
Report No. 16364-LV

Republic of Latvia
Renewal of Latvian Infrastructure
through Private Participation
March 11, 1997

Enterprise and Finance Division
Country Department IV
Europe and Central Asia Region

Document of the World Bank

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed

P
ub

lic
 D

is
cl

os
ur

e 
A

ut
ho

riz
ed



Currency Equivalents

Currency Unit = Latvian Lats (introduced May 1993)
US$1 = 0.545 Lats

(as of November 15, 1996)

Fiscal Year

January 1 - December 31

Weights and Measures
Metric System

Abbreviations and Acronyms

LPA Latvian Privatization Agency
PPI Private Participation in Infrastructure
EBRD European Bank for Reconstruction and Development
GDP Gross Domestic Product
EU European Union
UK United Kingdom
ROR Rate of return

Vice President: Johannes Linn
Director: Basil G. Kavalsky

Division Chief: Paul J. Siegelbaum
Authors: Barbara Lee, Warrick Smith

Contributing Staff: John Nellis, Marc Juhel, Dina Grube, Suzanne Coffey
Report Production: Riz Zamnora



RENEWAL OF LATVIAN INFRASTRUCTURE
THROUGH PRIVATE PARTICIPATION

CONTENTS
Page

EXECUTIVE SUMMARY ............................................. i-iv

I. SHIIFTS FROM PUBLIC TO PRIVATE .1

A. Latvian Infrastructure Today .1
1 Inventory of Existing Infrastructure .1
2. Changes in Infrastructure Organization, Operation and Ownership . 2

B. Global Experience with PPI .5
1. Potential Benefits of PPI .5
2. Extent of PPI Around the World .6

C. The Agenda Ahead .7

II. PREPARING THE ENVIRONMENT FOR PRIVATE PARTICIPATION .

A. Assessing Competitive Potential .8
B. Introducing the Benefits of Competition .10

1. Removing Legislative Barriers to Competition .1
2. Restructuring Existing Public Enterprises .12

C. Designing and Implementing Regulatory Reforms .13
1. Establishing Credible Rules .13
2. Tariff Options .15
3. Key Attributes of Regulatory Institutions . 19
4. The Responsibilities of Regulatory Institutions .22

m. DOING THE DEAL ............................................. 25

A. Options for Private Participation .......................................... 26
1. Concessions ........................................ 28
2. Divestiture ........................................ 29

B. The Perspective of the Investor .......................................... 32
1. Typical Negotiating Points with Foreign Investors ........................................ 32
2. Risk Mitigation ........................................ 34

C. The Role of External Advisors .......................................... 36



IV. THE RENEWAL OF LATVIAN INFRASTRUCTURE ....................................... 37

A. Overall Recommendations .......................................... 37
B. Specific Recommendations .......................................... 38

1. Preparing the Environmentfor PPI ......................................... 38
2. Doing the Deal ......................................... 39

C. Future Assistance Needs .......................................... 40

Boxes
1.1 PORTS PRIVATIZATION: A LATVIAN SUCCESS STORY .4
1.2 EFFORTS TO ACHIEVE COST RECOVERY .5
1.3 POTENTIAL BENEFITS OF PPI .6
2.1 RESTRUCTURING MONOPOLIES: FORMS AND RATIONALES .12
2.2 PRIVATIZING HUNGARY'S POWER SECTOR -- REGULATION MATTERS .14
2.3 FORMS OF PRICE REGULATION -- RISKS, INCENTIVES AND DEMANDS .16
2.4 CROSS-SUBSIDIES IN LATVIA'S TELECOMMUNICATIONS MARKET .17
2.5 TARGETING SUBSIDIES - CHLE'S APPROACH .18
2.6 HUNGARY'S ENERGY OFFICE -AUTONOMY WITHOUT AUTHORITY .20
2.7 INFRASTRUCTURE REGULATORS -- THINKING ACROSS SECTOR BOUNDARIES. 23
3.1 LATVIA'S PRIVATIZATION TO DATE. 25
3.2 THINKING CREATIVELY TO INVOLVE THE PRIVATE SECTOR .27
3.3 PRIVATIZING LOSS-MAKING RAILWAY SERVICES -ARGENTINA'S APPROACH. 27
3.4 CROSS-SECTORAL CONCESSION LAWS .29
3.5 ADOPTING MANAGEMENT CONTROL INNOVATIONS IN HUNGARY .31
3.6 INFRASTRUCTURE PRIVATIZATION AND CAPITAL MARKET DEVELOPMENT . 31
3.7 POLICAL RISK IN LATVIA -- HOW DOES IT COMPARE?. 35

Tables
2.1 ILLUSTRATION OF POTENTIAL USE OF DIFFERENT FORMS

OF COPETITION. .10
2.2 ATTRIBUTES OF LATVIA'S REGULATORS COMPARED

WITH INTERNATIONAL BEST PRACTICE .21
3.1 MAIN FORMS AND POTENTIAL BENEFITS OF PUBLIC/PRIVATE

PARTNERSHIPS IN INFRASTRUCTURE ............................................................... 26

Annexes
A. LATVIAN INFRASTRUCTURE: CAPACITY AND UTILIZATION ........................................... 41
B. ASSESSING AND COVERING RISKS,IN GREENFIELD PROJECTS: THE LENDER'S

PERSPECTIVE ......... 42



Executive Summary

1. Latvia' s infrastructure is, for the most part, not in need of urgent expansion. But it
is poorly run and maintained, and Government (both central and local) does not have the
capacity to make the necessary improvements. As a consequence, Latvia, like much of the
rest of the world, is looking to the private sector to assist in bringing about quality and
efficiency improvements in these sectors. This effort will require new information,
knowledge and skills.

2. The purpose of this report is to highlight some of the issues and information most
relevant to the Latvian context which are of particular importance to private participation
in infrastructure. Emphasis has been placed on providing examples of best practice from
theory and international experience.

3. The sheer magnitude of the existing Latvian infrastructure is impressive, however,
substantial reform and investment are needed. The Latvian Government has initiated some
of this reform, by: (i) decentralizing the provision of local services such as water and
sewerage, district heating, urban transport and solid waste; (ii) changing the role of central
sector ministries to focus solely on sector strategy and legal and regulatory development;
(iii) permitting private, competitive activity in new areas such as cable TV and cellular
telephony; and (iv) corporatizing and taking early steps to commercialize and eventually
privatize the four major state-owned infrastructure enterprises (in telecom, power, gas and
railroads). It has also recognized that bringing about the necessary improvements in most
infrastructure sectors --by adopting commercial practices and making sound investments--
will require private involvement of many forms. A first step to attaining this goal can by
achieved by reviewing and building on the considerable international experience in this
area.

4. International experience demonstrates the substantial benefits of using competition
to minimize costs, ensure responsiveness to consumers, encourage innovation and reduce
the burden of regulation. While many infrastructure sectors were earlier branded as
"natural monopolies", it is now known to be feasible to introduce competition into
virtually all telecommunications and transport services and many energy-related activities;
it is also possible to bring competitive discipline to remaining monopolistic activities.
Direct competition is the first best solution in many cases, and, where this is not possible,
other forms of competition have been successfully introduced in various infrastructure
sectors throughout the world, including in many small economies. Competition has the
potential to contribute to improved performance in a wide range of infrastructure areas in
Latvia, for instance, direct competition in power, and yardstick competition in water
supply. EU accession will bring with it the mandate to introduce competition in areas
such as telecom, rail service, power and gas; preparing for that now is critical.

5. Direct competition is typically introduced by: (i) removing legislative barriers to
competition (such as those explicitly limiting entry into a market or those imposed by
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rationing licenses or granting exclusivity periods); and (ii) vertical or horizontal
restructuring of integrated monopolies. The Latvian Government has been hesitant to
pursue private, competitive market solutions in most infrastructure sectors. There has
been a heavy reliance on exclusivity periods that are out of step with conventional
international norms (for instance, in fixed wired and cellular telecommunications and
ports), and studies to assess restructuring have only recently been launched in the power
and rail sectors, in the former not sufficiently in advance of the upcoming divestiture.
Assessments and requisite reforms of this nature should always be done before
privatization; once new private investors consolidate their position, it is much more
difficult to restructure a sector.

6. Regulatory frameworks comprise the rules and institutions established to control
monopoly powers and protect competition. These rules and institutions will provide
protection for consumers and, equally importantly, protection for investors. Establishing
clear and credible rules, particularly regarding tariffs, before privatization and adhering to
those rules is the major hurdle that most governments face. By not adequately fulfilling
these requirements, governments miss opportunities to reap the full benefits that private
investors can bring. Hungary has experienced such problems while trying to regulate and
privatize its energy sector, and the Latvian Government is experiencing the backlash of
wavering on its commitments on telecom tariffs. Governments will inevitably be torn
between the pressures to maintain low tariffs and at the same time allow cost recovery and
permit service discontinuation for non-paying customers. To ease these conflicting
pressures, many countries have placed considerable emphasis on eliminating cross-
subsidies at the enterprise or sector level and developing targeted subsidy systems for the
poorest members of society.

7. The design of regulatory agencies is critical to the successful enforcement of good
industry behavior. There is a growing body of international experience providing
guidance on how best to organize and empower regulatory bodies. Regulators should:
(i) have no conflicts of interest between themselves and the regulated industries; (ii) be
protected from political interference; (iii) retain institutional autonomy to develop and
maintain the requisite expertise; and (iv) operate in a transparent manner accountable for
their actions. Neither Latvia's Energy Regulation Board or the Telecommunications
Tariff Council meet these requirements. There is also emerging best practice on how to
define the responsibilities of the regulatory bodies. Latvia may benefit from assessing and
possibly adopting models from other countries in two areas: developing a single regulator
for most infrastructure sectors; and clearly establishing the interaction of general anti-
monopoly and sector specific legislation and regulatory institutions in order to avoid
uncertainty and overlap. Options should also be explored to strengthen regulatory
capacity at the municipal level.

8. Progress in the privatization of Latvia's tradables sectors has been substantial,
although the program has been criticized for utilizing extremely cumbersome procedures,
concentrating primarily on selling smaller enterprises and reaping fairly limited cash
payments and foreign investment. The program is moving into infrastructure privatization,



iii

which will entail different issues and different skills, as will other forms of private
participation in both existing and greenfield infrastructure projects. Existing privatization
regulations may need to be amended to better accommodate infrastructure privatization.
In addition, the substantial experience and skills which have been acquired at the national
level should be systematically transferred to local authorities.

9. There is a spectrum of options from which to choose when involving the private
sector in infrastructure projects. These range from minimal private sector involvement
(management contracts) to complete private ownership (full divestiture). The extent of
potential benefits (such as bringing in management expertise, increasing tariff discipline,
accessing private capital, developing capital markets, and generating revenues) will be
directly correlated to the extent to which the Government can extract itself from a given
activity. There are many areas, at both the central and municipal levels, where authorities
can more aggressively pursue these different forms of private involvement. In other
countries, for instance, water supply services are provided under a concession agreement
with a private contractor, small fishing and recreational ports are leased completely to
private operators, and traditional candidates for public investment programs (i.e., tunnels,
tollroads, bridges, etc.) are constructed under concession agreements.

10. Several enterprises or sectors are already slated for partial or full divestiture in
Latvia. In all likelihood, these will be carried out as mixed sales, with some shares
targeted for a strategic owner or group, some for employees, some for the general public
and some for sale at a later date. There is significant experience from around the world
related to how best to carry out such divestitures; examples of how to structure different
arrangements for management control, and how to develop capital markets in the course
of divestiture (or later, with larger greenfield projects) are discussed.

11. Investors will bring a number of requests to the negotiating table. Many of these
will be similar to those faced in previous privatizations. Infrastructure privatizations,
however, have some complexities that are rarely met in other sectors. Much of this is due
to the sheer size of the enterprises, and also to the continued need for government
involvement (for instance, in the supply of raw materials, tariff commitments, etc.). Labor
redundancy is such an issue and, in the event of acutely overstaffed enterprises (such as
the railroad), the Government will be faced with defusing opposition to privatization from
labor and ensuring that displaced workers are dealt with fairly. Debt assumption can also
be a negotiable item with infrastructure privatization, particularly with energy companies
which have a morass of unsorted debt, arrears and receivables. Both problems of
overstaffing and debt can entail costly solutions for the Government before, or at the time
of, privatization. Investors may also request that governments provide sovereign
guarantees for all or various parts of infrastructure projects. If necessary, these should be
implemented selectively and focus only on carefully defined political risks, and never cover
commercial risks.

12. Investors will also come to the negotiating table armed with financial advisors,
lawyers, engineers, auditors, etc., and Latvian officials should be accompanied by equally
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qualified experts and negotiators in order to consummate a deal beneficial to all parties.
Advisors will be required for all phases of infrastructure projects, from preparatory work
to designing and completing the transaction. There are at least three important
requirements for engaging international advisors for any type or phase of a project:
(i) only advisors with specific, relevant, and demonstrated experience should be
considered; (ii) advisors should be selected through competitive bidding; and
(iii) payment to the advisors must be structured to bring about the desired result.

13. In sum, considerable action has already been taken towards increasing private
participation in Latvia's infrastructure, and those efforts are impressive. Latvia could,
however, improve on this ongoing work by: more systematically drawing on international
best practice; transferring lessons and sharing experience between sectors; transferring the
knowledge and skills which are being acquired at the national level to regional and local
authorities; and more creatively and aggressively pursuing private competitive solutions.



