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In 1994, economist Michael Klein and PWF’s editor Bill Reinhardt began a long 
coorespondence about the proper role of private finance in delivering public works 
infrastructure. It began in 1994 when PWF reported on study done by Klein and a World 
Bank associate in which they predicted that annual cross-border capital flows for private 
infrastructure could grow from $10 billion in 1994 to as much as $435 billion a year. 
 
Klein and PWF crossed paths again in 1997 when Klein, who then headed the World Bank’s 
Private Sector Development Dept., wrote that governments, through the tax system, cannot 
do better than private financial markets at funding infrastructure projects. All of the 
advantages of sovereign finance are due purely to coercive powers of the state and are of no 
social value, Klein asserted. 
 
Two years later, Klein agreed to author a column in PWF called “Privatization Observer,” 
which ran for three years starting in September 1999. All of his columns are reprinted here 
for the delight and enlightenment of our readers. 
 
(Fast forward 15 years and Klein is now a Senior Visiting Professor at the Johns Hopkins 
School for Advanced international Studies and a Visiting Professor at the Kennedy School, 
Harvard. Until 2009, he was Vice President for Financial and Private Sector Development for 
the World Bank Group as well as Chief Economist, International Finance Corporation (IFC). 
As Chief Economist of the Royal Dutch/Shell Group (1997-2000), he advised on worldwide 
economic developments and industry issues. 
 
Before joining the World Bank, Klein was active in Amnesty International since 1974 and 
served on its German Board (1977-79) and International Executive Committee (1979-82). 
Mr. Klein studied in Bonn, New Haven and Paris and received his doctorate in economics 
from the University of Bonn, Germany.) 
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“Privatization Observer” by Michael Klein   
 
Private Water—Cul-de-sac or Way of the Future?  (9/02, p. 26) 
 
Clearly, water privatization is the most controversial part of private participation in 
infrastructure. The recent World Summit for Sustainable Development in Johannesburg saw 
the debate in full swing. The debate is often pretty confused. One way of looking at it is to 
distinguish two key debates: 
 
Should water be provided for free or against payment of user fees? 
 
Should the private sector be involved as operator or owner of water schemes? 
 
A lot of debates that are ostensibly about privatization are really about user fees—regardless 
of ownership. An article in the New York Times recently focused on anger of “water for 
profit.” One set of arguments was aptly summarized in two quotes: “Water is a gift from 
God,” said a state attorney from Tucuman in Argentina, a high-profile case where Vivendi 
got into trouble with a water concession a few years ago. “Yes,” replied the president of 
Vivendi’s water business, “but he forgot to lay the pipes.” 
 
Bulk water is indeed provided free of charge in most parts of the world, because it is not 
scarce. But somebody has to pay for the treatment and transport of water. These days that 
includes the cost of desalination or the costs of ships that now ply the Mediterranean taking 
water from Europe to North Africa. If users do not pay, taxpayers have to pay. Yet many 
governments are broke. For them the choice is between user fees and lousy or no service at 
all. 
 
But even when taxpayers pay, that will not tackle the problems of those areas of the world 
where water is actually getting scarce. When users do not pay, there is little incentive for 
anybody to use water carefully. Stories abound of households in Mexico City letting showers 
run forever, while the water table in the City keeps sinking. Moreover, where water is really 
scarce, it has to be rationed. 
 
The politics of water rights allocation is immensely complicated, particularly as it tends to 
involve taking water from subsidized uses in agriculture to higher value uses in urban areas. 
Rationing by price and allowing trade among those who hold water rights is, in principle, the 
most efficient form of implementing water rights allocations.  
 
Environmentalists want to curb water use, but hate water trade. Yet, they will come to see in 
due course that water pricing, even if not trade, is an effective way of managing scarcity. 
After all ecologists are key proponents of raising prices for things like energy, road use and 
the like. 
 
But what about poor people? How are they going to be able to afford the essential ingredient 
of life—water? Most poor people, over two billion of them, are in any case not connected to 
modern water systems. They get their water from the private sector. Yet, the technology—
water transport by bucket and truck—is more expensive than modern pipe systems. Hence 
the poor pay much more per unit of water than the rich. Just extending modern service to 
poor people will help reduce their bill. Where governments want to reduce the bill of poor 



customers further then subsidy schemes, for example, for some basic level of water 
consumption or for household connections can be put in place. But it requires taxpayers to 
pay. 
 
And why involve for-profit businesses in the modern water sector? First of all, they are 
involved already. Contracts for equipment and civil works are routinely awarded to private 
parties. Opportunities for corruption and greed exist under state ownership of the water utility 
as they do under other systems. Second, the private sector can help finance water systems, 
but that by itself cannot be the argument in its favor. Unless private operations and ownership 
brings more efficiency and better service, there is no justification. Otherwise the state-owned 
utility can borrow itself. Whether anybody can raise finance depends after all on the level of 
cash flow. That in turn is a function of user fees and/or government subsidies regardless of 
ownership. As we all learned from ENRON, there is no magic in financial engineering—the 
basics have to be right. 
 
So what is the efficiency and service record of private water schemes? The most detailed 
studies by the World Bank suggest that, when well-designed, private schemes can bring clear 
benefits compared to the alternative of public ownership as in the case of Buenos Aires 
(Argentina), La Paz (Bolivia), Abidjan (Ivory Coast) or Conakry (Guinea). But they are 
(surprise, surprise!) no panacea. A mix of bad design, insufficiently transparent process, 
complicated relationships with government counterparts and dubious behavior by private 
companies lies behind the high profile problem cases. Yet, many governmental authorities 
realize that private schemes may be better than the alternative. The authorities in Tucuman 
and Cochabamba are trying to find private partners again—this time in better designed and 
more transparent fashion. 
 
Altogether, the key issues are quite clear. The level and structure of user fees need to be 
determined properly. That is the hardest part of reform. The private sector can bring better 
oversight and management—but only when the contractual and regulatory environment is 
adequately designed.  
 

# # # 
 
“Privatization Observer” by Michael Klein 
 
Private Water Schemes—Evidence and New Forms of Support (5/02, p.24) 
 
The 1990s have not only brought about a big bubble of private infrastructure activity that has 
now burst. They have also generated new evidence on what private participation in 
infrastructure can contribute, particularly in developing countries. Consider water supply. 
Water is life. It is essential for survival. Any reform of the water supply system is fraught 
with political and social sensitivities. If there is any infrastructure sector where private 
participation is viewed with suspicion in many countries, whether advanced or developing, it 
is the water sector. 
 
So what is the record of private water supply schemes? First of all, the poorer the country and 
the poorer the people, the more they obtain water from private sources. More than a billion 
people have no access to state-provided water supply. They often collect water themselves 
often at great expense of time, particularly for women. Alternatively, they buy it from private 



water vendors, who come by with tanker trucks or buckets. The price poor people pay per 
cubic meter exceeds prices in advanced countries by a multiple. Many pay $5 to $10 per 
cubic meter, compared to about one dollar in well-managed water systems in rich countries. 
 
The mere fact of extending modern water systems to poor neighborhoods reduces prices and 
allows people to pay less and use more water. Ondeo, the water arm of the Suez Group 
reports that in its water schemes in Argentina (Buenos Aires), Bolivia (La Paz) and South 
Africa (several areas) coverage of urban populations has increased significantly by 13%, 
28% and 36% respectively. Of the new customers, between 50% and 100% live in low-
income neighborhoods. Other water companies would do well to follow Ondeo’s new 
initiative to report on the impact its water schemes have on citizens. This helps bring some 
evidence to the often emotional debate about water privatization. 
 
For those who are doubtful about company information, some recent World Bank studies 
have analyzed in detail the record of water system management in five cities, Buenos Aires 
(Argentina), Lima (Peru), Santiago de Chile, Conakry (Guinea) and Abidjan (Ivory Coast). 
The studies compared actual outcomes with a range of plausible alternatives that would 
likely have materialized otherwise. The water concession for Buenos Aires has yielded major 
benefits, mostly to customers through expanded access and better prices—worth about US$ 
1.4 billion. But government, local investors and also workers of the company benefited 
relatively to what would have happened in the absence of the concession. The lease 
arrangement in Abidjan clearly worked for consumers and the country. Even the lease 
arrangement in Conakry that was plagued by a rocky relationship between company and 
government yielded modest benefits. 
 
But public management can also improve performance. In Lima performance of the public 
sector company improved modestly in response to the threat of privatization. In Santiago the 
well-managed state-owned utility also did well. Nevertheless, Chile later decided to go for 
privatization in the hope of obtaining even greater benefits. 
 
Chile also shows how social and political concerns about affordability can be combined with 
efficient pricing for providers. Providers receive cost-covering prices, which provide good 
incentives to serve all customers, including those who are costly to serve. Poor households 
then receive a subsidy. Some 95% of potential beneficiaries were reached within a decade 
under the Chilean scheme. 
 
The potential benefits of well-structured private participation in water systems has led the 
World Bank to propose new funding schemes that provide room for private initiative while 
addressing political and social concerns about tariff levels and affordability. In countries 
where official tariffs are too low and need to be raised to provide incentives to expand the 
system, the World Bank is willing to fund a transitional subsidy scheme, under which prices 
are gradually brought to cost-covering levels, while customers experience better access and 
service quality. Equally, the World Bank is willing to fund subsidy schemes that directly 
address affordability concerns for poor customers. Subsidy schemes may be means-tested or, 
more simply, be provided to low-income neighborhoods. The subsidy may be determined by 
bidding on the lowest subsidy as the main concession award parameter. 
 
These schemes address legitimate social and political concerns, while leaving performance 
risk with private investors. Only when access is created and water flows is payment made—



hence the name “output-based aid.” Such subsidy schemes backed by the AAA-credit of the 
World Bank would hopefully provide adequate security of cash flow that allows investors to 
raise funds in the market, helped also by concurrent investment and guarantee services of the 
private sector arms of the World Bank Group, the International Finance Corp. (IFC) and the 
Multilateral Investment Guarantee Agency (MIGA).  
 
 

# # # 
 
“Privatization Observer” by Michael Klein 
 
Failing Well (4/02, p.28) 
 
Failures dominate the headlines in the realm of private infrastructure schemes. In the U.S., 
the ENRON scandal continues to create waves, not least for the auditing profession. Abroad, 
real or perceived failures of private infrastructure schemes proliferate. The Asian crises of the 
late 1990s shook independent power projects all over the region. In Africa, water and power 
concessions in Senegal, Guinea and Ivory Coast are plagued by varying types of disputes. In 
Latin America doubts have grown about the value of private schemes fueled by concerns 
about particular schemes like the Cochabamba water concession in Bolivia and now, of 
course, by the pervasive problems of Argentine utilities. 
 
Does all this signal the end of privatization and a return to nationalized utilities? Surely, it 
signals an end to euphoric hope in the magic powers of privatization that anybody might 
have held. Realism has crept back in again. Private owners, unsurprisingly, turn out not to be 
immune to the underlying governance problems that made public ownership unsuccessful in 
the first place. 
 
So do we see a wave of nationalizations and liquidations? Out of over 2,300 private 
infrastructure projects tracked by the World Bank less than 50 have so far been cancelled or 
re-nationalized. Mostly, this is accounted for by the ill-fated Mexican toll roads of the early 
1990s, water concessions in several countries and several independent powerplants, mostly in 
Asia. This is a “failure” rate of about 2% for a universe of projects that are on average about 
five years old. Typical failure rates in normal competitive sectors of an economy amount to 
30 to 50% over such a period. Firms in other competitive sectors are not easily comparable 
with large infrastructure projects. Yet, there is little reason to think that the failure rate up to 
now is particularly high, even if we may eventually see more cases in Argentina. 
 
Problems in private infrastructure schemes need not translate into outright liquidation or re-
nationalization. In fact, terms for about 30% of some 1,000 infrastructure concessions in 
Latin America have been renegotiated, often little over two years after contract award. Yet, 
in principle, such renegotiations do not indicate any particular problem as they are to be 
expected in natural monopoly areas such as water pipelines, where prices are not set by 
market forces. In markets with head-to-head competition prices adjust in response to shocks 
and changes of all types. In regulated utilities or concession-type arrangements prices and/or 
other terms have to be adjusted by an administrative process, i.e. price reviews and/or 
equivalent renegotiations of concessions. It is not atypical for regulated utilities or 
concessions in advanced economies to undergo price reviews every three to five years. Again 
that is broadly in line with the pattern we observe in emerging markets. 



 
None of this is to say that everything is fine or that no efforts should be made to improve 
matters. Clearly policy failures, such as excessively low user fees or breach of contract need 
to be addressed. Likewise, imprudent bidding practices of private firms and opportunistic 
renegotiation attempts after contract award by private firms or governments should be kept in 
check. Also, failure rates in monopoly businesses like utilities might reasonably be expected 
to be lower than in markets where head-to-head competition reigns. Still, the current patterns 
of failures and renegotiations observed in private infrastructure deals in emerging markets 
may—all things considered—be relatively normal. 
 
More generally, failure is a big part of economic activity. Individual firms and projects 
constantly run into trouble—unavoidably so, when considered in the aggregate. Systems that 
deny failure do not work, as did economies, where state-owned enterprise were protected 
from new entry and from bankruptcy or liquidation. As it happens, the best economic 
systems are the ones that allow failures of all kinds to be worked out with reasonable speed 
and under fairly clearly rules. 
 
In many countries, much remains to be done to obtain such speed and clarity in dealing with 
failure. But that is the direction to go, not despair over privatization. After all, privatization 
itself is in part a mechanism to deal with failure of state-owned firms. Thus efforts should be 
focused on creating systems that recognize failure and on mechanisms for improvement that 
preserve service continuity as best as possible.  
 
 

# # # 
 
“Privatization Observer” by Michael Klein 
 
Whither Project Finance? (2/02, p. 32) 
 
It is “lessons from Enron” time. The spotlight is on accounting and auditing reform as well as 
campaign finance in the United States. Another lesson was highlighted by The Economist 
magazine recently—Trading in electricity and natural gas in the United States and elsewhere 
has hardly suffered despite Enron’s important role in the markets. It just goes to show that 
market-friendly reforms in the energy sector work. In time Enron’s contribution to 
developing these markets will be seen to be beneficial. 
 
While energy trading works, Enron’s experience with independent powerplants worldwide 
looks decidedly disappointing. With much hype and aggressiveness the company embarked 
on these ventures throughout the 1990s, only to lose money overall. The attempt to apply the 
approach to water led to the failed Azurix venture. What went wrong and what are the 
lessons? As argued in this column before, the fundamental problem has been unwillingness 
by policy-makers in many countries to set policies that render projects sustainable. In 
particular, governments or regulators have often failed to set tariffs at cost-covering levels. 
 
It is pretty obvious that inadequate tariffs will lead to project failure, unless governments foot 
the bill. But governments sought private sector investment in the first place, because they had 
no money. Hence, a bunch of projects had to fail. Now that the fever is over, we are all wiser 
and some are bankrupt. 



 
So what does independent power company, AES, do to save its businesses? It announced in 
February 2002 that it would choose a conservative financing model. Project finance and 
borrowing from the market is out. Reliance on internally generated cash is in.  
 
Project finance structures, however cleverly designed, do not deal with fundamental 
problems. The issue of adequate tariffs simply requires more prudent investment analysis and 
retrenchment compared to past ambitions. Project finance, by parceling out little bits of risk 
to many parties, combined with exaggerated “promises” of returns has facilitated the bubble. 
But that is not the key issue. Even with prudent investment decisions, project finance can be 
problematic. 
 
The fundamentals are again quite simple. Private infrastructure projects tend to have long 
gestation periods. Price levels tend to be regulated and provide potentially stable, but 
relatively low returns in the longer run. When investing in such businesses in developing 
countries, investors are exposed to major shocks that arise from macro-economic fragility of 
the host economies. Oftentimes macro-economic shocks manifest themselves in sudden 
currency depreciation that strains project cash flow severely. Alternately, they may show up 
as real interest rate spikes or demand reduction. Whatever, the precise incarnation of the 
problem, it messes up project finance deals. Project finance deals are highly leveraged and 
continuously require cash to service debt. Immediate restoration of cash flow in a macro-
economic crisis requires pass-through of devaluation or other costs. That may further reduce 
demand, where investors are exposed to it. But in any case, sudden significant tariff hikes 
during times of deep recession do not go down well in any country. It is thus naïve to rely on 
automatic and quick pass-through mechanisms to support cash flow of project finance deals. 
 
Patient equity is required in such deals, not debt. Tariffs should be adjusted as a function of 
domestic inflation, not of the value of the currency. In the longer run, investors have then a 
chance to recover their money as inflation rises, but in the short run, they will not be able to 
service debt. So who would provide the equity? 
 
A significant increase in equity finance at the project level would have to come from the 
sponsor’s balance sheet. Sponsors with a sound portfolio of completed projects would have 
internally generated cash that can be invested as equity in new projects. As in most sectors of 
the economy, the equity markets would not provide much net new funding to the sponsor, but 
value what the sponsor does. 
 
That’s the classic corporate finance model that is prevalent in oil and gas. AES has correctly 
seen the wisdom of this strategy. It now has another chance to be a model international 
electricity company, 10 years from now. All that does not mean that project finance is dead, 
but that it will take a more modest place in the future.  
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“Privatization Observer” by Michael Klein 
 
A Matter of Trust (1/02, p. 21) 
 



On Christmas Eve the Financial Times carried an article “Prime Minister rules out ENI 
privatization.” Silvio Berlusconi, the conservative Italian prime minister was reported to rule 
out privatization of the Italian oil and gas company, ENI, and to be reluctant to sell 
controlling stakes in other companies such as the national airline or electricity companies. 
Apparently, the decision was motivated at least in part by a desire to support “national 
champions,” which would be “induced to shop abroad with strategic acquisitions.” 
 
Mr. Berlusconi is hardly suspect of socialist leanings. But he may be wary of foreigners. 
Privatization opens up companies to takeovers by foreigners. Similar concerns affect the 
debates about privatization of other “strategic” firms, such as Norway’s Statoil. Even the 
mighty United States tries to maintain control of key companies, for example, in the 
telecommunications or airline sectors, under national control. 
 
At the same time, as in the case of ENI, the sacrosanct national champions are quite 
comfortable buying up companies in other countries. The foreigners are supposed to be 
happy with such mergers and acquisitions. Indeed, they may gain in a number of cases from 
superior performance. Yet, national feelings and protectionist sentiment run hardly less high 
in the countries of acquisition targets. And so it happens that cash-strapped developing 
nations feel forced to privatize, while richer countries insist on them “doing as I say, not as I 
do.” 
 
Once a foreign investor has sunk investments in a country, the balance of power shifts 
towards the recipient nation. For example, investors in power or water systems may be 
subject to onerous application or even unfair interpretation of regulatory rules by local 
authorities. In particular, tariffs may not be adjusted adequately to compensate investors for 
the risks they take. Thus the perception of risk increases. In a vicious circle, this renders 
further tariff increases necessary in the future to attract additional investment. 
 
While such application of regulatory rules is not the way to improve services, it is often easy 
to whip up local sentiment against foreign investors. This is easiest in natural monopoly 
markets, where real competition is not feasible. Here, as in water and power distribution, 
consumers are dependent on a single firm, which needs to be subject to some form of price 
regulation. It is easy to suspect that investors have bid low initially to obtain their franchise, 
while hoping to catch up via future tariff increases, once the population is dependent on them 
for service. Any price increase can become a political football and lead to acrimonious 
disputes. 
 
The mixture of the “profit motive” with “foreign domination” in sectors that provide 
essential “public services” makes for an explosive cocktail. And yet, state-owned national 
companies have in many cases not performed well. 
 
For privatization of public services to provide lasting benefits the challenge is clearly to build 
trust between citizens and companies. Building such trust may require a bit of a shift in 
emphasis and attention on the part of some companies. Financial engineering has attracted a 
lot of attention and talent in the past. Adequate levels of profit are, of course, important, but 
clever ways of raising profit are not always inspiring trust. Witness the debate about the not-
for-profit tax-exemption scheme proposed by the sponsors of SR 91 in California. More 
important than financial engineering is the regulatory regime. Most important is the building 
of relationships between companies and communities. 



 
Relatively simple rules and contracts, burden-sharing in case of adverse shocks and open 
reporting and discussion about performance are part of the solution. The key beneficiaries, 
namely the community, need to be involved. No panacea exists, but even simple things like 
assessing the benefits of providing access to poor citizens have not been tracked 
systematically by companies. In the end, adequate trust has to be built to overcome the 
inevitable suspicion of foreign profiteers and the hostility of those who lose from reform. Not 
the least of these are workers of overstaffed state-owned firms, who face redundancy as part 
of privatization, even though their plight is due to previous decisions by the state. Social 
engineers, not financial engineers should drive project development. Better still, simply 
decent executives and staff. n 
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“Privatization Observer” by Michael Klein 
 
And the Good News Is… (11/01, p. 27) 
 
By now even previous optimists have resigned themselves to a gloomy economic outlook for 
the developed world and most of the remaining economies. Some forecasters currently see 
2002 as even worse than 2001. The IT bubble has burst. It is now also becoming even clearer 
that some of the enthusiasm for emerging markets was based on disregard for pervasive 
political risks. The boom in private infrastructure investment in emerging markets during the 
mid-1990s will come to be seen as another bubble. Much-admired companies like ENRON 
and AES have been hit by drastic share price falls, partly as a result of their exposure to dicey 
projects in emerging markets. 
 
What will it mean? Less demand overall and, in particular, for infrastructure projects? A 
return to the good old construction finance approach and less B-O-Ts and like schemes? That 
may well be too simple a conclusion. Some things have changed and recessions do normally 
end. So what may be the shape of things to come? 
 
The private infrastructure boom of the 1990s was a curious phenomenon in one respect. 
Developing countries were often in the forefront, not just following developments, in 
advanced countries. But to be sustainable, private infrastructure projects are quite demanding 
on a country’s contracting, regulatory and enforcement capacity. 
 
Advanced economies are better placed for such approaches. Sure, the U.K.’s rail 
privatization was botched, as it turns out, as was California’s electricity deregulation. But 
there may not be much turning back in advanced economies. 
 
In Germany, for example, separation of rail track and operations is proceeding with new 
private entrants into operations. Electricity deregulation is proceeding in Europe with 
Scandinavia showing the way. Electricite de France is selling virtual powerplants and 
granting some level of access to its transmission grid. Singapore has introduced a competitive 
power market. Sweden is privatizing hospital service in Stockholm. Even the U.K. is 
pursuing more private involvement in health and education—anathema since the introduction 
of the National Health Service. 
 



Overall, we may see continued efforts to deregulate markets in infrastructure and sometimes 
the social services as well as privatization in those sectors, but more in advanced economies, 
not as much in developing ones. 
 
During the 1990s there was much hand wringing about the slow and painful reform process 
in Eastern Europe and the former Soviet Union. Now the European Union is set to accept 
some 10 countries of the East as new members within the next five years. The pull of the EU 
has provided strong reform impetus in those countries, matched by solid economic 
performance. 
 
Russia is currently among the fastest growing economies in the world. High oil prices are 
helping, but economic reform and company restructuring are also slowly showing some 
results. The political rapprochement between Russia and the West in the wake of the 
September 11 attacks may well reinforce economic forces for greater trade and reform. 
 
In North America it is now accepted wisdom that Mexico’s economic fate is tightly linked 
with that of the United States, no longer with that of Latin America as was still the case in the 
1980s. During this decade Eastern Europe, maybe Russia and even other countries east of the 
EU, may become a new economic growth area—with ample scope for foreign investment as 
well. 
 
Russia’s reforms are currently causing positive, unintended consequences in the oil markets. 
Five of the six major Russian oil companies are refusing to join OPEC’s production 
cutbacks. This is keeping oil prices low and increases trade between Russia and Europe—just 
the right medicine to complement lower interest rates as a way out of recession. Russia may 
yet go along with OPEC to some degree, but its interests are also in low oil prices for most of 
its economy. 
 
North America and Europe may come out of recession in 2003. Mexico and Eastern Europe 
with Russia could then be the new exciting markets. China, India and Brazil are also capable 
of doing quite well—that’s over half of humanity right there. As bubbles have burst, we may 
see a more modest but robust expansion in those areas—with steady efforts to find better 
ways to tap private enterprise for the supply of infrastructure and social services. n 
 
Michael Klein is Director, Private Sector Advisory Services, a joint department of the World 
Bank and International Finance Corp., advising emerging market governments worldwide on 
public policy for the private sector and privatization transactions. 
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“Privatization Observer” by Michael Klein 
 
Global Recession—Implications for Privatization (9/01, p. 1) 
 
We may be on the verge of the biggest recession the world has seen since World War II. The 
United States has for several years funded an investment boom with foreign savings. While 
the government reduced its deficit, the private sector saved little but invested heavily by 
borrowing abroad. Investment booms funded by a large private sector deficit have never been 



unwound without a major and lengthy recession as, for example, in the United Kingdom and 
Sweden in the early 1990s. 
 
The current slowdown in the U.S. is already affecting growth in Europe and has revealed the 
underlying weaknesses that continue to plague many dynamic Asian economies since the 
Asian crisis of 1997 and ‘98. Meanwhile Japan’s economy is again struggling and facing 
renewed recession. Latin America’s growth has also collapsed again following a hopeful year 
in 2000. The major world slowdowns since World War II in 1975, 1982 and 1991 have not 
seen such widespread and highly correlated economic malaise. 
 
The current economic weakness is not the result of tight monetary policy that tried to stop 
inflation, but the result of over-investment. Such recessions are harder to affect by easing 
monetary policy, for example through interest rate cuts. Overcapacity has to be dealt with. 
Creditors and other investors will have to take losses. Some banking systems may get into 
trouble. Nobody knows how severe the cycle of bankruptcies and credit withdrawal will be. 
 
What will all this do to privatization? The mood of citizens across the world and of 
politicians will turn skeptical about market economies and further deregulation and opening 
of borders. Privatization will be seen as a symbol of the policy packages that brought us the 
world’s deepest recession in living memory of most people. The sight of corporate bosses 
paying themselves large salaries even when firms do not perform will provide ample fodder 
to critics when unemployment is rising. The recession will thus reinforce the complaints and 
protests that have been with us since Seattle and recently in Genoa and now Washington, 
D.C. 
 
Bank failures in some countries will lead to de facto nationalization of firms, when 
governments feel obliged to take over banks. Bankruptcies of private firms in critical 
infrastructure sectors may equally occur and lead to re-nationalization. In many cases the 
underlying cause will have been the prior reluctance by governments to raise user fees to 
adequate levels and the bad payment morale of public sector clients. The troubles emerging 
from the recession will then push some firms over the edge. 
 
At the same time governments will face tougher fiscal constraints. They will try to sell again 
the assets they took over, particularly in competitive sectors. Some may be willing to bite the 
bullet, reform user fees and again privatize utilities. Lots of companies will come to the 
market and be available at bargain prices for financially healthy buyers. 
 
Overall, there are two possible outcomes. If governments follow relatively orthodox market-
friendly policies, privatization activity should pick up after some time, maybe as the 
recession ends and governments try to sort out their fiscal problems. Deeper policy reform 
than carried out so far may be the consequence. This would lead to more sustainable private 
ventures than many of the private infrastructure deals that were premised on rosy 
assumptions about cheap debt, great efficiency gains and accompanied by low willingness to 
tackle end-user prices. Ten years from now private schemes may be more robust. 
Governments may also be forced to tackle privatization in the health sector and maybe even 
education. 
 
But a massive global recession may also bring back protectionism. A backlash against 
foreign investors may follow with nationalizations without proper compensation. 



Governments could thus take over assets and offer services cheaply to domestic consumers at 
the expense of foreign investors. That, of course, would dampen the appetite of investors for 
renewed adventures abroad and "confirm" the decisions by governments to go for national 
ownership again. 
 
Interesting times lie ahead and a great premium is on cool heads and wise approaches among 
policy-makers and managers rather than the search for short-term popularity or a quick buck 
and another large salary package for the CEO. n 
 
Michael Klein is Director, Private Sector Advisory Services, a joint department of the World 
Bank and International Finance Corp., advising emerging market governments worldwide on 
public policy for the private sector and privatization transactions.  
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“Privatization Observer” by Michael Klein 
 
Small May Not be Beautiful, but It Can be Effective (6/01, p. 30) 
 
Talk about infrastructure privatization tends to evoke images of giant foreign companies 
taking over large facilities such as power generation plants, water or telecommunication 
systems. The next image that comes to mind these days is regulatory problems. California 
and Brazil are in the midst of high-profile energy crises aggravated by failures to manage the 
complicated balance between shifting risk to private investors and remunerating them 
adequately. 
 
Luckily, we now have a number of examples where reasonable regulatory systems have been 
able to attract investors, for example some Latin American countries like Chile and 
Argentina or advanced economies like Australia and various Western European ones. Taken 
together the overall impression is that infrastructure privatization is indeed about large-scale 
projects and that it requires a competent government and regulatory system to function. 
 
But among the roughly 200 nations and territories of the globe, there are a number, who seem 
to have problems convincing investors of their competence as policy-makers and regulators. 
What is to happen to there? Should one abandon plans to attract private investment into 
infrastructure? Should one go back to public sector solutions? 
 
There is another option. Consider the case of Somalia. The southern part centered around 
Mogadishu is without formal government—”Mad Max” territory roamed by warring 
warlords. In the Mogadishu area there are now several competing wireless telephone 
companies. Exclusivity rights do not exist, as there is no government that could issue them. 
Entry is unregulated. Utility regulation does not exist. Interconnection services are de facto 
imported as connections are made via satellite. No telecom regulator looks after 
interconnection rules. Service has improved. Recently a fourth company entered the market. 
Prices are high due to the operating environment, but are coming down due to enhanced 
competition. People can rent or buy cell-phones. Pre-paid charge cards are in use. 
 
Somalia is hardly a model society. Yet, it illustrates that even in a fairly extreme 
environments private initiative can provide service improvements to citizens—better than 



many governments in problematic countries. The Somalia case is not a completely isolated 
one and telecommunications is not the only sector that can benefit from such free entry into 
normally regulated market segments. 
 
When it comes to electricity, citizens in most developing countries have access to power 
either by buying from the national monopoly or by using their own standby generator. But 
typically, it is forbidden to string wires from small generators to other parties and thus create 
small independent electricity systems. In well-functioning countries that is not a problem. 
The national utility will provide, even if one may argue about its efficiency. In weak 
governance environments, however, freeing up entry into the “wires” business can 
substantially increase access to electricity for citizens. As it happens this is allowed in 
Yemen and Cambodia. Literally hundreds of small electricity systems exist using small 
generators up to a few Megawatt capacity and serving customer groups that number in the 
hundreds or thousands. 
 
In the water sector one of the most interesting examples is found in Paraguay. Typically, 
water is bought in urban or peri-urban areas from either the municipal water system of from 
water vendors coming by with trucks. In Paraguay so-called “aguateros” use simple PVC 
pipe systems to supply water, so far with minimal regulation. 
 
All these small, essentially unregulated private infrastructure systems do not meet the 
standards of modern large-scale integrated systems. They may use less than the best 
technology. They create small local monopolies that charge high prices. Safety may be a 
concern. The firms operating the systems may not be the most savory ones. Yet, they provide 
access to services to people who would otherwise not have it. And the cost of not having the 
service is higher than that of the small scale unregulated systems even, if they charge 
monopoly rates. 
 
Altogether, in countries with weak regulatory systems the alternative to public infrastructure 
services is not complex, large and regulated private provision, but fairly unregulated, small 
scale private provision that can be funded largely with equity by local entrepreneurs, 
sometimes with the help of foreign equipment suppliers. n 
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“Privatization Observer” by Michael Klein 
 
Does Privatization Deliver? (5/01, p. 22) 
 
In the developing world Latin American countries have privatized most. Yet, overall 
economic performance remains lackluster, particularly in Argentina, one of the most 
aggressive asset “privatizers.” In other places privatization has been accompanied by 
corruption and distribution of wealth to the kleptocracy. This is widely appreciated. For 



example, in the former Zaire, when privatization of the copper mines was discussed 
parliamentarians objected (correctly) that privatization would really mean "Mobutuization". 
And in a number of privatizations workers have lost their jobs. 
 
Is privatization just a way for large corporate interests and powerful parties to enrich 
themselves or does it make a contribution to society more broadly? By now there is a fairly 
extensive body of evidence on the results of privatization. The basic conclusion is that 
privatization works in markets where effective competition reigns. There are well over 70 
studies that analyze the effects of privatization drawing on several thousand cases. Countries 
all over the world are covered in these studies. They include OECD economies, Eastern 
Europe and the former Soviet Union, middle income countries like Brazil and Mexico, larger 
developing countries like China and India, and low-income countries in the Caribbean, in 
sub-Saharan Africa such as Cote d’Ivoire and Kenya, in Nepal and Bolivia. Even 
privatization in markets, where competition is restricted can work, if done right. For 
example, water concessions in Ivory Coast, Argentina and Chile have performed better than 
previous state-owned enterprises. 
 
This is not to say privatization is not plagued by problems. Critics can easily find examples, 
where results fell short of the hopes raised before privatization. The biggest issue for any 
study is to compare the results of privatization not to an ideal outcome but to a realistic 
counterfactual, i.e. a view of what would have happened in the absence of privatization. 
Where such studies have been done the evidence is encouraging. Those who are interested 
can have a look at a survey of privatization studies and brief summaries of their conclusions 
on the website of my department at the World Bank under URL: rru.worldbank.org (no 
www. needed!) 
 
One way to appreciate the results of privatization is to recognize that privatization is the 
market for corporate control for state-owned enterprises in action. Anybody who has studied 
the outcome of mergers and acquisitions is keenly aware of the high failure rate of such 
activities. Compared to this, privatization results are rather convincingly positive. 
 
And finally, of course, one needs to remain realistic. Privatization alone is not going to 
stimulate growth, for example if macro-economic conditions are not conducive to growth. 
Argentina is a case in point, where the currency regime combined with several shocks from 
financial crises have slowed growth. Employment effects of privatization reflect sectoral 
conditions. In growth areas like telecommunications privatization has typically been 
followed by investment and employment growth. In declining industries employment may 
have suffered, particularly in previously protected industries that were opened to 
competition. But compared to state-ownership the incentives to invest are typically greater in 
privatized firms, because owners can expect to receive the returns from investment. In state-
owned firms on the other hand governments have a tendency to extract the internally 
generated cash that is crucial for investment. 
 
Finally, it is, of course, possible to sell state-owned firms in ways that prevent kleptocratic 
redistribution of wealth. Efficient sales processes with open, competitive tenders are an 
obvious method. And selling enterprises to small shareholders rather than strategic investors 
in countries with weak corporate governance, i.e. weak protection of minority shareholders is 
a recipe for problems. But, obviously, doing things right presumes that those making the 
decisions want to do the right thing. 



 
So what will the future bring? Privatization will remain a tool to enhance economic 
efficiency. But it is clearer now that domestic governance conditions are critical to render 
privatization beneficial for the population at large. It is the old problem of who guards the 
guardians that remains at the core of privatization troubles—not privatization per se. n 
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“Privatization Observer” by Michael Klein 
 
Beyond Debt Relief—New Opportunities for Private Investors? (2/01, p. 29) 
 
Things are not well in the least developed countries of this world. In Africa, average 
inflation-adjusted income per person is lower today than it was 30 years ago. Net annual aid 
transfers to Africa account for about 9% of GDP for a typical poor country, much higher than 
for other developing countries elsewhere. Most of the aid consists of explicit grants or highly 
subsidized loans. At the same time the poorest 20% of citizens earn just about 4% of GDP 
every year. Clearly aid is not reaching the poor as much as it should. 
 
Decades of aid provision have failed to support growth and to provide basic services to the 
poor. Not only that, foreign debt has slowly accumulated in many poor countries to the point 
where they cannot pay back. Debt relief is thus a big topic in the world of aid currently. 
There is much debate about who should be eligible for how much debt relief and under what 
conditions. 
 
This is basically the bankruptcy of traditional aid. Borrowers cannot pay back. Debtors have 
thus incurred losses that need to be recognized. As in all bankruptcy cases, dealing with 
existing losses is important and contentious, but the most important issue is how to prevent 
bad loans from recurring in the future. 
 
If one wants to help reduce poverty in poor countries, new disciplines on aid delivery are 
needed. There will be no miracle solutions that foreign aid providers can bring. The key will 
always be economic, social and political efforts within the poor countries themselves. But aid 
providers can do better to support real development. 
 
One basic approach is to disburse aid funds only when service is delivered, not when projects 
are constructed. The fact that a school is constructed does not mean children are educated. 
Rather than paying for construction, aid providers could pay for service to the poor—be it 
roads, electricity, water, health services or education. As long as service targets can be well 
defined and monitored independently, one can always write a contract that makes payment to 
the service provider contingent on delivery of service. Competing service providers can then 
bid for the right to provide the service. At least part of payment for service at the end would 
be guaranteed by international credit-worthy sources of aid. 
 



There are many ways to structure contracts. The right to supply areas with a high proportion 
of poor customers can be auctioned off to the bidder of the lowest subsidy on the model of 
telecommunication service contracts in places as diverse as Chile and Mauritania. Or as in 
the Chilean water system, competing providers may face full-cost covering prices, but poor 
customers will receive a subsidy for their water bills. Or the full cost of service may in some 
cases be subsidized. For example, providers of roads may be paid as a function of the 
maintenance of good road quality over time. 
 
When these payments are guaranteed by creditworthy aid providers in foreign exchange, 
much of the typical payment risk in private ventures in difficult country environments will go 
away. At the same time construction and operation risk is shifted to private parties. There is 
nothing new about this. The concepts are all familiar to private infrastructure investors. 
However, the providers of aid have not made much use of output-based contracts in the past. 
 
This should be win-win for all concerned. The poor should get better service. Aid providers 
should see less leakage and waste. Private firms should see expanded market opportunities. 
Many projects will still not be feasible under this model, because country conditions are too 
risky for private investors. But if they are too risky even when aid funds pay for service, then 
traditional aid would surely fail—exactly what output-based aid sets out to prevent. In other 
cases output-based aid may not be feasible because service targets are hard to measure and 
verify. But there is certainly a vast field of projects in the infrastructure sectors where better 
ways of bringing basic service to the poor are possible. n 
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“Privatization Observer” by Michael Klein 
 
The New Economy Meets Old Regulation (1/01, p. 26) 
 
Columnists should be (and are) grateful to Florida and California. First chads and dimples, 
now new heights in complexity of power re-regulation. Maybe the way to fund electoral and 
electricity reform is to charge a surtax on articles on the subjects. Before that tax is 
introduced, some more words—this time on the way the California debacle may affect 
privatization and the wonderful opportunities that could arise for advisors in particular. 
 
No advice will be needed on the underlying issues in California. They are clear. