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1. Introduction 

Local public utility and communal services are the focus of this report. They are regarded as basic services in the studied six countries of Central and Eastern Europe (CEE). Water services, regular solid waste collection and disposal, district heating, public cleaning, management of social housing, public transportation, and so on, are all a part of the everyday lives of ordinary citizens. However, there are great differences in the manner in which these services are provided, and there is still much confusion in approaches, objectives and policies as to how these activities should be managed and financed. 

In this publication, we deal with local public utilities and communal services, which are specific branches of the utility sector. During the changes of the past decade, public utilities have also been under transformation worldwide. The public utility sector still has its own problems in this period of rapid technological change with the increasing dependence of the economy on energy, along with the development of global networks. The role of the private sector has to be identified within the framework of public functions of the welfare state. 

The future of urban services (local public utilities, communal services) in the CEE countries raise even more specific problems than the transformation of the utility sector. These changes are implemented in a decentralized political and administrative environment, which further complicates existing problems. Economic and management decisions are always influenced by local politics, which does not help the economically rational design of service provision. 

Political considerations and traditions led to fragmented and - from an economic point of view - small size service providers. Political goals of accountability and public control of local governments are in conflict with the economies of scale arguments. New political and administrative mechanisms have to be developed, in order to achieve efficient service provision.

Conditions of local decision-making further complicates the transformation of these services. At local governments the roles of owner, budget designer and social service provider are mixed. These three functions have to be balanced in each local decision. Operational rules of municipalities are influenced by other factors, for example the specific conditions for managing conflicts of interest, lack of professional capacity, and so on. 

However, it is precisely these nuances and complexities of this topic that makes it all the more challenging and interesting. We hope that the target audience of this book will be broad. This information on Central Eastern European countries might be useful for policy analysts, who are interested in various aspects of local public utility services. Discussion of the linkages between various regulatory mechanisms and on service management issues will help the policy makers as well. Regulatory policies and specific rules of service delivery are rather diverse in the CEE region, so this book will support the information exchange amongst experts. Beside national government officials it will also be informative for local practitioners.

The subject of the research is the role of public influence in the transformation of local infrastructure. It is a topic with many conflicts, because as state functions decrease, they need to be replaced by private actions and new types of policymaking should be developed. Our approach in this study is that changes in the utility and communal sectors are prerequisites of transformation in the public sector as a whole. For improving public utilities, consequent and persistent government policy is needed. The specific objectives of these studies are: 

(i) to make an inventory on the present status of local public utility service management; 

(ii) to identify those areas of local public utilities which are required to develop efficient and high quality service provision in the emerging market environment, in the current stage of decentralization. This critical assessment leads to stage (iii); 

(iii) policy proposals, which will lead to the real transformation of this sector.

Despite the present strong incentives and pressure, conditions have not, as yet, been guaranteed in the researched countries. There are many controversial circumstances preventing development from turning into the direction of modern welfare economies. Drawbacks are different by sectors and by countries.

We are aware of the fact, that a description of these local utility and communal services will not lead to general conclusions on all the studied sectors. Special characteristics of these activities do not allow a comprehensive analysis. That is why we often make a reference to special features of technology or to specific country. But, we believe that we were able to identify a more or less complete list of issues in local public utility service provision. 

During the past decade, the emphasis in public debate on utility services has been slightly modified in the CEE countries. At the first stage, and after the political changes, the primary goal was to improve the service efficiency; to utilize the benefits of the decentralized system and private institutions for achieving a better performance of services. 

There is no comprehensive and reliable information on the efficiency gains of the transformation of public utility and communal services in the CEE countries. So we cannot evaluate the impact of these changes, but evidence from other countries, which have already been through this transformation, show a significant reduction of costs. For example, an OECD study on solid waste management has proved that a private collection of communal waste results in 15-40% percent lower costs than a public collection.
 

Despite these facts, the political and public debate on local public utilities has been slightly modified during the past few years. Without having specific information on efficiency gains and improvement of service performance, equity and affordability came into the focus point of discussions. These arguments do not seem to appreciate the impact of privatization on the level of public utility services, but they raise different issues. 

This second stage of service transformation (regulation, competition, contracting) was the focus of our research. We believe that advantages of the private sector can be realized in a properly designed public service environment. We do not want simply to neglect or to support private provision of utility services, but our goal is to discuss those components of regulation, which would protect the public interest, but do not destroy the market. This approach will hopefully support the public debate on these issues.

This fits into the theory of public sector management, focusing on communal and utility services. Management of economic and political transition in CEE countries gives the framework for the topics to be examined in this book. This particular viewpoint can be generalized, and it will be useful for a better understanding of more complex problems of the whole region in its transformation period. 

Our aim is to draw conclusions on the relationship between the public and private sector by investigating specific issues in this area. This method will be more relevant than following some recent comments on the ranking of countries, or describing the present process as a race for joining various frameworks of international integration. However, in addition to the analyses, a normative character is also preferred in this study. We focus mainly on policy formulation at both government levels. Nevertheless, the authors recognize the limitations, but the aim is that a professional debate will be launched. 

This comparative paper is based on country reports from six Central and Eastern European countries: the Czech Republic, Hungary, Latvia, Poland, Romania and Slovakia. There are differences in the selected countries according to their model of development, involvement in the EU integration process, historical heritage, and so on. However their common feature is their strong motivation to reform and transform their systems. We think this sample represents more or less other countries of the former ‘Eastern block’, at least in its European region. he authors are united in the opinion that conflicting situations commonly arise from similar challenges or problems.
Authors from the six countries - following an agreed outline - produced detailed comprehensive reports on local public utility and communal services. The approach and style of each paper is different, because the available information, the form of existing institutions, and the present problems varied regionally. This summary chapter is primarily based on the information collected by the national teams, but it was supplemented with other facts, collected from personal interviews in these countries and from the available literature.  It has been discussed at a regional workshop with the authors and other experts. 

This summary chapter is heavily based on the information collected by the country teams, so we are very grateful for their excellent work. The editors have visited the studied countries, and with the assistance of the country teams were able to collect information from practitioners. Meetings with national and local government officials, service company managers, representatives of professional associations helped a lot to understand the reality. Any possible misinterpretation of the collected information is our responsibility.

2. Theoretical framework

In classical theory market failures arise from the production of public goods and other operating mechanisms of society. There are several limitations like natural monopolies, externalities and information asymmetry on the market
. There are different linkages among these phenomena, for instance, the production of public goods generally involves externalities
 for example services which provide additional benefits for specific users, which then has an impact on income distribution, which is either accepted by the public bodies or has some favorable macroeconomic effects (on unemployment, inflation, et cetera).
What is the basic characteristic feature of public utility and communal services from the point of view of market failures? Most of them are public goods, because government actions are needed in the production and distribution; natural monopolies dominate the network based services; and to a lesser extent externalities and information asymmetry exists. 

According to public sector economics
 social or public-good consumption benefits are available in a non-competitive manner. Market failure occurs in the provision of public goods, because individual consumers will act as free riders. For efficient provision of public goods, a political process of allocation is needed.

“A public good is a good or service that provides benefits which cannot be limited to those who directly pay for it”.
 The government is involved in the production of public goods. In a pure case consumption is realized collectively by all people, notwithstanding payments.
 Two basic characteristics of pure public goods are specified, such as non-excludability in consumption and joint use of goods and services. According to the well-known typology
 apart from specific public and private goods, common pool and toll goods are also distinguished.

‘Pure’ public goods are relatively rare, typically public characteristics are mixed with private features. These mixed goods are characterized by different scale of joint consumption. Only in extreme cases is individual consumption excluded absolutely, so the level of excludability makes the real difference between public and private services. 

According to Savas (1987) the separation of service provision and production is a further dimension, differentiating public and private functions. From this aspect linkages to the public bodies are crucial and they are more important than ideal-typical forms of private and public goods. This concept argues that public provision does not mean necessarily governmental production of goods and services. Governments are more service managers, facilitators using the private sector for producing public services
 
The other most relevant market failure in natural monopoly services is the neglected competition. Natural monopolistic character of public utilities is a more significant feature of these services, than the scale of government involvement in production of services and goods. According to Stiglitz, we talk about natural monopoly, “when a firm has attained its monopoly position as a result of increasing returns to scale”.

In all cases of market failures, government actions are needed. The content and focus of public activities depend on the nature of market failures. Natural monopolies and public (or mixed) goods and services in urban areas more precisely consist of the following:

(i) Urban public utility services as natural monopolies:
· healthy drinking water supply;

· sewage;

· district heating(
· electricity;

· urban gas supply.
(ii) Urban public utility services as specifically public goods:
· public lighting; 

· rain-water drainage; 

· public cleaning; 

· urban (non-toll) roads.
(iii) Urban communal services as mixed (not-specifically public) goods:
· public park and green;
· public cemeteries;
· solid waste removal and disposal;
·  individual liquid waste removal and disposal;
· (social) housing maintenance;
· public chimney cleaning and supervision of heating facilities;
· public transport. 

It should be noted in point (i), that in urban areas a healthy drinking water supply, sewage, rainwater drainage and district heating are typically provided as natural monopolies under local or regional management. Electricity and urban gas are slightly different, because the provision of these services are supplied mainly at the national level, and less by municipalities and other regional governments.

The characteristics and scale of public services and especially natural monopolies are changing. The recent trends in regulatory systems and ownership structures have developed a new environment for classical natural monopolies. Large networks are owned and operated by big national or international companies. In parallel to these changes, regulations force third party access to networks, which might limit the monopolistic character of the network based service provision. 

Public functions are very different in each sector mentioned above. For instance, electricity has not been fully privately owned. Gas utilities have been privatized in some of the studied  countries. In their case, the regulatory functions have been changed intensively. Models of public involvement do not depend only on sectors, but they are also influenced by historical development. Former publicly owned utilities can be transferred to the private sector quickly in the privatization process, but government regulatory functions are changing slowly. 

The public character of services depends on three basic conditions. First of all ownership matters, but also the style and form of regulations have a strong impact on service provision. Secondly, private or public character of service production is very much influenced by several elements of the regulatory system: licensing, access to networks, price setting authority etc.). Finally, the method of financing greatly matters ( i.e. whether services are financed through national and local taxes or user charges). 

As these factors can be changed during the transformation of service provision, the characteristics of goods provided by natural monopolies changes gradually. As far as basic feature of goods provided by utility networks is concerned, the borderline between public and private is also modifiable. In the modernization process of natural monopolies, the main tendency is to split marketable, competitive activities from publicly owned and managed assets. For this purpose, exclusion from access to goods and services (networks) should be guaranteed. This general tendency is also expected in the provision of urban services. Under  state socialism in its classical period, public services were mostly common pool goods. Consumption was not limited by the symbolic price. In the period of so called ‘market socialism’ some changes did begin, however, clear excludability has been implemented for the years of transition, after a reorganization of service provision. Changes can be illustrated with characteristics of goods and services provided by utility works (Figure 1.1.). 


In point (ii) above, it should be noted that in the case of specifically public goods, the market failure does not link to the position of natural monopolies. Specific public goods are relatively restricted at this level, because public goods can be provided by more aggregate (national or federal) level of government. Defence, police and prisons are typically managed by central government and administration. In relation to these type of services, it can be highlighted that public characters are more important in the practice than ideal-typical forms. 
In point iii) above, it can be noted that as far as mixed goods are concerned, two main different factors may work against market failures. Firstly, the existence of the public client (the municipality) limits competition because of the missing cost saving interest. The second factor is the necessary joint provision, for ensuring the economies of scale rationale and restricting the competition (e.g. in waste collection, public transportation). 

Local public goods and services are typically mixed. The extent and content of public provision is different by sectors. Additionally, the public character is changing historically. In a more developed stage of market economy in these countries, communal goods and services can be characterized according to Figure 1.2. The figure shows that stage, when some of the services have been privatized as a whole or partially. We used Savas’s typology as a basis,
 however it has to be changed according to the characteristics of service provision in the region.

Figure 1.1.
Direction of the change of services provided  by natural monopolies in transitive economies 

 


Figure 1.2.
The nature of communal goods and service
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In a denationalized environment, in spite of possible privatization, particular government functions must remain such as pricing, involvement of the government in service development, consumer protection, et cetera, because under free market circumstances these tasks are not fulfilled. Roles of the general public are different by sectors, stage of development and country specifications. However, there is a common tendency, which is similar in developed Western economies and transforming countries, that has changed the character of mixed goods: that is the increasing role of exclusion and private consumption. 

Motivation and social frameworks of these changes are very different. From a welfare state to the post-welfare, the development of economics is motivated by the intention to stop the overspending of the state budget. In transition economies, the main task is to transform the former centralized service assignment systems. From this respect, private roles in public provision could be more politicized, incentives for efficient services are less highlighted, partly because of the higher costs of reconstruction. In many respects, practitioners have to face similar challenges as does the modernization process of a few countries of the third world. Nevertheless, a common tendency of widely accepted direction to the expected development can be sketched. A lot of goods that used to be public goods or common pool goods become toll goods or private goods, such as social dwellings, public transport, clean water, et cetera. Formerly toll goods become ‘pure’ private goods in some cases, especially funeral services, health services of baths, et cetera. These tendencies are showed in Figure 1.3.

 Figure 1.3. 
Change of communal goods
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In public service provision, private characteristics and exclusion in consumption is becoming increasingly important. As we shall see from the country examples some of the urban public services have already been made private. It is implemented in two ways. One form is to decrease the amount of public or mixed goods, like the sale of the great part of social housing stock. The other is to eliminate particular services as public ones, for example cultural centers as institutions in transition countries, and to transfer all these services to the group of private services, which are supposed to be provided by the market. 

The other form is the involvement of private service organizations in the service production, but keeping the public control over service performance, financing, quality control, et cetera. Privatization is not the only solution for cutting back on public spending. Another widely used policy is to prefer market based instruments in remaining a part of the public sector: creating incentives for competition; establishing independent regulatory functions; widening contractual  relationships; and so on. These critical elements of private sector involvement are in the background of the changing character of services, when they move from public goods to toll goods.

Intervention may also lead to government failures. There are a few groups of theories focusing on this issue.
 Although the main problems analyzed in our comparative project may fit properly into the theoretical framework described above, what so far has been less highlighted are the actual differences to be found in the social and economic systems. 

Both welfare state and socialism are criticized because of their exaggerated intervention. However, influencing the conditions of existing market systems is not the same task as replacing regulatory mechanisms in a command economy. Therefore - despite some similarities - the challenge to change the previous regimes is different to some extent. 

Through destroying state-owned structures from the previous regime, governments find themselves with highly complicated reorganization tasks. In the case of CEE countries, the disintegration  of the command economy is also linked to establishing market conditions and new public positions in public service provision at the same time. That is why West-European examples on market orientation in the public sector cannot be applied directly, because their reforms were built on a relatively plural structure of service provision. There was no need to re-structure the basic social structure of property or institutional framework of public involvement.
For the further analyses it is better to make a distinction between traditional government failures and ‘state’ failures, as that type of public failure which originated under state socialism. In the latter case, a correction of failures is directly linked to the wide restructuring of extremely nationalized ownership structures. 

3. Provision of urban services in CEE countries

What is the relevant framework of local service provision? According to Oates’ (1972) decentralization theorem, each service should be provided in that area where costs and benefits have arisen in an optimal way. In the case of the transformation in CEE countries, this question is raised as the allocation of power and assignment of functions to different levels and types of local governments. In Central and Eastern European countries, reallocation of public functions was realized in a parallel way with division of functions. 

A new allocation is based very much on the general level of development. Its known crucial character is the political, economic and social transformation process in the 1990s. The beginning of changes was a purely political process (Ágh, 1998). It meant that crucial changes in social and economic circumstances were initiated by the political transformation, instead of a gradual development, by which ‘revolutionary’ institutional reforms could have been prepared. 

Basic data are showed in Table 1.1.-1.3. General characteristics of the studied countries as a sample of the whole region are as follows:

1. These are relatively underdeveloped countries in comparison to Western European ones. The urban population ratio is far from the developed level, as well as per capita GDP.

2. Transformation led to more serious decline because of the high social costs of restructuring. For example it is showed by unemployment rates. Some of the countries have already reached the pre-transition level of development and economic growth was begun. Others have not been out of the transformation shock, like Romania and Latvia.

Table 1.1.

Selected social indicators, 1999 and 1990–1999


Latvia
Poland
Slovakia
Hungary
Czech Republic
Romania

Population (in thousands)
2,389
38,741
5,381
10,075
10,263
22,402

Growth rate of population 1995–2000 (% per annum)
-1.5
0.1
0.1
-0.4
-0.2
-0.4

Life expectancy at birth (women and men, year)
74/62
77/68
77/69
75/67
77/70
74/66

Urban population (%)
69
64
57
63
75
55

Share of population in poverty (%)
23
13
1
2
1
30

Sources: 

World Statistics Pocketbook, 2000(
Nemzetközi Statisztikai Zsebkönyv, 1999(
Transition report, 2000. EBRD

Table 1.2.
 
Selected economic indicators, 1999 


Latvia
Poland
Slovakia
Hungary
Czech Republic
Romania

GDP/per capita (US$) 
3,019
3,987
3,650
4,853
5,148
1,512

Level of real GDP (1989=100)
60
122
100
99
95
76

Unemployment (%)
14.0
10.4
15.6
7.8
7.5
10.4

Inflation (annual average consumer price level)
2.4
7.3
10.6
10.1
2.1
45.8

Cumulative foreign direct investment (1989-2000) per capita (US$)
1,027
751
669
1,935
2,102
303

Private sector share (%) in GDP (mid-2000)
65
70
75
80
80
60

Institutional performance of transition

2.6
3.3
2.8
3.5
3.2
2.3

Source: Transition report, 2000. EBRD


Transition report update, 2001, EBRD

Table 1.3.
Selected infrastructure indicators, 1999 and 1990–1999

Latvia
Poland
Slovakia

Hungary
Czech Republic
Romania

Dwellings supplied with water pipe network (%)
n. a.
89.8  C
82.3 G
84.6   E
96.9   A
51.4   B

54   F

Dwellings supplied with bath, shower (%)
n. a.
77.9  C
89.0 D
79.9   E
90.9   A
46.1   B

Dwellings supplied with WC (%)
n. a.
77.8  C
80.0 D
76.5   E
88.5   A
44.9   B

Dwellings supplied with central heating (%)
n. a.
68.4  C
74.7 D
48.2   E
59.0   A
38.9   B

Population connected to public sewerage network (%)
n. a.
46.6  D
54.7 G
22.0   E
59.2   E
51 F

Average of EBRD index of infrastructure reform
3.1
3.2
2.1
3.8
2.8
3.3

General government expenditures in % of GDP
46.8
44.7
43.3
44.8
42.0
36.8

Sources: 

World Statistics Pocketbook, 2000(
Nemzetközi Statisztikai Zsebkönyv, 1999(
Transition report, 2000. EBRD

Magyar Statisztikai Zsebkönyv, 1999.

Slovak data: Statistical Yearbook, 2000; Annual Bulletin EC, 1996
A: 1991;
C: 1995;
E: 1997;

B: 1992;
D:1996;
F: 2000.

G: 1999



3. The quality of urban infrastructure according to some basic parameters is also underdeveloped, although differences are higher to some extent, for example Czech indicators are closer to Western ones. At the other end of the scale, the Hungarian ratio of public sewerage services is unacceptably low. In these circumstances, it is difficult to make any general statement about the effectiveness of service delivery. Modernization should first focus on extending the delivery of some communal and utility services. Nevertheless, this task cannot be defined separately from the rationalization of the service provision. 

This description of present and historically developed process shows that problems of the transition model are different from the Western one, because the circumstances and level of service provision are not the same. Liberalization of the market here serves first of all modernization, rather than improving the level of services. By modernization, we mean changes in methods of service provision, notwithstanding quality improvement. Above all, a particular environment of the market should be established. In the first stage, the existence of a sufficient number of providers was the question, because the market was absolutely virtual, it was monopolized by state-owned companies. 

By the late 1990s, the number of providers increased in all these countries. Private service providers had a more active role. However, the remaining influence of state owned or regionally organized public enterprises still exists, but it is different by countries. For instance, their role is more extended in Romania (‘regie autonomes’), than in Slovakia or Poland. However, even in these latter ones there are sectors where privatization has not yet begun (for examples the provision of drinking water in Slovakia or electricity in both countries). Provision of public utility and communal services are divided amongst central and local governments, and, on the other hand, between different levels of local governments. 

The typical feature of the CEE region is the crucial role of the basic (municipal) level of territorial governments (Horváth, 2000). Most of the public utility and communal services are provided by municipal governments. Division of work is accepted only with state administration, and to a much lesser extent with higher territorial self-government level. The elected middle tier was typically weak in these countries in the first period of transformation.

This problem is important from the point of view of technical services, because the economies of scale is evidently linked to larger territories, i.e. to more integrated units of municipal governments, or to intermediary levels of government. The weakness of this form of integration leads paradoxically to better chances of integration, led by private service providers. The alternative option would have been service provision by the state administrative, which was not a preferred solution.

As far as the second main stage of local development is concerned, the re-establishment of middle tiers is highlighted. Based on the direction of recent changes it is hard to predict the future, modernization projects will probably be managed by new or newly strengthened levels of territorial governments. This progress of administrative regionalization is supported by the common aspirations of the European Union. Structural policies of the EU also focus on regional levels, as units of modernization. 

Depending on the scale and form of decentralization, local governments play different roles in the financing and managing of local public utilities. The models of the six studied countries diverge by the forms of local service assignment; transfer of municipal property; and autonomy in local revenue raising. These indicators of decentralization are determined by general factors, like the share of local budgets in GDP and general government expenditures or the role of the intermediary level of government. 

These two latter factors define the fiscal and legal environment for public utility services. After the first decade of transition the public sector has a similarly limited role in the economy. In most of these countries consolidated general government expenditures are 36%-44% of the gross domestic product. These figures show a substantial decrease in public expenditures, which used to dominate the economy through extensive redistribution under the communist systems.  

The reorganization of the state functions was implemented partly through decentralization and devolution. According to the scale of decentralization, the studied countries might be grouped into three categories. The share of local budget expenditures in relation to GDP are the highest in Hungary (12%) and Poland (12%). Two countries belong to the second group as well: Czech Republic (7%) and Latvia (9%). The least decentralized countries are Romania and Slovakia, both of them with a 4% share of local expenditures in GDP.

Another important factor of decentralization trends is the role and function of the intermediary level of government. The middle tier of the government had an important role in the service delivery and reallocation of resources under the Soviet rule. In the least decentralized countries, where the state administrative and local government functions are not clearly separated, the districts, counties, and regions dominantly have a non-elected administrative character. This is the case in both the Czech Republic and Slovakia, however, reforms are under completion. 

Where the intermediary levels of sub-national government are elected and public functions are assigned to them, there the relationship between the municipal and county level matters. In Romania the ‘judets’ have broader functions and in Latvia the districts seem to have the inherited, informal functions of equalization, so they can influence the municipal decisions to a greater extent. In Hungary and Poland, the responsibilities and competencies of the middle level governments are clearly separated and no forms of subordination is accepted between the two levels of elected local government. 

There is no detailed and comparable fiscal information on local utility services in the six studied countries. The terms and budget classification are diverse, so expenditures on local public utilities are found under different mixed categories, like communal services, municipal services, economic services, and so on. The available data shows that there are two groups of countries. In Hungary and Latvia local government budgets seem to play minor roles in utility services, as only 15-19% of local government expenditures are used for these services. In Poland and Slovakia the broadly interpreted municipal services are 29-44% of local government budgets. (see Table 1.4.)

This data does not present the differences in local mandatory service competencies. In all the six countries, local governments have rather broad responsibilities in public service delivery, so not only these communal services, but also wide scale of human services (education, welfare and health services, etc) is decentralized (with some exceptions, like Slovakia, before the planned reform). A lower percentage of utility services in local budgets might reflect the differences in the organizational form of service delivery. A lower proportion in municipal expenditures might be caused by the fact that state owned enterprises still provide the service (for example the heating supply in Latvia). 

This reduced budget share of public utility services could also mean that these services are more privatized and that they are less dependent on local budget transfers (for example Hungary). In most cases even the locally set user charges are not presented among the local budget revenues, because they are collected by the service organizations. 
 

Table 1.4.


Public utility expenditures in local budgets
Hungary
FY 2000, 






Local government expenditures

Housing, community and public services: 




6.6%

Economic functions:







10.9%

FY 1998

Current expenditures
Capital expenditures 
Total expenditures

Housing 


1.9%


5.1%


2.3%

Communal services

6.1%


10.7%


6.2%

Public transportation

1.2%


5.7%


1.9%

Water management

0.3%


21.4%


4.2%

Total



9.5%


42.9%


14.6%

Latvia
FY 1999






Self-government expenditures 

Economic services







16%

   Of which: housing, public utilities, environmental protection 
93%

Transportation, communication

 



3%

Total









19%

Poland
FY 1999




Local expenditures at gmina and powiat level 

Municipal services







29%

Capital expenditures


Gmina municipal services






16%

Poviat municipal services






14%

Slovakia
FY 1999






Local government expenditures 

Local economic services






8.1%

Of which:

Public lighting




3.5%

Funeral services




0.6%

Public welfare facilities



2.4%

Environmental services






6.6%

Of which:


Municipal solid waste management


2.5%


Street cleaning and snow removal


2.1%


Park maintenance 




1.8%

Water supply








2.1%

Housing construction and management




15.0%

Public transportation
and road maintenance




12.2%

Total communal and utility services





44.0%

Source: LGPP project country reports, 2001.





Fiscal information collected by the authors of the country reports also present the differences in terminology and data collection. However, the more detailed data from Hungary shows that in a decentralized system - when services are mostly provided by companies from arms length - local current and capital expenditures might be significantly different. Public utility services are high priority target areas of local capital investments (43% of total capital expenditures). Only 9% of local current expenditures used for the operation of utility services. According to our investigation, the modernization of urban services consists of the following main changes:

(i) decomposition of formerly monopolistic providers (re-structuring);
(ii) sale of assets and shares (privatization in a narrower sense) establishing liberalized market  environment.

Different models have arisen in specific sectors of the studied countries, but there are common processes as well. Public utility and communal enterprises used to be owned by the state in former socialist systems. They were in monopolistic positions, although these monopolies were relatively weak in comparison to the state owned companies in the manufacturing sectors. It means that priorities in the development of public services only followed preferred ambitious political programs on the forced increase of production in heavy industry, mining, et cetera. Therefore, monopolies of public services were not really strong in relation to other sectors of the economy, but their behavior was typically monopolistic in their own sectors. 

In most of the infrastructure sectors, service provision was divided among large enterprises, combining production, transmission, distribution and other related activities. Some activities were also connected to the basic services, like the operating of sport clubs, networks of social care institutions, financing  a relatively wide range of exclusive services for employees, and so on. 

Under these circumstances, the first step of transformation was the re-structuring of monopolies. Practically it meant the preservation of monopolies in another structure, in order to prepare them for real changes in the system of ownership and the establishment of the market environment. In the second stage of transformation, privatization is implemented in all of the possible service areas. 

The content of these changes is different in the case of services according to their character as natural monopolies or mixed goods, because the role of public sector cannot be defined in the same way as in market economy. This difference is shown by Table 1.5.

The present changes of the public utility sector in countries of Central and Eastern Europe are parts of a longer process in the economic transformation. During the decades of state ownership and planned economy, the infrastructure and public services were secondary objectives. Industrial development, mostly in manufacturing and military sectors, was regarded as the primary goal of economic policy. This has supported the modernization of typically agrarian countries of the CEE region. 

It has required extensive regrouping of available economic resources to the preferred activities and sectors. With the exception of some services (e.g. public education, urban housing) various mechanisms of the planned economy caused serious under-investment in the infrastructure services. In the centralized public administration and local government systems, the methods of allocating public utilities assisted the large scale industrial projects and did not respond to local needs and priorities. Extremely high income centralization has prevented any form of public choice based model of infrastructure financing.

Table 1.5.


 Stages of transformation in public utility and communal services


Public utilities

(natural monopolies)


Communal services

(mixed goods and services)

First stage 

(RE-STRUCTURING)
· modest breakup of state-owned monopolies (devolution of assets)

· modest unbundling 

· establishment of independent regulatory authority
· rationalization 

· establishment of competitive environment

Second stage

(PRIVATIZATION)


· privatization of competitive assets (de-monopolization)

· development of regulatory function

· liberalization
· de-monopolization

· management of public shares

· privatization 

The past decade of transition raised the claim for dramatic changes in this field. The crisis of the Soviet economic rule coincided with the neo-conservative shift in economic policy. It has significantly changed the perception of public services and role of the government in service delivery. Separating the responsibilities of public service provision and the actual form of service production was the basic principle of reforms also in CEE countries. Various forms of privatization, together with new, decentralized forms of infrastructure financing have created a new environment for public utility services.

The lack of public funds for infrastructure development and the low level of public service performance raised the claim for a higher service efficiency, and the siphoning of more resources in this sector of the economy. Through the reallocation of internal sources and by attracting foreign direct investment, more funds were also made available in the local public utility sector. ‘Municipalization’ of state owned property of utility services, adaptation of new forms of private enterprises in service delivery, changing the rules of infrastructure financing through user charges and local taxation were the key elements of transformation. This process is still under implementation, as the studied countries started it at different moments and followed their own rules, which resulted diverging routes and speed of transformation.

4. Re-structuring service provision

An indicator of structural changes in local public utilities is the scale and form of transforming the service organizations. According to the decentralization and privatization policies in a country, as a result of several transition waves, models are different also by sectors. In Table 1.6. a possible classification of organizational changes is summarized by sectors.

In the water services, three basic models were followed. In Hungary and Poland, the former large state owned and regional water works were fragmented, and several hundred small service organizations were created by local governments. The organizational forms are various: budgetary organizations, companies and private businesses provide water services. This model was not followed in Slovakia, where still a few state enterprises operate the water system and privatization is exceptional. Only the large and probably the best companies are taken by private investors. Romania has its own way by splitting the large national companies into semi-public forms of ‘regie autonomes’.

District heating services were transferred to local governments in Hungary and Poland, which led to some privatization and slow amalgamation of these municipal service organizations. The other extreme case is Latvia, where heat production is still part of the national energy system and only a few cities have received the assets and set up their own company. This ‘random municipalization’ was combined with national government bail out of the indebted companies.

Transfer of public state property to local government, followed by privatization is most typical in municipal solid waste management. Local ownership is typical in several countries, slowly creating joint, economically rational size companies for waste disposal and collection. In Poland and Slovakia different methods are used for waste disposal and for collection: generally creating larger service organizations for disposal at regional level, whilst supporting competition in collection. In Slovakia, strong administrative measures were used for closing the sub-standard landfills.

Organizational models in communal services are determined by the country’s characteristics and they are, in general, decentralized. In Hungary and Slovakia multi-purpose urban management service organizations were fragmented, by separating some revenue making and more market oriented activities from the rest.  In Poland and Latvia, where the privatization of the social housing stock is lower, multi-profile companies provide combined services.

Table 1.6.


Transformation of service organizations

Water services
Extensive fragmentation
Hungary: 5 national and 28 regional water and sewage companies were dissolved to 5 state owned regional companies and 400 local government service organizations in 1991/92 

Poland: 50 single purpose water enterprises (40 is managed by the regions) were fragmented. A survey in 1999 showed that water services are provided by 369 budgetary enterprises, 344 companies, 19 state owned enterprises, 10 budgetary entities. 

Changes in organizational forms
Romania: by creating the regie autonomes, former SOEs were split among the county local governments, under semi-public forms of operation.

Exceptional ‘municipalization’ and privatization 
Slovakia: 5 state, 2 local and 2 private companies, with a mandate to transfer them by December, 2001.  (Similar process is followed in the Czech Republic, where the Prague water works had been recently privatized.) 

District heating
Transfer to local governments
Hungary: 290 local heat generation and distribution companies transferred to 103 local governments

Poland: 55 regional heat supply companies were transferred to app. 600 heat suppliers at ‘gminas’ (local authorities).

National networks prevail, with random ‘municipalitization’
Latvia: exceptional, heavily subsidized privatization in a few cities (e.g. Riga, Jelgava)

Municipal solid waste management

Transfer to local ownership, random privatization
Czech Republic, Hungary: Single municipality or joint local government service organizations. (Hungary: majority private ownership in 4% of sample cases).

Wide scale privatization in collection
Poland:  in waste disposal  1,500 enterprise (600 corporations); collection is widely privatized (e.g. companies in Warsaw).

Slovakia: separating collection and landfill management, enforcing regionalization: 60% of 17 large regions are managed by private companies

Communal services, housing management

Splitting multi-profile companies

Hungary, Slovakia: creating smaller units; sale or leasing, contracting arrangements; some exceptions for buying back companies (Slovakia)

Continuing multi-purpose communal companies

Poland: transforming to enterprises (gmina), 200 social housing associations operating independently

Latvia: local government companies, providing great variety of services indicate more frequent use of budgetary organizations, or more extensive fiscal transfers to municipal enterprises.

4.1  Re-structuring communal service provision

The transformation process of service providers is similar, although stages having reached are different by countries and by sectors. Actual differences do not seem to lead to separate models. We suppose that the same process is going on, although different stages have been taken. 

The first step is the rationalization of formerly state-owned enterprises. First of all, it means the clarification of public profiles and the separation of different supplementary activities. Practically, the number of employees are decreased in this phase, in some cases radically. The pressure to rationalization is derived from the crises of the transformation. Fiscal limits became hard both at the national and local levels. 

Then, transformation of public enterprises to companies under the company law was implemented  without ownership changes. 100% shares of local or other state actors were realized, as a prerequisite to the following sale. At this stage, a system-specific event occurred: a search for adequate owners. In principle, there were different options as follows:

· direct sale by state property agencies, in a centralized manner;
· devolution of assets to local governments (in this case local authorities should transform their enterprises and budgetary units);
· creation of at least partial other owners by law, especially managers, employees.

At this stage of transformation rationalization was going on. In spite of the relatively stable structure of owners, performance expectations increased. It is difficult to measure outputs and outcomes, but there had been a decrease in improving service efficiency inputs (measured in the number of employees). 

At the same time another phenomenon emerged, on the other end of contracting relationships. From different reasons, public clients are forced to strengthen the tendering process, even in those  cases when their own company was selected. A competitive or quasi-competitive environment started to develop. It was a rather contradictory situation, because mechanism and practice were not developed properly. Neither rules, nor contracting techniques were prepared well or detailed enough (See Chapter Two, Ken Baar’s study).
There were advantages and real dangers in this situation for future development. Obviously designing the competitive environment is very important, because it is one of the most important prerequisites of market development in public services. On the other hand, if some important details are missing in a regulated system, it easily discredits the competition. Without organizational guarantees, a prescribed process, and an implementation of rules - formal tenders may support only corruption and personal bias. 

Communal group of urban services is a relatively market oriented area. The first phase of transformation was prepared quite well in the following stages, i.e. the incorporation of the private sector. However, public influence on urban services remained relatively wide,  realized mostly through budgetary and direct linkages. Dependence from government measures remained almost unchanged at this stage. 

4. 2.  Re-structuring public utility service provision

Compared to the public management of communal services, the transformation of public utilities is more complicated because of the natural monopoly characteristic of services. Transformation of urban utility services cannot be separated from the reorganization of other utilities, like telecommunication, energy supply, national public transport (railways, airways), et cetera. However, development is necessary for economic modernization purposes, and governments are not in the position to finance and manage all the required capital investments. Furthermore, private and other additional resources might be directed only to a transformed system, where public and private functions are clearly separated. These constraints push the transformation process in these sectors as well.

Models followed by the investigated CEE countries are the same, although different stages are reached in each country and sector. Firstly, monopolies were broken up modestly, i.e. following regional boundaries of large service delivery areas. The measures used in different services were as follows:

· a structural reorganization of state enterprises by territorial administrative  units (Romania);
· the devolution of assets to local governments (Hungary);
· a discussion on local government shares (water and sewage works in Slovakia, gas works in Hungary). 