RENEWAL OF LATVIAN INFRASTRUCTURE

THROUGH PRIVATE PARTICIPATION

I. SHIFTS FROM PUBLIC TO PRIVATE

1. Latvia's infrastructure, inherited from the Soviet system, is abundant yet ill-suited
to a modern, dynamic economy. The Governments, both central and local, which are
presently the owners and operators of the majority of infrastructure facilities, have done
too little to introduce competition in these sectors and are not well equipped to implement
badly needed efficiency enhancing measures. As a consequence, Latvia, like much of the
rest of the world, is looking to the private sector to assist in bringing about quality and
efficiency improvements in these sectors. Private participation in infrastructure (PPI)l
will, however, require new skills to address the issues and tasks not previously
encountered during privatization of other sectors of the economy. This paper highlights
those features which are of particular importance to private participation in infrastructure
and provides examples of best practice from theory and experience in other countries.

A. Latvian Infrastructure Today

2. Latvian infrastructure is, for the most part, not in need of urgent expansion. It does,
however, require considerable maintenance and these needs will increase as major maintenance
and repair continues to be neglected due to lack of funding. In addition, the existing
infrastructure enterprises are simply not run as businesses; despite progress, substantial
inefficiencies remain at enormous cost to the Government.

1. Inventory of Existing Infrastructure

3. Latvian infrastructure is summarized below (capacity and utilization figures are
included in Annex A):

* Transport. Three major ports, Riga, Ventspils, Liepaja, and seven smaller ports. A
passenger and freight rail network with extensive east-west and north-south coverage.
An extensive paved and unpaved road network. One major airport in Riga and several
small (formerly military) airfields. Urban trolley bus and/or tram fleets in major urban
areas.

* Energy. One vertically integrated company, Latvenergo dominated by three hydro
power plants on the Daugava and two CMP plants in Riga; electricity transmission
networks; distribution through six semi-autonomous networks; and district heating

In this report, private participation in infrastructure refers to a broad range of options for involving the
private sector in infrastructure services, from management contracts and leases to concessions,
demonopolization and sales of all or parts of enterprises.
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mains. Latvenergo produces 62.4% of the country's electricity consumption, 40% of
total district heating consumption, and produces/purchases, transmits and distributes
99.9% of electricity consumed in Latvia. One vertically integrated gas company,
Latvijas Gaze, with main natural gas pipelines and distribution pipelines for natural gas
as well as for liquefied gas. Latvijas Gaze handles all operations related to the supply,
storage and distribution of natural gas and LPG in Latvia (purchased from Russia).
Municipally-owned district heating companies (with 3 exceptions where Latvenergo
retains partial ownership) are providing some 60% of household heating.
Decentralized heating reaches 32.5% of total heat energy consumption in Latvia.

* Telecom. One monopoly company for fixed wire services, Lattelecom. One GSM
licenseholder in operation, Latvian Mobile Telephone. A second GSM license recently
granted to BaitTel (now BaltKom GSM), currently in the early stages of
implementation. Five paging companies in operation.

K Water and Waste. Some 90% of Latvian households in cities exceeding 40,000
inhabitants receive piped water (although this is as low as 30% in some small towns
and even lower in rural areas). Around 90% of city households are connected to piped
sewerage systems but, in small towns, this can be as low as 25%. Annual discharge is
around 400 million cubic meters, of which about 25% is treated according to standard
requirements.

2. Changes in Infrastructure Organization, Operation and Ownership

4. There are substantial ongoing and planned changes in the organization, operation
and ownership of Latvia's infrastructure, driven by the political need to decentralize
service provision and the economic need to improve efficiency and quality of services.
Latvia moved quickly after the re-establishment of its independence to decentralize an
array of services which had earlier been undertaken by national authorities. According to
the Law on Local Authorities (1994), there are now three types of local government in
Latvia, which are responsible for providing services related to water supply, sewage,
wastewater treatment, solid and industrial waste management, district heating, urban
transport, and construction and maintenance of roads.2 Port authority functions have also
been devolved to the municipal level, although the land itself can be a mixture of locally-
and state-owned. Some progress has been made at the municipal level to convert these
services from government agencies or municipal enterprises into joint stock companies
(according to the Regulations of the Cabinet of Ministers "Restructuring of State and
Local Government Enterprises", April 1996), however, municipal governments lag behind
the central government in their reform of infrastructure enterprises.

2 The three local governments are: rural municipalities or pagasts (439) and small town municipalities
(69); rajon (district or county) governments (26); and seven republican cities. Some attempts are being
made to implement administrative reform aimed to eliminate rajons and consolidate pagasts, but this has
been met with limited success to date.
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5. Infrastructure responsibilities remaining at the central government level have also
begun to be reoriented to meet new demands. Sector ministries previously responsible for
all ownership, investment, and management decisions in the productive entities under their
jurisdictions are now responsible solely for sector strategy and development of the legal
and regulatory frameworks. The productive entities have been hived off into joint-stock
companies, and the sectors are increasingly being governed by a modern legislative
framework (sector specific laws exist for all sectors excluding rail) and regulatory bodies
(Anti-Monopoly Agency, Energy Regulatory Board, and Telecom Tariff Council),
although considerable institution-building is still needed.

6. Progress to improve efficiency and quality of services varies considerably across
infrastructure sectors regarding the extent of sector reform and the extent to which private
participation has been introduced. At one extreme, there are a few subsectors which are
completely privately owned and operated. At the other extreme, several state and
municipally-owned monopolies still exist where government remains the owner, regulator
and operator.

7. The few subsectors which were non-existent during the Soviet era, such as cable
TV, cellular telephony and paging systems, are now established with primarily private
ownership and the role of the Government is limited to regulatory functions (granting
licenses, monitoring market behavior).

8. The four major state-owned infrastructure enterprises (telecom, electricity, gas,
and railroads), which comprise the bulk of "inherited infrastructure", have all been
corporatized and are in various stages of ownership reform. In 1994, the Government sold
49% of its shares in the telephone company, Lattelecom, to a foreign consortium Tilts
(composed of Cable and Wireless 63%, Telecom Finland 27% and IFC 10%), and there
are intentions to sell the remaining shares in the future. International buyers were sought
to partially privatize Latvijas Gaze, resulting in a decision in 1996 to award 16.25% each
to Gazprom and a consortium comprising Ruhrgas and PruessenElektra. The electricity
company, Latvenergo, is also slated for sale, and several foreign buyers have preliminarily
expressed interest. The privatization strategy is being developed by a working group of
ministry and privatization agency officials with technical assistance provided by EBRD. A
restructuring study of the railroad is being undertaken, although there are no plans yet for
privatization. However, there are two private operators presently using track and possible
plans for contracting out track maintenance. Finally, most roads are likely to remain under
existing public ownership, although there is preliminary consideration of using toll roads
on a few select routes which have sufficient traffic.

9. Reform of municipally-owned infrastructure is mixed. Ports is the subsector of
"inherited infrastructure" where ownership reform has been undertaken most vigorously
(see Box 1.1). Ownership of ports has been devolved to the municipal level, local Port
Authorities have been created to perform a landlord function, and long-term leases have
been granted to private operators for nearly all commercial activities related to cargo
traffic management and handling. Solid waste collection in Riga is private, and there is
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considerable competition and new private entry in urban transport systems in several urban
areas. However, district heating is, in most cases, operated by local authorities and there
appear to be no plans for private involvement in water and sewerage or municipally-
owned roads.

Bax 1.1: Ports Privatization: A Latvian Success Story

Private sector involvement in Latvian ports, especially Ventspils and Liepaja, provides a valuable
example for other infrastructure sectors. It includes the fundamental elements of a good working
relationship between public and private actors:

* The Ports Law is well-written, modem and includes sound organizational principles which:
provide the framework for a cost-effective management and development of the ports sector,
and specify the financial resource flows between port customers, operating companies, Port
Authorities, municipalities and the Port Development Fund.

* Port Authorities, the remaining public entities, are lean institutions which are financially
autonomous and self-supporting.

* Municipalities are explicitly involved in infrastructure (but no superstructure) asset ownership
and management, which ensure consistency in city and port development planning and
facilitates land access development and environmental monitoring.

* Standard leases are used in the three main ports, which incorporate appropriate provisions on
commercial objectives of the lessee, land use conditions, operations and development
monitoring by the Port Authority, and termnination.

* Port investment plans are increasingly relying on private investment and are clearly market-
driven (by the demand of the private operators). Most of the contemplated public investments
identified by the three major ports are typical public responsibilities, such as seaside and
landside access and navigation safety.

10. Despite this progress, there is ample evidence that significant reform remains to be
undertaken in Latvian infrastructure to improve efficiency and the quality of services:

* Many infrastructure enterprises are burdened with non-core services with no
cost recovery potential, and excess capacity is prevalent (primarily ports, roads
and railroad, as well as district heating production units and gas distribution
systems) although there are indications that usage may be on the upswing in
some areas, particularly ports. 3

* Infrastructure enterprises remain overstaffed: Lattelecom employs 6,400 (113
lines/employee, which compares poorly to more efficient systems such as New
Zealand-- 159 lines/employee or the US--223 lines/employee); the railroad
employs 20,000 (500,000 traffic units/employee, which is about half of the
Swedish level); Riga water supply and sewage company runs at 0.59 km of

3 The utilization of Latvian infrastructure has varied dramatically in the last five years. The years
following independence were characterized by significant declines in usage, due to trade disruptions and a
contracting domestic economy. Most usage figures are beginning to stabilize, but continue to be difficult
to forecast.
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water network per staff member compared to 2.9 km in Sweden or 8.3 km in
the US.

* Commercial practices such as employing international accounting and auditing
standards and cost recovery (see Box 1.2) are only beginning to be introduced
and lengthy collection periods (for example, 270 days for gas) - resulting in
mounting arrears - continue to be a problem.

Boxv 1.2. Efforts to Achieve Cost Recovery

Some progress has been made with cost recovery but there is considerable scope for
improvement, particularly for municipal services. In many cases, tariffs are now approaching
cost recovery levels, although this generally includes only operating costs and not other charges
and depreciation.

Electricity: Tariffs are now covering operating costs. Considerable cross-subsidies remain
between urban and rural users due to a regime of uniform national tariffs.
Gas: Tariffs are now covering supply costs. Cross subsidies remain between users of natural
gas and liquefied gas.
District Heating: Tariffs should be cost recovering as required by law. In reality,
municipalities often approve tariffs which do not cover production costs and then provide local
budget subsidies to cover the shortfall or to provide necessary investment funds directly from
the budget.
Water: Prices are required by law to be cost covering, however, tariff levels in most
municipalities cover only basic operating costs and not provisions for maintenance, depreciation
or new investment.
Railroad: Transit traffic tariffs cover operating costs but not capital provisions. Domestic
freight and passenger traffic are provided below cost.
Telecom: Considerable cross-subsidization exists from long distance to local.
Urban Transport: Riga's three municipal transport companies are estimated to operate at
between 55% and 72% cost recovery.

B. Global Experience with PPI

11. Latvia, like many countries around the world, recognizes the problems of its
infrastructure sectors and is seeking solutions through divestiture and other forms of
involvement by private actors. Growing international experience is evidence of the
substantial potential benefits.

1. Potential Benefits of PPI

12. Many countries have undertaken dramatic reform of their infrastructure sectors for
the enormous benefits which can be gained. The most obvious is the investment itself,
which the Government may not be able to afford. These investments provide badly-
needed improvements in the quality of service and increase access by the general public.
In addition, privatization involves a mutually agreed-upon strategy to improve the
performance of the service provider. While commercialization and corporatization
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initiatives prornise this under public ownership, in practice, it has proven virtually
impossible to keep politics at bay where the government serves as the owner, regulator,
and operator. For instance, managers of public enterprises have limited leverage to
negotiate effective government commitments to tariff or other policies, while potential
private investors can simply withhold investment until they are satisfied that the
government's commitments are credible. A corollary is the capacity of government to
insist that the operator comply with agreed undertakings -- private firms may be sued and
replaced; in contrast, public enterprise management is often insulated from such actions by
political relationships. The beauty of introducing public/private partnerships is the
separation of the infrastructure provider from direct political pressures. The many specific
benefits of infrastructure privatization follow from this fundamental change in institutional
relationship (see Box 1.3). The nature and extent of these benefits will vary according to
the form of private participation chosen (see Section III below).

