NATIONS D

United Nations Digtr.
GENERAL
Conference
on Trade and TD/B/COM.2/EM.14/2
12 September 2003

Development
Origind: ENGLISH

TRADE AND DEVELOPMENT BOARD

Commission on Investment, Technology and Related Financia 1ssues
Expert Meeting on FDI and Devel opment

Geneva, 29-31 October 2003

Item 3 of the provisond agenda

FDI AND DEVELOPMENT: THE CASE OF PRIVATIZATION-RELATED
SERVICESFDI: TRENDS, IMPACT AND POLICY ISSUES

Note by the UNCTAD secretariat

Executive summary

This note fird discusses the importance of competitiveness of the services sector for
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INTRODUCTION: SERVICESAND COMPETITIVENESS

1 The Commisson on Invesment, Technology and Relaed Fnancid Issues, a its
seventh sesson (22-24 January 2003), decided to hold an Expert Meeting on FDI and
Devdopment. Specificdly the Commission indicated that, "host countries seek to attract FDI
for many ressons in order to foster long-term development. Underlying these efforts is a
desre to increase their competitiveness. The issues that require atention in this context are
varied and include, in particular, the type of FDI that host countries attract (more than haf is
in the sarvices sector) as well as the various rules and regulaions that affect competitiveness,
bearing in mind the need to enhance the development dimension of FDI" (UNCTAD, 20034,
annex |1, p. 29).

2. The Expet Medting and this issues note will therefore consder the case of FDI in
sarvices, which in most countries are the largest sector not only in terms of FDI stock but aso
in terms of output. In addition, by entering the vaue chain of goods and other services from
dat to finish and being increasngly exported, services have a sgnificant indirect and direct
bearing on the competitiveness of countries. A good part of services FDI that is relevant for
competitiveness has occurred through the participation of foreign investors in priveization
programmes, especidly in infresructure.  The benefits for development have largdy
depended on rules and regulaions and, in effect, policies, which host countries adopted when
attracting FDI to these programmes. Therefore, after consdering generd issues related to the
competitiveness of services and examining trends in services FDI, this note will focus on the
impact of privatizationrdated FDI on host countries and in paticua on ther
competitiveness and policy implications.

3. Access to efficdent and high-qudity services is the basis for the productivity and
competitiveness of firms and indudries as well as for the sandards of living of people in an
economy. The development and competitiveness of sarvice indudries is thus a matter of
growing importance to dl countries. For developed countries, it is an important factor for
increedng incomes and ensuring a high levd of employment of ther factors of production on
a udanable bass in an internationally competitive environment. For developing countries,
the building up of competitive service indudries is essentid for initiating and accderding the
devdopment process by raisng productivity and living sSandards, increasing exports,
redizing economies of scde and scope, and moving up the sills and technology ladder
(UNCTAD, 20024, pp. 117-118).

4, There are severa aspects of services competitiveness. First, it can be defined narrowly
as export competitiveness and be measured by countries export shares of services in global
exports. However, the interest of developing and trangtion countries in improving export
competitiveness (including the role of TNCs in it) has focused manly on goods and
epecidly on manufactured goods. Partly, this is because the direct relevance of services for
export competitiveness — a key concern of many developing countries — has been considered
limited, as many sarvices are not tradable and, consequently, only a smdl pat of the
production of services (less than one tenth in 2001) enters internationa trade, compared with

! Calculated asaratio of services exports to services output from World Bank (2003a).
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over hdf of the production of goods. But this Stuation is rgpidly changing as the tradability
of informationreated services, cutting across dl activities, is increesng as a result of
advances in information and communication technologies (Sauvant, 1990). This permits dso
a gregter role for FDI in services exports from host countries. Both servicess and goods-
producing TNCs can now pursue integrated internationd dSrategies in the production of
sarvices by plitting up the production process of services or their components and relocating
them to countries where they can be produced more chegply. Also, the role of FDI in
traditiond (locationrbound or non-transportable) services such as tourism, which can be an
important source of revenues from internationa sales, has become more significant.?

5. Secondly, and more importantly, there is an indirect impact of services supply
capacity on competitiveness and growth in generd, as services are inputs to the production of
goods and other services supplied to both domestic and internationa markets. In addition,
many services are find consumer products, and it is no less important to pay atention to
these services with a view to increasing growth rates and living standards for the population
a lage Consequently, access to efficient and high-quaity services matters for the
productivity and competitiveness of the entire economy. Measures of this aspect of
competitiveness include prices of sarvices ther qudity and avaladility and, most
importantly, sustained productivity growth.