In the second step, regional enterprises are transformed to companies under the commercial law with l00% shares of the national or local governments. In the meantime ownership, management and regulatory functions are being separated, initiated by the national legislation. Among urban services the energy sector (electricity and gas supply), water and sewage services, and district heating were the relevant ones. It is common that local governments are involved to some extent in this process as owners, managers and regulators.

The most complicated element of this stage is ‘unbundling’, i.e. the disintegration of monopolistic organizations and the ordering of their confused roles, especially by separation of different private and public functions. It can be implemented by separating those segments of natural monopolies in service provision and the promotion of new entry and competition in areas, which potentially can be easily opened to competitors.  

It is relatively rare to establish regulatory function in its final format in the stage of re-structuring. According to experiences, the required functions are known quite well, however guarantees are premature and the independent character of regulatory bodies is missing. The organizational requirements are as follows:

i) Independence. Independence would be necessary to realize public regulatory functions. Control and leadership of the regulatory organization should be based on different professional and social interests. The overall administrative influence of the government should be avoided. Involvement of different interest groups does not mean necessarily their direct representation in the management. It can be solved in other way, like regulation on specific rights of nomination, making regular Parliamentary reports, et cetera. The organizational model must not be integrated in the state administration or in the hierarchy of traditional subordination of government offices.
ii) 
Separation of public regulator’s functions. The independent regulator’s function should be separated from different other state tasks linked to the provision of public utility services. There are other roles influenced by state policies: taxation, urban planning, regional development, and so on. 
iii) 
Types of regulators. Regulators usually operate at the central level. It is one of the most important guarantees of their independence from the state administration. Local governments may also be regulators of some local public services, like solid waste management, water and sewerage supply. However, this function is not separated from general local functions. In this case, institutionalization is involved in the development of the whole codification on local authorities. This solution can be criticized, because of the controlling influence of local politics. 

4.3. Sequencing, motives and implementation
4.3.1. Sequencing  transformation

Based on the examples from the studied countries, there are four major stages of transforming the local public utility service organizations:
(i) ‘communalization’, i.e. the transfer of state owned property to local governments. It is combined with some form of ‘unbundling’ (as previously described);

(ii) ‘corporatization’, which is the transformation of the budgetary organizations to arms-length corporate entities, operating under the company law;

(iii) ‘privatization’, by inviting foreign or domestic investors, attracting external capital in different forms of alternative service delivery  (contracting out, concession, Build-Operate-Transfer {BOT});
(iv) ‘regulation’ as a key precondition of full liberalization in the utility and communal sector.

These steps do not follow each other in this sequence, but they were used mostly in those countries which started decentralization in the early 1990s. In the unstable legal, political and financial environment methods of radical changes had to be developed and learned by all the participants. That is why sometimes deadlines were set for selecting the ‘best’ form of service organizations, which fits into the local political environment (e.g. in Hungary: 1996; in Latvia: 2002). Those countries where the decentralization process was slower, these steps do not necessarily follow each other in this sequence. However, there are chances, that in Latvia district heating privatization will be implemented in parallel to the transfer of assets to local governments or the Romanian ‘regie autonomes’ will keep their mixed, semi-public character in the future.
(i) The first stage of transformation, when the monolith state enterprises were dismantled to  relatively independent units is an important step towards realizing the efficiency gains of decentralization. Despite the lack of information on the transformation of local public service organizations, all the potential forms of ‘unbundling’ were implemented in the six studied countries. In the case of communal service organizations, and sometimes in public transportation only the accounts and functions were separated within the large entities. This helped the local governments to realize the total costs of services and to identify the subsidies needed for specific activities. Cross subsidies are still prevailing and they are widely used for minimizing corporate income tax burden. 

The vertical separation of service organizations was typical in the energy sector, where local heat distributors (and sometime generators) were transferred to local governments. In the water sector, state owned enterprises still operate some parts of the national networks, but often the regional and urban companies are ‘municipalized’, i.e. they are transferred to local governments. 

The Romanian ‘regie autonomes’ are examples of regional or horizontal unbundling, when specialized or multi-purpose companies provide services for one region. It may support competition, but less efficiently, when service organizations are vertically separated. 
(ii) Creating new entities under corporate law is the next significant stage of transformation. Both service providers, client local governments and service producers, and contracting organizations learn the new rules of management and control. They operate under quasi market conditions, when service performance indicators and forms of financing are more or less determined. Obviously with one or a limited number of local government owners and under the supervision of local councilors the service organizations are more directly connected to their clients, than in the case of privatization. 

However, clear assignment of responsibilities could make this form of operation beneficial for both parties. Local governments and service users do not have to pay for the profit in the service charges for the private owners. Service companies with municipal support might be operated as market entities and their market position can be improved (for example by receiving guarantees from the owner local governments to capital investment loans). 
(iii) Real changes in economic incentives are expected only after privatization. Rules on the transfer of state ownership to local governments sometimes does not allow the privatization of networks, so only the operational assets can be used as municipal equity in the privatized companies. Local governments often keep the ownership of key components in service delivery (e.g. landfills in municipal solid waste management). 

The impact of privatization on service delivery greatly depends on the contractual relationship between the client local government and the service contractor. Selection process of partners, performance specification, agreement on price setting, service monitoring and renegotiations are the key elements of this contractual relationship. 

The obvious consequence of this sequential transformation, that these stages should be supplemented with stage (iv). 
(iv) Regulation in a broad sense should include the rules how the market can be entered, what functions and responsibilities remain at the local governments and in what financial environment operate these service organizations. These components will be discussed later in this summary chapter.  

4.3.2. Motives behind transformation

The pace and form of transforming the service organizations in local public utilities greatly varies in Central and Eastern Europe. Diversity can be explained partially by the differences in motives of policy makers. Here some of the most important general incentives are discussed briefly. This list is far from complete, but these arguments were most frequently used during the transformation process.

Primary reasons for transforming the traditional public service organizations to local, market oriented entities was the desire to increase the efficiency and to improve the quality of the local public utility services. In the early 1990s there was a strong belief in the CEE countries, that market based mechanisms are superior to the old rules of service delivery in public sector. Based on the strategic goal to cut back public expenditures, most of the public sector reforms were pushing the transformation of budgetary organizations to commercial entities and initiated own revenue raising by public service organizations. 

The objective of decentralization and incorporation of public service institutions all served these long term goals. Critical conditions of implementation are significant investments in these very capital intensive sectors. It was obvious that without sufficient domestic resources and under very limited local government borrowing capacity, only foreign direct investments will provide sufficient funds. 

Another factor for attracting foreign investors was the dramatic decline in the consumption of some public services. Especially in the water sector, where the under utilized network capacities have increased the unit costs, only further extension of services helped. For example, large sewage treatment plants without sufficient collection networks could have never reached their optimal size of operation. The deteriorated public service had to be reconstructed, which also required external resources. 

Lessons from the Western European countries on privatization in the public sector, introduction of alternative service delivery arrangements and competitive tendering procedures showed that market conditions cannot be simulated, but implemented. The real market mechanisms will provide that legal and financial environment, which will encourage the professional investors to enter these countries. Privatization of service organizations was one solution for attracting external resources. 

Parallel to privatization, innovative local governments and service company managers were capable of adapting those rules, which have forced the modernization of management techniques. Local governments started to create a competitive market environment by specifying performance criteria, establishing some forms of contractual relationship and especially by decreasing municipal subsidies together with the pressure to increase the role of user charges in financing utility services. In response, public utility companies were forced to introduce efficiency measures, lay-off personnel, invest in their equipment, improve their revenue administration and learn new management techniques. The emerging market environment improved efficiency also at those municipalities which did not launch privatization of local utility companies. 

However, there were some arguments against wide scale privatization. It might lead to further deterioration of local government assets and could in fact increase the unemployment in the period of economic crisis. In many cases local governments are large employers and the overstaffed communal service and utility companies might be the first targets of staff reduction in the public sector. So local governments - which have legal or informal responsibilities for local economic development - were reluctant to make the employees of public service organizations redundant. As one obvious consequence of privatization was the  dismissal of employees, these fears have delayed structural changes in the local public utility sector. 

4.3.3. Characteristics of implementation
Due to great differences in the legal and financial environment in these countries and the competing arguments for or against privatization of service organizations, the process of transformation has also showed some peculiarities. The implementation was characterized by compromises, forced by the national rules of privatization and also by political debates at local governments. In the following paragraphs four special characteristics of this transformation process will be described.

The rules of municipal ownership were most important factors influencing the organizational changes in the local public utility sector. In some countries (e.g. Hungary, Poland) the general principle of state owned property transfer was the separation of core assets and negotiable or enterprise property of local governments. The core property was those type of assets which are used for delivering basic public services and cannot be transferred or sold to businesses. Public utility networks are the best examples of this type of property. Other assets (equipment, machinery, buildings, et cetera) which are used in the operation of the core property were not controlled by the regulations on property transfer.

In other countries, where the ownership and control was stronger or the rules of property transfer were sometimes violated, the privatization process was distorted. A typical form of intervention was the involvement of national privatization agencies in the transformation of local public utility services. In the Czech Republic, where the state ownership dominates the water sector, the privatization deals are made by the State Property Agency. As the example of Prague shows, local governments are only invited to this decision making process, but they are in the minority (only two city representatives in an eight-member committee of the SPA, awarding the concession contract to the foreign service organization). 

In Romania, even the local concession agreements have to be endorsed by a government decision, which requires the approval of the National Privatization Agency and the Ministry of Industry and Trade. The privatization of natural gas service in Hungary was also managed by the State Property Agency, which violated the rules of local property transfer. Municipal assets were sold to foreign service companies and local governments were compensated only several years later, following the decision of the Constitutional Court decision. 

Lack of general rules on public utility services encourages preferential treatment of some forms of organizations and even sectors or cities. The purposes of these exceptional actions are usually to make the service organizations more attractive to investors. They are financed through public funds, which means that exceptions are made on the costs of general taxpayers. 

In Romania since 1997 the incorporation of the ‘regia autonome’ was encouraged by a government emergency ordinance, which rolled back 60% of the potential privatization revenues to the new companies. It is mostly used for paying the debt of the ‘regie autonomes’, but it simply made the sale or concession cheaper for the investors. In Latvia the ‘municipalization’, and later privatization of the Riga district heating company was accompanied with significant national government bail out, because all the debt and arrears of the local unit of the national energy company was taken over by the remaining part of the state enterprise. 

Legal forms of service companies also showed particularities in the CEE countries. Some form of local government public enterprises survived the economic changes for a limited period in several countries. For example in Hungary and Latvia, these special mixtures of not-for-profit commercial entities had to be transformed to legal entities under the budget or commercial law by a certain date. According to a survey, in Poland between 1993 and 1995 the share of these municipal enterprises in service delivery decreased from 19%; by 10% and at the same time proportion of budgetary organizations in service delivery increases by 4% and ratio of companies by 6%. 

During the first years of transformation some forms of direct public ownership were also developed in the communal sector. Management buy outs and allocation of shares to company employees or to a foundation of employees were the typical instruments. This model was used in communal and housing management services in the case of Hungary and Poland. Employee's shares were always in minority (up to 5%), but they made the transformation acceptable for many local governments. Later these shares were sold or their influence was only symbolic.

The slowly emerging regulatory environment was supposed to influence the transformation process. In Latvia, the stated primary function of the future local regulators will be to take over the political burden of privatization from the elected local governments and to provide technical, financial arguments for privatization. In Hungary the introduction of compulsory competitive tendering in some sectors (e.g. municipal solid waste management) aimed to improve the service efficiency. It is another story as to how the general rules were violated, by saying, that competitive tendering should be used only under certain conditions: if the local government does not provide the service with its own service organization and only in the case of new contracts. 

Price regulations also might have an impact on selecting the form of service provision, like in the case city of Komarno in Slovakia, where the 100% city owned service company shifted from a joint, sub-regional service management to a contractual relationship with the neighboring towns and villages. Under the regional model the water charges, set by the Ministry of Finance were equalized, so the city residents paid partially the more expensive service of the surrounding area. Under a contractual relationship each municipality pays a different price, based on its own costs and service performance. 

Finally, a very recent characteristic is the appearance of political clientalism in the public utility service organizations. Local government ownership rights are accomplished through the appointment of company managers and the delegation of councilors to management and supervisory boards. Earlier these positions were taken by those councilors, who had some management or technical skills, but now they are mostly political appointees. Obviously there is no empirical evidence on this trend, but the issues discussed and the style of debates proves that it does exist. 

This is another reason for improving the regulatory environment, before the strong local political influence destroys the efficiency gains in the transformed companies. It is especially important to have clear rules of conflict of interest and to regulate the councilors' compensation for participating in these boards. Otherwise there is the danger of forced amalgamation and stronger involvement of national state in the service management. 

5. Privatization and regulation
After these preparations, the privatization is the second stage of transforming urban services. Privatization is the key phenomenon of economic transition in the CEE region. When analysts compare different countries, they focus on models of privatization followed by particular regimes (Kornai, 2000). In local public utility sectors, speed and radicalism of privatization are not discussed, because changes only follow the manufacturing sectors. The limits to privatization are also different, because some public functions remain. Privatization of natural monopolies and mixed services is implemented through different actions, including the transformation of the economic environment. Three basic components will be discussed here:

1) The searching for real owners;
2) The establishment of a competitive environment;
3) The development of public regulatory functions.

5.1  Searching for real owners

Seeking real owners was the strategic goal of the general privatization model, primarily followed by Hungary and Poland. Other solutions in the business sector, like the voucher based privatization were mainly preferred in the Czech Republic. Out of the group of countries investigated in our analysis it was also typical in Russia. In urban services this model was not widespread, presumably, because of technical reasons. 

i) Mixed goods and services. In the case of mixed urban goods (communal services) a model of small-scale privatization could be followed. Formerly local monopolies are attempted to divide these services into smaller units and give to private ownership. Typically park maintenance services, road maintenance, public cleaning, solid waste removal, individual liquid waste removal, and so on, was reorganized in this way. 

Methods of small-scale privatization are various. Most typical forms are as follows:

· selling to managers (especially former budgetary units, and enterprises);
· re-privatization/restitution (formerly social housing sector in Czech Republic, Slovakia);
· right to buy (selling social dwellings to sitting tenants, e.g. in Hungary);
· sale of assets or shares (like profitable companies dealing with road maintenance, etc.).

In some cases, public functions are eliminated by the privatization, in others responsibilities remain public to some extent. For instance, provision of park maintenance remains a local responsibility even if private firms implement it. With re-privatization or sale to sitting tenants of formerly state-owned dwellings, municipalities reduce most of maintenance costs. Finding owners seems to be easier in these sectors in most of the CEE countries, that is why reorganization was more flexible here than in other utility services.
ii) Natural monopolies. Public utility services as natural monopolies are subjects of large-scale privatization. Generally speaking large-scale privatization means breaking monopolies of large state-owned firms and giving them into private property.
 This step can be made IN at least in two ways. One is to transfer assets to private property without any crucial changes. In this case state-owned property is transferred to private monopoly, for example in Russia in the energy sector, including gas and electricity. 

The other route is to transfer to competitive companies, whilst preserving necessary public functions under the public control. It is more complicated, requires political commitment, along with more time and conception. Problems and conflicts are shown by the reluctance in changes. In most of the countries there are sectors which remained under state supervision for the time being. However, the speed does not seem to be crucial. More important is the specification of the development. ‘Unbundling’, as a necessary step is going ahead in a quite conflicting way. National governments are reluctant to diminish their influence. For different reasons it is more attractive to preserve state positions, as directing authority or at least as owner of majority shares.

5.2 Establishment of competitive environment

The biggest challenge of restructuring is if a competitive environment does not emerge in the region. It seems to be a real problem, when formerly state-owned monopolies are transferred to private monopolies. Even if they are international ones, as soon as they get strong positions on the market, they are not interested any more in the further market-oriented development. Their usual argument is that modernization of utility services requires a high level of capital investments, financed by companies having preferential status and temporarily enjoying higher returns.
Sometimes, national governments are also counter-interested in real changes after the first phases of transformation. The momentum of modernization is sufficient for the denationalization of public services in a mechanic way (i.e. simply transferring to private monopolies, or more typically supplementing state positions with private monopoly interests). After this there is no real motivation to continue the development of a competitive market. Monopoly interests and other motivation of particular interest groups for a short period are against the strong competition. 

An interesting example is the Hungarian one, where the national government influenced price setting in gas and electricity sectors. It was implemented without any negotiations with market actors, increasing the disapproval of investors and service providers of these clear (social) policy motivations. Consequences of this government decision were clearly certified by the stock exchange. 

This influence was made possible because of the purely functioning regulatory body and with the help of the crucial (golden) share of the state in the remaining monopoly gas production company and state-owned electric transmission company. Energy plants, distributors in the electric and gas sector have already been privatized and competitors have been on the market. However, transferring grid and distribution remained monopolized, and it was sufficient to anti-market influence.

Similar tendencies have arisen in communal services in the CEE region. Local governments, as public actors, are not in an equal position with other clients in many respects. Their influence on policy formation is not institutionalized to the necessary extent, freedom of choice is quite uncontrolled. It means that effectiveness of service provision is not the primary criterion for local decisions. Elected bodies may be motivated by other reasons than public interest, sometimes by the councilor’s own private ones. The transparency and publicity of local decisions are not effective enough to force local decision makers to follow unwritten or formal rules. These circumstances are against the emergence of a real competitive environment of public service provision. 

A competitive environment can emerge in different phases and forms. In the case of communal services the process is relatively simple, because of the break up of former monopolies easily creates a favorable environment for competition. Local governments are dealing with several, almost equal actors for organizing and managing service delivery. A great variety of alternative service delivery forms (contracting out, management contracts, franchises, et cetera) helps them to use market incentives and also to create legal, financial environment for competition. 

The situation is more complicated in the utility sector. Firstly, active liberalization policy is needed. Secondly, liberalization might not follow the privatization, because huge costs of modernization should be financed by guaranteed high returns. In this case, the establishment of competitive environment is implemented in a specific way, with the help of a conscious policy to open the markets. Liberalization can be achieved by opening the access to networks, or by eliminating temporarily accepted monopolies. 

According to research carried out for this report, privatization is a more complex process in the utility sector than simply shifting from public ownership to another form of dominating property. Preconditions for market competition are as important as the transformation of ownership. Active policies are required for establishing the market environment, by allowing different actors to enter the market. 

