. Promoting private participation then begins by deregulating their activities. State enterprises
could then sell their productive assets or enter into joint ventures with private operators.

23. Private-sector transport infrastructure investment requires careful evaluation. Transport
sector investments are generally justified in terms of the economic activity they generate, including
savings in transport costs and increased accessibility. Participation through contracting for services such
as construction and infrastructure maintenance has been more successful than direct investment. Other
successful arrangements have been joint ventures with the private sector to finance infrastructure
construction, with government providing land and other resources as equity and setting policies for
using the facilities.

24. Rapid transit systemns. A major private sector participation effort is ongoing to try to
solve Bangkok's serious urban transport problems by developing three rapid transit systems.
Although the three systems are completing contract negotiations or starting construction, financing is
not assured. The Government has limited its role to planning the systems and securing rights of way.
The private sector will own, finance, operate, and maintain them for 20 years or more.

25. The transit systems were planned without adequate origin/destination studies and the
impact of the combined system on these patterns, and are not integrated with each other or existing
transport systems. Integration of the MRTA and BMA systems is being addressed by designing
passenger interchanges at crossover points. Integrated scheduling of trains and combined ticketing
systems will depend on agreement between the contractors. The process is unlikely to optimize
benefits, reduce costs, maximize scale economies, or improve the financial viability of the total
system. It will also hinder system integration, and the use of economic objectives for setting tariffs
and levels of service. The Bank recommends integrating the agencies developing these systems and
undertaking a new analysis covering all three systems to ascertain the levels and forms of private
participation that will produce an economically optimal transit system.

26. By transferring commercial risk to the private sector, the Government avoids subsidizing
operation of the transit systems. However, these arrangements replace public service with
commercial objectives; a better arrangement would use management contracts to operate these
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systems, allowing better cost control and efficient use of resources, with government assuming most
of the commercial risk.

27. Transport regulation. While there is a widespread belief that open competition
improves the efficiency of transport, impact on service quality is less clear. In unregulated markets,
there is a tendency for transport prices to be driven down to short-run marginal costs so that returns
on investment are too low to support a regular program of investment. Regulation has been used to
provide more stable pricing and encourage a pattern of continuous investment. Many countries use
government or self-regulation to improve the quality of services and avoid destructive competition.
This has also produced low-cost, subsidized transport of poor quality in many countries. Two
conclusions are clear: where regulations are in opposition to the basic market forces they have
produced unfavorable results - and where market forces do not function properly some form of
regulation is needed.

28. Teleconununications sector. The Communications Authority of Thailand (CAT)
provides post, telegraph, international telephone (except to neighboring Malaysia and Laos), data
services and domestic mobile and paging services, and the Telephone Organization of Thailand (TOT)
provides domestic local and long-distance services, public telephones, and international service to
Malaysia and Laos.

29. Telecommunication services in Thailand have been scarce and unreliable. Telephone
penetration averaged 3 lines per 100 inhabitants in 1992, but is very uneven, reaching 14 in Bangkok
and only 1.9 in other areas, with a waiting list exceeding 900,000. The demand for
telecommunication services has exploded with the rapid growth of the economy. The 6th Plan
encouraged entry of private suppliers services, which has resulted in contracts and investments
totalling about $6 billion besides the two large BTO concessions. In terms of telephone lines, this
will mean a doubling of capacity from 3 million lines to 6 million lines. Private companies are also
providing peripheral services, particularly wireless mobile and paging services.

30. The need for sectoral reform. CAT and TOT have limited institutional, financial, and
managerial resources to expand basic telephone service. Telecommunications development has been
generally correct, but structural changes have occurred without a comprehensive plan or policy
foundation. TOT and CAT are expanding into new markets through private concessions, acting
simultaneously as operators and regulators. This dual role creates conflicts of interest for TOT. In
any case, a first stage to improve these state enterprises and prepare for a their gradual privatization
would be corporatizing CAT and TOT.

31. Telecoms services are financially viable and represent a considerable source of fiscal
revenues. Services are a matter of national security and telecommunications contribute to welfare so
that social objectives affect pricing decisions. The Government needs to formulate a
telecommunications strategy to attract additional resources, open markets to new entries and direct
competition, and increase resource allocations, productivity, and efficiency. Its should promote
growth, expand and improve services, depoliticize decision making, and set and monitor
performance standards for licensees.

32. Telecommunications legislation and regulation. It is recommended that Thailand
adopt comprehensive amendments to the 1934 act to eliminate the Government's exclusive right to
provide telecoms services, and establish an independent regulatory body with authority over telecoms
policies, markets, and suppliers. Regulation will be particularly needed for monopolistic local
telephone services. The regulator should be a commission of three to five members from outside
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government, empowered to regulate prices and carrier relationships, license suppliers, define public
service obligations, set technical standards, and manage the radio spectrum. Regulatory policy will
need to anticipate privatization, market liberalization to admit multiple suppliers, and at least limited
deregulation of the dominant suppliers. Before privatization, the regulator should define policies to
oversee reorganized state enterprises and later to shift to auditing and controlling private firms.

33. The Government, under the proposed legislation, should bear the main responsibility in
opening markets and competition. However, since the main sectoral improvements will result from
adequate competition, which is a continuing process, ensuring that markets are open to new entrants
will be a major target of the regulator. This should include licensing a second carrier for international
service, restructuring domestic tariffs, and opening local access markets to bypass and direct facilities
competition.

34. Telecoms pricing. Regulation preventing suppliers from earning monopoly profits
ensures fairness to consumers and promotes efficiency. At the same time, incentives should allow
returns comunensurate with investment and risks, which requires changing rates in response to
inflation and exogenous changes in costs. Price regulation should also promote fair competition and
require dominant firms to compete on equal terms with new entrants. Telecoms prices should not be
used to raise government revenue. To control abuse of market power the regulator can directly
control the profits of dominant carriers, but it would be better to set maximum prices to avoid
extensive demands on regulatory staff and give incentives for operators to improve productivity
(prices adjusted for inflation less an efficiency factor). The system should allow periodic reductions in
average prices to reflect cost-reducing technical improvements. The regulator needs to establish
monitoring to assess performance and revise prices. Suppliers should have rate flexibility and be free
to set rates within the constraint on overall price levels. Existing arrangements may need revision to
avoid rates being set at a fixed percentage of enterprise costs.

35. Since sufficient competition may already exist in value-added services to obviate the
need for maximum prices, the regulator can simply require that suppliers file price lists for all offered
services to ensure transparency and prevent discrimination among consumers. Notwithstanding the
general objective of regulating only the average maximum price of suppliers, the regulator will need
to review the structure of telephone rates to ensure they correspond to costs.

36. Additional recommendations include replacing local flat-rate call charges with time- and
distance-related rates, and changing access charges for interconnection of international gateway
traffic to the domestic network to reflect the direct costs of interconnection, the conveyance of traffic
over the domestic network, and the cost of supporting public service obligations by domestic
suppliers.