6. Among key sarvices affecting competitiveness are infrastructurd services as well as
financid and busness sarvices. If they are competitive they can be an important factor in
dtracting additiona FDI, including export-oriented FDI. But FDI can dso contribute to
increesing their compstitiveness by bringing cepitd and technology, enhancing <kills,
restructuring inefficient enterprises, and so forth, and making services chegper and better.
FDI can dso introduce services which are not avalable from domegtic firms, but are needed
for exporters and foreign investors as wdl as domedic firms In fact, there has been
consderable FDI in these services in many countries and industries through the participation
of foreign investors in privatization programmes in Lain America and the Caribbean and in
Centrd and Eastern Europe (CEE). In a number of countries these programmes are dill
continuing and severa countries are launching new privatization initistives.

7. In the light of the importance of the competitiveness of services, experts may wish to
congder the following questions:

Why and how can TNCs contribute to services competitiveness of host
countries, indirectly and directly?

Wha ae the main areas and channds of impact? How do they differ from
those in the case of goods? What is the role of nonequity forms such as
franchisng, management contracts and patnerships? How is the impact
changing due to progress in information and telecommunication technologies?

What istherole of internationd production networks in services?

There are many indicaions that firms in home countries are increasingly
relocating or outsourcing service functions to low-cost locations. Which
savices ae dfected? Will this process gan momentum? Does it represent

2 As these services are technically not tradable across borders in the way that information-related services are,
this takes place through the establishment of producersin host countries and the movement of consumers.
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smilar opportunities for developing countries, as was the case with |low-cost
manufacturing severd decades ago? Does relocation take place through arm’s
length transactions, non-equity forms or FDI?

Wha is the role of FDI rdaed to privaizaion in enhancing the
competitiveness of host countries indirectly? Is it ill the most important
aspect of FDI competitiveness impact? Will it be overtaken by direct impact
0N services exports?

l. PRIVATIZATION-RELATED FDI: TRENDS, IMPACT AND POLICY
ISSUES

A. Trends

8. Services are the largest sector of the world economy. Developed countries became
service economies long time ago,® while in devdoping and transition economies services
surpassed 50 per cent share of the GDP during the 1990s, accounting in 2000, respectively,
for 52 per cent and 58 per cent of their production (UNCTAD, 2002b). During the 1990s they
aso became the largest sector in FDI worldwide (accounting for 56 per cent of inward stock
in 2001; see table 1), and in al groups of countries. The ascendance of services in FDI in host
countries initiadly took place in host developed countries (which have dso dways been
dominant home countries for sarvices FDI), with deveoping host countries joining the
process in the second haf of the 1980s (when they began to open service indudtries to FDI,
induding especidly through privatization)* and transition economies since the early 1990s.

0. Within the services sector, finance- and trade-rdated activities dominated for many
years the FDI gock of mogt home and host countries. This was patly due to ealy
international expanson of banks and trading companies (for example, Japanese sogo shosha),
but more importantly, to large FDI in wholesde and marketing affiliates by petroleum and
manufacturing TNCs and finance-rdlaied foreign affiliates (often teking the form of holding
companies) by TNCs from dl sectors (Malampaly and Zimny, 2000).

10.  With the liberdization of FDI in services a new industry pattern for services FDI
began to emerge during the 1990s> Although trading and financid services remain large
indugtries for service FDI (dill accounting for hdf of the stock), they ae not the most
dynamic ones (table 1). Opening of utiliies to FDI through privaization programmes
triggered unprecedented increases in FDI in tdecommunications and power generation and
digribution: between 1990 and 2001, inward FDI sock in these industries increased
worldwide, respectively, 16 times (9 times in developing countries) and 13 times (16 times in
developing countries). Another large and dynamic category was business services (a more

3 Already in 1965, services accounted for 57 per cent of GDP of developed countries, increasing to almost 70
per cent by 2000 (UNCTAD, 2002b, p. 330).

* From 1970 to 1985 the share of services in the total inward stock of FDI of developing countries remained at
around 20 per cent (Mallampally and Zimny, 2000, p. 26).