However, the process does not end with privatization and liberalization. Special features of the utility sector, described as market and government failures, further special regulatory functions should be established for ensuring sustainable development.

5.3. Regulation

5.3.1 Regulatory concepts: conflicting areas 

The term ‘regulation’ is used in a broad sense in the local public utility sector of Central Eastern European countries. It covers all the different pieces of legislation and various forms of government intervention, which influence the behavior of market entities. Based on the approaches and attitudes learned during the former decades of state ownership regulation, it  includes more activities than the traditional forms of regulation like licensing, setting technical standards, taxation and planning, price regulation, and so on. 

It is also used for elements of competition rules, like the prohibition of collusion, review of mergers, tendering and procurement procedures, providing third party access to networks, defining forms and specification of contracts, et cetera. These competition rules are used in both cases of competition: when companies compete for the market and when they are already rivals in the same market. 

The third block of regulatory practices is the other forms of intervention for protecting the public interest. They are the government capital investment policies (grants, loans, guarantees), social policy subsidies, measures for customer protection and other ways of interference on the market. 

All these three components of regulation are very much influenced by the privatization practices of the studied countries. Privatization has two interpretations in countries of Central and Eastern Europe. Sometimes the transfer of state owned property to autonomous local governments is regarded as privatization, even if this is a shift from one type of public ownership to another one. (This is the case in Latvia (e.g. water, district heating), where decentralization meant significant change from the soviet rule to a diverse and deconcentrated system.) 

Another level of privatization, when local governments have some discretion over their newly gained property, but their autonomy to exercise ownership rights is limited. (For example the privatization of Prague waterworks was implemented by the national property fund, only with the involvement of the city officials, who were in minority during the decision making process.) A transitory form of privatization is when the transferred state property unit should be operated as an incorporated entity, as an organization under the company law. Under these schemes the service organization is managed and controlled like a real business entity, but the only shareholder is one public body.

The other interpretation of privatization is slowly developed, when real private owners take over the public service delivery organizations. Their share is dominant in the company, long term profit motivation is behind the investors actions. Social policy considerations are separated from the operational efficiency objectives.  

This gradual development of regulatory mechanisms was influenced by the trend of legislative changes in the transition countries. The first step after the political transformation was the design and approval of a new constitution. Under the multi-party political system, in the transition towards a market economy, the basic principles had to be revised. The redesign of the local government act was part of this constitutional process. In this first period most of the countries set the basic concepts in company and privatization laws, even if the economic transition was started later. 

The second wave of the legislative process was longer, and raised all those detailed questions, which were not clarified by the basic laws. The most important pieces of legislation for the local public utility sector were the fiscal and sectoral laws. They have identified the new forms of intergovernmental fiscal relations, expenditure and revenue assignment, forms of subsidies, price setting authority in public services, budgeting rules and procedures, forms and competencies of budgetary organizations. This was accompanied with the general economic legislation, when the competition rules, public procurement procedures, customer protection regulations were defined. 

Another broad and long process was the redesign of the various sectoral laws. In a decentralized public sector, under market conditions, the rules of managing water, solid waste, district heating and other services had to be modified. Not only the technical standards and actors have changed, but new concepts and procedures had to be built into the sectoral laws (e.g. identifying who is the waste producer: the municipality in Slovakia, or the citizens in Hungary). This sometimes required a rather long legislative process, because the new laws did not fit into the slowly transforming institutional environment. For example in Hungary, the law on waste management was debated for almost five years, because various governments and the Parliament were not in agreement as to how detailed the legislation should be, who should take the burden of higher technical standards, and so on.

This complex legislative process took sometimes a decade to come about, and due to political shifts and changes in concepts, it still today has not been completed in several countries. For example, the privatization of the Latvian energy company was refused by a referendum; whilst the volume based method of setting waste collection charges, required by several constitutional court decisions was made compulsory only by the Act on Waste Management several years later in Hungary. 

As these different pieces of legislation are not always harmonized, the broad regulatory environment is sometimes contradictory. The principles laid down by the constitution and local government acts are not always in line with the general rules of competition and tendering. The local governments prefer to set exceptional rules for their own service organizations, while the public procurement and tendering regulations treat all the economic entities equally. This has raised conflicts, for example in Hungary and Latvia, where municipalities wanted preferential treatment of their own service organizations. Another typically argued area is price setting, where the economic principle of full cost recovery and social policy considerations are always opposing.

The third broad area of legislation, the sectoral laws, have also raised several conflicts. As sector specific laws are designed by the relevant ministries, which can be more easily influenced by lobby organizations, and they often reflect the interests of the large service organizations. Line ministries claim more responsibility for these service organizations, which were even ‘owned’ and managed by the central administration a decade earlier, under the system of state ownership. One example is the Hungarian municipal waste regulation, which - under some conditions - requires the compulsory use of communal grants for compensating the losses of service organizations, originated from uncollected user charges. Often safety and stability of services is protected by these sectoral laws, creating tension with the principles of local autonomy and general rules of economic competition and market behavior.

5.3.2 Elements of regulation

Following the broad interpretation and use of regulation, the most important components will now be briefly discussed. They influence local public utility service delivery to a different degree, but our purpose is to identify all the relevant elements of regulation. Without this inventory, the present status of regulatory mechanisms in the studied countries of Central Eastern Europe cannot be understood. These components are as follows:

a)   Legislation on organizational forms and taxation rules;

b) Licensing, service permits;

c) Sectoral planning and strategic decision;

d) Capital investment financing schemes;

e) Contracting and tendering regulations;

f) Setting user charges and prices of the service;

g) Forms of consumer protection. 

These seven groups of tools and instruments cover the major types of regulatory means. Their significance is different for local public utilities and for communal services. The scale of government influence is also different by services. Licensing, price setting, and consumer protection is more important for the widely privatized services; while planning, capital investment financing and contracting is the typical way of influencing services closely connected to local governments. Obviously the techniques also vary by sectors: for example price setting methods are not identical for the network based monopolistic services and in sectors with high competition and contracting out practices. 

a) Legislation on organizational forms
Organizational forms of local public utility service delivery are similar in all these countries. These services might be produced by the local administration (departments) or by different forms of budgetary organizations. These local government institutions are under the control of local governments, but their property rights and autonomy in managing their own finances are different. They are usually part of the local budget, except in Slovakia, where the ‘contributory organizations’ establish a net fiscal relationship with the municipal budget. In this case they collect own revenues, enjoy higher discretion in employment and they are allowed to keep the operational surplus. 

A mixed form of operation is the ‘municipal enterprise’, which are public sector entities, but have some characteristics of businesses. This was a typical solution for transferring the former state owned companies to local governments, whose possibilities as owners were limited. Sometimes these organizations were transitional forms, when a deadline was set by the national legislation for deciding whether they will operate as budgetary or as business entities. (This was the case in Hungary, where these ‘inherited’ enterprises were forced to be transformed by 1996, or in Latvia, where the companies in the energy sector have to be transformed by 2002).
In Romania the ‘regie autonomes’ operate in natural monopoly services, with high capital investment needs, where competition can be developed only in the long run. They are legal entities under the public law and in the case of corporatization, their assets must be recorded separately. In the case of privatization, only the management functions and not the assets can be transferred to new owners under concession agreements. Most of the water, communal waste, and district heating services are provided by these special mixed organizations. 

The third group of service organizations are the business entities under the company law. They are the traditional forms of joint-stock companies, limited liability companies, partnerships or some forms of public purpose (not-for-profit) companies. They might be owned exclusively by the local governments, or by different owners, under different proportions of shares. 

These three groups of service organizations operate under different taxation and accounting rules (e.g. depreciation rates, VAT rules are different according to their legal status). In the energy sector the bookkeeping rules are also different, because as a first step towards ‘unbundling’, the costs and revenues of generation, transmission and distribution are reported separately (for example Poland). Countries, such as Poland, with a significant local social housing stock provide preferential treatment for housing management companies. Here, construction and reconstruction is subsidized through PIT allowances and reduced VAT rates for building materials. 

Generally in all countries, there are expectations towards some mixed forms of service delivery organizations. Arguments for combining profit and public motives are social policy considerations, cross subsidization of loss making activities, higher grants from local governments for operation and capital investment projects. These expectations are usually not met and obviously all the benefits of clear profit motivation are lost under these schemes. So despite the higher service costs in a for profit company, the efficiency gains and better service quality in these capital intensive sectors are the advantages of the business companies. 

Data on company forms in some selected sectors (water, solid waste management, district heating) are based on surveys. Information from these samples is not really comparable, but it  shows some country particularities. For example, in Hungary the most typical service organizations in the solid waste and water management sectors are government enterprises (44% of the total number of service organizations) and budgetary institutions (38%). In Latvia, local government institutions are the most frequent operational forms (52% in the water sector and 37% of solid waste management units). 

In Slovakia, where only aggregate numbers are available, local service organizations with 100% municipal ownership are mostly budgetary organizations (72%) and companies are less frequently used (28%). When several local governments run joint businesses, they prefer limited liability companies (55%) or joint-stock companies (42%). The rest of the service organizations are partnerships and cooperatives. In Romania, out of the approximately 400 service operators ‘regie autonomes’ (35%) and companies (35%) are the most frequent organizational forms; but in-house units are also widely used (30%). ‘Regie autonomes’ serve 

Table 1.7.
Legal forms of service organizations

Hungary
Budgetary institutions
Companies
Private entrepreneur
Other
Total

Municipal solid waste, water services
38%
44%
11%
7%
100%

Latvia
LG institution
LG enterprise
State enterprise
Joint stock co., Ltd.
Private persons
Total

Water sector (N=300)
52%
28%
3%
9%
8%
100%

Solid waste management (N=300)
37%
22%
3%
28%
10%
100%

Romania
In house units
Companies
Regie autonomes
Total

N=app. 400 units
30%
35%
35%
100%

Slovakia
Budgetary organizations
Companies
Total


Exclusive local government  ownership
72%
28%
100%



Joint stock companies
Limited liability companies
Partnerships
Cooperatives
Total

Joint local ownership
42%
55%
2%
1%
100%

Source: LGPP country reports, DFID-LGI, 2001

the largest proportion of the population (70%), as they are mostly organized at the ‘judet’ (county) level.

Local public utility services are operated under various legal forms. Both public and clear private entities are present, but some mixed forms have also survived. They and the public institutions give wider competencies and more options for influencing the local public utility services. This regulatory authority is more indirect and general in the case of business companies. 

b) Licensing
For providing local public utilities, any type of the above mentioned service organizations should go through the licensing process. Permissions are based on various pieces of sectoral legislation: technical standards, environmental protection requirements; employment rules; and financial criteria supplement the service licenses. Some areas of these sectoral regulations are more developed, as traditionally they were subjects of legislation: for example in Hungary, which is geographically located in a basin, regulations on the water management standards are more matured than the rules of other services. 

There are also new fields of licensing process, for example the energy sector, after the privatization and devolution of some responsibilities to local governments. District heating is an example which should fit into the changing institutional environment. Based on the example of the Hungarian law on district heating, the following new elements of service regulations were set (similar elements of regulation are specified by the Act on Energy in Slovakia). 

First of all, the competencies of the central and local governments have to be specified. They should be harmonized with the requirements of consumer protection, involving such components as: access to information; justification of costs; managing complaints, and so on. Conditions for the issuing of licenses of heat generation are regulated in great details, specifying also the rights and duties related to heat transmission and grid ownership. A contractual relationship has to be established between the heat generators and the transmission, distribution companies on one hand and between the distribution companies and the customers on the other hand. Critical elements of this relationship are the metering, restriction on service delivery and payments of user charges. 

It is a different issue as to how these new rules are enforced, which level of government and under what organizational form, lies the responsibility of the implementation. Typically, sector oriented regulatory bodies are established. Models will be discussed later, but the example of energy supply shows three basic methods. 

The most centralized form is when a central government unit (ministry) is responsible for the regulation (e.g. Ministry of Economy in Slovakia). In other countries, independent regulatory agencies were established with a great variety in their rights and competencies. In Romania, the regulatory agency is involved in the design of an energy policy (price setting, allocation of subsidies, and so on), so it is closer to the actual government. In Hungary and Poland, the regulatory agencies enjoy greater independence from the political influence of the government. Finally the most decentralized system of ‘local regulators’ has been set up recently in Latvia, even before the real privatization of the energy sector was started. 

Control of other local public utility services is organized according to the public administration system of a given country. These regulatory and licensing functions might be part of the higher (intermediary) tiers of sub-national government, which also implement central public administration functions (districts, regions). In other countries, local and regional units of central government agencies are responsible for licenses, control of technical standards and procedures (decentralized units of water, environmental, public health agencies).

c) Planning
Beside licensing and permit procedures, there are other ways and indirect means of influencing local public utility services. Depending on the scope of decentralization, different levels of local governments are responsible for the planning and strategy design. Local government environmental protection programs (affecting municipal solid waste management, communal services, and so on), plans for energy and heating supply, water sector development strategies are the most direct forms of influence. They might be assigned to lowest level of elected local governments or hierarchical relationship exists between municipal and regional government plans and strategies.

Other public utility services are designed as a part of the physical planning process. Land use planning is the most obvious form of local planning competencies, which has an impact on public utilities. They might create favorable conditions for the development of public utility services. 

d)  Capital investment financing
Without sufficient financial resources, these planning competencies have only a limited influence on public utility services. There are various capital investment financing schemes in each studied countries, providing funds for those local capital investment projects, which are in line with the national development policies. 

The most targeted forms of capital grants are designed and allocated by the central budget. The Public Investment Program in Latvia (3-5% of GDP), or earmarked subsidies from the central budget to local investment projects (e.g. in Romania) are traditional forms of capital grants. In a more decentralized local government structure targeting is achieved through matching grants schemes (e.g. in Hungary, where municipal water projects and solid waste landfill construction are subsidized in 30-40% of the total investment costs; their share is usually 5% of local budgets). 

Other preferred forms of allocating targeted subsidies are the funds and special appropriations, managed by sectoral ministries. They might be controlled by the general budgetary policy or often they enjoy greater independence as separate funds, allocated by the relevant ministries (e.g. water management, environmental protection, transportation). The amount and spending of extra-budgetary funds are obviously controlled by the national fiscal policy (Ministry of Finance) to a lesser degree than subsidies through other centralized appropriations. On the other hand, they support sectoral development policies and programs more efficiently. Often these sectoral ministries manage and allocate the subsidies through international donor and assistance programs. These sources of capital investment might be significant in the EU accession countries under various environmental and regional development programs 

In the period of economic decline, when demand for capital investment in public utility services is high and increasing, there is a need for external funding. They might be provided through national budget loan schemes or ensuring direct access to international financial institutions and commercial banks. Local government borrowing is controlled through various schemes. Before 1999, local governments in Romania were allowed to borrow on the international finance markets only after obtaining government approval. In Latvia, a special borrowing council evaluates specific municipal projects financed by loans. The limit of local government borrowing is set by the annual budget. In other countries like Hungary, there are only general rules on local government debt burden (and issued guarantees), set in percentage of total own source revenues. Here also, the procedures of local government bankruptcy are set by law, this way avoiding the national government bail-outs and improving the financial discipline of local decision makers. 

Other indirect forms of supporting local government borrowing also exist in some countries in local public utilities. In Latvia special guarantees are issued for local utility company loans to a very limited scale (one or two cities per year). Some international lending organizations require a sovereign guarantee issued by the national government. This is a widely used technique in Romania, but to a lesser degree in countries where local governments have easier access to international financial markets (Hungary, Poland). Besides guarantees, national governments may influence local capital investments through specific interventions like the writing off municipal debts or not claiming dividends on their shares (e.g. Latvia).

Modern forms of public-private partnership schemes in local utility services are less developed than in the studied countries. Concessions are the only widely used techniques, but not all the local public utility services fit into framework of concession laws. Other BOT (Build-Operate-Transfer) techniques are slowly developing, partly because of underdeveloped banking services, lack of professional experiences and management capacity on the local governments' side and sometimes because of incomplete local regulatory environment (e.g. price setting, forms and scale of owners' influence). 

e) Competition rules
Contracting and tendering for public contracts are parts of the broad regulatory framework. In typical cases, public contracts are made between the local government entitled to provide the service and the service producers. Here, the local government as a public authority establishes a contractual relationship with the service organization. It might be even an in-house unit or any arms-length entity, partly or entirely independent from the municipality. Content and format of these contracts are regulated mostly by sectoral laws or in specific cases (like the concession agreement) by separate laws. Contracts are also made between the customers and service producers, which are mostly regulated by the civil code (water services, district heating, waste collection, etc.). 

This raises the first problem, whether the citizens should accept the service organization, selected and designated by the local government. In the case of Hungary where citizens have the technical possibility to choose among different service producers (for example municipal solid waste management, or chimney sweeping) the mandatory use of the service was set by the law. So the citizens have to use the benefits of the locally organized service (that is, they have to pay for it) and the contracts have to be signed with that specific service organization, as selected by the local government. 

Other problems of the contracting process were related to tendering and public procurement. The basic principle of the tendering regulations is that if public contracts are made, then the general rules of public procurement have to be followed. This rule is often under pressure or not adhered to, because formally the contract is signed between the individual customer and the service organization assigned by the local government. Formally, no public money is used during the contract, because customers pay directly to the service organization. This gives various misinterpretations of the public procurement rules. The fact is that in this relationship, the local government acts on behalf of all the local citizens and represents the community.

Another argument against the use of public procurement rules is that the local government as the shareholder of a service company or founder of a budgetary institution is limited in the use of its own property. That is why public procurement and tendering regulations are interpreted differently even in the same country. Consequently following the hierarchy of laws, the transparency and efficiency requirements of the public sector supersedes the demand of public entities to exercise their own property rights.  

Public contracts should be awarded through public tenders. These rules are already developed in all the studied countries. Public procurement legislation was among those new laws, which were approved in the early stage of preparing a developed market environment. Following the international standards subjects, thresholds of public procurement and procedures were set. Public entities, including local governments and their budgetary institutions have to follow the general procurement rules. 