37. Licensing and market entry. Technological changes are rapidly shrinking the scope of
natural telecommunications monopolies. The regulator should encourage this through liberal licensing
policies, favoring entry into markets and, with limited exceptions, issuing licenses to all qualified
suppliers. Qualification criteria should be limited to demonstrating technical competence and adequate
financial resources. For scarce resources - such as the radio spectrum - the number of licenses
may be limited, but the regulator should seek a minimum of two or three suppliers selected by
competitive bidding. Licensing of new services and areas by dominant suppliers should only proceed
after determining that they will not use market power in a discriminatory manner. This may require
structural separation, via separate subsidiaries, or separated accounting, for new lines of business.
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38. In paging and cellular markets, BTO concessions provide sufficient flexibility to enable
independent providers to develop services that compete with TOT and CAT. In contrast, the very
large BTOs to Telecom Asia (2 million lines in Bangkok) and TT&T (1 million lines outside
Bangkok) require the operators to follow the enterprise's tariff structures, equipment standards, and
billing systems. This will require thorough regulatory review to ensure that objectives are achieved
and inject flexibility and some degree of competition. Restrictions on leased private lines should be
eliminated.

39. Regulation of carrier relationships. Competition and the active presence of several
suppliers in teleconununications require new regulatory actions. For the next five years TOT will
control access to domestic consumers, which will give it incentives to favor its vertically-related
value-added suppliers and give preference to its own customers. New entrants to the basic services
markets, suppliers of value-added services, and additional long-distance and international suppliers
require intercomnection. The regulator should enforce the right of any licensed supplier to
interconnect with any other on a non-discriminatory basis. The terms of interconnection can be left to
negotiation between suppliers.

40. Public service obligations. Thai economic development benefits from having
telecommunications services widely available across the country. Suppliers of telephone services have
relied on internal cross-subsidies to supply specific geographic areas and customer groups, who may
continue to merit targeted support to ensure at least limited access. In place of internal
cross-subsidies, funding to provide these services should come from government revenues paid to
suppliers on the basis of services provided. Because of the strong economic and social externalities of
rural communications, using general revenues - or a turnover tax on suppliers - is appropriate.

41. Technical standards. If standards continue to be controlled by dominant suppliers,
there is the risk that they will use market power to discriminate in favor of their own services and
facilities and impose the costs of adapting on rivals. The regulator should establish procedures that
are even-handed yet do not themselves greatly increase costs. New access service carriers, including
wireless services and fixed-line suppliers, will require allocations of telephone numbers compatible
with the national numbering system.

42. The regulator should develop performance indicators emphasizing service quality and
productivity, and require carriers to report regularly. Performance standards should include
availability of service, extent of unfilled service orders, reliability in completing calls, availability of
circuits, and time required to clear faults. Thailand already permits open connection of subscriber
equipment to the domestic telephone network. Type approval for subscriber terminal equipment can
use benchmarks established by European or US standards bodies.

43. Frequency allocation. Authority to allocate radio frequency spectrum affects both
common carrier telecommunications and broadcast telecommunications, and interacts with foreign
policy. The use and value of spectrum for wireless communication is increasing rapidly.
Technological advances are enlarging demand for non-broadcast uses, including mobile and cellular
telephone services, paging, data, and fax. With most of the spectrum allocated, the opportunity cost
of having allocations locked into current uses and licensees is growing. Users should be induced to
shift fixed microwave services to higher bands, introduce radio trunking technologies, and adopt
higher-capacity access systems. Market-based spectrum assigmnent procedures merit
consideration as wireless service markets are liberalized and demand grows. Two alternatives for
improved management of spectrum resources should be considered: retaining management authority in
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the Post and Telegraph Department and empowering the regulator to participate as a public advocate
in its proceedings, or transferring spectrum licensing authority to the telecommunications regulator.

Improving the Efficiency of State Enterprises

44. The Bank strongly support Thailand's efforts to establish an improved framework and
criteria for state enterprise performance evaluation. Improving state enterprises is critical to ensure
adequate performance while government-owned, and to improve share prices at divestiture. In

January 1993 the Government established a State Enterprise Improvement Committee (SEIC), chaired
by the Prime Minister, to increase the transparency of state enterprise operations, monitor
management and performance, reduce subsidies, loans, and guarantees, increase competition and
efficiency, improve accountability, and delegate projects that can be built or operated more efficiently

by the private sector. Our specific recommendations for further improving the performance of these

enterprises are given below.

45. Pricing of services. With or without privatization, the Government should continue to
improve state enterprise performance and strengthen its capacity to regulate monopolistic pricing,
contain costs, promote adequate services, and ensure that social objectives are achieved. It is

particularly important to set adequate tariffs for enterprises like BMTA and SRT that are well
managed and efficient compared with transport parastatals in other countries, but suffer losses due to

low tariffs.

46. Banking. The requirement that enterprises conduct financial transactions only with

government banks is too restrictive and is not working well, since their financial services and
remuneration for deposits is relatively low, and state enterprises should be allowed to select

commercial banks of their choices.

47. Boards of directors and management. The Bank recommends that SEIC strengthen
sections 1. 1 and 1.2 of its Public Enterprise Operating Policies - which call for establishing a

performance evaluation system for state enterprise board directors - by setting criteria for director
appointments based on commercial, financial and managerial expertise in related fields, demonstrated
integrity, and sound judgment. Board members should be appointed for staggered four-year terms to

ensure continuity, and clear rules for dismissing directors before their terms end should limit political

intervention.

48. Mandated activities. The Government should also consider establishing a policy for
compensating enterprises for mandated activities, such as non-commercial or social services.
Compensation could be provided by using public service agreements, that allow enterprises to collect
from the budget the cost of these social services and protect their financial viability. This has already

been applied to SRT.

49. Performance evaluation system. The perforrnance evaluation system established in
1991 has advantages of simplicity and immediate implementation using available financial information
with criteria based on previous performance. An enterprise meeting the financial and efficiency
criteria is given a "Class A" ranking3' that allows additional freedom from bureaucratic interference,

3/ The criteria for Class A status are: annual remittance to the Government of at least 30% of net profits (akin to the
taxation of private enterprises); a net profit-to-assets ratio higher than 6%; a ratio of total personnel expenses to total
costs (operational and non-operational) no higher than 10% (20% for less capital intensive enterprises); an increase in

(continued .. .)



particularly in establishing salaries. Establishing financial indicators is a critical component of any
performance evaluation system. However, this would require following generally accepted accounting
principles (particularly for valuing existing assets, to reflect losses in foreign exchange and account
for pension liabilities) and using private auditors for firms planned for divestiture. Consideration
should also be given to allowing private auditors to become "auditing agencies" under the 1962
Auditor Act.

50. Indicators. The Bank recommended that the performance evaluation system be
reviewed to incorporate more meaningful indicators and an improved evaluation system. All
enterprises should be required at the beginning of each financial year to complete corporate plans and
state performance goals for the next three years. Although the evaluation of commercial enterprises
should use financial performance indicators, we recommend that a more comprehensive evaluation
system be established, including the achievement of government goals for enterprises, and efficiency,
productivity, and qualitative objectives. It is also important to set a system of weights to indicate to
managers the relative importance of each objective and provide a way of ranking enterprises.

51. Performance incentives. Incentives should be established to reward the best performing
enterprises. In Korea, publishing a list of best and worst enterprises has proven a powerful incentive
to improve management performance. While an enterprise may be rewarded by the freedom to
establish salaries, experience with Thai Airlines and PTT indicates that the Government may need to
provide guidelines for gradual salary improvements to maintain incentives to improve performance.
Other countries are using annual systems, including bonuses of 3 to 4 months salary for the best
rated enterprises, which creates strong incentives for enterprises to surpass their targets every year.

52. Organizing the evaluation system. Since staff requirements for a performance
evaluation are substantial and highly seasonal, SEIC's resources must be supplemented with adequate
budget to hire consultants and borrow top financial officials from enterprises.

Facilitating Privatization

53. The success or failure of a privatization program mainly depends on govermnent actions
in choosing the enterprises to be privatized, privatization timing, sales procedures, and, for
monopolistic enterprises, creating a sound and transparent regulatory system. Thailand's Sixth (1987-
91) and the Seventh (1992-96) National Economic and Social Development Plans recognized the
importance of private sector participation and divestiture, and the Cabinet has proposed increasing
already considerable private sector participation in infrastructure services.

54. Future privatization. Thailand's privatization strategy should be concerned not just
with increased financing from private and commercial sources, but also with ensuring that the
enterprises are at least equally, if not more efficient after privatization. This requires a vision of the
future for each sector and reorganizing enterprises to allow competition and free entry when
appropriate. Although the 15 utilities mainly provide monopolistic services, different degrees of
competition are still possible.

3/ (...continued)
productivity equal to or higher than 2% per annum (based mainly on wages, interest and depreciation); and measures
toward privatization.
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55. Privatization policies. The Government's basic policy position in the state enterprise
sector is: that it should not engage in activities that can be better managed by the private sector; state
enterprise management should become more market-oriented and accountable, and be given adequate
autonomy; enterprises that are not operating efficiently should be restructured and become prime
candidates for partial or total divestiture, and private participation should be promoted and expanded
- particularly in basic infrastructure services - through investment concessions and joint ventures to
reduce the fiscal burden, expand services, ensure operational efficiency, and reduce the size of the
public sector. The April 1988 White Paper provided a framework for privatizing the largest 15 public
utility enterprises.

56. Enabling environment. The key to successful privatization is careful planning and good
execution. Increases in welfare and efficiency from divestiture depend on present enterprise
efficiency, the policies applied, establishing competition and, when this is not possible, setting
appropriate regulatory systems. Without adequate attention to these matters - particularly to an
adequate regulatory framework - a private monopoly may be worse than its public equivalent. The
Government should also develop an organizational framework to manage the privatization process;
introduce a legal framework for corporatizing state enterprises, address capital market aspects, and
prioritize enterprises for corporatization and divestiture.

57. Organizational arrangerpnnts. The success of privatization programs is directly related
to the strength of government political commitment and the institutional arrangements established for
their implementation. The relative importance of privatization objectives may dictate the mix between
a centralized system that increases accountability and access to higher government levels, and
minimizes waste and corruption, and a decentralized, independent agency, that maximizes speed and
takes better advantage of competition, but may not be fully accountable. Organizational setups in
countries where large scale divestiture took place included cabinet-level policy- and decision-making
groups to define the scope of the program, provide policy guidelines, approve divestiture proposals,
and choose between options, and implementation groups to prepare recommendations to the decision-
making groups and, with the support of consultants, carry out feasibility analyses, direct the bidding
process, evaluate responses, and recommend awards.

58. The State Enterprise Improvement Committee. In Thailand, responsibility for the
state enterprise improvement and privatization program rests with the SEIC. SEIC has adequate
authority and the capacity to coordinate and implement the program vis-a-vis extremely large and
powerful state enterprises. The Permanent Secretary of Finance serves as secretary to SEIC and day-
to-day implementation of committee decisions rests with the State Enterprise Division (SED) in the
office of the Comptroller General. This institutional structure demonstrates a high level of political
support without a new large bureaucracy. The SED will need major strengthening to cope with
responsibilities for improving enterprises, and even more to coordinate privatization. This group is
dominated by accountants, and includes few economists, capital market specialists, or labor
specialists. Moreover, the staff has no direct experience with divestiture.

59. There are several possible organizational arrangements for facilitating privatization. One
option to establish within MOF, a bureau responsible for drawing up the agenda for the privatization
program and the monitoring of state enterprise performance. The bureau would need clearly defined
functions, powers and duties, and adequate funding and should be staffed from the SED, sector
ministries and the private sector. It will also need assistance from consultants and external advisors.
There may be some advantage to establishing two or three divisions within this bureau - one
concerned with operational and implementation issues for privatization, another with improving
enterprise performance and monitoring, and a third for supervising current enterprise operations.
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While it may take time to establish a bureau, a State Enterprises Improvement Division (SEID) - that
could evolve into the bureau - should be established immediately and staffed with at least two high-
level advisers (category 8-9), and at least five category 7 staff to provide adequate expertise at this
crucial initial stage. SEID should provide the leadership for the program, particularly for privatization
and the proposed performance evaluation system.

60. Studies. While several privatization studies have already been undertaken, there is still a
need for a comprehensive analysis of each of the 15 public utility enterprises, and even more of the
total public enterprise sector structure. Study terms of reference, and draft consultant reports, should
be reviewed by SEIC staff and sector specialists to ensure a consistent approach and make sure sector-
wide strategic issues are addressed at least in one main study within each sector. The privatization
program will require substantial legal work, which will have to be supervised by SEIC.

61. Corporatization. A key method by which state enterprises can be subjected to private
sector discipline and generate capital for their investments is their corporatization and subsequent sale
of shares. This requires converting them to limited public companies. We recommend that
consideration be given to a general corporatization law - or amending the Public Company Act -

to enable the Government to corporatize individual enterprises without further parliamentary
involvement.

62. Labor Issues. In some countries the main resistance to privatization has come from state
enterprise employees concerned about unemployment, lower salaries, and losing pension and
severance payments. Employee and trade union opposition to privatization can be significantly
reduced by government measures that ensure fair treatment for state enterprise staff. A policy that
anticipates labor concerns and provides appropriate solutions will be critical for increasing private
sector participation. We recommend that the Government identify and resolve such concerns before
they become too divisive and intractable.

63. Pension benefits. The MOF is considering a comprehensive review of the social security
system and government pension plans. An option being considered is to adopt a defined contribution
plan and start funding the existing defined benefit plan. Our comments here are limited to the
arrangement for the state enterprises.

64. Some state enterprises (Thai Airlines International, Krung Thai Bank, and PTT) have
recently converted their defined benefit plans into provident funds, which are used widely in the
private sector (para. 65). Although the move to a provident fund system may be logical, there are
several shortcomings in the operational and funding aspects of the current and proposed retirement
systems. The pension liability of each enterprise is unknown, there has been no actuarial assessment
of their pension liabilities and there is a serious mismatch between assets and liabilities. Therefore,
we recommend actuarial valuation of each enterprise to enable the MOF to decide whether to retain
existing systems or proceed with conversion. Provident fund regulations should allow for more
diversified investment portfolios for pension plan assets, and their assets should be independent of
state enterprise finances.

65. Provident funds industry. The pension system for the private sector will be applicable
to converted state enterprises. The private-sector pension system is governed by the 1987 Provident
Fund Act. There are 708 provident funds covering about 400,000 employees, 1% of the active work
force in Thailand. Total assets managed by 16 licensed managers amounted to B21 billion as of
September 1993. While provident fund assets have grown about 37-fold since 1984, their size is
modest compared to Thailand's stock market capitalization of $130 billion (end-1993) and the $6
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billion mutual funds industry. There is also a lack of awareness among employees and employers of
provident fund issues and the act that regulates the operation of private-sector funds. There is,
therefore, ample potential for further growth in the pension fund industry to meet the objectives of
closing the current savings gap, and assisting capital market development.

66. Capital markets and divestiture. The strength of divestiture programs for large
enterprises will depend on either foreign participation or the depth of domestic capital markets.
Divestiture of the 15 public utility enterprises will depend on and greatly affect Thai capital markets
and it probably would be most effective to concentrate initial efforts on enterprises such as EGAT,
PTT, TOT, and MEA, which are more efficient, profitable, and attractive to local and foreign
investors. These five enterprises operate profitably, and will most likely meet Stock Exchange listing
requirements and SEC disclosure requirements. The expected market capitalization for these five
enterprises is large, and the market may not be able to absorb more than 5-10% of their new
securities each year. Simultaneous international offerings will improve chances of success and expand
the market for Thai securities. American Depository Receipts could also be considered for these
enterprises. Offering of preferred shares and convertible securities should also be considered to attract
foreign institutional investors and in conjunction with the Infrastructure Development Facility (IDF)
(para. 68, 4.54 to 4.57). Once they are converted to public companies and improved audits carried
out, underwriters should handle the offerings. A major divestiture to test the market, such as
EGAT's planned public offering of 51 % of EGCO shares in late 1994, will be useful for pricing
future issues.

67. Foreign participation in direct or portfolio investment could increase divestiture yields to
government, and reduce constraints on the size of public offerings and pressures on local financing
for other activities. Direct foreign participation as a strategic partner could also bring in
technical/managerial know-how.

68. Infrastructure Development Facility. Capital expenditures by the 15 public utilities
rose at an annual average rate of 54% over 1989-93 to B243 billion ($9.7 billion); they are expected
to grow at an annual average rate of 8% and reach B417 billion ($16.7 billion) by the year 2000.
This massive investment is essential to support the projected growth of the Thai economy during the
period. Thus far, the RTG and the state enterprises have been very successful in mobilizing resources
from international sources, from both commercial and bilateral entities. It is likely that this approach
will continue to be successful. The RTG should also take full advantage of the availability of long-
term resources from several international private infrastructure funds which have been launched
recently. In addition, the RTG should also intensify its efforts to build up a domestic bond market.
However, given the magnitude of additional funding that would be required to sustain infrastructure
investments and the need for longer term finance, it may be beneficial to explore other alternatives to
reduce reliance on bilateral sources and to diversify the currency mix of borrowings. These options
include creation of (a) a guarantee facility; and (b) an Infrastructure Development Facility. The
guarantee facility is not considered desirable by the RTG given its ready access to the capital market.

69. The other option would be an IDF. The concept and operations of an IDF are discussed
below and are illustrated in Chart 4.1 on page 52. An IDF could expand financing available for
capital expenditures for key infrastructure projects for both private- and public-sector enterprises.
The IDF could be funded by domestic and external borrowing, either through sales of its securities or
direct borrowing, and in part through state enterprise remittances. The IDF could be managed by a
new fund-management company, the Investment Corporation of Thailand (ICT), owned by
Government through the Krung Thai Bank, Industrial Finance Corporation of Thailand, and the
Government Savings Bank. Foreign shareholders could include international fund managers with
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experience in investing in infrastructure projects. Multilateral institutions such as the International
Finance Corporation and the Asian Development Bank might also be invited to have minority
shareholdings in the ICT.

70. The IDF would be a complementary source for infrastructure financing that state
enterprises and private companies could access through loans at market rates and terms, or by issuing
convertible bonds. As equity financing would come from private investors both domestic and abroad,
there would be a need for debt finance to complete the investment for new projects, particularly if the
part financed by export credits was minor. The IDF would not replace the existing process of
allocating investment for state enterprises, but provide additional resources for the enterprises to
complete priority projects within the overall agreed framework for increasing private-sector
participation.

71. The IDF would have the added benefit of assisting development of the Thai capital
marklet. Once the IDF had made substantial investments, it should be able to replenish its resources
by securitizing its assets, or offering securities of companies it invested in blocks or through a series
of mutual funds. The IDF is still a new concept and to date there is no example of a well functioning
IDF in either developed or developing countries. Therefore, there is a need to proceed with great
care. The design of IDF would need to encompass its legal system, management structure,
investment policies, operating guidelines, and funding. The Bank could assist in these areas if the
government desired.

Regulatory Framework

72. Regulation is the direct or indirect government monitoring and control of the prices,
quality of service, and operating and investment decisions of private or government-owned
enterprises. Regulation allows firms to make their commercial decisions within a framework of clear,
certain, and transparent rules. It benefits government by achieving better and more informed
decision-making, improved performance, and raising efficiency and accountability. This results in
better performing and more efficient industries than direct government control.

73. The art of regulation is to know when to regulate and when not to regulate an create
competition instead. Its success depends on a systematic approach that clearly defines an apex
organization - usually an independent commission for each sector- that is responsible for and
coordinates all regulatory actions. Thailand's 7th Plan recommends establishing improved regulatory
systems, and calls for establishing "a permanent body which is independent from political intervention
to supervise and determine price levels for each type of infrastructure services."

74. The need for regulation. Regulation is needed when an industry or sector has the
features of a monopoly. Utilities providing gas, electricity, water, telecommunications and, to a
certain extent, transport have large components that are natural monopolies, primarily because of their
infrastructure requirements. Industrial monopolies, particularly in essential industries with relatively
inelastic consumer demand, inevitably give rise to cost inefficiencies and high prices. Regulation is
needed to protect consumers and encourage efficiency while preserving economies of scale.

75. One of the main reasons for private and public industries failing to perform in a
cost-efficient, consumer-oriented manner is lack of competition. While competition is generally
recognized as the best means of minimizing costs, lowering prices, and improving service, prudent
governments will always have other objectives, including social policy objectives. In some industries
effective competition is not possible and creating it artificially would reduce the efficiency achieved
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from economies of scale. One of the principal aims of regulation is to replicate the benefits - and
economic incentives - of a competitive market structure in industries in natural monopolies.

76. Consumers need protection from monopoly abuse. They also need certainty that quality
services will be provided at prices they can afford. Regulation also protects investors by preventing
direct or indirect expropriation of investment capital, and as a buffer against interference in
investment and pricing decisions. Investor security is especially important in countries such as
Thailand with limited histories of private participation in such sectors as power, and where
investments in infrastructure should grow very rapidly it their quality is not deteriorate. Governments
need regulation to ensure that essential industries operate efficiently and optimize the resources
available to them in line with broader policy objectives ranging from social policy to environmental
protection. Regulation also provides governments information for planning and policy making. At the
same time regulation shields enterprises from political interference by governmental bodies.

77. Regulation and privatization. Adequate regulation requires a general legal and
commercial framework that provides essential preconditions for private investment and ownership by
defining the treatment of property rights and the general rules of the game for the entire economy,
which is critical to competing successfully for private capital. Thailand's existing legal framework is
satisfactory and includes protection from expropriation, arbitration of commercial disputes, and
respect for contract agreements, but an anti-monopoly law (discussed separately) should also be
enacted.

78. The establishment of a transparent and sound regulatory framework is indispensable for
effective privatization of monopolistic state enterprises. Uncertainty reduces the attractiveness - and
prices - of state enterprise assets or shares, and raises the prices of contractors, who seek high
returns to compensate for the uncertainties and risks. Experience in many countries confirms the
importance of putting a regulatory framework in place before transferring monopolistic state
eniterprises to private ownership. Regulatory systems should be established as soon as possible to
define clear rules for financial performance, provide practical experience to staff, and assure the
private sector that the regulatory system is sound.

79. Regulatory goals. Industry structure - especially the degree of competition - is the
most important determinant of the appropriate kind of regulation. The structure should ensure that
reasonable demand for services of regulated utilities are met, the price and quality-of-service interests
of consumers are protected, enterprise economic efficiency is maximized, and investor interests are
protected. Other important considerations in formulating a regulatory regime are: whether new
competition is going to be introduced or monopoly power retained; the sorts of market mechanisms in
the competitive sectors; the extent to which industries are vertically or horizontally integrated, and
ease of entry and exit. The regulatory system for both the public and private sectors should: allow as
much competition as possible; be transparent; be as simple as possible; apply the same principles and
methods to all monopolistic former parastatals; remain at arms-length from government; provide
adequate appeal mechanisms for disputes, and allow adequate participation by the public. It is
recommended that either the Government commission a general regulatory study or include in one of
the privatization laws a definition of regulation for that sector, to ensure that privatization decisions
are consistent with the regulatory system, establish a system for the different sectors that would be
generally consistent and ensure that the approach taken is compatible with the Government's
macroeconomic, social, financial, and institutional objectives.

80. Sector regulation can control structure, conduct, and performance. Privatization provides
governments with a unique opportunity to change the structure of an industry, and a bad choice may
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not be reversible. Once an industry model is approved, all regulation will take place within the
constraints of that model. Conduct regulation is the review and control of operating and investment
decisions of regulated companies. Conduct regulation is based on a lack of trust in firms, and can
result in micromiianaging and shadow management by the regulator. Conduct regulation is the worst
kind of regulation. If a regulatory commission finds itself engaged in substantial conduct regulation,
it meanis regulated firms lack economic incentives to act correctly. Performance regulation is based
on setting one or multiple targets for firms. They can be rates of return on equity (U.S. cost-of-
service regulation) or price caps (British regulation).

8 1. Regulatory independence. No regulator or regulatory commission can be totally
indepenident of political considerations. Nor should it be: It is the function of government to establish
broad national political and economic goals, including those relating to essential industries. Once a
regulatory structure is in place and broad policy goals have been established, these goals are more
likely to be achieved if government restrains itself from involvement in investment and operating
decisions. The danger of using government bodies to regulate industries lies in their potential for
political manipulation. Regulation by government departments also frequently leads to overlapping
ancd confusing responsibilities. We recommend establishing independent regulatory mechanisms
outside ministries and agencies as the solution most likely to avoid micromanaging the
investment and operating decisions of state enterprises. To foster the independence of the
regulator, its cost can be financed by a fixed - normally very small - percentage of the revenues of
the regulated companies. Thailand's long and commendable tradition of not interfering in the
dav-to-day decisions of the main state enterprises has been a key factor in the good performance of
most of them. The creation of an independent regulator or regulatory commission would
institutionalize this tradition of minimal political interference.

82. Independence, accountability, and transparency. Independence in regulation can be
achieved by: setting out clearly the powers and duties of the regulator in legislation; appointing
regulators or commission members for fixed terms (with removal based only on incapacity or
misbehavior); giving regulators financial autonomy, and permanently prohibiting regulators from
w>orkintg for the companies they regulate. Achieving accountability is difficult unless regulators are
directly answerable to appointing ministers or government. A reporting requirement in the form of a
published annual report can be a first step. Transparency can be achieved by: imposing time limits on
regulatory decision-making; requiring regulators to consult with affected interests, consumer groups,
and government bodies; requiring regulators to give reasons for their decisions, and requiring
regulators to publish their agendas, planned deliberations, activities or issues that are to be addressed.

83. A new regulatory regime must tackle the issue of whether to have a single regulator (the
British model) or a regulatory commission (as in the United States). While single regulators can
usually make decisions more quickly than a committee, they may be more subject to political
influence and have a strong interest in holding onto office. Transparency and accountability are also
more likely with a single regulator, as committee structures tend to mask accountability. There are,
however, also risks in a single individual controlling the fate of an industry. Commissions are less
subject to political interference - particularly if member terms are staggered - are more attuned to
Thailand's tradition of multi-disciplinary decision-making, and the danger of manipulation by special
interest groups, regulated enterprises, or the Government is lessened. However, the accountability of
commissions is spread among more people, and the committee may suffer from conflict, delays, and
compronmlses in decision-making.

84. Although there are clear advantages in a single regulatory body for all infrastructure
services, to achieve coordinated policies and optimize the use of resources, there is a danger in
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assuming that a regulatory methodology or solution applies to more all sectors. In Thailand, given
the very different stages of development and needs of each sector, it seem less justifiable to establish
a regulatory commission that deals with all sectors. This may require a gradual approach, beginning
by establishing a single regulatory commission - for, say, telecommunications, where the need for a
regulatory regime is already evident- and then extending or replicating it for other sectors, such as
electricity, where the need is clear, but a structure must be determined, transport, gas and water
supply.

85. The optimum number of commissioners is small and odd, usually three to five; even
numbers can create deadlocks that delay or prevent decisions. Giving a chairman a second or casting
vote is often seen as vesting too much power in one person. A larger number of commissioners make
the decision process long and unnecessarily bureaucratic. The main concern in designing commissions
is to ensure that decision-making is supported by the best specialist knowledge and cross-fertilized
with ideas from specialists and generalists in other sectors. It is better to establish a simple and
flexible structure rather than one that involves many working groups and committees where reporting
lines and accountability can become unclear.

86. We recommnend that the Thai Government give immediate consideration to drafting
regulatory laws for each sector establishing regulatory conmuissions, defining their jurisdiction
and the division of responsibility between the regulatory commission and the rest of the
Government (with ultimate policy responsibility for each sector resting at the ministerial level).
The laws should also establish the number of commissioners, the relationship between the regulatory,
administrative competition, and commercial laws, and the rights of companies or consumers to
appeal.

87. Regulatory control mechanisms. Four main mechanisms are available for controlling
the performance of a regulated monopoly enterprise: cost-of-service, price cap, yardstick and
performance contract regulation. We will focus on cost-of-service and price cap regulation, since
they are more commonly used. However, we recommend examining the use of yardstick for power
distribution.

88. Under cost-of-service regulation the regulatory agency sets the company's overall
revenue requirements equal to the operating expenses, capital costs, and an allowed rate of return on
invested capital. Once an overall cost or revenue level is set, it is then allocated among different
customer groups. This mechanism, as used in United States, often resembles a slow and complex civil
court case, with witnesses for the company and opposing parties, filed testimony, cross-examination
by lawyers, and appeals. A cost-plus regulation can be successful in controlling profits, but
significantly reduces incentives to raise efficiency (which would require a separate approach, like the
performance management proposed by the Government).

89. British price cap regulation uses a retail price index less X (RPI-X) formula and allows
a firm to raise its rates in proportion to the change in the retail price index minus an X-factor targeted
set the impact of productivity increases, demand growth and capital expenditures. In theory, the
British system regulates price, while the American system regulates profits. In fact, the British is the
same as the rate of return regulation but with an five-year lag between cost-of-service reviews.
Therefore, in theory, the price cap formula would give better incentives for a regulated company to
operate efficiently, because the company keeps profits for five years - and loses money if it is
inefficient - but it is still too early to judge whether practice supports this theory.
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Divestiture: An International Perspective

90. In most non-socialist countries almost all commercial and industrial activities are
provided by the private sector, but adequate competition from domestic producers and imports creates
strong incentives for efficiency, innovation and improved management. The penalty for inefficiency is
losing market share, or bankruptcy.

91. Infrastructure utilities differ in key ways from commercial and industrial companies.
Because of their monopolist characteristics deficiencies in power, water, telephones, or transport have
a large impact on other economic activities (employment, industrial development and the welfare of
the population). Therefore, they cannot simply be allowed to go out of business or can be replaced
easily. Many of them provide services considered minimum human rights, such as water/sanitation,
heating and lighting, and basic transportation.

92. Divestiture objectives. Thailand's major motivation for privatization is focusing in
increasing state enterprise investments with minimal government loans or guarantees; the Government
also expects that efficiency gains can be achieved because privatized firms will be more efficient,
flexible, and responsive to market demand.

93. Divestiture benefits. Experience in several countries indicates when a sale structure is
well designed by including measures to enhance competition and establish effective regulation,
divestiture can bring significant gains to the country. The appropriate divestiture strategy for each
country depends on the performance of individual state enterprises, its developmental objectives, and
the urgency of carrying out its implementation.

94. Divestiture emerged in the last decade in response to mounting public deficits that left
fewer public resources to sustain state enterprise expansion or subsidize inefficient operations. A 1994
World Bank study found that divestiture had a positive impact on economic welfare in all but one of
12 cases in Chile, Malaysia, Mexico and the U.K. The bulk of the gains came from relaxing state
enterprise resource constraints, which resulted in significant expansion of services after divestiture; it
also improved productivity through improved labor-management relations, better incentives and
internal reorganization. Divestiture allowed privatized firms to restructure prices to reflect their real
cost to the economy, while effective regulation prevented monopolies from exploiting their market
power. Divested firms diversified output at low cost by capitalizing on their existing strengths.

95. Although there were layoffs or forced retirements, workers were compensated
sufficiently to make them no worse off than before - and some reaped substantial gains through stock
purchases. In most cases, consumers benefitted from expansion and better service, and were
protected from monopoly exploitation - thanks to competition and effective regulation. Foreign and
national buyers, and governments did well on divestitures. Foreigners profited in all but one case,
and contributed to national economies by bringing fresh capital to meet additional demand. Buyers
came out ahead in every case except Mexicana Airlines. So did governments: after divestiture their
treasuries received more in sale proceeds and taxes than they would have in dividends and taxes had
public ownership continued. Only in three cases did governments lose and then only by small
amounts.

96. The size of these gains seems to depend primarily on two factors: the efficiency of the
enterprise being sold and its potential for improvement, and the size of the state enterprise sector in
relation to the economy. For a typical developing country where state enterprises account for 10% of
GDP, the evidence indicates that selling half of these enterprises can result in annual welfare gains of
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about 1% of GDP or 7.6% of government consumption. Additional economic benefits can be
generated by unleashing private entrepreneurial activity, accelerating capital market development,
better use of scarce administrative resources - and heightened productivity in the remaining state
enterprises as their managers and workers recognized that they, too, could be privatized.

97. Key aspects of successful divestiture. Successful divestiture requires decisions on which
enterprises should be sold, how, by whom, to whom, and following what guidelines. The best
approach is to start with enterprises for which there is no clear economic or social justification for
public ownership, such as small enterprises operating in competitive markets. For large state
enterprises in competitive markets, there is a trade-off between the ease with which the best and worst
run enterprises can be sold and the gains from divestiture. These gains are likely to be greatest from
selling the worst-run firms, but these often require financial or organizational restructuring and may
be difficult to sell at prices acceptable to the public. Early sale of profitable enterprises facilitates the
start of a program and brings higher income to the Government, but gains from divestiture are likely
to be smaller.

98. Many infrastructure state enterprises are not natural monopolies, and it is important to
introduce competition in their markets before divestiture. In the electricity sector, for example,
although electricity transmission and distribution are natural monopolies, electricity generation is not.

99. The privatization process can be derailed by allegations of wrongdoing in sales; it is
critical to design a transparent system, based mainly on competitive bidding. Negotiated bids are
subject to claims of corruption and are more easily blocked through legal maneuvers. To avoid
disappointing results, attention should also be given to the qualifications and background of the
bidders as well as price.

100. Partial and full divestiture. Partial and gradual divestiture is preferable for large state
enterprises. After partial divestiture, some countries found that relinquishing control while
maintaining majority ownership increased efficiency. If the Government does not have an immediate
need for resources, as is the case in Thailand, the divestiture process can be gradual, with equity sales
paced to the market's absorptive capacity. However, full divestiture among small investors does not
provide the required management and strong ownership needed for large companies; therefore, it is
important to sell 20% to 40% of the shares to a strategic partner, who can provide the required
technical and managerial leadership. Full efficiency gains can be delayed, unless private management
is allowed to take control at an early date, but for key infrastructure utilities, governments are often
concerned about ensuring adequate service and performance after privatization. Therefore, various
equity restructuring methods have been adopted elsewhere to transfer management control to private
operators with the Government retaining strategic control over managing board authority. For
example, the Government may retain a "golden share", that prevents the entity from being taken over,
changing its business, or removing government-appointed directors. Such mechanisms, which have
been widely used in other countries for large, critical, infrastructure utilities could be incorporated in
a general corporatization law.

101. Enterprise restructuring. Financial restructuring and new investments should be
generally avoided for parastatals that are to be divested in the immediate future, or to make them
more attractive for sale. Restructuring is inconsistent with the belief that the private sector can do a
better job, and may add only a fraction to sale values. On the other hand, legal, labor and price
changes may be unavoidable to permit the sale of firms and ease social costs of divestiture. Typically,
there is a need to establish a joint stock or limited liability corporation, and this opportunity can be
used to establish separate corporations for independent business activities. This requires a careful
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analysis of assets and subsidiary activities to determine which peripheral activities should be trimmed,
the degree of competition that could be established, and perhaps the need to separate some services by
geographic areas. Labor restructuring may also be needed if there is excess workforce.

102. Financial restructuring, although undesirable, may be required to achieve a politically
acceptable selling price for an enterprise, particularly if its net equity is small or negative. In such
cases, the Government can convert some debt into equity, which would result in correspondingly
higher prices. Another, more costly option, which is very difficult to evaluate and has created serious
problems in future competition, is to grant buyers special privileges (exclusive rights, protection from
imports and entry).

103. Popular capitalism. Substantial benefits can accrue to governments from privatizing
large state enterprises through offers in the stock exchange. In several countries this resulted in
'popular capitalism" that shared ownership among thousands of citizens. This is often combined with

offers to the staff and management of firms to purchase part of their shares. The Government should
consider the option of employee participation in the ownership of labor-intensive industrial or
commercial firms, since sales to managers and employees in compensation for retirement benefits has
proven beneficial elsewhere, and could also be considered for an initial placement as it can ensure
employee support for such plans.
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Main Recommendations
(References are to paragraphs in the Main Report)

(A) Increasing Private-Sector Participation

(a) Cross-Sectoral Recommendations

(i) Enact legislation removing restrictions on private-sector participation in state
enterprises (para. 2.8). Prepare an annual list of projects proposed for private
sector participation and require a justification of why large infrastructure projects
could not be undertaken by the private sector (para. 2.9).

(ii) Standardize BOOT/BOO bidding documents. To ensure successful private-sector
participation in infrastructure services, tender invitations should be standardized
for each sector. This will simplify the review award of contracts and help
eliminate negotiations (para. 2.9).

(iii) Ease restrictions on private-sector participation by enacting a general law that
repeals existing restrictions and eliminates the monopolistic rights of some state
enterprises. This should be monitored by the regulator (para. 2.69).

(b) Energy Sector

In the near term (para. 2.71):

(i) Implement structural changes to ensure satisfactory competition, including
privatization of EGCO from EGAT and targeting an increasing percentage of new
plants for private sector competition.

(ii) Although the Petroleum Authority of Thailand (PTT) is an efficient, well-run
enterprise, its benefit to the country will be enhanced when PTT moves towards
greater conmmercialization and corporatization, and converting its oil and gas units
into independent subsidiaries as envisaged in its corporate plan. The relationship
between PTT and the Government also needs to be clearly defined to separate
policy making and monitoring from PTT operations.

(iii) The Government should consider diluting and divesting PTT's shares in its 13
subsidiary companies, particularly those are not in its core areas of operations
(such as fertilizer and chemical companies) over a period of time.

(iv) Study the rationalization of 115 kV lines between EGAT and the distribution
companies to avoid redundancies.

(v) Divide PEA into four regional companies to increase competition (and
performance comparison) and avoid excessive size (a division of MEA into two
companies could also be considered).

(vi) Establish a timetable to eliminate PEA's cross-subsidy tariffs.
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In the longer term (para. 2.72):

(i) Distribute EGAT's generating plants among three or four generation companies
that should gradually be privatized.

(ii) Convert EGAT into a transmission and power pool only utility.

(iii) Allow distribution companies to purchase directly from any generating company.

(c) Transport Sector

(vii) Improve transport planning and coordination to develop an integrated transport
network that pays due attention to public service requirements (paras. 2.25, 2.16).

(viii) Improve the use of waterways, which could provide cost-effective transportation
in Bangkok.

(ix) The Government should act as a landlord, maintaining overall control and
planning responsibilities and contracting out construction and maintenance and
leasing out facilities for operation by users or third parties (para. 2.28).

(x) Corporatize and decentralize the entities responsible for transport nodes. Contract
out the construction and maintenance for links to the private sector. However,
unless individual BOT/BTO contracts, particularly for urban transport, can be
made part of an integrated and coordinated transport system, it may be necessary
to maintain government financing and operate the links through semi-autonomous
authorities. Unbundle transport service activities, divide them into profit-making
activities and public service obligations and deregulate their activities (paras. 2.30
to 2.32).

(xi) Specify common requirements for rapid transit systems (para. 2.41).

(xii) Restudy the allocation of risks between the Government and contractors for large
transport systems (para. 2.50), and draw new BOOT contracts for rapid transit so
that they maintain government capacity to adjust tariffs and service levels to
achieve greater efficiency across the total network (para. 2.51).

(c) Water Supply Sector (para. 2.59):

(i) Revise laws to allow the private sector to own and operate water supply,
sewerage, and pollution control facilities and systems; evaluate potential for
management contracts projects. This would require revising the Ministry of
Industry's procedures, which are very restrictive except for joint ventures with
PWA, to enable the private sector to own/operate these systems.

(ii) Evaluate the potential for privatizing water supply operation and management
while maintaining government ownership of assets.
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(iii) Improve bidding documents by preparing prototypes for the Metropolitan Water
Authority's (MWA) Mahasawad BOOT project and using them for other systems
proposed by PWA.

(iv) Adopt a regional approach to pollution control, as proposed for the lower Chao
Phraya River.

(v) MWA and PWA should establish units responsible for promoting private-sector
participation.

(d) Telecommunications Sector

(i) Draw up a comprehensive strategy and general sector policies to define TOT,
CAT and private sector roles better and separate regulatory from operational
functions (para. 2.64).

(ii) Establish an open telecommunications markets and direct competition, which
would require corporatizing and privatizing the telecoms enterprises (para. 2.66).

(iii) Corporatize CAT and TOT and give priority to their corporatization and
privatization (para. 2.66).

(B) Improving State Enterprise Performance

(a) Financial Issues

(i) Set adequate tariffs for the few state enterprises that are suffering losses due to
low fares but which are generally well-managed and efficient (para. 3.5).

(ii) Allow state enterprises to use private commercial banks of their choices (para.
3.6).

(iii) The Government should compensate enterprises for mandated activities to protect
their financial viability (para. 3.9).

(iv) Commercial audits should fully comply with generally accepted accounting
principles and should be performed by private external auditors to the extent
possible (para. 3.10).

(b) Boards of Directors

Select board members on the basis of commercial, financial and managerial
expertise in related fields, demonstrated integrity, and sound judgment (para. 3.8).

(c) Performance Evaluation

(i) The performance evaluation system should be reviewed to refine its financial
indicators and include other relevant indicators to measure state enterprise
efficiency and achievements better (para. 3.16). This will require revising the
indicators used for each state enterprise to capture enterprise management as well
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as structural characteristics. Establish appropriate incentives to reward the best
performing enterprises on a sustainable basis (paras. 3.1 1 to 3.19).

(ii) SEID should be strengthened and its staff should visit two or three countries that
have introduced performance evaluation systems (para. 3.16).

(iii) Establish a common computerized system for state enterprise financial projections
with adequate details and schedules to produce and consolidate the information
required (para. 3.20).

(iv) Establish incentives to reward the best performing enterprises (para. 3.21).

(C) Facilitating Privatization

(a) Studies

(i) Undertake a comprehensive study of most of the 15 public utility enterprises to
make sure that sector-wide strategic issues are addressed. The privatization study
for the main enterprise in each sector should analyze and provide
reconumendations for the overall sector structure and organization. SEIC and
sector specialists should comment on the draft consultants' reports (para. 4.9).

(ii) Policy studies are needed to define standard privatization policies for all state
enterprises, including sector structure, staff policies, legal structure of new
enterprises, and allowable foreign and staff participation in purchasing enterprise
shares (para. 4.10).

(b) Organization

(i) As one of the options, RTG can consider establishing a bureau in the MOF solely
responsible for drawing up an agenda for the privatization program and
monitoring state enterprise performance (para. 4.15). The bureau should have
clearly defined functions, powers and duties, adequate funding and be staffed with
high-calibre individuals from the existing State Enterprises Division, relevant
sector ministries and the private sector. In the interim, a State Enterprises
Improvement Division should be established and adequately staffed (para. 4.16).
It should be recognized that privatization is a complex process, which requires
experienced advisors to achieve its proposed benefits. Therefore, assistance will
be needed from consultants and external advisors (para. 4.17).

(ii) Revise and approve the highly needed competition law (para. 4.22).

(iii) Establish an improved procurement regime to give confidence and facilitate
private financing, provide proper controls, and protect the Government from
negotiating disadvantages (para. 4.26).

(iv) Review bidding documents for large scale infrastructure projects to establish
competitive, internationally acceptable, and relatively standardized documents, and
encourage private-sector participation (para. 4.28).
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(iv) Review bidding documents for large scale infrastructure projects to establish
competitive, internationally acceptable, and relatively standardized documents, and
encourage private-sector participation (para. 4.28).

(v) Review and issue a comprehensive corporatization law, enabling the Government
to corporatize individual enterprises without further parliamentary involvement
(para. 4.33).

(vi) Protect labor by putting in place, ahead of the privatization, measures that ensure
fair treatment for employees of all state enterprises including increasing severance
pay, guaranteeing retention of employees, and grandfathering salaries and benefits
(para. 4.35).

(c) Pensions

(i) Undertake actuarial valuations to determine the pension liability, compared with
available assets, and appropriate level of contributions, for each enterprise to
enable MOF to make an informed decision on whether to retain the existing
system or proceed with conversion. Allow diversified investment portfolios for
pension plan assets, including a significant proportion of equity-type investments,
consistent with their long-term obligations. Keep pension plan assets independent
of state enterprise finances to ensure equitable treatment of provident fund assets
that are wholly secured independently of employer and the pension plan assets.
(para. 4.39).

(ii) If the MOF implements its proposed arrangements, it should make detailed
projections of expected benefits to determine the appropriate level of contributions
for provident fund members. Consideration should be given to a period of
consultation with employee representatives before pension changes are
implemented, and an employee communications exercise implemented to inform
and educate employees on the changes to their pension benefits (para. 4.40).

(d) Divestiture Targets

(i) The 24 commercial enterprises are no longer a priority for government
ownership, and the Government should sell these firms to the private sector as
soon as possible (para. 4.48).

(ii) Concentrate divestiture efforts on four or five state enterprises (EGAT, PTT,
TOT, MEA and PEA), that are profitable, and attractive to local and foreign
investors (para. 4.48) and employ consultants to carry out independent valuations
(para. 4.50).

(iii) The Government should consider a dilution and divestment of PTT's shares in its
13 subsidiary companies, particularly those which are not in its core areas of
operations (such as fertilizer and chemical companies) over a period of time.
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(e) Infrastructure Development Facility

(i) The Government should consider creating an Infrastructure Development Facility
so that both public enterprises and private corporations could access funds at
market rates and terms (paras. 4.54 to 4.57).

(D) Regulation

(a) Regulatory Framework

(i) A regulatory systems need to be established before the divestiture of infrastructure
services, which are generally monopolistic systems. Regulatory goals should
ensure that demands for services are met, the price and quality of service are
adequate, enterprise efficiency is maximized, and investor interests are protected
(para. 5.23).

(ii) This system should achieve transparency and consistency in regulation by setting a
clear set of rules, known in advance; enforcing rules and establishing mechanisms
to ensure their application; resolve conflicts through binding decisions of an
independent judicial body or arbitration; set clear procedures for amending rules
when they no longer serve their purpose, and introduce a framework of regulatory
incentives to support competition and induce efficiency (para. 5.7).

(iii) The Government should commission a general regulatory study (or include it in
one of the privatization studies within a sector), to ensure overall consistency of
approach and compatibility with its macroeconomic, social, financial and
institutional objectives (para. 5.21).

(iv) The regulatory mechanism system should be independent and preferably outside
existing ministries and agencies (para. 5.39). Regulatory goals should ensure that
demands for services are met, the price and quality of service are adequate,
enterprise efficiency is maximized, and investor interests are protected.

(v) To ensure that the regulatory mechanism is fair and transparent, impose time
limits on regulatory decision-making, and require regulators to consult with
affected interests, consumer groups, and government bodies, give reasons for
their decisions, and publish their planned deliberations (para. 5.42).

(vi) Regulatory commissions rather than single regulators would be more in harmony
with the Thai culture (para. 5.44); they should have small and odd numbers of
commissioners (three to five) (para. 5.50).

(vii) Priority should be given to establishing a regulatory commission for the
telecommunications sector. This model could be replicated with due attention to
sectoral differences among sectors (para. 5.82).

(viii) Immediate consideration should be given to drafting regulatory laws for each
sector (para. 5.54).
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(b) Sectoral Recommendations

(i) To maximize competitive benefits from independent power producers in the power
sector: (i) mandate competitive procurement; (ii) raise EGAT reserve margins
from 15% to 20%-25%; (iii) require EGAT to develop an inventory of potential
generating sites; (iv) avoid bias towards large plants; (v) do not over-specify the
conditions of requests for proposals; (vi) request improvement suggestions from
bidders before closing bids; (vii) announce annually Thailand's capacity needs for
the next 7-10 years; (viii) hire consultants to prepare initial bidding documents;
(ix) review the prudence of EGAT's purchase decisions as quickly as possible
(para. 5.65), and discourage or eliminate bids from affiliated power producers
(para. 5.68).

(ii) It is particularly important to establish an independent regulatory agency to set
prices for gas, allow adequate financial returns for PTT, protect the consumer and
ensure compliance with best industry practices in terms of safety, waste and
environmnental protection.

(iii) For the transport sector additional regulatory recommendations are presented in
paras. 5.76 to 5.79.

(iv) For the telecommunications sector additional regulatory recommendations are
presented in paras. 5.80 to 5.97.