® Note that the international expansion of firms in fast-food, car rentals, retail trading, hotel industry and
business services takes place through non-equity arrangements such as franchising, management contracts or
partnerships. Thus FDI data do not capture this expansion in host countries.
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than fivefold increase worldwide and a twelvefold times increase in developing countries).
Hedth services have dso emerged as a dynamic FDI industry (a ninefold increase), but FDI
gock in this indudry is gill rdatively smal. Between 1990 and 2001 the combined share of
dynamic services in world inward stock doubled, from 18 per cent to 36 per cent. At the other
end of the spectrum are the congtruction industry and hotels and restaurants, where FDI stock
more than doubled during the same period. FDI in trading and financid services increased
around threefold.

Tablel. Inward FDI stock in the services sector, 1990 and 2001

(Millions of dollars)

I ndex of
i ncrease
19902 2001% 2001/ 1990
Central
Devel o_ped Devel opi ng wor | d¢ Devel o_ped Devel opi ng and wor | d¢ Devel opi ng Vor | d¢
. countries® econom es® countries® econom es® Eastern econom es®
Sector/industry Eur ope®
Servi ces 2 071 2 487
597 695 61 456 659 151 473 375 346 40 889 708 611 377
El ectricity, 1
gas and water 5 347 2 324 7 671 54 943 38 133 2 789 95 865 1 641 250
Construction 13 292 2 929 16 221 22 212 11 931 927 35 070 407 216
Tr ade 159 309 9 124 168 433 426 134 58 215 9 830 494 179 638 293
Hotel s and
restaurants 16 899 2 905 19 804 33 557 7 428 601 41 586 256 210
Transport,
storage and 1
conmuni cati on 12 702 5 512 18 214 228 483 47 644 11 642 287 768 864 580
Fi nance 220 498 23 199 243 697 656 736 116 703 9460 782 899 503 321
Busi ness
activities 89 460 4 253 93 713 451 856 53 027 4 927 509 810 1 247 544
Educati on 75 .. 75 323 1 12 337 - 448
Heal t h and
soci al
services 795 - 795 6 210 537 18 6 765 - 851
Comuni ty,
soci al and
personal
services 10 683 5 10 688 20 934 2 475 190 23 599 47 214 221
Ot her services 57 641 10 403 68 044 37 435 25 632 492 63 559 246 93
Unspeci fied 1
tertiary 10 994 803 11 797 132 651 13 619 - 146 270 1 697 240
Mermo item
FDI in al | 1 221 1 423 3 441 4 452
sectors 921 201 670 591 843 938 205 71 953 001 465 313

Source: UNCTAD, FDI database.
& O latest year avail able.

b Data cover 16 countries accounting for 87 per cent and 86 per cent of inward stock of
devel oped countries in 1990 and 2001, respectively.

¢ In 1990, data cover 32 countries accounting for 38 per cent of inward stock of
devel oping countries. In 2001, data cover 31 countries accounting for 40 per cent of
inward stock of developing countries. In the absence of actual data, approval data were
used in some countries.

9 Data cover 48 countries in 1990 and 57 countries in 2001. They account for 73 per cent
and 70 per cent of world inward stock in 1990 and 2001 respectively. In the absence of
actual data, approval data were wused in some countries. In 1990, totals exclude
countries in Central and Eastern Europe for which data are not avail able.

¢ Data cover 10 countries, accounting for 62 per cent of inward stock of the CEE
countries.
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11.  Privatization has been an important means of dtracting FDI into the services sector in
trangtion countries of CEE and deveoping economies, paticulaly in Latin America
Judging from the data on cross-border mergers and acquistions (M&AS), privatization
rdated FDI in these economies took place predominantly in the services sector (figure 1).
Purchases of State-owned service firms were increesing continuoudy since the late 1980s,
reeching a pesk around 1997-1998 and then fdling. The downturn continued during the
economic dowdown of the early 2000s.

12.  Within the sarvice sector, foreign acquidtions of State-owned companies were not
equaly important in al country groups. They were concentrated in CEE, where privatizaion
through FDI has been an integrd pat of the trangtion to a market economy, and in Ldin
America, where large countries, notably Brazil, Mexico and Argenting, privatized to foreign
investors State-owned companies in the tdecommunication and power indudries. In
developing economies of AdSa, non-privetization acquistions of domestic services firms (eg.
in financid services) were dominant, epecidly after the financid criss of the second haf of
the 1990s. As a reault, at the aggregate level of CEE and developing economies, since 1997
privatization was accounted for a diminishing part of tota cross-border M&As in the service
sector (figure 2).