Box 1.3: Potential Benefis ofPPI

Increased Economic and Operational Efficiency
- requires Government to accept and maintain cost-covering tariffs
- incentives to contain costs and increase productivity (depending on tariff method)
- generally associated with sector reform and opportunities to tap benefits of competition
- increased access to modern technology and managerial experience
Potential to Stimulate Private Investment
- significant flows of foreign investment often without need for sovereign guarantees
- can catalyze flows of private investment (both domestic and foreign) in other sectors
Increased Government Revenues
- public expenditure on investment and indebtedness can be reduced
- divestiture generates revenues
- efficient operation can increase tax revenues
- cost of subsidies may be reduced
Opportunitiesfor Capital Market Development
- provides investments for institutional investors (e.g., insurance companies, pension funds)
-public offerings can widen participation of citizens in local capital markets

2. Extent of PPI Around the World

13. There is an abundance of experience around the world for Latvia to draw on as it
continues down the path of PPI. The pioneers of infrastructure deregulation (US in the
1970s) and privatization (Chile, New Zealand and UK in the 1980s) have since developed
a massive following, particularly in Latin America and East Asia. The World Bank4

estimates that since 1984, 86 countries have privatized 547 infrastructure companies and
at least 574 private greenfield (i.e., new) infrastructure projects are underway in some 82
countries, driven by disenchantment with public sector performance, lack of investment

4 See The Private Infrastmcture Industry-A Global Market of US$60 billion a Year", World Bank "At a
Glance" Note No. 45, Private Sector Development Department, Vice Presidency for Finance and Private
Sector Development (October 1995).
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capital, fiscal crises and technological changes which have increased the scope for
competition. Privatization activity has been dominated by sales of power companies and
telecom companies and licenses. Sales of waste and transport companies have also been
important. Greenfield investment has been most prevalent in power and transport projects
(primarily toll roads, tunnels and bridges). Examples from this rich experience will be
highlighted in the chapters below.

C. The Agenda Ahead

14. The problems with much of the present infrastructure in Latvia are readily
apparent: there is little public funding to maintain or improve the quality of infrastructure
services; there has been too little done to reap efficiency gains by unbundling vertically
integrated firms and introducing competition to non-natural monopoly sectors; there are
numerous examples of operational inefficiencies due to overstaffing, non-viable services,
below-cost tariffs, and a lack of commercial practices; and regulation of infrastructure
industries to ensure fair practices for both consumers and investors is stili not fully
developed. While the central Government is moving to correct these shortcomings,
municipal governments face a larger agenda.

15. Some of these problems also exist in the non-infrastructure sectors, and are now
being addressed through privatization. Indeed, the Government of Latvia has gained
considerable experience with privatization of its tradeables sectors, some of which will
undoubtably prove useful as it commences the sale of infrastructure enterprises. The shift
from public to private ownership in the tradeables sectors in Latvia has been fairly rapid
and extensive. The private sector now employs over 60% of the Latvian work force and
produces over half of GDP. The foundations of a business environment geared toward a
market economy are now in place. Although there are remnants of negative attitudes
toward private entrepreneurship, the Latvian population has on the whole accepted the
new set of private owners, and the new rules of the game, which have been introduced by
the market economy. As the establishment of new enterprises and privatization of existing
firms has become predominant, the state sector is seen less and less as a direct provider of
employment and a producer of goods and services (although the infrastructure sectors
appear to have vestiges of these old attitudes).

16. There are, however, critical differences between privatization in the tradeables and
infrastructure sectors, particularly regarding the role of the government (the legal and
regulatory functions), the environment for infrastructure (especially reforms in market
structure), and the complexity of the deal, all of which require careful preparation and
planning prior to undertaking the transaction. All governments, including the Latvian,
moving from tradeables to infrastructure privatization must recognize these differences
and learn from the considerable international experience which exists. The following
chapters are intended to point to those issues which are most relevant to the current
Latvian context and provide examples from other parts of the world where best practice
has emerged, or where innovative solutions from other countries might prove applicable to
Latvia.
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IL PREPARING THE ENVIRONMENT FOR PRIVATE PARTICIPATION

17. Preparing for private involvement in infrastructure sectors involves two key
challenges: assessing the potential for--and, where possible, introducing--competition to
formerly monopoly dominated sectors; and developing a regulatory framework and
institutions to govern the sectors. Latvia has only recently begun the necessary reforms in
these two critical areas. On re-establishing its independence, Latvia's infrastructure
enterprises in telecommunications, power, gas, rail, and other sectors were monopolies,
with a single enterprise providing services throughout the production chain and in all areas
of the country. Competition still remains in short supply today, with some exceptions in
activities like port services, paging, some urban transport and, shortly, cellular telephony.
Similarly, the regulatory needs for infrastructure sectors are only now being recognized, as
state and local governments are evolving from the role of owners to that of sector policy
maker and regulator. The section below outlines some of the key policy and institution
building needs which require further development in Latvia as it continues to introduce
private market solutions to infrastructure sectors.

A. Assessing Competitive Potential

1 8. International experience demonstrates the substantial benefits of using competition
to minimize costs, ensure responsiveness to consumers and encourage innovation, as well
as to reduce the burden on regulation. It was once thought that infrastructure activities
were "natural" monopolies, so that competition would lead to wasteful duplication.
However, advances in technology have shown that areas of genuine natural monopoly are
quite small -- usually confined to the network component of these industries -- and that
competition is both feasible and desirable in other activities. For example, while power
transmission lines will usually remain "naturally" monopolistic, it is possible to introduce
efficiency-enhancing competition in power production and in the supply of services over
existing networks. It is also feasible to introduce competition into virtually all
telecommunication and transport services, and to bring competitive disciplines to bear
even on the remaining monopolistic activities. But assessing competitive potential is much
more complex in infrastructure sectors (relative to the traded goods sector) where the
sectors considered natural monopolies are continually shrinking and the types of
competition are varied. In considering the scope for introducing greater competition in
Latvia's infrastructure, it is important to distinguish three different forms of competition.

Competition in the Market. Competition in the market (or direct competition)
involves two or more suppliers competing directly to meet consumer needs. Direct
competition may occur between providers of identical services, such as long distance
telephone service, or between providers of different services that meet the same
consumer need, such as between trucks and railways, or between cellular and fixed-
wire telephony. Direct competition in infrastructure services is rapidly becoming the
norm around the world, most evident in telecommunications and transport services,
but increasingly also in the production and supply of power and gas, and even in water
supply. Indeed, new rules in the European Union will soon require competition in
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telecommunications services by specific time deadlines and similar rules are being
developed for rail services, power and gas.

* Competitionfor the Market. Even when direct competition is not feasible, it is
possible to capture many benefits by introducing competitionfor the market. Under
this approach, time-bound monopoly franchises are awarded to suppliers offering the
most advantageous terms to consumers, with the franchise subject to a fresh round of
competitive bidding at the end of each franchise period. This form of competition has a
long history in municipal water supply in France and is increasingly adopted around
the world for water supply, electricity and gas distribution and port and rail services.
The potential of this approach is illustrated by experience in Argentina, where
competition for the award of a concession to supply water to Buenos Aires led to
prices nearly 30% lower than those previously charged by the public supplier.

* Comparative (or 'yardstick") Competition. Another way to introduce competitive
discipline in monopolistic activities is through comparisons between firms supplying
similar or identical services in different areas (for instance, water supply in different
metropolitan areas). Comparative data on costs and other performance standards can
be tied to incentive schemes to reward above-average performance and penalize
below-average performance. Many forms of incentive schemes can be devised. One
approach used in the UK water sector and being adapted elsewhere is to set regulated
tariffs in part according to the weighted average costs of numerous suppliers:
enterprises that operate more efficiently than average are allowed to keep the
additional profits.

19. Competition in the market is the first best solution in many cases. Table 2.1
indicates where competition in the market typically exists and where competition for the
market and yardstick competition can be employed when a government cannot (or
chooses not to) pursue the first best option. Competition is the defining feature of well-
functioning markets, even small markets. Although economies of scale remain significant
in some activities, countries like New Zealand (population 3.5 m) have shown that even a
relatively small market can reap the benefits of direct competition in power supply, and
many small countries, such as Singapore, have introduced direct competition in a wide
range of telecommunications services. In many cases, the scope for competition can also
be extended by allowing cross-border trade in sectors such as electricity, as reflected in
proposals being considered in Central America. Competition for the market is also
feasible irrespective of market size, as is yardstick competition, as adoption of common
performance indicators allows comparisons to be made with suppliers in neighboring
municipalities or countries.



10

Tablk 2.1: Ilhustration of Potential Use of Different Forms of Competition

Sector Competition In Competition For Yardstick
The Market The Market Competition

Electricity
- Production I
- Supply
- Transmission I
- Distribution I I
Railway
- Freight Services I
- Passenger Services I
- Track I I
Water and Sewage I I
Telecom
Ports
- Infrastructure
- Operators I

20. Latvia has just started down the path of introducing competition into its
infrastructure sectors, leaving ample scope to extend the benefits of competition to a
range of other infrastructure services, including long-distance telephony, power generation
and supply and certain rail services.5 Competition for the market has the potential to
contribute to the improved performance of a wide range of infrastructure activities in
Latvia, including power, gas and water distribution. Yardstick competition offers
particular promise in Latvia's water supply sector -- where there are already many
comparable service providers -- but can also play an important role in activities such as
power and gas distribution. As Latvia approaches EU accession, the introduction of
competition in areas such as telecom, rail, power and gas, will be mandated. Preparing for
that now is critical.

B. Introducing the Benefits of Competition

21. An assessment should be undertaken of the possibilities to introduce competition
prior to bringing in private sector participation. This defines more clearly what
components of a traditionally monopolistic sector or enterprise the Government wishes to
sell and in what fashion, and what parts of the market can be taken over by new entrants
who are not affiliated with the privatized enterprise. Direct competition can be introduced
in two ways (as described below): removing regulatory barriers to competition, and
restructuring existing public enterprises. Competitionfor the market or yardstick
competition will be an important part of structuring a lease or concession (as discussed in
Section III below) and will also be an integral part of monitoring the behavior of the post-
privatization enterprise.

5Introduction of competition in gas supply is limited in the inunediate future by reliance on monopolistic
supply arrangements from Russia.
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1. Removing Legislative Barriers to Competition

22. The monopoly status of most infrastructure enterprises often rests on laws or
regulations that limit entry by rival suppliers, or on rationing through licensing or
exclusivity periods imposed by the Government. The first step to introducing direct
competition in non-natural monopoly markets is to remove such barriers and allow
competitors to enter the market. Some restrictions, particularly those of a temporary
nature, can be necessary in special circumstances. For instance, temporary periods of
exclusivity may be necessary in order to gradually re-balance cross-subsidized tariffs, or in
some cases to attract greater private sector interest and investment commitments by
providing comfort to investors in a new and risky market. However, decisions to restrict
competition in this way require a thorough evaluation of the costs and benefits involved.
The short-term goal of making a quick deal with a high sales price must be weighed
against the long-term, and often more substantial, costs of introducing or prolonging
monopoly structures.

23. International experience shows a growing appreciation of the costs of these
barriers to competition, particularly in dynamic sectors such as telecommunications. In
Latin America, for example, some early telecom privatizations featured exclusivity periods
of 10 years (e.g., Venezuela), while more recent privatizations have limited exclusivity to
5 or 6 years, even in small economies requiring substantial new investment, (e.g., Peru and
Bolivia) and some have provided no exclusivity at all (e.g., Chile). European Union
Directives which require that most member states permit competition in
telecommunications by 1998, or 2003 in the case of members with less-developed
networks, are another argument in favor of reducing exclusivity periods. This was one of
the factors which led other European transition economies to limit exclusivity periods on
privatized telecom activities, with Estonia and Hungary providing 8 years (to 2002) and
the Czech Republic providing 5 years (to 2000).

24. In framing its future infrastructure privatization strategy, Latvia should ensure that
short-term investment or revenue maximization goals do not result in unjustified
regulatory barriers to competition. Latvia's infrastructure privatization track record to
date has relied heavily on exclusivity arrangements. For example, Lattelekom was
privatized with a 20-year exclusivity period, which is out of step with international norms.6

The initial cellular license promised exclusivity for five years, and the second licensee is
also promised protection from a further entrant for another five years -- notwithstanding
that a growing number of countries do not offer any exclusivity periods for cellular
services. And Latvia has also offered 30-year leases to most applicants for port services
(and 50 years in some exceptional cases) -- the maximum permitted by law -- without
regard to the amounts and depreciation periods of the investments expected. Such lengthy
leases can act as barriers to competition, especially where there is limited port access. In
the unusual cases where some temporary exclusivity period might be justified, it should be

6 Belatedly, Latvia has recognized the costs of this approach, and is currently negotiating to reduce the
exclusivity period to bring it into line with EU requirements and international norms.
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drawn as narrowly as possible in terms of the services covered, geographic reach, and
duration.

2. Restructuring Existing Public Enterprises

25. In some cases, mere removal of regulatory barriers to entry may not be enough to
ensure effective competition. Existing infrastructure enterprises may need to be
restructured before privatization. This is likely to be an important issue in the proposed
privatization of Latvenergo and possible future privatizations in rail, airports and possibly
other sectors. Enterprise restructuring (the two main forms are outlined in Box 2.1) has
been common in many privatizing countries, in a variety of sectors. In Hungary, for
example, electricity distribution was structured into six separate companies before
privatization; gas distribution into five companies; and power generation assets into seven
different companies. In New Zealand, power generation has been organized into two
separate companies, and there are 41 electricity distribution companies. Power sectors
across the world have also been subject to vertical restructuring (i.e., separating
generation, transmission and distribution) prior to privatization, for instance in the UK,
Australia, Bolivia, and the same approach is emerging as a norm in the power sectors in a
number of transition countries, such as Hungary, Ukraine and in reforms proposed in
Estonia. There are, however, costs and benefits to enterprise restructuring, and the
decision to undertake such an exercise must be assessed on a case-by-case basis.

Box 2.1: Restructuring Monopolies: Forms and Rationales

Horizontal restructuring involves the creation of two or more entities (where one existed previously)
in a single area of economic activity, such as power generation, water supply, or gas distribution.
When the activity is potentially competitive, such as power generation, restructuring an enterprise into
two or more separate firms allows the new firms to compete against one another. It also dilutes the
market power of the incumbent enterprise, thus reducing barriers faced by new entrants and reducing
the burden on regulatory oversight. When the activity is monopolistic, such as power distribution,
restructuring into two or more firms creates opportunities for introducing yardstick competition
between the new firms. It can also make competitionfor the market more effective, by increasing the
number of bidders for monopoly franchises.

Vertical restmcturing involves the separation of economic activities in different stages of the
production chain. The primary focus is separation of naturally monopolistic activities (e.g., power
transmission) from potentially competitive activities, (e.g., power generation) and from other
monopolistic activities (e.g., power distribution). Vertical restructuring can help to facilitate the
regulation of monopolistic activities and facilitate access to networks. For instance, a vertically-
integrated electricity firm can misuse control over a the transmission grid to stifle competitive power
generation by charging rival power suppliers prohibitive prices for network access, or take other
discriminatory actions to limit competition; vertical restructuring reduces the prospects for this.

26. In Latvia, a study of the possible restructuring of the power sector is expected to
be commissioned shortly, and a study of railway restructuring is already underway. These
studies should be carried out, and the requisite reforms undertaken, before privatization.
Once new private investors consolidate their position, it is much more difficult to
restructure a sector, as the new owners will resist reforms that expose them to greater
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competition.7 Clearly, it would be unwise to settle any privatization strategy in these
sectors in Latvia before the relevant studies are completed.

C. Designing and Implementing Regulatory Reforms

27. Regulatory frameworks comprise the rules and institutions established to exercise
social control over an activity, and in infrastructure sectors typically focus on the control
of monopoly and promotion of competition'. Such rules can be found in legislation,
concession contracts, licenses or decisions of regulatory agencies. In Latvia, sector-
specific laws that address some or all of these issues have already been developed or are
currently being developed. Creating sound rules is a necessary pre-condition for effective
regulation, but regulatory institutions are required to administer and enforce the rules.
Latvia has responded to this need by creating a Telecommunications Tariff Council and an
Energy Regulatory Board, as well as an economy-wide Anti-Monopoly Committee. As
discussed below, however, there are opportunities to improve the design and operation of
these institutions, and to extend the benefits of improved arrangements to other
infrastructure sectors, most notably railways, where tariff regulation remains the
responsibility of Parliament.9

1. Establishing Credible Rules

28. Regulation is used to control monopolies in markets where competition is not
feasible, and also to promote competition, where more than one provider is or could be
active. Protecting consumers lies at the heart of regulation. However, particularly in
countries with a long history of tariffs being determined by social rather than economic
considerations, successful private sector participation also requires efforts to protect
investors from arbitrary government action. Governments in most countries face strong
pressures to withhold justified tariff increases to advance short-term political goals.
Potential investors in infrastructure are aware of these pressures, and of the vulnerability
of their usually large, long-term and immobile investments.

29. Because of this, the fairness and credibility of the regulatory regime is as important
to the profitability of an enterprise as the condition of the firn's assets or the size of its
market. The regulatory regime contains commitments on the rights and obligations of
infrastructure providers, such as pricing provisions, quality standards, service obligations,

7 Illustrations of this phenomenon can be seen in the UK gas market and in slow progress in
implementing pro-competitive reform in the power industries in the US and the EU.

8 Some infrastructure activities give rise to a range of other social concerns relating to protection of the
environment and public safety. Increasingly, standards in these areas are international in nature. Before
privatizing infrastructure enterprises, governments need to deternine appropriate standards and establish
a mechanism for ensuring compliance in these areas, as private investors will require clear guidance on
these matters.

9 Parliaments authority over railway tariffs, which stems from the re-instatement of Latvia's 1922
Constitution, is clearly out of step with modern practice.
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the permitted boundaries of operation, and the scope of any exclusivity provisions. These
commitments need to be expressed in laws, contracts, or other legal instruments that
cannot easily be revoked. Failure to establish such a regime will deter potential investors,
or lead them to discount the prices they are prepared to pay for infrastructure enterprises,
as illustrated by early efforts to privatize Hungary's power industry (see Box 2.2).
Uncertainties regarding the credibility of a government's commitment to cost-covering
tariffs will also increase financing costs for new investments, thus leading to higher
infrastructure prices.

30. The credibility of a government's Box 2.2: Privatizing Hungary's Power Sector -
regulatory commitments can also be Regulation Matters

enhanced by other measures. For example, Hungary attempted to privatize its power industry
increasing tariffs to cost-covering levels in 1993 without elaborating a clear or credible
before privatization will give investors regulatory framework addressing such
greater confidence than if such increases are fundamental issues as market structure and price
merely promised in the future. Well- regulation. Predictably, few bids were received,
designed subsidy schemes can reduce those which were received ranged from just 6-60%designedsubsidy chemes cn reduceof the book value of the companies, and the
political pressures to renege on tariff Government opted to abort the process. After this
commitments. And widespread local failure, the Hungarian Parliament passed a new
participation can reinforce a government's Electricity Law in April 1994 which addressed
commitments: local citizens will share an many of the outstanding issues. However, the new
interest in the enterprise receiving fair regulatory framework still lacked an unambiguous

comnmitment to cost-covering tariffs. This led
treatment on pricing and other matters, and several pre-qualified firms -- particularly from the
governments are usually more reluctant to UK and US -- to withdraw from the bidding, and
renege on commitments that will affect a resulted in lower than hoped for bids when stakes
significant proportion of voters. in six distribution companies and two generation

companies were finally privatized in December

31. Latvia went to some effort to 1995.
elaborate regulatory commitments before Source: Financial Times (Dec. 6-8, 1996).
privatizing Lattelekom. It subsequently
reneged on its comnmitments to permit tariff
increases, however, and is currently renegotiating the terms of the arrangement with the
private investors. A similar instance of forced renegotiation could seriously harm Latvia's
credibility, and thus jeopardize the success of future infrastructure privatizations and the
ability to attract major private investment. This underscores the importance of ensuring
that the detailed regulatory regimes developed for electricity and other infrastructure
sectors are based on adequate analysis and draw on well-qualified international expertise.

32. Although most economic regulation is focused on monopoly activities, regulation
may also be needed in some competitive or potentially competitive infrastructure markets
to ensure fair access to networks. When competition requires competing firms to have
access to a monopolistic network -- such as a power transmission grid, pipelines, rail
tracks, or local telephone exchanges -- regulation may be required to deal with the
concerns of monopoly pricing and access to essential facilities. As discussed previously,
the best way to address the access issue is often to require a strict separation of the
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network component and potentially competitive activities -- as is becoming increasingly
common in power, gas and railway industries around the world. When this is not done,
the challenge becomes one of establishing rules that attempt to ensure competitors have
access to networks on a non-discriminatory basis.

33. This issue will be of growing importance in Latvia. In cellular telephony, for
example, the company awarded the second GSM license will be competing against a firm
that is affiliated with Lattelekom. In this setting, Lattelekom will have incentives to
charge monopoly prices for interconnection and also to discriminate in favor of its affiliate,
thus stifling effective competition. Although the Law on Telecommunications imposes a
general obligation of non-discrimination, ' international experience suggests that much
more detailed rules, and close regulatory supervision, wil1 be required to ensure effective
competition. Similar norms and supervision will be required when competition is
introduced into national and international long-distance telecommunications services, and
if competition is to be introduced in power, rail and other network industries without
appropriate vertical restructuring.

2. Tariff Options

34. Rules governing the adjustment of prices are among the most important in
regulatory regimes for monopolistic activities. Latvia's Telecommunications Law requires
that price cap regulation be used, and the methodology to be used in the energy sector is
currently under study. The choice of price-setting methodology for railways, water and
other infrastructure sectors will require careful evaluation of the conditions and policy
priorities in each sector. Some of the pros and cons of the main approaches are discussed
in Box 2.3.

10 See Article 7(2).



16

Box 2.3: Forms of Price Regulation - Risks, Incenhves and Demands

Where some form of price regulation is necessary, the key issue is how regulated prices should be adjusted
to take account of changes in costs, demand or other factors. Options include traditional rate of return
(ROR) regulation, price caps, and various hybrids. Each model has its strengths and weaknesses, and
there is no approach that can be unambiguously recommended for all infrastructure activities in all
settings.

Rate of Return. In its simplest form, ROR regulation involves assuring investors a minimum ROR on
their investment. Its main advantage is the high degree of comfort it gives investors, thus lowering the
costs of capital. In principle, it is possible to fix a particular ROR for the life of even very long-term
contracts, thus reducing the need for periodic re-negotiation. Such a rule may be particularly attractive
when the primary goal is to stimulate investment. The main disadvantage is the weak incentives it
provides for investors to minimize costs and operate efficiently, coupled with incentives to over-invest in
capital relative to other inputs. Although administration of ROR regulaion can be demanding, and
require analysis of large volumes of financial data, in its simplest form this task involves negligible
discretion and could be contracted-out to consultants.

Price Caps. A general "cap" on prices is set, usually defined by reference to the general inflation rate plus
or minus a factor representing anticipated productivity changes during the period of the cap (usually three
to five years). During the cap period, adjustments to maximum prices are automatic; at the end of each
cap period, productivity factors are re-set for the next period to take account of efficiency improvements.
The main advantage of this approach is the strong incentive it gives firms to reduce costs and operate
efficiently: if they achieve productivity improvements greater than those anticipated, they can keep the
additional profits; conversely, lower than anticipated productivity improvements can result in losses.
Disadvantages include the greater risk investors face under this system, and hence the higher cost of
capital. Productivity factors may be set at unrealistic levels either by mistake or by design, and investors
must confront this risk every three to five years during the life of even long-term investments. These
considerations may make price caps less attractive when the primary objective is to stimulate investment
rather than drive efficiency improvements out of existing investments. Although it was once thought that
price caps might impose less demands on regulators than ROR regulation, a growing number of observers
now argue that the reverse is true: regulators must still (at least implicitly) determine an appropriate rate
of return and forecast productivity changes up to five years ahead. Tasks of this kind involve large
volumes of information as well as considerable judgment and expertise. Given the judgment and
discretion involved, it is more difficult to contract-out this work to consultants.

Hybrid Approaches. A growing number of hybrids are being developed which attempt to strike a balance
between the certainty of rate of return regulation and the incentive effects of price caps. Some of the more
sophisticated hybrids are quite complex to design and administer, however, and thus have implications for
the demands on regulators, as well as the degree to which the rule is well-understood by the general
population and hence accepted as reasonable.

35. Introducing cost recovery principles will also require a delineation of the various
services provided by the enterprise and the various customers served, and possibly
differentiating tariffs for these categories. Many monopolistic enterprises around the
world have traditionally cross-subsidized different services and categories of users. For
example, high prices for long-distance telephone services have often been used to cover
the losses of local telephone services; rail freight services may subsidize passenger
services; business users may subsidize residential users; and urban users may subsidize
rural users. Latvia's infrastructure tariffs involve myriad cross-subsidies, with
telecommunications providing a clear example (see Box 2.4). This strategy is constraining
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the international competitiveness of Latvia's industries and is a factor potential foreign
investors will consider when assessing potential locations for their investments. And as
might be expected, users face strong incentives to resort to call-back services, thus
undermining the financing of current subsidy arrangements.

Box 2.4: Cross-subsidies in Latvia's Telecommunications Market

Latvia has the highest prices for international long distance calls in the Baltics, which it uses to subsidize
a very low monthly fee for local telephone subscribers. For example, in July 1996 comparative prices for
international calls in US dollars were as follows:

From From From
Call Destination Latvia Lithuania Estonia
Baltic States 0.52 0.42 0.41
European part of Russia 1.28 0.89 0.62
Central Europe 2.11 0.89- 1.46 0.74
South Europe 2.40 1.46 0.91
USA, Canada 2.83 2.64 1.64
Asian part of Russia, Africa,

Australia, South America 3.59 3.11 - 3.37 1.97 - 3.29

Source: J. Lelis, "Telecommunications Tariffs in the Baltic Countries", Baltic IT Review (No. 2), 1996.

36. Cross-subsidization of this kind is often thought to aid the poorest members of
society. However, international experience highlights two major problems with this
approach:

* Poor Targeting: Limited transparency of cross-subsidies and inevitable political
pressures usually lead to very poor targeting of beneficiaries. This can lead to
perverse results, such as when the urban poor pay higher prices to subsidize more
wealthy rural residents.

* Distortions In Resource Use: Cross-subsidies distort production and consumption
decisions. Recipients of subsidies tend to over-consume the services, and have weak
incentives to conserve scarce resources. And unjustifiably high prices reduce demand
below efficient levels. In Latvia, for example, the very high prices charged for
international long distance curtail demand, and place a heavy burden on firrns which
compete internationally. Similarly, financing passenger rail subsidies through higher
freight charges leads some passengers to use trains even for short distances when
buses would be a more efficient option, while higher prices for freight services weaken
Latvias competitiveness as a regional transit hub.

37. Because of these problems, more and more countries are eliminating cross-
subsidies and moving to more focused, efficient, and transparent subsidy schemes to meet
general or widespread social objectives (see below), even if competition and restructuring
are not contemplated. But introduction of competition makes reform of cross-subsidies
essential. Unless this is done, consumers who are paying higher prices to subsidize others



18

BOx 2.5: Targeting Subsidies - Chile's approach

Chile recently replaced its cross-subsidy system with a comprehensive subsidy scheme for low-income
households, assisting with the purchase of a variety of public services. Subsidies amount to a total of
US$12-13 million, excluding the administrative cost of the scheme. The program is financed by central
government but administered through the municipalities. Subsidies are paid to the public-service
operator rather than the household. In the case of water, the subsidy covers 40-85 percent of the charges
for the first 20 cubic meters of consumption. The goal of the scheme is to ensure that water and
sanitation services do not take up more than five percent of household income. There are multiple criteria
for eligibility including: region, average cost of water, household income and wealth, and family size.
Eligibility is reassessed every three years. Households failing to pay their share of the bill have their
subsidy suspended. Initially, the onus of proving entitlement to the subsidies was laid on households.
However, low take-up rates prompted water companies to collaborate in identifying needy customers by
examining tariff payment records. It is now believed that all eligible households in urban areas (about
20% of the population) are covered by the scheme. The Chilean model is being followed around the
world, including by Hungary.

will defect to rival suppliers, leaving insufficient funds to finance subsidies to intended
beneficiaries. Latvia is already experiencing this phenomenon as telecom consumers seek
to avoid the high international rates needed to finance the low local rates by resorting to
call-back services and, in the cases of private businesses, creating private communications
networks. The same phenomenon could be expected in rail and other sectors.

38. With a cost-recovering tariff regime established, a private investor will also
negotiate for the right to terminate service to non-paying customers, requiring the
Government to assess the need and method to provide subsidies to a segment of low-
income customers. The objective of such a program should be to ensure that those
subsidies: (i) are only directed to those individuals in genuine need, rather than to broader
categories of user; (ii) do not discourage conservation and efficient consumption; (iii) are
as transparent as possible, to facilitate ongoing scrutiny of the size and direction of
transfers; (iv) are financed in a way that imposes the least economic distortions; and (v)
meet these goals at the lowest feasible administrative costs. Reflecting these criteria, the
"first-best" approach" -- and the one recommended for Latvia -- is to finance carefully-
targeted subsidies through the budget, and administer them as part of a cross-sectoral
scheme (see Box 2.5). Subsidies thus become an integral part of the welfare system,
rather than the responsibility of infrastructure providers.

1 lWhere this approach is considered infeasible, some countries adopt "second best" approaches that still
enable competition to be introduced. One approach is to finance carefully-targeted subsidies through
special funds. These funds can be financed from explicit levies on all consumers, either directly, or
indirectly, by collecting the levy from service providers in proportion to their market share. The rural
telephone funds established in the US and Australia provide illustrations of this approach. Another,
sometimes complementary, option in monopolistic activities is to adopt "life-line" tariff structures, under
which a minimal level of consumption of basic services such as water and power is priced at subsidized
rates, with funding from higher marginal rates charged for larger volumes of consumption.
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3. Key Attributes of Regulatory Institutions

39. There are many ways of designing regulatory institutions. However, international
experience demonstrates that effective regulatory institutions should possess four main
attributes: (i) no conflicts of interest; (ii) protection from political interference; (iii)
institutional autonomy through expertise and ear-marked funding; and (iv) transparent
and accountable operations.

40. No Conflicts of Interest between Regulator and Regulated Industries. To be
effective, rules need to be administered by an entity at arm's length from regulated
enterprises, and free from any conflict of interest. This means that regulatory
decisionmakers should not have shares or other economic interests in enterprises under
their control. Most countries strictly prohibit conflicts of this kind, and many go further
and impose similar requirements on a regulator's immediate famnily, and restrict regulators
from working for a regulated enterprise for a period after they have left the regulatory
agency. Conflicts of interest carry with them the risk that regulators' decisions will be
influenced by their private interests, and they can also create a perception of impropriety
that weakens confidence in the regulatory system. When public enterprises are subject to
regulation, it is also increasingly commnon to ensure that the regulator does not have an
official interest in the success of the enterprise, especially if the enterprise is competing
with private firms. In this situation, public enterprises and their regulators should report to
different ministries or, ideally, the regulator should be independent of any ministry.

41. Latvia's approach of appointing members of the Energy Regulation Board based
on representation of various interests raises potential conflict of interest problems.'2

International experience favors the appointment of a small group of individuals who act as
neutral experts rather than representatives of particular interests. In most cases, the
decisionmaking body is limited to three or five members to reduce costs and delays while
reinforcing individual accountability. 13 Under this approach, regulated industries,
consumers and interest groups may take part in the regulatory process through public
hearings or other open fora, sometimes complemented by participation in advisory or
consultative groups that do not have decisionmaking authority. This approach might be
considered by Latvia as part of the progressive development of its regulatory institutions.

12 Representative bodies also raise two broader difficulties: (i) It is rarely feasible to identify single
representatives of consumers or the regulated industry. Residential, industrial and rural consumers may
all have different and sometimes conflicting interests, as may sub-groups in different regions or income
categories. Regulated firms can also have different and even conflicting interests in particular decisions,
particularly once competition is introduced. This results in pressures to create large decisionmaking
bodies (for instance, Latvia's energy body has 11 members while the telephone body, which is not
representative has seven members), which in turn leads to greater delays in decisionmaking and reduced
accountability of individual members. The number of members required for an agency responsible for
more than one industry could be staggering. (ii) Representative bodies tend to internalize bargaining and
the exchange of concessions between the represented interests, to the detriment of a more open and
transparent evaluation of wider social interests.

13 The UK has gone further, by appointing single individuals to these roles.
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42. Protection from Political Interference. Private investors require strong
commitments to cost-covering tariffs, including administration of tariff rules by an entity at
arms length from the political process. Efforts to create more autonomous, less
politicized regulatory institutions have become a central element of infrastructure
privatizations around the world, with examples ranging from the UK, Albania and
Argentina to Hungary, Spain and Mexico. Key features of these autonomous
arrangements include: (i) giving regulators a mandate free from political direction; (ii)
expressing that mandate in law, rather than a subordinate legal instrument that might be
more easily revoked; (iii) ensuring appointments are made on the basis of professional
criteria rather than political affiliation; (iv) providing for fixed-term appointments that are
not co-extensive with the term of the government, (v) staggering the terms of members of
commissions to weaken the link with particular governments and to promote stability; and
(vi) protecting appointees from removal from office without just cause during the term of
their appointment. Some countries have created regulatory institutions with most of these
attributes, but limited their authority to the making of recommendations to Ministers. This
approach creates some separation between technical and political criteria, but the latter
can still intrude, as recent experience in Hungary shows (see Box 2.6).

43. Latvia's regulatory Box 2.6: Hungary 's Energy Offie - Autonomy Without
institutions fall short of these Authority

standards. This is most clearly the The desirable degree of autonomy and authority of Hungary's
case with railways, where Energy Office was the subject of intense debate when the relevant
regulatory decisions are made by law was before Parliament in 1994. One side argued for the
the Parliament itself, rather than a creation of a fully autonomous regulator with full decisionmaking
more independent and expert body. authority, in accordance with international best practice. Others
But there are also important wanted to maintain political control over tariffs. The result was a
deficiencie in . . .. .... institutions, compromise: the Energy Office was given most of the usual
deficiencies in the other safeguards of autonomy, but had its power limited to making
Some members of the Energy recommendations to the Government. The compromise
Regulation Board, for example, concerned many potential private investors during the
represent ministries and can be privatization of power distribution and generation companies in
expected to represent narrow December 1995. Recent events suggest that these concerns may
interests. And in the case of both not be groundless. On privatization, the Government promised

investors that it would move to a cost-reflective energy tariffs
the Energy and (including a guaranteed 8 percent return) by January 1997, and
Telecommunications regulators, promised to implement the necessary tariff increases in October
terms of appointment are not 1996. The Energy Office recommended that the Government
staggered and there are no adopt a tariff regime to honor this commitment. In August 1996,
restrictions on arbitrary removal. however, the Government announced that it would not accept this

recommendation, mostly due to political concerns over the
reaction of consumers, and that tariff increases would be delayed.

44. Institutional Autonomy Investors were understandably disturbed by this development.
through Expertise and Earmarked
Funding. The administration of Source: Financial Times (August 23 and 27, 1996)
infrastructure regulation requires
specialist and high-level skills in economics, law and finance. Most reforming countries
face difficulties recruiting and retaining staff with the necessary expertise when operating
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under civil-service salary restrictions. For this reason, there is a strong trend towards
exempting regulatory institutions from such restrictions to allow payment of adequate
salaries. This becomes particularly important when private firms enter the market, as they
can usually pay high salaries for the best qualified experts, including those lured away from
the staff of the regulatory agency. This has already occurred in the case of the
Telecommunications Tariff Council in Latvia, and the same might be expected to occur in
other sectors when private investment is introduced.

45. There is also a growing trend to give regulatory institutions access to dedicated
funding, usually collected from ear-marked levies on regulated firms or directly on
consumers. This ensures regulators have access to a reliable source of funding, and can
also help to reduce political interference. Latvia's energy and telecommunications
regulators, in contrast, are dependent on budget funding, and budget constraints are
already restricting access to essential training and the engagement of well-qualified
consultants to assist with the more technical regulatory issues. While donor funding can
provide some temporary relief, this strategy is not sustainable in the longer termn. Reliance
on donor funding can also limit access to expertise from the donor country in question.

46. Transparency and Accountability. The objectives of granting regulators
protection from political interference and a degree of institutional autonomy must be
reconciled with measures to ensure that regulators remain accountable for their actions.
While there are many was of striking this balance, many countries require regulators to
operate in an open and transparent way. All affected interests are given an opportunity to
present their views to regulators, and regulators must give detailed reasons for their
decisions. Appeals against regulatory decisions should be possible through the courts or
another independent body. Budgets should be subject to scrutiny by the legislature. And
regulators should be able to be removed in cases of proven misconduct or incapacity.
Detailed arrangements of this kind are usually dealt with in the statute creating regulatory
agencies and in agency procedures. Further development of Latvia's regulatory agencies
will require close attention to these issues.

47. A comparison of Latvia's energy and telecommunications regulators with
international best practice is summarized in Table 2.2.

Table 2.2: Attributes of Latvia's Regulators Compared With International Best Practice

Attribute/Best Practice Energy Regulation Telecommunications Tariff
Board Council

No Conflicts of Interest
- Small group of neutral experts No Yes
Protection From Political Interference
- No representation of Ministries No Yes
- Terms staggered No No
- Protection from arbitrary removal No No
Institutional Autonomy
- Exempt from civil service salary restrictions No No
- Access to ear-marked funding No No
Transparency andAccountability Under Development Under Development
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4. The Responsibilities of Regulatory Institutions

48. Creating effective regulatory agencies requires careful attention to the definition of
their responsibilities. Four main issues warrant attention in the development of Latvia's
regulatory capacity in infrastructure: tasks which are entrusted to the bodies; the scope of
industry coverage; the relationship with the competition regulators; and regulation of
municipal infrastructure.

49. Tasks Entrusted to Regulatory Bodies. International experience supports giving
autonomous regulators responsibility for administering all aspects of economic regulation,
including: setting tariffs; formulating detailed norms on quality and technical standards;
resolving disputes between operators and between operators and users; monitoring
compliance with norms; and imposing penalties for non-compliance. In most cases,
regulators are also responsible for granting licenses to operators. Bringing all these
functions within one agency facilitates the coordination of regulatory activity.

50. While Latvia's Energy Regulation Board has most of these responsibilities, the
Telecommunications Tariff Council has a more limited role, especially in relation to
licensing of operators and technical standards. Future reforms should ensure that
regulators possess all the faculties required to ensure effective regulation of their sectors.
Consistent with leading international practice, Ministries should retain responsibility for
broad sector policy and planning, including maintenance of the overall legal framework,
sector restructuring and privatization, taxation, subsidy and public investment, and inter-
governmental negotiations. Autonomous regulatory agencies might, however, be given a
mandate to advise government on some of these issues.

51. Scope of Industry Coverage. Infrastructure regulators can be organized in three
ways: (i) a separate regulator for each industry (e.g., power, gas, rail,
telecommunications etc.); (ii) a separate regulator for each more broadly defined sector
(e.g., energy, transport, communications); or (iii) a single regulator for all or most
infrastructure industries.

52. To date, Latvia has adopted the first approach for telecommunications and the
second approach for energy, however, a recent decree has endorsed the adoption of the
third approach. This is the practice of state-level regulators in the US, Canada and
Australia, as well as at the national level in smaller countries like Jamaica and Costa Rica
(see Box 2.7). Such an agency can cover energy, telecommunications and transport as
well as other infrastructure activities under the auspices of the national government.
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Box 2. 7: Infrastructure Regulators - Thinking Across Sector Boundaries

In the early phase of infrastructure privatization, countries such as Argentina and the UK created a
proliferation of industry-specific regulatory agencies; i.e., one each for telecommunications, electricity,
gas, water, rail, etc. The wisdom of this approach is under challenge in both countries. Developing a
single agency with responsibility for all or most infrastructure sectors has many advantages,
particularly for smaller countries. These include:

* Opportunities to share resources (particularly staff) across sectors; for example, some key
professionals (e.g., economists, financial analysts, lawyers) can work across industries, and
administrative resources can be shared, thus lowering costs;

* Opportunities to facilitate learning across sectors, which can be especially important for countries
with limited experience in utility regulation;

* Improved capacity to deal with the blurring of traditional industry boundaries, as evidenced by the
growing number of firms that operating in two or more utility industries;

* Reduced vulnerability to "capture" by a regulated industry, by virtue of broader industry
responsibilities;

* Reduced vulnerability to improper political interference, by virtue of broader constituency;
* Reduced risk of inconsistent approaches to common issues (e.g., asset valuation, treatment of

inflation, etc.) that can lead to market distortions. This is particularly important when there is a
degree of competition between the industries in question.

Some argue that agencies with a broader mandate lack sufficient industry expertise. This concern can
be dealt with by creating industry-specific technical departments to support cross-sectoral policy staff
and decisionmakers. A second concern is that creating a multi-sectoral agency may impede progress
with initial industry-specific reforms. However, there are a number of ways of dealing with this,
including by creating a multi-sectoral agency from the outset, and adding individual industries to its
mandate as and when they are subject to reforn.

53. Relationship with Competition Regulators. Most countries have separate
infrastructure and competition regulators, as different operating styles and areas of
technical expertise are required. Latvia has followed this approach. Its Anti-Monopoly
Committee is charged with enforcing the Anti-Monopoly Law, prohibiting anti-
competitive agreements and the misuse of dominant market positions in all sectors of the
economy. Given the existence of this Committee, it is important to define the interaction
between sector-specific rules and economy-wide rules (such as the anti-monopoly law) to
avoid unnecessary overlap or uncertainty. In the US and Canada, for example, the
interaction of different regimes was left for the courts to decide, which led to a great deal
of uncertainty and many years of costly litigation. A better approach is to clearly specify
how the two legal regimes interact in the laws themselves, which is the approach taken in
Australia and New Zealand, for instance. In some systems, competition regulators play a
special role in infrastructure regulation, such as determining whether the conditions of
competition are sufficiently absent to require monopoly regulation (e.g., Mexico);
contributing to the evaluation of industry mergers (e.g., the US); or hearing appeals from
utility regulators (e.g., the UK). A clearer definition of the interaction of this legislation
and its enforcing agencies may be needed in Latvia, where the Anti-Monopoly Committee
has come under pressure to review decisions taken by sector specific regulatory bodies.
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54. Regulation of Municipal Infrastructure. In Latvia, as in many other countries,
regulation of district heating, water supply, urban transport and some other infrastructure
services is predominantly the responsibility of local governments, rather than the national
government. In most cases, local governments exercise regulatory authority over tariffs
and other parameters through their general administrations, with decisionmaking authority
vested in the City Council, rather than more specialized and autonomous regulatory
entities. Especially outside the principal cities, local governments usually have more
limited regulatory resources and capacity than national governments, less experience in
dealing with private investors, and more limited budgets to finance well-qualified advisors.
These factors reduce their capacity to regulate infrastructure effectively, and may limit
their ability to attract private investment at reasonable cost.

55. Responses to this concern usually need to be sensitive to the sovereignty of local
governments. One option that might be explored would be for the national government or
an association of municipalities (such as the Latvian Union of Local Self-Governments) to
develop a program of regulatory assistance for local governments interested in
infrastructure reform and privatization. Forms of assistance might include the
organization of training and the development of model contracts. In addition, collection,
analysis and dissemination of yardstick performance data could be facilitated to assist local
governments assess the performance of local infrastructure providers. It might also be
feasible to give a national-level regulatory agency a role as an appeal body from decisions
made by local governments, which could enhance the credibility of regulatory regimes for
municipal infrastructure.
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IM. DOING THE DEAL

56. The divestiture of state-owned infrastructure enterprises is the focus of Latvia's
PPI effort to date. The Latvian Privatization Agency (LPA), with assistance from the
relevant sector ministries, has the primary responsibility for these transactions. But to
date, the LPA has concentrated on selling smaller manufacturing and service enterprises
with fairly limited amounts of cash paid upfront and little foreign investment (see Box
3.1). The planned infrastructure privatization will entail different issues and require
substantially different skills, as will other forms of private participation in both existing and
greenfield infrastructure projects.

Box 3.1: Latvia's Privatization to Date

Latvia has moved more slowly on privatization than many other transition economties, but is now
catching up. Serious divestiture efforts began only in 1994 (19 firms sold and 3 liquidated), increased by
some tenfold in 1995 (232 firms sold and 11 liquidated) and has continued at a rapid pace in 1996 (96
firms sold and 4 liquidated by mid-year). The program has featured three methods: international tenders,
direct sales, and public auction of shares. Over 600 privatizations remain, among them the electricity and
gas companies.

The program has been criticized for its cumbersome process (which, apparently, will also to be applied
to infrastructure sales): procedures are needlessly complex and slow, and assume unrealistic levels of
investor interest and patience. The process involves a series of steps prior to selecting a winning bid,
including: the submission of preliminary bids, negotiations of these submissions, review of the
submissions, drafting of principles based on the submissions (often a composite of the most attractive
aspects of the various submissions received), review and approval of the principles, development and
subsequent approval of regulations for the sale, and distribution of these regulations to the bidders. The
advantages are claimed to be transparency and improved bids due to inputs provided by the potential
purchasers. The reality has been that very few enterprises have been sold to foreign investors, or even
domestic investors ready to make a serious cash investment.

57. Infrastructure privatization (and future greenfield investments) should be
acceptable by international standards and provide an outcome which adds value for both
the buyer and seller. While the goal of information building which the LPA has adopted to
date is widely used, sometimes to great advantage, in infrastructure sales, it is important
that it is orchestrated in a professional fashion, avoiding the outcome that potential
investors determine important parameters of the sale. Equally important, there are a
number of standard procedures which are commonly used in competitive bidding for
infrastructure deals (such as development and marketing of bidding documents and
technical specifications, pre-qualification of bidders, bid evaluation methods, etc.) which
could be usefully applied in Latvia. This may require an amendment to the privatization
regulations; if so, this could be a valuable change. In addition, the experience gained at
the national level should be systematically transferred to local authorities as they begin to
seek private solutions to improve local infrastructure services.
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A. Options for Private Participation

58. While privatization in competitive industries is usually regarded as synonymous
with divestiture of state ownership, infrastructure privatization comprises a broader range
of private participation options. These options range from government retention of
ownership of the entity and contracting out for management to full divestiture with no
intentions of retaining government involvement in the entity or sector apart from
regulatory responsibilities. Table 3.1 illustrates that as the Government moves along the
spectrum of extricating itself from a particular activity, the potential benefits increase.

Table 3.1: Main Forms and Potential Benefts of Public/Private Partnerships in Infrastructure

Management Concession/ Demonopolize/
Contract Lease BOOT BOO Divestiture

Management Expertise I / 4 / /
Tariff Discipline I I I
Access to Private Capital I I 4
Capital Market Development I I I
Potential Capital Revenues

Management Contract. Under a management contract, a private firm manages the operations of a state-
owned enterprise, without committing its own investment capital or accepting full commercial risks for tariff
collection or other matters.

Leases. Under a lease, a private finn operates and maintains the state-owned enterprise at is own commercial
risk, with income derived directly from tariffs. Except for agreed-upon maintenance obligations, however,
the lessee has no obligation to invest in the infrastructure.

Concession (Buil4 Own, Operate, Transfer). Under a concession, the private operator manages the
infrastructure facility, operates it at its own commercial risk, and accepts investment obligations, whether to
build a new facility or to expand or rehabilitate an existing facility. A typical contract has a fixed term and
involves transfer of the assets back to the state at the end of the term, when it may be rebid.

Demonopolization and New Entry (Build Own, Operate). An alternative to the concession approach is to
demonopolize a market segment in whole or in part, and allow private investors to enter the market at their
own risk. New private entry permitted in this way may be complementary to the existing public provider or
in competition with it.

Divestiture. The sale of the government's shares in a state-owned enterprise.

59. As the Government of Latvia continues to clarify its privatization strategy for
individual infrastructure entities or sectors, it should weigh the advantages of each of these
options. Some of the non-divestiture methods (such as management contracts, leases and
concessions) may be attractive to municipal governments as they attempt to improve the
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quality and efficiency of their infrastructure services such as water supply, or small
recreational ports (see Box 3.2), and concessions may become increasingly important as
greenfield investments emerge in areas which traditionally would have been viewed as
candidates for public investment programs (i.e., tunnels, toll roads, bridges, municipal
waste treatment facilities, etc.). Two of the options which are presently being discussed
or employed in Latvia--divestiture and concessions--are discussed below.

Box 3.2: Thinking Creatively to Involve the Private Sector

Municipalities across the world are increasingly relying on contracting out to the private sector to
perform a variety of traditionally "public services". In infrastructure sectors, this can include
ancillary services such as billing and collection for water supply and sewage or major services, such
as the provision of water or processing of sewage. Latvia has the opportunity now to review and
build on this experience.

One area where Latvia could move quickly to involve private leasing is small recreational ports,
such as those in Salacgriva, Skulte, Lielupe, Engure, Mersrags, Roja and Pavilosta. Since
commercial traffic is much more likely to develop and concentrate on the three major ports, the
future of these secondary ports is likely to derive from fishing and recreational activities.
Municipalities should assess the future market for these ports and (if fishing and recreation
dominate) lease them to commercial operators without any involvement of government authorities.

Following the example of leisure ports in countries such as Italy and France, the municipality can
lease all port activities to a tourism operator who then develops and operates the port, often in
connection with real estate development. Small ports dedicated to fishing activities may either be
leased to a professional cooperative, or to private commercial companies or the local chamber of
commerce. Samples of the agreements used for these leases may be of interest to Latvian
authorities.

60. There are numerous examples from all corners of the world illustrating how
governments have creatively found solutions to infrastructure cost and service delivery
problems. Argentina's railroad privatization is a much-lauded example. (See Box 3.3)

Box 3.3: Privatizing Loss-making Railway Services -Argentina's Approach

In 1990, Argentina's state-owned railway, Ferrocarriles Argentinos, was heavily overstaffed, the
majority of the track network was in fair or bad condition, only half the locomotives were available
for service, and the enterprise as a whole was losing about US$1.4 billion per year. The Menem
Government responded with a bold plan to enlist private participation through concessions, under
which the state retained ownership of the fixed assets but private operators were given the right to
operate services at their own commercial risk.

The potentially-profitable freight networks were divided into six areas and investors granted 30-year
concessions. Suburban passenger services were considered to be unprofitable. The government
closed some of these routes and awarded concessions for seven others on the basis of the lowest
subsidy bidders required to operate the railway in accordance with pre-specified operating standards
and investment obligations. Surplus labor was retrenched with generous severance payments.

The results have been dramatic. Subsidies have been cut from around $2 billion per year to little
more than $100 million. Between 1990 and 1995, freight volumes on major lines grew from
between 40% to 160%, while passenger volumes have also grown strongly. Customer service,
security and safety have improved, and measures against fare evasion have contributed to impressive
growth in passenger revenues.
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1. Concessions

61. Latvian authorities are considering the use of concessions for selected greenfield
investments, and may eventually consider this method for introducing private participation
in other existing sectors. The authorities have expressed interest in developing a cross-
sectoral concession law, and several international models are currently being studied by
the Ministry of Transport and the Latvian Development Agency. This is an important first
step, which should be complemented by close consultation with authorities responsible for
all sectors proposed to be within the purview of such a law, as well as advice from local
legal experts. In addition, many countries find it convenient to consult widely with
investor and financing interests to ensure the law addresses any specific concerns or gaps
they perceive in Latvia's general legal framework bearing on private financing of
infrastructure.

62. International best practice points to the importance of applying stringent principles
of transparency and competitive processes to the award of contracts, concessions or
licenses for greenfield private or privatization infrastructure projects. Clear rules on the
scope for private participation and relevant approval processes can reduce uncertainty for
potential project sponsors and developers, and thus reduce the development costs, which
can amount to a significant proportion of the project costs. For these reasons, a growing
number of countries are elaborating regulatory frameworks governing the award of such
contracts across infrastructure sectors (see Box 3.4).
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B..v 3.4: Cross-Sectoral Concession Laws

A growing number of countries are addressing issues associated with the basic entry conditions for
private investment in infrastructure through cross-sectoral concession laws or similar instruments, with
recent examples including Hungary, Bulgaria, Chile, Colombia, the Philippines and Brazil. Although
details vary from country to country, these laws typically provide clear rules on:
* Which sectors are open to private sector participation, and any restrictions on that participation;
* The award of concessions or other contracts, including which governmental entity(ies) has authority

to award contracts and detailed rules on the requirements for open competitive bidding etc.; and
* The basic characteristics and terms of concession contracts, including general rules on the treatment

of tariff adjustment, international arbitration and cancellation or modification of concessions.

Clear rules on these basic issues enhance certainty for investors and officials, reduce opportunities for
corruption and instill confidence in consumers. In addition, the commonality of rules across sectors on
these generic issues can have several advantages. These include:
* Economies of scale in developing the basic regulatory framework, with reduced opportunities for the

rule-making process to be captured by interest groups in particular sectors;
* Consistent interpretations: Precedents in the interpretation of rules in one sector can illuminate the

likely interpretation in other sectors subject to the same rules, thus enhancing certainty for investors
and officials, and -- by curbing discretion - reducing opportunities for corruption; and

* The potential to use such a law to signal the government's interest in and commitment to private
participation in infrastructure.

Of course, a single cross-sectoral concession law cannot address all the regulatory issues in every sector,
and will usually require complementary sector-specific legislation and/or more detailed norms
contained in individual concession contracts. Nevertheless, such laws can be a positive and versatile
step to enhance the legal environment for private infrastructure projects. In Hungary, for example, a
cross-sectoral concession law enacted in 1991 has proven flexible enough to provide the basic
framework for toll-roads, teleconununications. Dower gas and water projects.

2. Divestiture

63. The Latvian Government has already selected divestiture--partial or complete--for
the gas, power and telecom enterprises. Divestiture can be carried out in several forms:
public offerings, trade sales, negotiated sales, or mixed sales. Increasingly, mixed sale
privatizations are being utilized in order to satisfy a number of economic, financial and
social objectives simultaneously. Mixed sales may include shares for a strategic owner or
strategic group (which may be composed of a consortia of buyers including both domestic
and foreign investors), a percentage of shares reserved for management and employees, a
share package for the general public, and may even reserve a percentage of shares for sales
at a later date. Two aspects of divestiture which have been developed during recent
international experience with infrastructure privatization--establishing management control
and developing capital markets--will be elaborated below.

64. Management Control. Traditionally, ownership control was viewed as equivalent
to shareholding: majority shareholders had such control, minority shareholders did not.
Reflecting this reasoning, much of the debate over partial privatization is often expressed
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in terms of whether 50% or more of an enterprise's shares should be given to private
shareholders. However, the often sensitive nature of infrastructure enterprises and the
multiple goals governments typically attempt to pursue through infrastructure privatization
have combined with developments in financial engineering to de-link majority shareholding
and ownership control. There are a variety of models that Latvia could adopt when
pursuing the initial round of partial privatizations; two main approaches are outlined
below.

* Giving Management Control to Minority Private Shareholders. In some cases, a
government may wish to privatize initiafly only the minority of the shares in an
enterprise. This may be because of political sensitivities over more extensive
privatization or because it believes that the remaining shares could be sold at a
premium after a strategic investor has had the opportunity to improve the
commercial orientation and hence profitability of the enterprise. However, in these
circumstances the private shareholder may be concerned that it will lack sufficient
control over the enterprise, and that the state, as majority shareholder, may use its
influence to pursue short-term political objectives to the detriment of commercial
interests. There are a number of ways of dealing with this concern, including
through the enterprise entering into a management contract with the minority
private shareholders, or by executing an agreement among all shareholders on
control issues. Hungary provides an interesting illustration of the latter (see Box
3.5). While arrangements of this kind add to the complexity of transactions, and if
not well considered may lead to governance problems, they can be a useful tool
when necessary.

* Retaining State Control through Minority Shareholding: "Golden Shares". The
state can privatize a majority of the shares in an enterprise yet still exercise
significant influence through a minority shareholding. Indeed, it is increasingly
common for countries to privatize all or the majority of shares in infrastructure
enterprises -- thus increasing the immediate proceeds from sale -- but retaining a
single "golden" share which gives the state certain extraordinary rights.
Arrangements of this kind become, in effect, part of the regulatory framework
governing the enterprise, and must be treated with equal care. For example,
reserving extensive powers or sweeping discretions to the State through such
devices can undermine the potential efficiency and other benefits of transferring
majority share ownership to private investors and give government a license to
interfere in business decisions. For these reasons, any special rights reserved under
such arrangements should be as limited as possible in scope, and where
appropriate, duration.
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Bax 3.5 A l

Creating an Operating Committee: In 1993, the Hungarian Government sold a 30% stake in MATAV,
the state telecommunications company, to MagyarCom, a consortium of Deutsch Telekom and
Ameritech. Under the tenns of the sale, the State retained shareholder control of the company,
including control of the Board. However, the strategic investors were given substantial management
control over the enterprise through their pre-eminent position on a powerful Operating Committee,
which manages the day-to-day operations of the company and proposes and implements the Annual
Business Plan. A similar approach was adopted by the Czech Republic when it sold its telecom
company in 1995.

Golden Shares: When privatizing MATAV in 1993, the Hungarian Govermment created a golden share
which gave it the right to representation on the Board and a right of veto over certain decisions,
including an increase or decrease in share capital, changes in the company's mission, mergers and
acquisitions and acceptance of new international loans. Another example is the privatization of British
Telecom in 1984, when the UK government retained a single share with a par value of only one pound
but with veto power over key board decisions, including change of the company's mission.

65. Opportunities for Capital Market Development. Infrastructure privatization can
be used as an important vehicle for developing local capital markets. Infrastructure
enterprises and projects are large, and thus can yield a large volume of debt and equity
instruments. And, when subject to an appropriate regulatory framework, they usually
enjoy more stable and predictable returns than most other economic activities, as there is
less market risk for basic infrastructure services. This characteristic makes infrastructure
equity and debt instruments attractive to investors, especially those with long time
horizons, such as pension funds, insurance companies and other institutional investors.
Taken together, these factors can lead to a significant deepening of local capital markets
(see Box 3.6).

Box 3.6: Infrastructure Privatization and Capital Market Development

The linkages between infrastructure privatization and capital market development are well illustrated
by experience in Chile. Most divestitures of companies operating in the electricity,
telecommunications and air transport sector involved substantial sales of shares to employees and to
privatized pension funds. Workers were offered the possibility to use an advance on their severance
payment to acquire those shares, often in combination with other benefits. Pension funds were
gradually allowed by their supervising authorities to purchase shares of privatized utilities as long as
those shares fulfilled certain legal requirement. The following table demonstrates how the financing
of private infrastructure and the development of local capital markets occurred in parallel in Chile.

1989 1990 1991 1992 1993

Stock market capitalization 9,587 13,545 27,984 29,644 44,622
(millions US$)

Infrastructure stocks as a percentage 30 35 49 51 59
of total capitalization (°/e)
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66. Attracting significant local financing to infrastructure can also offer other
important advantages. First, as most infrastructure tariffs are denominated in local
currency, reliance on local financing reduces the significance of foreign exchange and
convertibility risk. Second, and no less important, widespread domestic participation in
infrastructure enterprises -- either directly, or indirectly, such as through pension funds --
can create a strong domestic constituency for sound sector regulation, and thus help to
off-set the usual short-term political pressures to hold infrastructure prices below full cost-
covering levels. In this way, widespread local shareholding can be used to enhance the
credibility of the government's regulatory commitments. Third, widespread local
participation can help to ease potential political resistance to infrastructure privatization
that is dominated by foreign investors alone.

67. Reflecting these considerations, a growing number of countries privatize at least
part of an infrastructure enterprise through local stock markets, with the UK, Chile and
Hungary providing examples. This option warrants careful consideration when
determining the disposition of the state's remaining equity in Lattelekom and Latvijas Gaze
and the privatization of shares in other Latvian infrastructure enterprises.

B. The Perspective of the Investor

1. Typical Negotiating Points with Foreign Investors

68. Investors will make a variety of requests when negotiating a deal. Many of these,
such as granting tax concessions, are unlikely to be necessary to finalize the deal, whereas
others may require a counterproposal by the government. For instance, some limited
restructuring of the enterprise may be discussed with the potential investor at the time a
privatization deal is being negotiated. It is therefore advisable that the Government
prepares a position on this. Two areas which may be negotiated in the coming
privatizations in Latvia are labor redundancies and Government assumption of debt. If the
Government agrees to undertake any restructuring prior to the sale, it should be limited in
scope, and involve only those measures related to legal, financial and organizational
changes. It should not involve any changes in technology, investment in capital or other
major purchases.

69. There is limited, but growing, analysis of the experience with labor retrenchment
prior to and in conjunction with privatization. The need for labor shedding is often
associated with infrastructure enterprises because of their large size and purported
overstaffing and other inefficiencies. In some sectors, such as telecom, investors will be
expected to expand services, so retaining excess labor will not be an issue since the new
enterprise can absorb most employees (or possibly even create new jobs). In many other
sectors (such as water, transport and energy), however, overstaffing is typically acute and
redundancies are usually inevitable. An assessment of the need for labor shedding is
usually the first step.
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70. If such a need has been established, as will be the case with the Latvian railroad
company, the Government will be faced with defusing the political opposition to
privatization from labor and ensuring that displaced workers are dealt with fairly.
Government can choose to undertake the reductions prior to privatization, or leave the
task to the new private actors. The first option may be justified by the desire to allow the
new investor to begin with an unencumbered enterprise, in which case voluntary
redundancy accompanied by (or induced by) severance packages is becoming the norm. If
severance packages are chosen, the Government should carefully assess who will receive
them (targeting the appropriate employees is critical to maintaining the skills balance of
the enterprise), how much to compensate them (generally based on labor market survey
work), and how to make payments (lump sum or over time, cash or stock options, etc.).
Many governments also opt for retraining programs in conjunction with severance
packages, however, studies indicate that the results tend to be ambiguous at best.

71. The second option, whereby the new investors agree to purchase the enterprise
including the entire work force, can be justified by potential productivity improvements or
business expansion, or simply based on goodwill by the new private owner (often
motivated by the desire to reduce resistance to the privatization). If absorption is not
feasible, the new investors may negotiate to: gradually reduce the labor force over time
through natural attrition; accelerate reductions by introducing early retirement
requirements; provide their own severance package program; and/or have the government
provide compensation to the enterprise (in the form of a reduced sale price or direct salary
compensation) for retaining the excess employees. In many cases, Governments find it
politically necessary to impose obligations on the new private owner to maintain specified
staffing levels; such obligations should be kept to a minimum.

72. In many cases, the stock of debt in infrastructure enterprises is large and not easily
collected, and therefore of serious concern to potential investors. Financial advisors can
provide industry standards for each infrastructure industry which can help guide the
government in balance sheet restructuring measures. In order to determine the magnitude
of the problem, an inventory of debt should be undertaken as part of a financial audit of
the firm. As a result of this audit, receivables can be separated out and categorized
(according to the potential to be collected), and debt to suppliers, unpaid salaries and
other accumulated expenditures can be made transparent. This can be an extremely
cumbersome task in some sectors, particularly energy sectors in the former Soviet Union.
Once arrears are identified and organized, it is easier to negotiate their resolution during
privatization. The arrears can be retained in the enterprise--which generally will induce a
price reduction by the investor--or can be removed from the balance sheet and funded by
the government. One form of "debt" is environmental liability which will be itemized in
the course of an environmental assessment. Various methods have been developed for
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both industrial and infrastructure enterprises, to make the environmental risks transparent,
14predictable and thus less of a deterrent to the investor

2. Risk Mitigation

73. From the perspective of potential private investors, infrastructure projects typically
raise a number of risks. These risks can be commercial or political in nature (see Annex
B). Risks relating to future demand for services are usually regarded as commercial risks.
But infrastructure projects typically involve many other risks that are regarded as political
in nature, including the risk of a government reneging on its regulatory commitments."
The usual mechanism for allocating and mitigating risks is through legal obligations
expressed in the regulatory framework, including license or contractual commitments.

74. The nature and extent of these political risks vary widely between countries, with
Switzerland and the US typically ranked as the least risky while a number of countries in
Africa and the Middle East regarded as the most risky. Latvia currently falls in about the
middle of the league table: perceived to be less risky than countries like Ukraine; broadly
comparable to Estonia and Lithuania; riskier the Czech Republic, Hungary and Poland;
and substantially more risky than Sweden and Finland (see Box 3.7). The interest
expressed by private investors in Latvia's power sector is evidence of the confidence the
private sector is placing in the country's larger infrastructure sectors, but continuation of
this confidence will be dependent on the Government reducing the risks under its control,
such as continuing a stable macroeconomic environment, developing a credible regulatory
framework, etc. When there is greater uncertainty surrounding the project environment,
which is likely to be the case with many future projects to be financed at the municipal
level, there is likely to be reduced investor interest and higher costs of private finance.

75. In instances where there is high perceived risk, the Government may consider
whether it is necessary or desirable to offer sovereign guarantees to potential investors.
Sovereign guarantees can serve to stimulate private infrastructure investment, reduce
financing costs or extend payment terms. They should, however, be implemented
selectively and focus only on carefully defined political risks. In the event that larger
greenfield projects may be launched, political risk insurance from bilateral sources, from
multilateral agencies or from private insurers may be requested by the investor.

14 See, for example, "Envirommental Liability and Privatization in Central and Eastern Europe," World
Bank Report No. 11686-ECA. June 1994.

15 Other examples of non-commercial risk include convertibility/transfer risk, war and civil disturbance
and expropriation.
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Box 3.7: Political Risk In Latvia - How Does it Compare

Euromoney compiles rankings of political risk based on a poll of risk analysts, risk insurance brokers and bank
credit officers, each of which is asked to rank countries from 0 to 25. A score of 25 indicates no risk of non-
payment; zero indicates that there is no chance of payment being made. Countries are scored in comparison both
with each other and with previous years. The risk was defined as the risk of non-payment for goods or services,
loans, trade-related finance and dividends, and the non-repatriation of capital.

Findings from 1992 to September 1996 for Latvia and selected reference countries are graphed below. It can be
seen that Latvia is generally perceived to be a slightly more risky environment than Estonia, and that all three
Baltic countries are perceived as significantly more risky than the Czech Republic, Hungary and Poland. Risks of
this kind affect investor interest and, other things being equal, will be expected to be reflected in high costs of
investment capital.

25-

Latvia
Lituania

16 - -- Estonia
- > * Ukraine

-I-Hungary
-0--- Czech Rep.

10 - Poland

- v - Sweden

1992 Mar- Sep- Mar- Sep- Mar- Sep- Mar- Sep-
93 93 94 94 95 95 96 96

Sources: Euromoney (March 1993-96 and Sept. 1992-96)
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C. The Role of External Advisors

76. Experienced international advisors will be an integral part of PPI deals. Private
investors will come armed with financial advisors, lawyers, engineers, auditors, and such,
and Latvian officials must be accompanied by equally qualified experts and negotiators.
Having equal expertise on both sides of the negotiating table is critical to a fair and
successful deal.

77. Advisors will be needed in both the preparatory phases and for the actual sale of
the enterprise. Feasibility studies, most often undertaken by advisors and consultants, will
be required to assess the firm's performance (financial and operational), internal
organization and management, valuation, and environmental impact. Financial advisors--
generally an investment banking group which sometimes is a consortium arrangement
perhaps with domestic partners--will typically be hired to assist the government with
enterprise valuation, advise on the timing and method of sale, and assist with the bidding
process or public offering. (They may also be engaged in determining parameters for
market and regulatory structures.) When foreign investment or other foreign capital is
being sought, or where shares will be sold on international markets, advisors with
experience in these matters and markets are essential.

78. There are at least three important requirements to engaging international advisors
for any type or phase of PPI. First, only advisors who have demonstrated experience with
successful activities or transactions in the relevant infrastructure sector should be
considered for the assignment. Second, advisors should be selected through a competitive
bidding process, answering specific terms of reference requirements issued by the
government. Third, the form of payment to the advisors will affect their behavior, and
careful consideration will be needed to ensure that incentives are not created to
consummate a quick deal with unfulfillable promises from the investor. Consultant fees
typically include a time-based portion (which covers the preparation work) and a success
fee portion (for the transaction itself). The mix of these fees, and the percentage and basis
for these fees (sales price, promised investments or a combination) will depend on industry
norms, the potential value of the deal and the probability of the transaction being
consummated. In addition, while it is possible for the same financial advisors to undertake
both preparatory and sales tasks, it is commonly recommended that there be separate
tenders for these two functions to ensure proper competition.
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IV. THE RENEWAL OF LATVIAN INFRASTRUCTURE

A. Overall Recommendations

79. Considerable action has already been taken towards increasing private participation
in Latvia's infrastructure, and these efforts are impressive. Latvia could, however,
improve upon this ongoing work by: more systematically drawing on international best
practice; transferring lessons and sharing experience between sectors; transferring the
knowledge and skills which are being acquired at the national level to regional and local
authorities; thinking creatively about what areas could benefit from increased private
participation and more aggressively pursuing private competitive market solutions.
Specific recommendations to help achieve these goals are provided below.

Drawing on international best practice. Undertaking the sales of major utilities (for
instance, Latvenergo) without assistance from the investment banking community and
granting exclusivity periods that are far longer than international norms are actions that
run counter to well-established best practice. The result of these and other actions is that
the Latvians are not getting the best they could from increased private participation in
infrastructure. The challenge now is to more systematically bring international best
practice to the ongoing process and achieve for Latvia the considerable benefits that are
possible.

Transferring lessons and sharing experience between sectors. While each infrastructure
industry, enterprise and project has its own unique characteristics, many of the issues
involved in introducing private sector participation are substantially the same across
sectors. Examples range from the analysis of market structure and regulation issues to the
exploration and implementation of specific private participation options. For example,
many of the lessons learned in the telecommunications sector can be applied to electricity,
railways and water, and experience and insights gained in evaluating structural reform
options in electricity may be transferable to railways. The challenge is to ensure that
experiences and insights gained in each industry are effectively shared with colleagues
working on similar issues in other sectors.

Transferring knowledge and skills to local authorities. Local authorities vary
dramatically in their access to and understanding of market-oriented knowledge and skills.
In general, however, they have less exposure to large commercial transactions and foreign
investors, less funds for financing advisors, and in general lag behind their counterparts at
the national level seeing the need for effective competition and regulation. An example is
the extensive cross-subsidization of municipal services. The challenge is to provide
support and guidance to municipal authorities while respecting their autonomy.

More creatively and aggressively pursuing private competitive solutions. There are still
remnants of the attitude that the state should be the direct generator of employment and
the producer of goods and services in the infrastructure sectors. While this attitude is
diminishing, there is still strong hesitancy to introduce what is thought to be too much
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competition. Examples include the tight restrictions on the number of cellular licenses and
the hesitancy to restructure telephone and utility monopoly enterprises prior to
privatization. Private solutions, such as the concessioning of small fishing and recreational
ports, can also be pursued. The challenge now is to continue to modernize the perception
of the respective roles of the state and of competitive markets, and incorporate these new
views into the ongoing reform program.

B. Specific Recommendations

1. Preparing the Environmentfor PPI

* Assess competitive potential, and implement competition inducing measures in non-
natural monopoly sectors prior to involving private partners. This is critical in sectors
such as telecom, rail services, power and gas, where EU directives have been or are
being developed; Latvia should prepare now for EU accession. In particular it should
focus on:

- limiting the use of exclusivity periods, and where a temporary
exclusivity period might be justified, it should be drawn as
narrowly as possible in terms of the services covered, geographic
reach, and duration;

- carrying out studies to determine the optimal level of horizontal
and vertical restructuring of all traditionally monopolistic
activities (such as power and railroads), and undertake the
requisite reforms before privatization.

* Ensure access to networks. In privatized sectors which have not been subject to
restructuring, new entry may be hampered by a lack of detailed rules and regulatory
supervision to ensure fair access. This is presently a concern for the cellular telephony
industry, will become a concern when competition is introduced into national and
international long-distance telecommunications services, and also if competition is to
be introduced in power, rail and other network industries without vertical
restructuring.

* Establish regulatory commitments prior to involving private actors; and ensure that
they are adhered to once they have been established. The experience of telecom
regulation should be avoided in other sectors. The choice of tariff-setting
methodology for energy, railways, water and other infrastructure sectors will require
careful evaluation of the conditions and policy priorities in each sector. A delineation
of services and customer groups should be undertaken in order to assess the
desirability of introducing differentiated tariffs.
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* Further develop Latvia's regulatory bodies, by: eliminating representatives of special
interests on regulatory bodies (as is presently the practice with the Energy Regulation
Board); keeping the size of the bodies to a practical level (such as 3-5 members);
protecting regulatory bodies from political interference (for instance, by removing RR
tariff responsibilities from the Latvian Parliament); hiring skilled staff with market-
based salaries funded by earmarked levies on regulated firms (or their customers); and
ensuring appropriate transparency and accountability to the general public.

* Where subsidies to low-income customers are deemed necessary, ensure that those
subsidies: (i) are only directed to those individuals in genuine need, rather than to
broader categories of user; (ii) do not discourage conservation and efficient
consumption; (iii) are as transparent as possible, to facilitate ongoing scrutiny of the
size and direction of transfers; (iv) are financed in a way that imposes least economic
distortions; and (v) are designed to minimize administrative costs.

* Revisit the emerging legislation for infrastructure regulation and existing Anti-
Monopoly legislation in order to avoid overlap and uncertainty regarding anti-trust
rules and assign clear responsibility for enforcement of these rules.

* Strengthen regulatory capacity at the municipal level. One option that might be
explored would be for the national government or an association of municipalities
(such as the Latvian Union of Local Self-Governments) to develop a program of
regulatory assistance for local governments interested in infrastructure reform and
privatization.

2. Doing the Deal

* If necessary, amend existing privatization regulations to better accommodate
infrastructure privatization. The privatization process should be acceptable by
international standards and at the same time valuable to both buyer and seller. The
process can incorporate the important goal of information building which the LPA has
adopted to date while improving on its professionalism. International procedures for
running a competitive bidding should also be adopted. These changes could vastly
improve the outcome of the sale, but may require some amendment of the existing
privatization regulations.

* Transfer experience and skills related to private infrastructure transactions which have
been gained at the national level to local authorities.

* Assess options for labor retrenchment for the railway and other possible enterprises.

* Assess examples of cross-sectoral concession laws, such as that in Hungary, to
determine the applicability of such a model for Latvia.
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* Obtain financial advisors/sales agents qualified to deal with planned infrastructure
privatizations. Private investors will come armed with financial advisors, lawyers,
engineers, auditors, and such, and Latvian officials must be accompanied by equally
qualified experts and negotiators. Having equal expertise on both sides of the
negotiating table is critical to a fair and successful deal. Government should follow
three requirements for engaging advisors: insist on experience, use competitive
bidding to select, construct form of payment to create the desired behavioral
incentives.

C. Future Assistance Needs

80. Latvia has received, and continues to benefit from, substantial technical and
financial assistance from the international community. Much of this assistance has helped
move Latvia in the direction of increasing the role of the private sector in infrastructure
activities. Many of the areas described above are being partially or fully addressed under
ongoing technical assistance programs, but many others remain unaddressed. Some of the
areas where Latvia might wish to complement ongoing assistance include:

3 technical assistance for further development of regulatory bodies (staffing,
responsibilities, tariffs, etc.); skills development in areas related to international
finance (project finance, etc.); additional feasibility studies (such as those ongoing
in power and railroads) to assess infrastructure sectors/enterprises still in the public
domain; hiring sales agents for the privatization of large enterprises; and
transferring knowledge to municipalities; and

3 financial assistance for the financing of debt restructuring, severance packages,
and public investments (such as dredging, or land and inland transport access for
ports) which serve as catalysts for further private investments.
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Annex A

LATVIAN INFRASTRUCTURE: CAPACITY AND UTILIZATION

SECTOR CAPACITY UTILIZATION

Transport

Ports
Riga 11 million tons 8.5 million tons (1996)
Ventspils 46 million tons 34 million tons (1996)
Leipaja 4 million tons 2 million tons (19%)

Rail
Passenger 2,400 km rail lines/ 55.6 million
and 163 stations

Freight 27.8 million tons
Combined traffic 19.8 m. tons (cargo)

Road
Paved 18.8 thousand kms.
Unpaved 39.6 thousand kms.

Energy

Electricity and Heat Generation
Latvenergo 2,031 MW Electricity

3,458 MW Heat 4,272 thousand Gcal
(1995 heat sales)

Transmission
Networks 4,698 kms.

Distribution
Networks 97,074 kms.

District Heating
Mains 264 kms.

Gas
Latvijas Gaze 1,238 km. main natural gas pipelines 1,217 million cu. m. (1995 consumption)

1,534 km. ng distribution pipelines 31.36 thousand LPG (1995 consumption)
434 km. liquified gas distribution

Telecom

Lattelecom 614,200 phone lines 28 lines/100 inhabitants
Latvian Mobile

Telephone 9,440 GSM subscribers
9,455 analogue subscribers

Water

Water 200 liters/day
(240 liters/day in Riga)
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Annex B

ASSESSING AND COVERING RISKS IN GREENFELD PROJECTS: THE LENDER'S PERSPECTIVE

Type of Risk I Who controls Assessing/covering/initigating
Commercial: project s gecific
Project concept and Sponsor Independent cost review; review similar projects (espec. in
costs country); use tested technology; contracts for construction,

operation, supply and, if possible, project's market.
Project's supplies Supplier Supply contract (e.g. coal to power station, sometimes "supply or

pay" basis; govt. guarantee of SOE supplier performance

Market (multiple None Independent surveys to verify demand forecasts; agreements to
users: toll road) provide access to market (e.g. concessions to supply telecom

services); competitors/substitutes
Market (single Purchaser Take or pay contract; revolving letter of credit from purchaser to
purchaser: power) provide advance payment cushion
Sponsor commitment Sponsors Substantive equity commitments; lead sponsor strength; credit
and strength review; technical strength; knowledge of country conditions;

commitments to cover cost overrruns and meet operating criteria

Contractor or Sponsor or Technical/geographic experience and performance; financial
operator contractor strength; contractual arrangements (penalties, bonuses,

transparency, arms length from sponsors); insurance
arrangements (e.g. business interruption)

Commercial: economic environment
Currency/interest risk Varies, but Hedging; sponsor guarantees to cover cost-overruns during

partly host construction; use some local financing; govt. agreement to link
govt. project tariff to debt service costs if devaluation affects both

Inflation Varies, partly If regulated, govt. agreement to link tariffs for project's output to
I host govt. an inflation index, if appropriate

Non-Commercial: proct specific
Regulatory Host govt. Detailed concession agreement, specifying conditions.
Expropriation Host govt. Previous record; concession terms; include local sponsors and

perhaps foreign investors from different countries; insurance.
Obligations of SOEs SOE/govt. Contracts; govt. guarantee of SOE performance
Non-Commercial: non-project specific
Country risk (e.g. Host govt. Country exposure limits; govt. guarantee of exchange
forex not available availability; project revenues paid directly into an offshore

escrow account

Political (e.g. war) Govt./no party Insurance; buy out clauses
Legal risk Host govt. International arbitration; use neutral country contractual law
Force majeure No party Insurance (e.g. for earthquake, fire)
Source: "Financing Private Infrastucture Projects: Emerging Trends from IFC's Experience," G. Bond and L. Caster, IFC

Discussion Paper No. 23, 1994.
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