Value limits of public procurement in all the three categories of purchase (goods, services, construction works) are usually lower in the CEE region than in other countries. The value limits are developed parallel to public procurement and tendering rules. Organizational forms show great variety: the Czech Competition Protection Authority operates as a central government agency, the Latvian Purchase Supervision Bureau is under the Ministry of Finance, while the Hungarian Public Procurement Council is appointed by and reports to the Parliament. 

It is frequently debated whether municipal companies, using public funds, are forced to follow the public procurement rules or not. The general principle of public procurement would claim the broad interpretation of tendering obligations, so any subsidiaries of local governments have to use the tendering regulations. In local practice this is not the case. 

Another problem is that public utility services are usually not mentioned by the public procurement acts. If the sectoral laws do not specify the tendering requirements, then local governments escape from the strict tendering and contracting rules. This has a disadvantageous impact on service efficiency and transparency of local governments.

f) Price formulation
Price setting is the critical component of the regulatory system. In the market environment. user charges should reflect the total costs of the service, and at the same time should signal  the demand for the public utility service. Both of these requirements were new for these countries, where consumer prices were heavily subsidized, and service companies were compensated for their lower revenues. Social policy considerations determined the price levels and preferences, so they did not indicate the real needs for a particular service.

During the transformation of public utility sector each country went through a similar process, only the speed of changes was different. The basic factor behind these changes was the cut in state and other government subsidies on public utility services. In some countries, this was accompanied with the decentralization of price setting competencies, parallel to the devolution of service ownership and management functions. 

The present price setting authority follows the characteristics of utility services. The more connected the service provision to networks and the greater chances of monopolies, the more regulated and centralized is the method of price setting. User charges are often defined as official prices, calculated at different levels of government. The greatest chances of centralized price setting are in the energy sector (district heating). In Latvia, Poland, and Romania, user charges of district heating are defined by the central energy regulatory agencies, mostly after consultation with the competition offices or boards. 

District heating is the subject of subsidies for example in Romania, where the ‘national reference price’ is set for the customers. This is driven by the costs of the large national energy companies and it is accompanied with a subsidy to local governments, where the local price is above the national reference price. 

The basic problem of the energy sector and the related local utility services is that because of the declining industry, consumption is also decreasing (e.g. in Latvia use of energy was decreased by 40% in the period of transition). In this sector, where the fixed costs are relatively high, declining consumption will lead to increasing unit costs. Due to the capital intensive production, amortization, replacement and maintenance costs remain high, even if the consumption is decreasing. 

Price setting mechanisms and related regulatory institutions are also underdeveloped in the region. Prices are approved or controlled by some national agencies (ministries and boards), but they are usually calculated on a cost based method. Modern techniques of price capping, or profit rate regulations with some exceptions (e.g. Hungary) are not introduced. This fact does not support privatization and structural changes in the energy sector. Government subsidies and various forms of ‘bail out’ still exist. All these factors have an unfavorable impact on those local utility services, which are dependent on or part of the energy sector.

The privatization effort in the Latvian capital city district heating system is a clear example of these bad practices. The assets of Riga district heating company was first separated from the national energy company. Some of the heat generators and the distribution network created the basis of a local company. Obviously it was loaded with significant debt, because of the high arrears, but this debt was taken over by the national energy company, which meant practically a government withdrawal. It was followed by the privatization, improving the quality of the service and efficiency of the company. Because of the exceptional character of this privatization process, no other municipalities were able to follow the example of the capital city. 

In the energy sector, the decision on the consumer’s ‘ceiling price’ (maximum price) (in Slovakia) or ‘reference price’ (in Romania) involves the definition of two other component of prices. The setting of production prices by heat generators is a part of the process and consequently subsidies are also specified during these negotiations. This is partly based on the technical specifications of the sectoral (energy) laws, partly influenced by social policy and welfare payment systems (e.g. what type of benefits and how they will compensate for the price increase). Problems fall back on service organizations, when subsidies do not cover the difference between the producer price and the maximized consumer prices (e.g. this happens often in countries with a high level of social housing stock, where the condominiums and housing cooperatives cannot enforce payments of tenants).

Depending on the system of public administration, user charge setting competencies might be decentralized to a lower level of government. In Slovakia, where the district offices operate as non-elected, state administrative units, in most cases public utility service prices are set by them. The Ministry of Finance determines a range of services, where price calculation is the mandate of district offices. These maximum prices are set "in consultation with the municipalities" and several other organs of state administration are involved in this process (e.g. Office of Financial Control, Slovak Trade Inspection). District offices define prices of district heating, water and sewage, waste disposal, public transport, parking services, et cetera.

In a decentralized Hungary, the price setting authority of the central state was transferred to local governments in the early 1990s. Within the general framework of price formulation and anti-monopoly regulations (‘Prohibition of Unfair Market Practices’) local governments set the official prices of public utility services. So prices of water supply and sewage treatment, district heating local public transport are calculated through administrative procedures. User charges of communal waste management, chimney cleaning, services in public cemeteries as official prices are regulated by local government statutes. 

These price setting methods are influenced by the broader economic environment. Primarily the cutback in national government and local subsidies forced the changes in service financing. There are some generally accepted principles of price calculation which also have to be followed. Based on the ‘equality of services rendered and prices paid’  principle, volume based pricing has to be accepted. This excludes sometimes the differentiation among various groups of customers. It may also increase the costs of the service, if the metering is expensive. 

The design of user charges is highly influenced by the metering techniques and the possibilities for cost allocation among different customers. Large social housing estates were built in the era of subsidized low public utility services, when individual metering and control of individual consumption was not required. In these housing blocks, options for installing metering equipment is expensive or technically not feasible. The old one-pipe district heating systems need huge investments for redesigning, and tenants of these social apartments cannot afford the installation of any type of metering equipment (for example individual meters and cost allocation devices). 

Methods of price setting and the calculation of price increase are usually regulated. They are typically cost based techniques of designing user charges (cost factors are weighted and extrapolated according to generally accepted principles and reflected by agreed multipliers). Sometimes general principles are followed: "prices should cover the costs and profits of efficient service providers", in the case of energy prices in Hungary.  In Poland a general rule is centrally set for regulating the municipal rents, which should not exceed annually the 3% of replacement costs.

Another basic problem is the price setting policies. The inherited practice of user charge setting is that individual customers are subsidized and large users of bulk services pay higher prices of energy. This prevailing practice has built wrong incentives into the energy sector and into the related local utility services. For example, consumers enjoying lower gas prices opt out of the large district heating systems more easily, because they compare their future investment and maintenance costs at a subsidized level of natural gas. This is frequently used in Romania (30% of users opted out from the local heating network and installed their individual systems), but also in other countries with extended district heating system (for example Latvia and Hungary). 

Local governments are simultaneously the owners and regulators of municipal utility services.  In addition, councilors as local politicians are faced with social problems created by decreasing subsidies and transformation of utility services. These three conflicting functions also create tensions in the local price setting decision.

However, the price formulation function is an emerging and efficient component of regulation. The assignment of the price setting authority, allocation of competencies to influence the methods of designing user charges, is part of the public administration and local government reform process. 

g) Protecting customers 
Demand for consumer protection was raised immediately after the traditional state institutions lost their influence on production and service provision. When organizations ‘protecting the public interest’ did not exist any more and the private property became the dominant form of the economy, new forms of consumer protections had to be designed. Several new areas of legislation provided basic conditions for supporting the consumer’s relations to producers. Anti-monopoly and competition laws, acts of price setting, and contracting regulations are all passive ways to ensure a balanced relationship between buyers and providers of a service. Some additional general requirements on goods and services (e.g. labeling) were also part of the newly formulated consumer protection acts in all the studied countries in the very early 1990s. 

In the area of public utility services and contracts, there is a need for more active forms of consumer protection. For example, free access to information is a critical condition for protecting the consumer’s rights, when local public services are contracted by the municipal. Also customers should be involved in the regulatory process, when service standards, conditions and prices are determined. 

In most of the studied countries, some institutions for consumer protection have survived at a  national level. They might be independent agencies like the Consumer Protection Chief Inspection (Hungary), Office for Protection of Competition and Consumers (Poland), Bureau of Protection of Consumers (Latvia), or belong to a ministry, like the Commercial Inspection (Slovakia), Czech Commercial Inspection reporting to Ministry of Commerce and Industry. 

In some sectors the regulatory agencies might have a stronger influence on service provision, so they indirectly have more means to protect consumer rights. Especially in the case of district heating, energy regulatory agencies are involved in price setting, which is the critical component of consumer-producer relationship. In Hungary, the public utility contract is also subject to the consumer protection procedure. 

There are other decentralized forms of consumer protection, which can influence public utility service provision. Consumer Associations in Slovakia, or the tenant association in Latvia might be involved in the specification of service performance and conditions. Local government associations also play a role in these negotiations (for example in Latvia they are represented in the energy council), or the newly established system of ‘local regulators’ in Latvia is also an attempt to decentralize the problems and solutions of consumer protection.  

Another question is what means are available for consumer protection agencies to enforce their clients' interest. Generally legal procedures, in some cases penalties and fines, are the only available measures. They are not a very efficient means for influencing specific actions of the service producers. 

5.4  National regulatory functions

Independent regulatory function is one of the most important element of public roles under market circumstances. In theory, independence and autonomy have two dimensions: regulatory mechanisms should be exempt from the influence of public (state) administration and also from the pressure of large service producers, often being in a monopolistic position. The interpretation of autonomous regulatory organizations is even more confused, because in many respects the interest of bureaucracy is similar to private monopolies. That is why other public actors should be also involved in key policy decisions.

In CEE countries the first steps have been made by the establishment of regulatory organizations. There are experiments to build into their structure some elements of independence from the administrative structures. However, these are quite weak solutions. Practically, most of the existing regulatory institutions are traditional offices, subordinated to the administrative hierarchy, rather than public bodies with autonomy for policy formulation in particular sectors. 

Local governments might also be in a regulatory position. But without sufficient guarantees, the decentralization of regulatory functions is questionable. The only positive example might be the Latvian one (see Chapter 5). The newly introduced legislation on local regulators seems to be the most developed one, hoping to establish a real independent regulatory organization at a local level.

Without independent authorities, necessary controls over natural monopolies is hard to imagine. Guarantees must be established, for instance by controlling the entry to the market. It is one of the techniques for supervising providers by limiting their harmful monopoly aspirations. In the case of unintended influence of authorities, public control may be transferred to state organs, that is to another type of monopoly. Then, instead of an  independent public regulation, nationalized bureaucratic administration governs this important task. 

Regulation in the narrow sense covers certain aspects of service provision: licensing, monitoring and supervision of the regulated activities, price formulation and consumer protection by providing information to the general public. These activities are clearly separable from other areas of utility service management, which are controlled by competition rules. 

Anti-monopoly regulations focus on other aspects of market behavior, like limitation of competition, unfair market actions, and the inappropriate price setting of companies in monopolistic position. Market regulations also deal with other areas of competition, like procurement rules and procedures. In the studied countries, organizations of supervising public procurement have already been established: for example in Hungary the Public Procurement Council under the Parliament; and in Latvia the Purchase Supervision Bureau, reporting to the Ministry of Finance. 

Organization of the regulatory framework follows various patterns in the studied countries. Models are different in three aspects: (i) whether the regulatory organization is established at national level, or it is managed locally; (ii) how independent it is from the government (state administration) and consequently from politics; (iii) scope of services covered by the regulatory agency (single sector or comprehensive, covering several ones).

In most of the cases, the existing regulatory organizations were set up at central level of government. As they deal with issues affecting the entire country, their competencies cannot be easily decentralized. Examples of these nationwide regulatory agencies are from the energy sector: Sate Energy Inspection (Slovakia), Energy Regulatory Office (Poland), National Electricity and Heat Regulatory Authority (Romania), Hungarian Energy Office, Energy Regulation Council (Latvia). They are such well established organizations, that even a regional association of energy regulators has been recently created.
 

Tasks and competencies of these energy regulators are highly differentiated. Obviously all of them issue licenses and monitor compliance, but some of them operate as sectoral ministries: they determine production limits (Albania, Estonia), set financial and performance indicators (Bulgaria, Estonia, Romania), supervise foreign trade (Estonia, Romania)
. 

However, there are examples of locally managed regulatory organizations. In Hungary, the smaller district heating suppliers are licensed and controlled by the local governments. This covers 30% of heat production and it is managed by 102 city administrations
. The rest of licenses were issued by the central agency (14 major power plants). This assignment of regulatory competencies is a typical characteristic of the Hungarian decentralization: shared functions and mandates reflect the two levels of the local governments’ joint responsibilities.

Another interesting decentralization experiment is under implementation in Latvia. According to the approved legislation (Act on Public Service Regulators), after the local elections, starting from September, 2001 local regulators will be appointed by the local governments. The concept of this legislation is that regulators work as ‘mediators’ between the public authorities, consumers and service producers (suppliers). Their mandate is licensing and supervision, approval of tariffs, dispute resolution and facilitation of competition. 

These new organizations will deal only with local public utility services: communal waste management, water supply and management of sewage, and heating supply under local government authorization (without co-generated electricity). Other public services remain under the control of the national regulatory agencies (power generation, telecommunication, railway, et cetera).

This new legislation was designed after four years of discussion and it fits into the general trend of separating national and local government functions. With the appointment of municipal service regulators, the need for regional state organization bodies will be lower. Within the specific Latvian environment there are high hopes that new local regulators will support privatization and competition. They might facilitate the transformation of municipal enterprises to commercial entities, they would encourage local governments to issue a  guarantee for borrowing by companies, and as non-elected regulators they are supposed to represent the service rationality and promote competition. 

However, municipal regulators will be appointed for four years by local governments, so their political independence is questionable. Each local council will nominate one regulator with two deputies. Administrative costs of the decentralized regulatory organizations will be financed by a regulatory fee. It is collected by local governments from the service organizations, which have to pay less then 0.2% of their turnover. This form of financing raises another problem: initial estimates show that several municipalities have to cooperate for financing a properly paid, staffed regulator. This will require good cooperation from municipalities during the nomination process, or the professional quality and capacity of local regulators will be lower. 

This might increase the local political influence, when the broad expectations cannot be fulfilled. Separation of responsibilities in service provision and service production is less feasible, whilst the possibility of informal or political influence will not decrease. There are also some issues not regulated by the present legislation, like the salary of local regulators, which might be high, and the ban on future employment by service organizations. Despite these minor problems, perhaps this decentralized and comprehensive regulatory model might work efficiently in the specific Latvian economic and legal environment. 

In the case of national regulatory agencies, their relative independence from the actual governments is the critical issue. There is always a high pressure on regulatory agencies, because they set the methods of price calculation, and this way influence very sensitive social policy and company financing issues. They might influence the presence of international investors in the regulated sector, which is also a sensitive political issue. National governments tend to keep the critical elements of regulation or they directly control these agencies through the ministerial system. Ministry of Energy (Slovakia), Ministry of Economic Affairs (Hungary) or other government units deal with the regulatory agencies.

The last question of the regulatory organizational setting is how many sectors or services are controlled by them. Previous examples show that the energy sector is the only one, where regulatory organizations are widely established. However, there are efforts to introduce similar organizational forms in other countries. In Poland, under the Office of Housing and Urban Development, a board was set up for designing regulation on water and wastewater services. Within the framework of a major international technical assistance program, all the representatives of the relevant actors (ministries, anti-monopoly office, local government association, chamber of water companies, association of sanitary engineers) participated in the work of setting basic standards. Based on analytical work, these standards were publicly discussed and the results were built into the national legislation. 

6.  Influence of the European Union

There are two external incentives for the development of utility and communal provision of services in CEE. One is the perspective of enlargement of the European Union. The second is pressure from Western investors. These two are not independent from each other, but their manifestations are different. The international political integration is first discussed in this section.

EU legislation refers to public utility services only in a specialized manner. Communal services are under the general competition rules, notwithstanding environmental ones. In addition, policy on services of general interest derives from cases of the Court of Justice.

6.1  General rules 

One of the most important areas of rules on competition refers to state aid. According to Article 92 of the Treaty of Rome, any aid granted by a Member State which distorts competition by favoring certain undertakings or production of goods is incompatible with the common market. The article enumerates exclusive circumstances, for example, when aid is allowed to be compatible with the common market. Local government aid that is relevant in communal services, is also interpreted as state subvention. 

Equal criteria for competition is guaranteed by the definition of aid and restriction of it in particular circumstances. According to the main rule, cumulative aid is to be avoided. This principle looks like a restriction on decentralization because of the limitation of its possible influence, but it really means that decentralization cannot mean a strong local part of a large powerful state. Decentralization should be closely linked to a decrease of bureaucratic roles. From this point of view, the decentralization principle also refers to the social context of the public sector. 

Urban services are influenced as a part of utility services in general. ‘Public undertakings’ consist of telecommunication, post, transportation, and energy supply. From our point of view the last one is the most important, because urban public utility services are closely linked to provision of energy. 

According to Article 90 of the Treaty of Rome, public undertakings and undertakings to which Member States grant special or exclusive rights - which entrusted with the operation of services of general economic interest or having the character of a revenue-producing monopoly - shall be subject to the general rules contained in the Treaty. It means, first of all, the rules on competition. 

Different consequences derive from this obligation. In the field of public utilities, the  development of competition is necessary. It means not only breaking monopolies with ex post measurements but also adopting a specific regulatory and institutional background in the public sector. Development of competition and regulation is needed at the same time. State regulation includes monopoly supervision and consumer protection as its most important elements. 

Debate on services of general interest within the EU shows that there are efforts to put short term social considerations above the long term economic interest. There are plans to design "ways of ensuring predictability and increased legal certainty in the application of competition rules relating to services of general interest.”
 According to this line of planned EU regulations, state aid might be acceptable, as it does not distort competition, but only offsets the burdens imposed by specific obligations on these undertakings and it is essential for equality in competition.   

6.2  Specific rules

Specific ruling issues consist of legal regulation on particular utility sectors and relevant cases of the Court of Justice. As far as directives referring on public utilities are concerned, electricity (Directive 96/92/EC on electricity) and gas (Directive 98/30/EC on gas industries) should be pointed out which have been implemented at national levels by most of the Member States. These particular regulations represent a model at the same time. More important selected issues are as follows:
(a)
Open access to networks: From the point of view of the content of regulation, the most important aspect is to identify monopoly elements and the sphere of competition. In the field of public services it means, first of all, that utility networks are monopoly elements, the owning of which may restrict competition in the direct provision of services. In order to break monopolies, access to networks is to be guaranteed for any providers. 

Third party access (TPA) is good from the point of local governments and consumers as clients, i.e. buyers of public services. They encounter market-based circumstances in different fields of public service provision. 

(b)
Separation of different functions of the state: Mainly the position of the owner and the regulatory function should be distinguished. In the latter case, the authoritative character is necessary to be independent from the interests as an owner. This separation is important at different levels of the state, like in local governments. Known public functions like pricing, supervision, and so on, of the public sector are subordinated to these types of expectations.

The establishment of independent regulatory authorities as discussed above is grounded on this demand. Although this creation is not prescribed, the majority of the Member States adopted and implemented instructions of Directives in this way.

(c)
’Unbundling’: Separation is also important on the provider-side, in order to split the possible competitive part of natural monopoly services. For this purpose, the transmission system operator should be divided from the supply system. The minimum requirement is the ‘unbundling’ of management and accounts of transmission grid operation and supply business. At the same time, any information limits are also important to maintain, in order to guarantee the ground of competition for providers. Many of the Member States opened up their market more widely than it was required. 

TPA, separation of state functions and unbundling are conditioned by each other. Together serve the liberalization of the energy market, restricting monopolies and division of market with national borders. Anti trust legislation is strengthened further by legal principles (Kende—Szűcs, 2000: 551—586) postulated by the Court of Justice.

(d)
Restriction of cross-financing: Cross-financing limits competition is allowed only  when non-competitive activities are (like supply of remote places) financed supplementary from the profit of competitive activities. However, it is prohibited if one commercially opened area is subsidized from another one, or from a non-commercial activity. This principle is linked to the limitation of aids granted by states, mentioned above, adopted for utility services, in the case in which cross-financing is regular because of the specific character of delivery.

(e)
‘Creaming-off’: Taking unfair advantage of profit, or ‘creaming-off’, is prohibited according to the main rule. It must not make an attempt to limit competition only to profitable activities, leaving only the loss from particular areas for other providers. It refers also to the case in which only most profitable activities are selected. However, through delivering supplementary (extra) services, a provider cannot be condemned.  

(f)
Proportionality: A minimal limitation of competition is accepted, which is sufficient for getting closer to the particular accepted policy preferences. It is good to avoid too wide an influence. This principle derives from the Treaty of Rome as a fundamental document of the EC.

There are also other regulations of the EU, but these refer to the quality of services. These are not necessary to detail here, only main groups of them should be mentioned, for example:
· service performance standards (electricity, gas supply, etc.);
· environmental legislation (e.g. on water, waste management ).

7.  Impact of investors

The high need for external sources in the local public utility sector has attracted various types of investments and funds. During the past decade, CEE countries were targets of numerous donor and international aid programs. These programs have not only provided funds for new investments in the region, but they have also influenced the operation and management practices. 

Some of the programs had specific objectives to support institutional development in the local public utility sector. The first structural adjustment loans, which were combined with development projects and several waves of technical assistance projects of international and bilateral donor programs, have all focused on different aspects of service delivery. These programs transferred not only new technical standards and modern technologies, but they have also started to introduce a new organizational and administrative framework for market based service delivery system.

Preferred topics of these programs supported the introduction of business-like operation include: cost center based management information systems; design of capital investment financing schemes; tariff setting methods and adjustment techniques of user charges; tendering and contracting practices; regulatory mechanisms; public information systems; code of ethics in municipal decision making; and so on. These new rules had to be disseminated both at the newly created service organizations, and at different levels of government. 

Central administration and legislators had to develop a new legal, regulatory and fiscal transfer system in a decentralized sector, without having proper information on the permanently changing public utility services. At local government level, the elements of a new client-contractor relationship had to be developed: service specification, performance indicators, competition, contracting and monitoring rules, details of corporate finances, and social policy consequences of service decisions all had to be learned and adjusted to the standard rules and procedures of municipalities.

External funds were provided in forms of grants and loans. International programs provided grants for environmental and regional development projects, as local public utility services are parts of the two broad program areas. Technology transfer was usually combined with some form of borrowing. By the end of the 1990s, the economy in some of the CEE countries had improved, and so the loans from the large international finance organizations were slowly changed with the credits from the more flexible commercial bank. Despite the huge efforts to develop a municipal bond issue in the CEE region, only large, mostly capital cities used this form of financing in a few cases.  

All these actions have not significantly changed the financial setting of local public utility services. In more decentralized countries, national and local governments involve a more extensively private sector in the service delivery, but a competitive subnational finance market has not been developed
. Local government borrowing in many countries requires sovereign guarantee, which deteriorates municipal innovations and activities. The market for municipal securities is not favorable and the banking and taxation environment is not supportive.  

However, those countries, which have mostly benefited from these transfers and loan programs, have learned the new ‘rules of the game’ during the past decade. Especially in the European Union, the needs of accession countries for capital investments are declared in relation to EU standards. As environmental protection is a key area among the conditions of EU accession, grants, loans and domestic funds are jointly planned for financing capital investments. 

There are various estimates on the costs of EU accession in the environmental sectors (see Table 1.8.). In three countries of our research, international studies have planned the short and long term capital investments needs for meeting the EU standards. These figures range from EUR 11 Billion (Hungary), EUR 15 Billion (Romania) to USD 42 Billion (Poland). Priorities in the first round of accession countries are the water and wastewater sector, while in Romania it is the heating supply. 

This rather high demand for investments cannot be financed from one single source. Domestic and international funds, both in forms of grants and loans should be made available. (Estimates on Hungary show that by the year of targeted EU accession, local governments have to invest 3% of GDP and in addition local public utility companies investments will be 3.2% of GDP
. According to these estimates, they will be mostly financed by loans, especially at the company level (2% of GDP), but at local governments it is still 0.5% of GDP). 

Assuming that a similar trend will be followed by the other first and second round accession countries, new local public utility service organizational and management methods have to be developed. Donors, professional investors and especially financial institutions require modern mechanisms of service delivery, which are adjusted to the market. Otherwise cost recovery, profitability or repayment of loans cannot be expected. This pressure from investors will have a significant impact both on local public utility sector and local government finances. 

In some of the studied countries basic changes are needed for having access to capital markets. In Romania, local governments should be allowed to hold accounts at commercial banks, instead of the presently authorized National Bank of Romania; assessment norms of local governments' credit risks should be made different from other commercial entities, because municipalities have a more stable revenue flow. 

Rigid administrative structures might also limit local government and service company borrowing capacity. In most of the EU accession countries, regionalization is required for planning and programming purposes, but transforming the regions to administrative units will 

Table 1.8.

 Costs of EU accession
Capital investment needs in infrastructure development
 
Hungary
National Environmental Protection program (1998-2002): 

EUR 11-13 Billion

Annually 1.7% of GDP should be used directly for environmental protection purposes

National Program for the adaptation of the acquis (1999-2001)

Water quality: 



EUR 825 Million


Improving the quality of drinking water:
EUR 107 Million


Municipal solid waste management:

EUR 180 Million

Poland
Capital expenditures required for meeting EU standards in environmental protection:

Total: 






USD 22-42 Billion

Of which:

· water, wastewater: 

USD 10-17 Billion



· solid waste disposal:  

USD   3-4  Billion

Romania
Capital expenditures required for meeting EU standards (short and long term needs):

Water supply:





EUR 1.5-3.5 Billion

Sewage systems:




EUR 0.9-2.0 Billion

Wastewater treatment:



EUR 1.9-4.6 Billion

Heat supply:





USD 6 Billion

Sanitation, urban environmental protection:

USD 2.5 Billion

Communal services (street, park maintenance):
USD 1.3 Billion

Public lighting:




USD 0.9 Billion

have an adverse affect: central allocation of funds and establishment of artificial service areas will create inefficient units. Hungarian and Latvian examples show that administrative regions might hinder spontaneous cooperation among local governments or service organizations. Irrational catchment areas of services, and inefficient service organizations do not support inward investment, or the inflow of funds for public utilities. 

Autonomy in local government property management is also a basic condition for attracting external funds. In Romania, where the county (‘judet’) level service organizations dominate the public utility sector, municipalities should be encouraged to cooperate in service delivery. As regional services are controlled by the county councils, other local governments cannot invest in joint-stock companies. This will not make the municipalities as users of these services interested in management and finances of local public utility services. 

Limitations on local government borrowing are also important factors of local public utility financing. The European Union criteria on public debt (60% of GDP) and public budget deficit (3% of GDP) are also used for local government budgets, as they are parts of the general government expenditures. These requirements have initiated the introduction of local government borrowing limitations even in the most decentralized countries. 

In Latvia, where local governments finances are rather dependent on national transfers a special borrowing council issues the permits on municipal loan projects. There are approximately 100 local applications for loans and to issue guarantees for local borrower. The total amount of increase in local government liability is set by the annual budget (e.g. it was LAT 21 Million, 85% loans). The loans are mostly used for infrastructure (43%) and power (24%) sector investments. The guarantees are issued primarily for the district heating (44%) and water (26%) sector.  

The Ministry of Finance makes the detailed assessment of the loan requests both from technical and financial point of view. As a basic rule 20% of local own and shared sources should cover the principal and interest payments. The borrowing council may recommend the use of a different bank than it is indicated in the request, if more favorable conditions are achievable. 

In the decentralized local government system of Hungary and Poland, indirect rules are set for limitations on municipal borrowing. In both cases, the scale of municipal borrowing is connected to local government revenues. Municipal debt service (including guarantees) cannot exceed 70% of own source revenues in Hungary; 15% of total local revenues in Poland. The Polish legislation is more sophisticated, because the limit is further decreased if the total public debt is getting closer to the EU criteria (60% of GDP), by declining the limit to 12% of revenues, when the debt is at 55% and prohibition of municipal borrowing, when it reaches the 60% threshold.

For developing an efficient capital finance market at a local level, the role of the national government should be regulated as well. It is partly the interest of the international lenders and other investors to clarify how can the national budget intervene in municipal finances. It is especially important to regulate the local bankruptcy procedures. When conditions of national budget bail-out are set, it will encourage local government borrowing. 

Example of the Hungarian legislation shows, that procedures set by the law on local debt adjustment have prevented municipal bankruptcies and increased the chances of liable council decisions. The concept of municipal bankruptcy regulations focuses on procedures to be followed in case of unpaid debt by setting deadlines, defining minimum service requirements, order of payments and gradually limiting the competencies of elected bodies. 

Both loan limits and legislation on bankruptcy procedures support responsible local government capital investment decisions. In some cases these regulations were initiated by international technical assistance programs and favorably influenced the inflow of external investments and creation of stable capital markets. They are important factors for developing the local public utility services.

A similarly high emphasis was put on price setting mechanisms in local public utilities. It was a relatively new practice in the CEE countries to finance local public utilities mostly through user charges. It required strong political commitments from the decision makers; accounting practices should have provided the relevant information for cost allocation; local (municipal or company) revenue administration should be developed to support user charge based service financing; welfare system should be capable to deal with the new problems; whilst methods of price setting and techniques of price increasing formulae should be widely known. 

All these conditions were developed slowly during a learning process. It was in the investors’ and companies’ interest to widely advertise and disseminate these models and methods of price setting. Following the first decision on the assignment of price setting authorities, the other conditions of user charge based financing systems were established differently in particular sectors. 

Those services were preferred, where metering was feasible: water and waste water management, and municipal solid waste deposition. Other services like district heating, rents, and solid waste collection were more based on indirect measures of consumption. Countries with high social housing stock (e.g. Latvia, Poland, Romania) are especially faced with the technical problems of allocation of service costs. In large housing estates, individual metering and regulation of service consumption is complicated and costly. This makes the market based solutions of public utility financing less attractive and less manageable.

Professional investors in local public utility sector intend to develop public-private partnership arrangements. Concessions were regulated in the early stages of transition, but local utility services were not always part of this legislation. Practices of managing build-operate-transfer schemes are also slowly developed. Lack of responsive banking services, professional and management capacity both at local governments and service organizations, along with revenue instability are the main obstacles of complex forms of partnerships.

Finally, the efforts for transforming the energy sector had an impact on local public utility services, as well. Local public utility services are closely connected to the energy sector. They provide models for decisions affecting local governments and they have an impact on municipal services. 

The energy services influence municipal utilities in several ways. First of all electric and gas supply are both strategic services, which are in the focus of privatization and the competition regulations in countries of transition. Some of the local public utilities have similar characteristics to these services (limited number of producers/generators, large transmission and distribution networks, capital intensive services, etc.), so the models developed in the energy sector might be examples or basis of changes of local services. 

Most of the international examples of regulation and competition rules are based on the principles developed in the energy sector (and partially in the telecommunication). International patterns and regulations are quite clear: monopolistic position should be avoided by vertical separation of the services (production/generation, transmission and distribution) and by providing third party access to networks. This is mostly regulated third party access and not a negotiated one. These principles have to be followed in the area of local public utility services.

Secondly, local public utilities are either part of the energy sector (e.g. district heating) or they are large users of electric energy. Consequently they are heavily dependent on the rules followed by the energy sector. Mostly on the organizational forms of generation and transmission, procedures of energy price setting, defining subsidies, decentralization of distribution network. 

In summary, it may be concluded, that investors have had a strong indirect impact on the development of municipal public utility sector. They have initiated those techniques and conditions of pubic utility management which are useful for efficient and modern services. Besides the introduction of new technology and transfer of know-how, investors had influenced the legislation and municipal practices. The investors’ impact through international organizations and donor programs helped to increase the general level of expertise and also  brought additional capital in the form of grants  

8. Transformation failures

There are not only incentives for transformation, as were mentioned in previous sections, but also heavy barriers. Conflicts derive from recent changes, so sustainability of the present results of development become questionable. 

According to Figure 1.1. (section 2.), an imagined linear development was outlined. It was simplified in order to make the explanation and analysis more understandable. In reality, different stages cannot be separated so clearly, they are mixed together. For instance privatization as asset sale was going on from many respects without achieving progress in procurement or contracting. 

There are advantages and disadvantages of this situation. On one hand, the so-called ‘spontaneous’ privatization in that period, when rules and procedures were not developed,  was built on the logic of searching for new owners. On the other hand, very often unfavorable  agreements were made between public and private actors. Liberalized markets and regulatory environment are as yet underdeveloped. Due to it being almost impossible to expect an entirely conscious institutional development, these conflicts can be seen as natural  consequences of transformation. However, the general public is not so forgiving in these situations. In Table 1.9., those elements of transformation are added, which were accumulated in this process.

Table 1.9.


Basic failures of transformation process


Public utilities

(natural monopolies)
Communal services

(mixed goods and services)


objectives
 conflicts  
objectives
conflicts  

First stage 

(RE-STRUCTURING)
· modest breakup of state-owned monopolies (devolution of assets)

· modest unbundling 

· establishment of independent regulatory authority
· privatization neglecting real liberalization

· creating new monopolies

· strong bargaining position of service organizations

· underdeve-loped regulatory institutions


· rationalization

· establishment of competitive environment 
· early privatization

Second stage

(PRIVATIZATION)


· privatization of competitive assets 

· development of regulatory function

· liberalization
· postponing transformation in particular sectors

· moderate public procurement
· de-monopolization

· management of public shares

· privatization
· non-formalized contracting

· under-controlled tendering

As Table 1.9. shows, examining the details of transformation, and adding results to the model of gradual development, some parallel phenomena emerge. At the first stage early privatization is highlighted, which might be more conflicting in the case of natural monopolies, mixed goods and services, than for the large scale privatization in general. At the second stage, guarantees were missing partially in public procurement, other tendering process, contracting out practices. Due to various reasons, transformation has been postponed  in some sectors. 

This accumulation of transformation effects leads to six phenomena, at least, will be discussed here:

(i) transformation to private monopolies;

(ii) corruption;

(iii) counter-interest in further changes;

(iv) social policy implications;

(v) problems of small local governments.
8.1. Emergence of private monopolies

When conditions of guarantees are missing, there is a real danger that state-owned monopolies are transferred to new private monopolies.
 After the large national and international investors had gained positions in a relatively early stage of transition, they were interested in postponing full liberalization. It was made possible, because their market position became dominant, before building up a perfect regulatory mechanism. This situation is typical mainly in the utility sector. 

Liberalization is more complicated than previously expected. Present monopolies are more interested in preserving existing conditions, than supporting the opening of the market to new entries. In addition, liberalization here is not necessarily equal to decreasing prices and more effective service provision.
 Due to the collapse of the former regime, artificial low prices of energy can no longer be maintained. That is why arguing the position of monopolies is quite strong in price negotiations. It might be uncontrolled depending on the power and position of the interested municipalities.

8.2. Lack of transparency 

After the long decades of lacking almost any institutions and procedures which would ensure the transparency of public decisions, this is the most important task for the governments in the studied countries. Corruption, political or business influence in the public sector are widespread. These phenomena are caused partly by the fact that the whole transformation process was poorly planned. Perhaps this unfavorable direction of development could not have been avoided. 

Problems arose from the first instance, when the privatization process itself was not designed and managed in a transparent way.  This was nothing to do with the applied model or method of privatization, but rather the lack of public information, and professional and public control over the techniques of demolishing state ownership were the reasons of subsequent scandals and failures. 

The more recent type of corruption derives from new possibilities. Tendering and procurement procedures are announced, only in order to cover the process of decision-making which was actually already completed. Under these circumstances, when guarantees and controls are missing, it is relatively easy to misuse procurement rules. In Hungary, for example, exceptional tendering procedures are used surprisingly often, whilst the criteria for selecting the best bids are fixed subjectively. 

Problems of public procurement and tendering culminate in public utility and communal sectors. Although new legislation was passed recently in most of our countries meeting EU requirements, in practice quite a lot of insufficiency emerges. 

 8.3 Counter-incentives of future changes

Shortcomings are crucial in:

· the regulation of conflicts of interest;
· restricting corruption;
· missing the preparation of regulatory institution and functions;
· the decentralization of regulatory institutions.

Although the position of local governments can be highly appreciated, their regulatory function within their overall policy formulation is often very conflicting. This function is conditioned to supply in a unified way, and possibly independently from, direct influential linkages. The most conflicting problem is that politicians and practitioners are counter-interested in changes from many respects. That is why it is not expected from them to prepare and accept regulation of restriction on their own influence. 

Modernization is firmly linked to the interested bodies, even when they are elected ones. This is true, of course, at the national level. According to a recent example, the chairman of the Hungarian parliamentary committee, responsible for supervising public procurement process was arrested due to bias committed by him passively in the investment tenders on sewage systems. However, the position of local governments, both small and large, are also regularly accused of illegal behavior. 

Transparency is, in fact, a systemic problem, and not only a question of policing. Sustainability of the development reached so far is in danger. Without consciously built and forced implementation in specific institutions, it is difficult to imagine any other changes as important. It is not by chance that utility and communal sectors are highlighted in connection with this general issue. Among public functions, infrastructure is always one of the most frequented from the point of view of commissions to private undertakers and providers.

8. 4 Social policy implications

Local public utility services were traditionally parts of the welfare system. Heavily subsidized prices and almost free access to services made public utilities key components of social policy. They were financed through cross-subsidies, nationally funded systems of in-kind contributions and equalization schemes. In reality, there were high differences in the level of local public utility services by regions, size of cities, by urban and rural communities and also among different groups of customers. 

All these problems and inequalities became suddenly visible after the transformation process had already begun. In those sectors where the decentralization of service management and financing was widely used, social policy consequences were transferred to municipalities as well. This made the problems even more open, because often the low fiscal capacity and the scale of problems in service provision coincided (for example in large cities with high social housing stock, industrial regions and towns hit by economic decline). 

The first stages of privatization and the transformation of service organizations have also increased the prices and consequently the social problems. Under the new market conditions, prices have suddenly multiplied in those countries and service areas where the national price control was withdrawn. Other mechanisms of the market based service provision caused social problems, for example the need for the termination of services, management of evictions, and adjustment of service costs to household income.

Subsequently, expenditures on local public utilities, including housing costs, were sharply increased. Broadly calculated housing maintenance costs became one-third of the average family income. This was significantly higher than the former share of housing maintenance. Behind the general trend, the social differentiation was the least manageable problem at a local level. Various factors behind impoverishment have multiplied, so unemployment, poor social housing conditions, and family problems jointly appeared with the arrears in public utility service payments. 

The price increase was partly caused by the abrupt decrease in government subsidies. Direct grants to services have disappeared in a relatively short period of time (for example in Slovakia heating subsidies have decreased to 5% between 1997 and 2000; in Hungary, the decentralization of water and solid waste price setting authority was automatically combined with a cut back in direct price subsidies). Obviously other components of the welfare system tried to compensate for these losses, but methods were not prepared for the new conditions, and demand was above the financial possibilities. 

The transformation of public utility sector and local regulatory steps were very much influenced by social policy considerations. Decisions on privatization, contracting out and the  introduction of other elements of competition was always assessed alongside two dimensions: impact on service quality, financial efficiency and the expected social consequences. Local government policy options were influenced by the national regulatory environment.

Primary factors were the scale and form of housing privatization. In those countries where the municipal social hosing stock remained important, rent policies and organizational forms of housing maintenance have disguised the social problems. Low rents were supposed to cover expenditures of some public utilities, but the real costs were put on the semi-public management companies. Consequently, ownership and management aspects were confused at the service organizations (e.g. in Latvia), which were not able to cope with these problems. In those countries, where the low price privatization led to broad private ownership of deteriorated apartments with typically low income families, the housing management and reconstruction costs were deferred. 

Price control mechanisms in some countries were designed for controlling the social problems. Centralized price setting techniques in district heating, water services (Latvia, Romania, Slovakia) are aimed at keeping the unified service charges at the lowest possible level. The other extreme solution in price setting is complete decentralization, where local government decisions are not regulated at all. There are models in between, like the rent control in Poland, where the annual amount of rents maximized in 3% of replacement costs. 

The most visible sign of social problems is the high level of arrears in local utility services. District heating service is the most hard hit by unpaid user charges. In Hungary, the overdue debt is 12% of total user charges and 21% of households belong to this group
; in Poland  13% of families in municipal houses have had arrears for more than three months. Very often different types of debts are concentrated at the same households, so those who cannot afford district heating, also do not pay the rents, electricity bills, et cetera. 

These most vulnerable groups cause the greatest problem for the local governments and for the service companies. The longer is the non-payment period, the higher is the chances of intensifying the problem of arrears. Local governments and service organizations are faced with financial difficulties because of the long collection period, which might create financial traps in an inflationary environment. They have to put a higher financial burden on those customers who regularly pay, because the fixed costs have to be recovered. This increases the chances of pushing more service users closer to their financial limits.

One of the last potential measures of the service organizations and local governments is to terminate services. Disconnection of utility services is technically not always feasible and might be rather costly for local governments. There are some public health regulations which are also against the termination (for example the water service). Indirect costs of eviction are also very expensive, when other forms of institutional services have to be provided (for the children, for the separated families, and so on). 

As this is a relatively new area of legal regulations, the procedures are also complicated or cannot be implemented (for example there are no sub-standard flats to move non-paying families). Legal process might take several years and it does not have preventive effect. For example in Poland 5% of tenants were sued for non-payment of rent. The court decision and number of executed evictions have increased in comparison to the previous year. 

Local governments also have other tools to deal with the social consequences of transformation of public utility services. The social benefits systems are still operated at a certain level. Under centralized structures (Romania, Slovakia) they are directly paid by the national budget: in Romania 40-60% of tenants receive benefits, which are set at a regressive scale to income; in Slovakia district authorities provide housing subsidies. In a more decentralized models (Hungary, Latvia, Poland), local governments are responsible for welfare payments and they are partially reimbursed or granted by the national budget. 

Local autonomy is partially regulated by setting the types and forms of these benefits. Within this framework, municipalities disburse payments for those recipients who meet the local criteria. In Hungary only the types of locally provided social benefits are set (for example housing maintenance benefit), but local governments receive a general grant for all the local social benefits. In Poland, local housing benefits are connected to a nationally set income (in percentage of minimum pensions). 

Means testing and targeting of benefits at a local level raises the problem of measurement and public access to information systems. Both local governments and service organizations have a more or less detailed register of citizens with social problems. In a privatized local public utility system the service companies are not authorized to transfer their information on non-payers and delayed payments to local governments, who in principle allocate benefits. This personal information cannot be merged with other databases, even if the recipients would benefit from it. 

The social policy problems of transformation in service delivery should be solved within the frameworks of the privatization. In those countries where key components of service management are still controlled by the national government (price setting, service provision, etc.), there the general benefit system should deal with the social problems. In a decentralized setting, where local governments are responsible for all the technical, organizational, management and financing aspects of service delivery, they should also deal with the social issues. Assuming a national system of social insurance, general legislation on social policy  measures, and through some forms of intergovernmental transfers, municipalities should be able to cope with the local social problems.  

Within the national system of social policy, three actors have to develop the locally feasible and manageable solutions. Examples from the most decentralized countries show that municipalities, the service companies, and the indebted households should cooperate in developing a benefit and compensation system. They are all interested in decreasing arrears, diminishing delayed payments and reducing household debts to the minimum level. By creating common funds and designing joint policies on eligibility criteria and forms of subsidies, they would all benefit from the joint actions. 

Service companies could get their uncollected charges, so the burden on average customers would decrease and the general image of the company would be improved. Local governments could target their benefit payments and might prevent the escalation of social problems. Service users will be identified more precisely and through new forms of support (e.g. counseling on household debt management) the ‘debt-trap’ might be avoided. It is crucial to develop preventive methods of social policy, because the accumulation of debts would make the potential solutions more expensive.   

8.5  Problems of small local governments

Local government systems in Central and Eastern European countries fit into two categories by the size of municipalities. The first one is the fragmented model of local governments, where the number of small size municipalities is high. The Czech Republic, Hungary, Latvia, Slovakia are the typical examples, where three-quarters of localities are below the population size 2,000. In these small towns and villages lives 20-25% of the population.

The other is the integrated model, where the lowest level of elected government consists of several geographical units. The best example is Poland, where only one-quarter of the population lives in villages with a population under 2,000. Here, the amalgamation of small municipalities and the creation of intermediary local governments was implemented (there are other integration models in the form cooperation, which will be discussed later).
Local public utilities have to be organized within this legal and administrative framework. The economic rationality of utility service provision requires large units in order to achieve optimal size of  service production. In the very capital intensive service areas there are strong incentives at the service organizations to achieve economies of scale. Water service, district heating, solid waste deposition are the best examples of these sectors. Minimum average costs are different by activities, but usually they are above the threshold of a population of 150,000, so catchment areas in the water sector and solid waste management covers several municipalities.   

Economic rationality is behind the present national financial regulations. For example in Hungary, cooperation in capital investment is subsidized by a higher matching ratio in municipal grants for landfill construction. In Poland, the share of fixed costs must not exceed 30% in the price formula, setting an incentive for establishing larger service organizations with lower network related costs. 

There are different solutions for matching the administrative, political and economic considerations. Integration by mandatory amalgamation and assignment of regional service competencies to intermediary level of government are typical solutions. In Romania and Slovakia, the regional governments/administrative offices are responsible for these services. In Latvia, those local governments which do not have the service facilities are obliged to cooperate with other local governments, assigned by Cabinet of Minister’s decision. In this case mutual payments are also defined. These compulsory forms of cooperation are mostly used in education and social care.

The other option is the voluntary cooperation, encouraged by legal and financial incentives. Countries with fragmented municipal structures have developed various structures and forms for joint service delivery. Legal forms of cooperation might be different by type of services or closeness and legal binding character of localities. Almost half of municipalities participate in some forms of cooperation. For communal services local governments usually operate joint institutional associations. In Latvia, co-operation agreements are signed and based on this, and  local governments establish common service institutions or common enterprises. In Slovakia, municipal associations are used for joint service delivery. Under this scheme, local shares and financial sources are put together and associations have their own name, statutes, accounts, decision making bodies, et cetera.

Occurrence of cooperation forms in local public utilities depends on the scale of privatization. In Latvia, the joint provision of public services is most frequent in solid waste management (26% of surveyed municipalities), public transport (23%) and communal services (14%), unlike Hungary, where only 2% of joint forms of cooperation are in the communal sector. Here, the private provision of services is more typical, so integration is implemented through the market, when service companies establish contractual relationship with several small municipalities.

Market mechanisms always play integrative roles in local public service delivery. Even if service companies are owned by several municipalities, the smaller shares of individual municipalities does not give enough strength to control the company’s business decisions and expansion strategy. Sometimes the dominating share holder (e.g. central cities) has decisive power in these joint companies, which puts the smaller ones into a losing position. Only the competition rules and contracting procedures are able to protect the interest of the smaller companies in the private sector based service system.

9. Policy formulation process

Local public utilities are formed in a very complex policy environment. First of all several components of the legislation have impact on them. Sectoral laws set the basic technical regulations: organizational and management practices are influenced by the public administration structure, commercial law and related tax regulations; rules on financial competition, consumer protection, public procurement, and so on. 

Within this legal framework, policy formulation is influenced by multi-level governments. International conventions, laws and especially the European Union directives set targets for the national and local legislation. There are also various actors who might be involved in the legislative and policy making process. Regulatory agencies, local government associations, representatives of the professional and business community, and consumer protection agencies are all involved in the policy formulation, in addition to the traditional political and government institutions.

That is one reason why often such a long time is needed for approving sectoral laws. It took two years to approve the water service act in Poland, the solid waste management law was approved after five years of debate in Hungary. After the agreement on the scope and approach of  these basic acts, the adjustment to changing conditions will be faster.

Following the vertical dimension of policy making in the CEE countries, the European Union is the highest source of influence. Directives are built into national laws of the accession countries through the negotiation process, often with some derogations in the law harmonization. EU legislation is highly respected even in the second round accession countries, because of the grant system combined with the policy influence. 

At the level of national parliaments, the political mechanisms influence the policy making process. This institutional setting is not very stable in the CEE countries. During the past decade, leading parliamentary forces were always changing after national elections, the typical coalition governments also made an additional twist in policy making. These conditions caused unexpected changes in the conditions of local public utility services, like the privatization policy, institutional system of regional development, and so on.

In the same way that public utility services are regulated by numerous pieces of legislation and government policies, the ministerial structure is also fragmented. Usually there is no one central government agency which would be able to represent even a group of utility services. Above the traditional acts, for example the environmental protection law, regional development system, fiscal planning rules, regulations on non-profit organizations are all new strong components in the policy making process. The sectoral ministries also have to learn new roles in this fragmented and decentralized policy environment, after they have lost their state ownership based on a direct means of influence.

The national level decision making process is made even more complex by creating new institutions. In some sectors (mostly in the energy sector), regulatory agencies were created  with some limited autonomy. There are organizations for controlling the competition and public procurement process. Consumer protection is often still centralized in these countries. Law enforcement is a critical condition for the efficient operation of these agencies, which made the role of the court system even more important. Professional, impartial and quick legal decisions are critical for the policy formulation.

National policy making is influenced by other than political, juridical and government institutions. The three-party-negotiations between employers, governments and unions are critical in the labor intensive sectors, which provide services critical for the economy. 

Local government associations are also heavily involved in the decision making, especially in those countries where they are unified (for example in Latvia and Slovakia). Here they function like national agencies, representing the multi-purpose local governments. In Latvia, the local government association representative participates at the weekly meetings of state-secretaries, and has a consultative right at the cabinet meetings. In countries with several  competing local government associations, they are involved only in the legislative process by giving opinion on laws, annual budget, and other such matters.

In the decentralized and privatized system, professional associations of service organizations were established rather quickly. They are mostly organized by sectors or by other criteria (for example in region and size), and the cooperation is effective. They initiate changes in legislation and sometimes are able to take over some of the regulatory functions of the ministries as well. This potential of water, solid waste, and public transport company associations has not, as yet, been utilized properly in the studied countries. 

This long process of policy formulation, affected by several actors and changing techniques is implemented when basic goals go through a transformation. A shift from efficiency goals to equity objectives made the assessment of policies even harder. The efficiency of local public utilities and communal services is not easily measurable. The performance measurement and cost allocation problems were expanded by the special conditions of transition.  

Lack of information hampered sound policy design in local public utilities. In general, data is not available on local utility and communal service organizations. In those countries which went through the transformation process, the traditional forms of information collection and registration do not work. The sectoral ministries information basis is linked to the system of subsidies (if it exists), the ministries, department responsible for local governments have to rely on indirect data sources (local government property register, Central Statistical Office data on service performance and management). 

New information sources are still under development: register of incorporated entities, chamber of commerce or professional associations of service organizations might also provide data on these sectors. However, they are never complete and comprehensive: the company register involves data only on potential activities; associations do not cover all the service entities. The most reliable data is based on surveys prepared for various purposes, for example for donor programs, like our research (for example in Latvia). 

Information on the organizational forms of service providers is even less reliable. Only surveys are used for testing the ownership form, output, and efficiency of these service organizations. They focus mostly on the cities and urban areas, village and sub-regional entities are not properly represented in the analyzed countries. 

Lack of information was not only problematic for our comparative research. It is a major obstacle for policy design in the relevant ministries and other actors of policy making (local government and professional associations, parliamentary committees, customer protection groups, and so on). The argument for any modification of legislation, or changes in regulations is based on incomplete data, using examples of extreme cases or averages, hiding the variations by type of local government. 

Incomplete picture of these sectors does not help to develop competition rules (who is the subject of competition: private or public entities); does not support the transparency and targeted character of the national capital investment subsidies. 

The problems of measurement and lack of information are not the only obstacles of policy design. The time elapsed since the transformation of these sectors is relatively short. The analysis, based on the available incomplete information cannot answer the long term trend of local utility and communal services. Short term costs in service provision might be caused by the structural changes, which will be compensated in the long run. 

However, some practical lessons might be drawn from this multi-level policy making environment with several actors:

· all the actors of local public utility service provision should be involved in the policy making, otherwise the desired changes cannot be achieved;

· without creating active alliances, no significant changes can be passed through this heavily interdependent policy arena;

· forces out of parliament and traditional political institutions matter a great deal, so they might initiate and support policy changes. 

10. Policy proposals

The welfare state was built in a market environment. Later the neo-liberal theories - developed  as a response to public failures - were also criticized because of their extreme economic views on the social aspects of growth, and the belief of the ineffectiveness of public intervention. These basic expectations were transferred by international organizations to transforming Central and Eastern European countries. In the framework of pre-accession to EU, the legal harmonization involves many of the systemic elements of this model as well. Liberalization of public utility and communal sectors is one of the most important elements of the re-organization of formerly state-monopolized roles. However, the EU principles and the real practices of the member countries also sometimes diverge. 

There is pressure simply to follow the model, but in reality circumstances are very different in the CEE countries. Before the neo-conservative shift in the early 1980s, market circumstances were general in all the developed countries. A decade later in the Eastern block, the first task was to transform the state socialist economy. In the developed countries, public functions did have long traditions, whilst in the Central Eastern European region, modern public functions of the state were not widespread. 

That is why in this period of transformation, the primary task is not only to establish the market in the state-owned monopolized sectors, but also to develop new public functions under market circumstances. It is necessary to avoid classical market failures, arisen from natural monopolies and the production of public and mixed goods. Instead of the formerly general direct state intervention, independent public regulation should be introduced.

This task is very complicated, because state functions and assets cannot be transformed overnight. Public administration is in a contradictory position: on the one hand it is necessary to eliminate old roles remaining from the previous regime, but on the other hand new institutions are to be build. 

Government (that is state) and market failures have arisen at the same time. First of all, it should be emphasized that ‘state’ failures are not classical government failures. They are surviving elements of the former system. Privatization and liberalization on market of particular sectors are only just emerging nowadays. However, market-orientation in sectors having already been transformed is more limited than it was expected. Market orientation policy means to diminish government failures in the public sector, and it should be the similar task in the CEE region as well.

Secondly, emerging market failures need to be faced. In those sectors which have already been privatized and liberalized successfully, market failures are necessary to be corrected by adequate institutions and other government techniques. Most of the urban services cannot be provided without any public influence. At present, market failures are very modestly limited in CEE countries. It is difficult to stop the traditional forms of state regulation and to transfer these new functions, required by the market to public regulation. Autonomy of regulatory bodies is questionable in most of the studied countries. Furthermore, public policy efforts to diminish market failures are very underdeveloped. Neither organizational structures, nor methods are built up properly.

Transformation failures therefore consist of remaining state failures and early market failures, which might strengthen each other. With more or restricted liberalization, the conflict cannot be diminished. Public sector orientation should be developed at the national and sub-national levels. A clear and complex policy formulation is needed for this field in the framework of the government program and also in local and regional development plans. The CEE region can expect less foreign capital investments in this respect, because investors are obviously mainly interested in opening the market, and they feel less responsibility for the quality of this market. 

A policy consistent with the Central Eastern European model of transformation should be the only possible way to avoid dangerous, populist political solutions. These policies might lead to extreme solutions, like the complete refusal of private initiatives and returning to state owned property or exclusive support of uncontrolled free market mechanisms. The strategic goal is to respond both to the challenges of state, and the newly created market failures.

In the field of local utility and communal services, progress in transforming the public functions is as important as the development of market orientation. Both of these mechanisms are dependent on each other. If transformation of the government functions was stopped before market liberalization, then the position of the state monopoly would be preserved. If privatization was implemented, but public regulation left underdeveloped, then the consumers  would be threatened by unlimited power of the newly created private monopolies. Their position is further strengthened by the multinational firms, which increase their shares in the world market of public utilities.

There are also chances of the worse case scenario, when unlimited public and private monopolies control production and provision of services. What is really dangerous for the new ‘Wild East’ is the uncontrolled private undertakings supplemented by the system of powerful, incompetent and corrupt national or local bureaucracies. In order to avoid this scenario and more exactly to diminish its existing harmful implications, a conscious and comprehensive policy formulation is required. Main elements of the proposed policies are as follows:

(a) Sequence of steps in the transformation of public utilities should be designed as an integral process.

(b) Developing all the critical elements of the new local public service management model.  

(c) A conscious policy formulation to build – in parallel with liberalization - new public institutions and functions. First of all new regulatory functions and autonomy of regulatory institutions should be developed. Monitoring of the progress is also necessary, new institutions and procedures have to be revised regularly (e.g. public procurement rules). Changes should reach their critical mass and continuous revision has to be implemented, when it is required.

(d) Introduction of anti-corruption measures is also important on those areas which are  influenced by public functions. Market segment of state orders is the least transparent field of public sector.

(e) In the legal harmonization process, European Union laws of transformation have to be preferred. But expectations of the EU are mainly liberalization criteria, in order to support the free movement of goods, services, capital and people. At the same time the transformation of public services must necessarily involve effectiveness and efficiency measures.
(f) Development of consumer protection is unavoidable. It is one of the most important guarantees, because the public is not equal to government. 

(g) Finally, the policy design process on local public utility and communal services should be improved. There are various interconnected aspects of public utilities and consequently there are so many actors, that all of them should be involved in policy making, otherwise no long term solutions can be developed. 

10.1. Arranging the sequence of steps for creating market environment

Many pitfalls of transition countries can be avoided if the entire process of transformation in the public utility sector is properly planned. The first most important issue is the liberalization, which means the creation of the market environment and its support by public actors. There are quite a lot of counter-interests against liberalization in the public utility sector, because it has an impact on various state and private actors enjoying monopolistic positions. 

On the other hand, modernization needs investments with guaranteed returns, by ensuring monopolistic positions, at least temporarily. Then, in an optimal case, a strengthened market starts to work in a favorable economic and social environment. Pace and sequence of implementation steps might be different, depending on sectors and countries. The market environment is emerged either at the beginning of the process, or at the end. For example, in typical cases electricity is re-organized gradually, but the water sector is liberalized in a different way. 

There are various examples from countries in Central and Eastern Europe on inappropriately designed transformation processes. In several countries, the agency managing the state owned property launched widespread privatization before establishing powerful regulatory institutions. Management buy-outs and other forms of ‘privatization’ were used before the conditions of property transfer and decentralization were designed. Tendering rules and procedures were not available, neglected or often misused in the early stages of transformation of the utility sector. 

The general conclusion is that liberalization as a crucial stage of transformation should be put at the forefront. Otherwise monopolies are established without any control of the market. Full spontaneity of this process should be avoided. Liberalization is a key instrument in the fight against monopolization in many fields. Complex economic, regulatory, organizational and social welfare policies should be developed for the de-monopolization of utility and communal services. The policy actions discussed in the following sections are linked to one or other elements of this complex policy process.

10.2. Developing a new model of local public management

As mentioned in section 2, the main tendency in the provision of public services is the strengthening of private characteristics and to support exclusion in consumption. Some of the urban public services have already been made private. The other policy highlighted here is to prefer market instruments in the public sector: making incentives for competition; establishment of independent regulatory functions; and widening the basis of contractual relationships, and so on. 

These crucial changes are in the background of changing the character of services, i.e. moving from public goods to toll goods. In the case of mixed goods, the tendency is the functional separation of different roles. At the same time, linkages between different social actors should become more formalized. Service provision in natural monopolies is also changing in this direction. Different positions are specified and separated from each other (for example, the client and provider split must be realized). The basis of functional separation is a demand to specifically localize and limit public responsibilities. 

Analysts and policy-makers faced this phenomenon in the process of privatization.
 The borderline between ownership, management responsibilities and regulation should be defined. A similar distinction should be made in connection with the provision of public services, however the starting point here is not the relationship to property, but to service.
 The functions of the three actors should be separated: service producers, individual consumers and public clients.  

Figure 1.4.
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The roles of the three main actors consist of the following functions:

(1)
The public client’s possible roles consists of the following functions: 

· client in public contracts (park and urban road maintenance, public cleaning, waste removal and disposal;

· control of service delivery (specifying services, monitoring, managing  complaints, etc.);

· setting prices (depending on the regulation and the extent of privatization).

Regulation is not mentioned among the public functions, because it is more linked to the correction of market failures and less to the public management of services.  

(2)
The role of the public service provider (the contractor) is:
· to deliver public services;

· to make a contract with the public clients;

· to make a contract with individual consumers; 

· to participate in price setting (depending on the extent of assigned public functions).

(3)

The consumer’s role includes 

· to benefit from the public services received;

· to pay fees and user charges;

· to protect their interest as consumers;

· to simultaneously vote as citizens.

The last one is interesting from the point of view of public and mixed goods, because some of them are provided as mandatory services, when provision is assigned by law (e.g. maintenance of basic urban infrastructure) and they are subjects of constitutional rights (human services).

The model of direct state service provision is followed by this three pole model. A typical argument for this model of new public management is that in this way, costs can be decreased and service performance improved. In CEE countries, it has not been proved that this separation of functions actually improves the service performance, but that a decrease of costs must be true on the service providers’ side. The number of employees is declining in these sectors and service performance became modestly better. Involvement of private undertakings in provision of public services was not the only possible way to decrease costs. Other options were also arisen in these countries.
 The common provision of services can be a good chance for the municipalities with small capacities. It would be especially important in these countries, where local governments have quite limited capacities (Czech Republic, Slovakia, Hungary).
 However, here municipalities are reluctant to cooperate with each other.

The other possible strategy is to purchase services from local governments with larger capacities. This solution is also conflicting at this stage of development, because cooperating rules are missing, and principles of compensation are not clarified. Finally, a formalized contracting out system would also be useful to guarantee clear linkages between the three parties in provision of public services. 

The real question in the new model of local management of public utilities is not ‘how far can we go with the market mechanisms?’ Throughout this paper the conclusion is that external conditions of market mechanisms are the critical issues. Markets might create private monopolies, which should be avoided in the local utility sector by creating those regulatory environment and competition rules, which are mentioned in our paper. 

Parallel to the development of market mechanisms through supply side techniques (for example ‘unbundling’) there are other possibilities as well. They are not discussed in our paper, but various techniques of New Public Management (NPM) are efficient responses to public failures. They are adjusted to specific conditions country by country, so emphasis of NPM is different: more competition in UK, and further private sector mechanisms (accounting, management, etc.) in Germany. Other micro level management (company, municipality) techniques are also important for improving service efficiency (for example strategic planning, technical and financial standards, and accounting practices).

10.3. Shift to regulation
As far as regulation is concerned, more detailed codification has been missing for a decade. This lack of comprehensive legislation was due to rapid transition. First the basic conditions of service provision and efficient operation of the local public utility sectors had to be established. The sequence of institutional changes requires the second stage of transformation, which is a shift to regulatory issues.

The broad concept of regulation covers not only the classical techniques of regulatory activities, but includes competition rules and protection of public interest as well. As the examples of the studied countries showed, the regulation is very much influenced by the scale and form of privatization and the development of the legislative process. Usually, regulatory changes are started by the introduction of competition rules. The traditional institutions of consumer protection try to follow the changes in the market and to build responsive and capable organizations. The third, classical element of regulation is forgotten. 

Components of the regulatory system were presented in section 6, so here only the most crucial elements will be highlighted. These are heavily discussed in all the selected countries, which try to develop a properly operating regulatory environment.

Third party access needs to manage market failures in order to avoid emerging monopolies. Developing efficient regulatory mechanisms is conditional for effective contracting mechanism. It is between equal partners that obligations can be enforced by court. CEE countries are, at present, far from achieving this stage. Now, regulation means here something more administrative and technical in this region.

As most of the local public utility services are financed by user charges to some extent, the price setting mechanisms should be developed. It is not a simple technical function, but all the related aspects of user charge based service financing should be considered. Aside from completing the tasks to design the methods of full cost pricing, a proper information basis for price formulation should also be established.
In several areas of local public utility services, benefits of user charged based service financing cannot be utilized, simply because of the lack of metering. The regulatory concept on pricing should deal with this problem, and metering should be incorporated into the proposed solutions. This requires capital investments (e.g. in district heating), changes in local government policy making (shifting from tax based financing to user charges) and improvement in revenue administration, both at local governments and at service organizations. There were numerous innovative techniques developed in particular service areas (e.g. in solid waste management).

Another similarly important condition for price regulations is the capability to deal with the social policy consequences of user charges. The economic advantages of priced based service financing can be realized only when the emerging social problems are solved at the same time. This aspect should not be neglected by the public utility policy makers, because all the three actors (client, contractor and customer) are interested in solving the social problems raised by the market. Their responsibility is common, so all of them should be involved in the financing and management of the available methods.  

Another important element of the regulatory environment is to deal with the problem of the so-called ‘services of general public interest’. In the European social tradition, the equal access to public services dominate the regulatory concepts. According to this approach, no limitations should be imposed on public property rights. It is especially important under the present circumstances when large, international organizations provide formerly local basic services. Tendering and contracting practices ensure efficient service delivery, but local governments may lose their traditional methods of influence. 

If these mechanisms are not ensured, local governments may react negatively to this shift in controlling techniques and they may choose extreme solutions, like neglecting the entire practice of tendering. There are various attempts to deal with this problem: introduction of the ‘best value’ approach in the United Kingdom or to interpret the compulsory tendering rules selectively in Hungary. This is an existing problem, which should be solved in CEE countries, where regulatory concepts are still under development.  

For developing efficient regulatory mechanism, the administrative capacity of national and local governments should also be improved. Following the present stage of transformation, when legal harmonization and modernization of ownership structures are the most important goals, necessary human resources should be developed as well. Without qualified staff and administrative organizations, the regulatory functions will not operate efficiently. 

Technological development also influences the methods of regulations in public utilities. The  horizontal integration of network based services has an impact on the planning, administration, and human resource management of companies and competencies of local governments. The example of the German urban utility companies (e.g. ‘Stadtwerke’) showed that a new relationship was established between the service organizations and the local governments. Opening of the markets forced municipalities to re-design their core service activities and to adjust to new ownership and management structures. Similar changes are expected in countries of Central and Eastern Europe. 

Finally. the regulatory systems are still influenced by the dominant public service, the energy supply. As we saw in the studied six countries, it is a sector which determines several other local public utilities. Energy supply is important, because some local services are a part of it (e.g. district heating) or because they are heavily dependent on it (e.g. water sector). The privatization of energy might be an example for other sectors, so the regulatory mechanisms are also adaptable in other areas. It might serve also as the basis of a comprehensive regulatory organization in the future.

10.4. Improving transparency
Corruption and biased decisions are not only problems of public service management, but they influence the whole public life in CEE countries in this phase of transformation. Typical examples are public utility and communal services, in which budget sources; public procurement; and public contracts in general are widely used. The experience is that rules of public procurement work without sufficient guarantees and continuous monitoring of the systems is almost missing. 

On the other hand, although conflicts of interest are always under discussion in parliaments, passing real effective regulation is restricted in different manners. Belief in any type of ‘code of ethics’ for public servants is also very weak, skepticism cannot be broken down against experiences like this.

Despite of the many inefficient attempts, local policy-making should have a role in changing these processes. It would be necessary to develop mechanism for the improvement of transparency at first local and regional levels. It depends very much on political consensus, that is hard to reach in this phase of development. However, efforts should not be neglected because of the present bad experiences.

The system of public procurement has already been introduced in most of the countries in the region. However, unfortunately, introduction is not enough, continuous development is necessary, because players can learn techniques to avoid barriers which are unpleasant for them. 

Openness and transparency of the price setting mechanism is also important. Political decisions can be made when selection of methods is simply enough to define priorities. On the other hand, control should be done over actions of providers.

Conflicts of interest are widespread in the region, and their problems are heavily discussed by parliaments, local councils and the general public. However, very powerful counter-interest exists both at the national and local levels. Despite of this fact that several legal rules are legislated, the main problem is that restrictions are not supported by the political behavior of various actors. More detailed legal regulations, enforcement mechanisms and rules of public behavior are needed at the same time.      

10.5. Adjustment to European Union requirements
Local policy formulation should not directly adopt any EU norms before accession. In the  process of legal harmonization a lot of requirements are passed, but these obligations derive from the national legal system. In this respect, adjustment does not mean more than following basic policy expectations. There is no intention to be exhaustive in mentioning some of the more important general policy expectations which may be relevant from the point of view of public utility and communal services. 

Firstly, guarantees of competition should be focused. Preparing the ground for free competition and transparency is a precondition for the transformation of the former state sector. Direct, politically motivated or outside individual influence would be necessary to restrict. 

At the same time, new forms of public regulation have to be developed, from which different roles are defined for subnational governments. Guaranteeing open access to networks is favorable for local governments as clients (buyers of services). Additionally, local responsibility exists for maintaining open access in some of the service areas which are exclusively under local control. 

Furthermore, mutual trust among governmental, private and non-governmental sectors in the  realization of communal and utility tasks is also important. This is not only a question of free competition. A specific view is also necessary to be adopted in order not only to implement EU regulations, but to realize same aspects continuously in working policy formulation processes. 

Implementation has some costs as well: legal harmonization has an impact on capital investments (e.g. MSW); law harmonization is a complicated legal task for the government administration  and for the legislation (see conflicting pieces of legislation is some countries); long debates over some basic laws (e.g. environmental legislation).

10.6. Consumer protection and social policy considerations
During the past decade, the development of public utility services has been influenced by different factors. In the first period, the emphasis was on the improvement of service performance, demanding capital investments, and the raising of technical standards of services. Later it was combined with financial requirements because the necessary resources should be made available. Efficient service delivery and modern financial techniques were the necessary conditions for internal and external funding. Later, the social policy aspects of utility and communal services became high priorities. But these social considerations should be balanced with technical (capital investment) goals and financial (efficiency) objectives in the development policies. In the case of local public utilities, all these three aspects of transformation should be developed jointly.

One form of ensuring social policy objectives is to establish customer protection mechanisms. This a crucial condition for developing a modern regulatory system. Independent and professionally sound regulatory institutions automatically protect the interest of the consumers. They have an impact on service performance through the licensing, and the  monitoring of service delivery. They might prevent customers from a major breakdown of utility services by guaranteeing professional standards and financial disciplines at the service organizations. By controlling price setting, regulatory bodies may ensure the principles of lowest cost pricing, fair methods of price adjustment formulae, and the curbing of unjustified increase cost pressure of service organizations. This influence on price setting mechanisms is extremely important in an inflationary economic environment, which was typical in almost each of the CEE countries. 

Social policy objectives are often misinterpreted in the utility sector.
 The example of the energy sector shows that keeping prices at an artificially low level will lead not only to economic inefficiency, but to unexpected social consequences. Low energy (or any other utility prices) or lower VAT tariffs will provide more subsidies to large consumers, who are probably better off than the poor ones. This will also lead to economic distortions and import dependent sectors for high budget subsidies. The preferred status of these public service providers might also lead to monopoly situations, which further accelerates inflation. So the present practice of flat low utility prices in many CEE countries should be moved towards market based prices. This shift should be combined with targeted social policy measures, with means tested subsidies and other social policy measures.

10.7 Impact on policy making process
The complexity of local public utilities and communal services requires a multi-dimensional approach in designing the future of these sectors. Legal, financial, organizational,  management and social factors are equally important components of development policies. The basic principles and rules have to be changed in a relatively short period. Under these circumstances implementation of any major shifts in service delivery moving from state control towards regulation cannot be built into the daily practice without changing the policy making process. 

Some basic conditions of sound and professional policy formulation should be developed  along the lines of an efficiently working public information system of local public utilities. There are several groups who are interested in the future of these sectors, therefore all of them should be involved in the policy making process. Despite the highly technical character of the utility and communal services, policy options and alternative solutions should be presented to all the interested parties. 

It is especially important to involve those public and customer groups, who are not a part of the traditional political and administrative policy making process. Trade unions, consume protection agencies, employers’ organizations, local government and professional associations all should have a say in designing the future of the local public utility sector. However, the culture and methods of transparent and professional policy formulation can be developed in the CEE countries during a long learning process.

The roles of the policy makers and politicians are usually mixed in the utility sectors. In these sectors of ‘strategic’ importance and with direct linkages to market, politicians and practitioners have to cooperate closely. This might lead sometimes to a confusion of roles, like in the management and supervisory boards of local utility companies, in price setting authorities or in contract awarding bodies. 
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