Figure 1. Foreign acquisition of domestic firmsthrough Figure 2. Cross-border M& Asin the services sector in
privatization,® total and in the services sector in developing  developing countries and CEE, total and privatization-
countries and CEE, 19872002 related,® 1987-2002
(Billions of dollars) (Billions of dollars)
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Source: UNCTAD, cross-border M& A database. Source: UNCTAD, cross-border M& A database.
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border MRA dat abase. border MRA dat abase.
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13. Asa and egpecidly East Ada and Pacific, has adopted from the beginning a different
generd modd of infrastructure privatization from that pursued in Latin America and the
Caribbean and CEE. While in the latter regions divestitures (and concessons) of existing
asats predominated (leading to privatization-related FDI), the former region focused on
cregting new assets through greenfield projects that complemented investments by public
sector providers. North Africa followed an approach similar to that in East Asa® These two
approaches explain interregiond differences in the importance of privatization-related FDI.”

B. I mpact

14.  In theory, the economic rationde behind privatization is that it can increase allocative
efficiency (through increased or improved output and/or lower prices) and productive
efficiency (by way of a more efficient use of resources within the firm), thus resulting in
increased competitiveness of firms and contributing to development and wefare. But in
practice, dthough these are often declared objectives, they ae not adways vigoroudy
pursued. In addition, countries often have other objectives with privatizations (generation of
budget revenues or foreign exchange, preservation of employment, supply of services to poor
segments of the population or protection of loca interests), which may conflict with the
objectives of compstitiveness and efficiency (Stiglitz, 1998). If conflicting objectives are
pursued, tenson arises and the result is often inconastent policies. At the same time, there are
concerns associated with privatization of services, related for example, to the risk of the
abuse of monopoly power and the resulting digtribution of benefits or impact on employment.
Governments need to define the boundary line of what to privatize and what to keep in the
public domain, as a better way to pursue broader societd objectives, and then decide whether
or not to involve foreign investorsin indudtries that are privatized.

15. There ae vaious reasons to invite foreign companies to participae in the
privatization of services. In many deveoping countries and trandtion economies thet have
launched large privatization programmes, recourse to FDI has often been motivated by lack
of capitd, technology and managerid expertise to redructure aling enterprises and revitdize
key industries of their economies. But given the power and superior cgpabilities of many
TNCs as compared with local firms in these countries, there have dso been fears that foreign
investors will crowd out loca players and interests, abuse monopoly power with adverse
effects on competition and consumer welfare and pursue ther own interess not sufficiently
taking into account those of host economies.

16. Mogt empiricd assessments of the impact of privatization focus on the question of
private verses public ownership without meking a didinction between foreign verses
domedtic ownership. Given, however, that more than two thirds of dl privatization deds in
developing countries involved foreign investors (Ndlis, 2000), they ill provide illustrations
of the pros and cons of involving foreign investors in the privatization process in these
countries. The dtuation is somewhat different with regard to CEE, for which a number of

® See World Bank (2003b).

7 Sub-Saharan Africa, where privatization focused on the telecommunication sector, took a middle road between
these two approaches by divesting incumbent State-owned companies and issuing greenfield mobile licences
(ibid., p. 3). It is not known to what extent private greenfield projectsin Asian countries generated new FDI.
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dudies have highlighted the foreign ownership dimenson. In addition, as the bulk of cross
border acquistions of State-owned firms in these two groups of countries occurred in the
sarvices sector (figure 1), the dudies, without necessarily meking a digiinction between
sectors, dso wdl reflect the impact of FDI on service industries of host countries. What
followsisa brief summary of key empiricd findings®

17. In terms of the performance of privatized entities (without making a distinction based
on their ownership), the literature suggests that privatized firms seem to become more
efficent and more profitable, increese their capitd investment spending and become
financidly hedthier (Megginson and Netter, 2001). Obvioudy, increased firm profitability is
not synonymous with increased efficiency of the economy as a whole, especidly if firms are
operdting in an uncompetitive environment. Nor does it mean that all societal objectives are
met. With regard to the labour impact, for example, most (but not al) studies conclude that
employment in privatized firms usudly fals® But the reduction of a usudly inflated
workforce is typicdly a key condition for the improved peformance of firms. The criticd
question is whether the divested firms output and sdes will increese enough after
privatization to offset the higher levels of worker productivity. Studies show that dthough the
employment effect is often negative in the short run, it tends to be pogtive in the medium to
long term (Sheshinski and Lopez- Calva, 2003).

18. Evidence from economies in trangtion mekes a didinction between foreign- and
domedticdly-related privatizations. It generdly shows tha foreign ownership, where dlowed,
was asociated with greater podt-privatization improvement than was purdy domestic
ownershipl® In addition, maority ownership by outsde investors was associated with
sronger post-privaization performance improvements than was any form of locd control
(Megginson and Netter, 2001).

19. Many dudies furthermore conclude that privetization often had a pogtive impact on
the development of the financid sector and the system for corporate governance. In most
countries outsde the United States, privatized firms often appear among the two or three
mogt vauable companies and the 10 largest share issues in financid hisory were Al
privatizations. Countries that launch large-scale privatization programmes often dso have a
drong incentive to modernize their corporate governance systems, including in terms of
securities market regulaion, information disclosure rules and other components of financia
systems (Megginson and Netter, 2001).

20. In a number of cases, privatizations have been found to produce negative welfare
effects. Some indudries, such as the didribution of dectricity and water, ae paticularly

8 This summary draws mainly on Sheshinski and Lépez-Calva (2003) and Megginson and Netter (2001).

° For example, in CEE, where State-owned enterprises accounted for half or more of total employment prior to
the beginning of transition, privatization to cross-border investors (as well as to domestic ones) and the
restructuring that followed led to large employment cuts in the enterprises acquired. A 1999 UNCTAD survey
of the pre- and post-privatization performance of 23 major companies acquired by foreign investors in seven
countries of CEE found that employment in the enterprises decreased before as well as after privatization
gKal otay and Hunya, 2000).

% According to Mihdlyi (2001), in the case of Hungary, privatization simply does not produce the expected
results without the involvement of TNCs.
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senstive. Given that access to water is consdered a fundamenta human right! the socid
consequences of privaization are paticulaly criticd, and it is often therefore argued that
such savices should remain in the public doman. Priveization of water in developing
countries in Ada, Africa and Latin America has been criticized for falures in providing water
of acceptable qudity to the poor and for too high price increases (box 1). There can be
various reasons for unwanted consequences. One is that not enough attention is given to
ensuring that an adequate regulatory framework is in place to ensure beneficid impacts from
privatization. Wesak regulatory bodies may dlow foreign investors to extract more privileges
from Governments through drategic pod-privatization behaviour. Governments may adso
find themsdves in a difficult bargaining pogtion Snce countries seeking foreign investment
in the water industry often do not have many candidates to sdect from. The globa water
industry is dominated by three large company groups that are among the 25 largest TNCs in
the world (UNCTAD 2003b, p. 187): Vivendi Water and Suez, both of France, and Thames
Water (owned by the German conglomerate RWE). In a developing country context, such
large players can more essly than esawhere creste or consolidate a dominant postion.
Ancther reason may be that water privetizations are often undertaken by way of offering
concessons, which may give the private service provider an incentive to under-invest (or
little incentive to underteke adequate investment). In some countries, such as Ecuador and
Chile, moreover, some water concessons have been awarded for 70-year periods or even
indefinitely.

21.  The scarcity of sudies cdls for further research on the role of privatization with FDI

paticipaion in the aea of savices in hdping deveoping countries improve thear
competitiveness and better meet the chalenges of globalization.

22.  Agang this background, experts may consder the following questions:

Wha ae the man advantages and disadvantages of involving FDI in the
privatization of services?

What has been the impact of FDI on the performance of privatized firms in
different countries?

How has inward FDI in the context of privatization of services affected the
qudlity, price and range of services offered to consumers and other companies?

How has privatization of services with FDI involvement affected the supply of
sarvices to the poor and to households in sparsely populated areas?

How has the employment level of privaized firms been affected after these
firms were taken over by foreign investors?

To wha extent do impacts differ between indudtries, such as financid services,
telecommunications, power generation and digtribution, water distribution and
trangportation?

1 On 27 November 2002, the United Nations Committee on Economic, Cultural and Social Rights agreed on a
"General Comment” on water as a human right. A "General Comment" is an interpretation of the provisions of
the International Covenant on Economic, Social and Cultural Rights. It implies that the 145 countries that have
ratified the Covenant will be compelled to progressively ensure that everyone has access to safe and secure
drinking water and sanitation facilities— equitably and without discrimination

(see www.who.int/mediacentre/rel eases/prol/en).
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What privatizations can be consdered to be successful cases and unsuccessful
cases, respectively, in your country.

Box 1. Water privatization in Argentina

In 1991, the Government of Argentina initiated the privatization of the State-owned water
industry. Between 1991 and 1999, about 30 per cent of water companies covering
approximately 60 per cent of the population of Argentina were privatized. The largest dedl
involved the trandfer to Aguas Argentinas, a consortium led by Lyonnaise des Eaux (part of
the French TNC Suez), of Obras Sanitarias de la Nacién (OSN), a federally owned water
utility in Buenos Aires. The objective was to improve productivity and the supply of services
a lower cost and with higher qudlity.

Some ten years laer, views dill diverge on the merits of this privatizatiion, and many
observers are critical. They note that many areas of greater Buenos Aires have not yet been
connected to the water and sewer mains, services have not improved, rates have doubled and
wastewater trestment is inadequete.

Before privatization, OSN had been unable to cope with demand. It suffered from under-
investment and only haf of the resdents of outlying didtricts had access to piped water, and
two thirds were not connected to the city's sewerage system. In 1993, Aguas Argentinas
agreed to invest $4 billion to improve the infrestructure and expand the water pipe and
sewerage sysems to an additiona 4.2 million and 4.8 million people, respectively. The
Government for its part accepted that the company's personne would be cut from 7,600 to
4,000. A regulatory body was created to monitor post-privatization performance.

Initidly, Aguas Argentinas lowered the rates by 26.9 per cent. The company's investment
roe from the $25 million per year that OSN had undertaken in the decade prior to
privatization, to an annud rae of $200 million in 1993-2000. Connections to the water and
sewage networks rose and the number of customers paying their hbills increased to 90 per
cent.

By 2001, the rates had increased by more than 100 per cent. And while the company clams
to have invested $1.7 hillion and to have connected nearly 2 million people to the water
sysdem and 1.15 million to the sewer network between 1993 and 2001, the provincia
government argues that 3.5 million people among Aguas Argentines potentid dlients dill
lack water and sewage services. Meanwhile, it has been suggested that Aguas Argentines
achieved an average 23 per cent profit rate during the 1990s as compared with 7-8 per cent in
the water industry in the United States and the United Kingdom. There are dso complaints
that the company has not adequately addressed the question of wastewater trestment.

In the light of the financid crigs in Argenting, in 2002 the Government abolished the
"convertibility" sysems that had pegged the peso. This led Aguas Argentinas to file a
complant with the Internationd Centre for Settlement of Investment Disputes (ICSID). By
2002 Suez had to write off $500 million in losses because of the Buenos Aires concession.
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Other observers are less criticd about the privatization programme in Argentina and argue
that water privatization in fact turned out to be good for the poor. One study concluded that
public water sysems in Argentina had deeriorated so far that privatization not only
generated private profits, and attracted investments, but aso expanded service, and reduced
child mortaity. The authors argue that even if the private sector provides suboptima services
in some ways, it does much better than ether the public sector or the non-profit cooperative
sector (Gdliani et d., 2002).

Sources. "Water and sewage privatisation gone sour”, Inter Press Service News Agency, 15
Augugt 2003; "Raise a glass How to improve child hedth, The Economist, 22 March 2003,
p. 70; Galiani et d., 2002; Grusky, 2003.

C. Policy implications

23.  While the literature shows that privatization on baance has tended to produce
efficency gans for the participating economies, it is dso clear that the ultimate outcome has
been gredtly affected by the way in which privatizations were undertaken, the nature of
competition in privatized indudries and the nationdl regulaory framework and inditutions
governing activities of privatized firms. Thus it is important to condder what policy lessons
can be learned in this context. What can be done to maximize the benefits from FDI in this
context?

24.  To the extent that Governments do decide to privatize services to foreign investors, a
number of factors need to be consdered when designing and implementing associated
policies. Fird, Governments need to edtablish objectives for involving FDI in privetizaion
and ask whether the same objectives can be achieved by domestic investors; prioritize these
and other objectives, not well served by FDI; and match them to the privatization methods.
While certain objectives can be wdl served through a sde to a specific, “drategic’ foreign
buyer, others may be better sarved by a sde through initid public offerings in the domestic
and foreign stock markets, a sde to employees of the firm to be privatized or a liquidation
and subsequent sde of assets. For example, in addition to firm-specific objectives of FDI
privatization (such as making the firm competitive), Governments might seek to achieve
economy-wide objectives, such as macroeconomic dabilization (and focus on the revenue
aspect) and capitad market development, which may be less wel served by FDI-related
privatization.

25.  The dtuation of the State as a Sdller of assets confers a gecia responsibility on policy
makers in negotiding individua privaization transactions. It is paticulaly important to
drike a baance between budgetary and other consderations. Policy makers often face a
trade-off between the need for the efficient and competitive provison of services and the
need to supply them at affordable prices to the poor and/or in sparsdly populated aress.
Budgetary considerations may prompt Governments to negotiate the highest price possible,
and use the revenues for socid purposes, neglecting the competitiveness aspect. Other
consderations, such as employment preservation or regiona policy concerns, nay cal for the
negotiation of specific commitments by investors Similarly, if Governments focus too much
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on the sde price of a State-owned company to maximize revenues, neglecting the regulatory
framework and inditutions needed to mantan or improve the efficiency of naurd-
monopoly-type indudries, the benefits to society may not be maximized. Controverses
surrounding the privatization of eectricity and water delivery services are acase in point.

26. Given the highly politicd and ddicae naure of large privatizations involving FDI, it
is dso important to build an appropriate inditutionad environment that guarantees policy
consstency, coherence and efficiency. A privatization programme geared towards FDI sdes
presents specific problems. Counterparts are powerful private inditutions with ample legd
and financid power. Transactions are often highly specific and might involve the impostion
and monitoring of numerous pod-privaization obligations Meanwhile, developing countries
and economies in trandtion often suffer from the structurd wesknesses of their inditutions.
Most countries that have focused on FDI sdes have opted for specidized privetization
agencies. This can help provide a one-stop shop function for investors facilitate the
recruitment of adequate expertise, limit the posshbility of buyers cepturing sdlers and
regulators and maintain independence from Governments and vested interests in State-owned
enterprises. The agency needs a the same time to be accountable to parliament and
adequately audited.

27. From the point of view of pricing of assets, a mgor risk for the host country is that if
an enterprise is so0ld at a price below its “correct” (socid) price, there is a loss to the budget
and the economy. And under certain conditions, for example when equity markets are
underdeveloped or economic systems ae in trangtion, it may be difficult to price assets
correctly. The posshility of undervauation increeses if the negotiating podtion of the host
country vis-a-vis foregn investors is weak, or if the hogt country does not make potentia
investors compete through bidding. The economic and political setting can dso influence
pricing. Broadly spesking, a dear politicd commitment to srong rules of the game may
result in higher prices.

28.  The privatization process itsdf dso affects the sdes price. One gpproach is to get a
large number of competitive bids from a variety of (domestic and foreign) firms and, if
foreign firms are the only contenders, from established TNCs with a good reputation. Where
the objective is to get a drategic partner with specific technological or other assets, there may
be a need for a trade-off between the upfront price and other conditions?> An important
inditutional requirement in this context is the edablishment of a competitive sdlection
process. It is only by ensuring the participation of a maximum number of foreign investors in
the bidding that a Government will get a competitive price for its assets and secure the
highest levd of pog-privatization commitment by the buyer. It is dso important to make the
rules and sdlection criteria clearly known to potentia bidders in advance.

29. A difficult issue is rdated to the extent to which countries should require specific
commitments from investors when privaizing services. As one of the mogt important
condderations in an FDI privatization is investors continuing engagement in a country, by

12 For example, the privatization of telecommunications companies to foreign strategic investors has generally
been by means of "controlled auctions" designed to achieve the highest possible price for the shares sold, from
among alimited number of pre-sel ected candidates that meet pre-established criteria.
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providing more invesment, employment and contributing to its growth over the long term,
some Governments fed that they need to specify future investment levels and even mandate
contractudly certain invesments a gpecific times. Such commitments are widespread,
dthough in many places (such as the former East Germany, Hungay and Poland) the
enforcement of contractual commitments and pendties proved to be often ineffective. There
is typicdly a trade-off between the amount of commitments attached and the sdes price of
the company to be privatized. Active pod-priveization commitments are dso expensive to
manage from the point of view of the State, as it has to monitor a large number of contracts
and lawsuits with investors,

30.  The regulaion of monopolies is another chalenging task, especidly in the context of
savices. While foreign investors are often attracted to privatized assets in firms that enjoy
monopoligtic or oligopoligtic rents, the interest of the host societies and their Governments is
in minimizing those rents, for example by regulating the rdevant indudries Indeed, a key
chdlenge is to ensure that a public monopoly is not smply turned into a private one. Difficult
questions arising in this context relate to the degree to which a temporary monopoly can be
tolerated in exchange for the modernization of technology and equipment; what techniques to
ue to circumscribe monopolies; how to decide on an adequate time frame and the
sequencing of regulation and privetization.

31. A dgrong regulatory authority needs to be endowed with adequate tools to protect
consumers. A wedl-designed regulatory regime, amed a ensuring quality, scope and
avalability of service, contributes to improvements expected from FDI, just as it contributes
to improvements under loca (public or private) owners. The independence of the regulatory
body is important for minimizing regulatory risk by making the regulator more predictable
and in order to make it possble to atract highly qudified professonds by offering better
sdaies and more flexible employment terms than may otherwise be acceptable in the civil
sarvice. Some developing countries, such as Bolivia and Peru, have established multi- utility
regulators in order to address scarcities in qudified personne and be &ble to prevent
regulated companies from capturing regulators.

32. In the case of nework/infrastructure indudtries, commitments on qudity and
relidbility of services and incentives for future invesment built into a regulaory framework
may be preferable to negotiating specific performance requirements and including them in
privatization covenants. Chile and Peru, for example, built detalled requirements into ther
electricity regulatory framework. Hungary, on the other hand, sold its eectricity companies
with little concern about pod-privatization service-rdlated performance. This resulted in
condderable post-privatizetion problems with investors and consumers (Nestor and
Mahboobi, 2000).

33. Having a proper regulatory framework should aso be complemented by an
gopropriate  policy to encourage competition. The only credible threat of potentid
competition to large TNC incumbents will come from another TNC. In a developing country
context, foreign investors often create (or consolidate) a dominant postion more quickly and
more forcefully than in developed countries. In some cases, such as water, there are very few
TNCs with the expertise to compete globdly. In other cases, such as the tedlecommunications
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market in Latin America, the development of regiond hegemony in some makets may
further reduce the contestability of nationd markets.

34. One way to further consumer welfare and the public interest in this context is a
competitive restructuring of the relevant industry before privatization. The purpose of pre-
privatization competitive redtructuring is to introduce competition in the upstreanV
downstream segments through the break-up of verticdly integrated firms. In the Chilean
eectricity sector, for example, the two main companies — Endesa and Chiletra — were broken
up into seven generators and eght distribution companies, which were privatized separately.
The trangmission grid was aso sold as a separate firm (Nestor and Mahboobi, 2000). In
Balivia, the Government broke up its main generaion company into four parts and sold them
to different foreign invedtors it tranderred the transmisson grid to one of the exigting
eectricity digtributors (Nestor and Mahboobi, 2000). Alternatively, compstitive restructuring
can be initisted through horizonta bresk-up aong geographical and functiond lines This
was done in the Teebras case in Brazil, where the Government split the incumbent holding
into three geographicd marketscompanies, one long-distance operator and eght cdlular
operators (Nestor and Mahboobi, 2000).

35. In the light of the above, exports may consder the following questions.

Under what crcumstances is it dedrable to involve foregn investors in the
privetizetion of services?

Wha has been the experience with the use of specific commitments in negotiations
with foreign investors in this context? How has the price of the privatized entity been
affected? How have the commitments been monitored? To what extent do the
privatized companies live up to the commitments?

Should regulation occur before or after privatization?

To what extent should golden shares be used to retain control ?

How can competition best be encouraged in previoudy monopalistic indudtries?

Wha role could technicd assigtance play in the area of privatization of services
involving TNCs?

What are the main dos and don'ts that Governments should keep in mind when
involving FDI in privatization programmes?
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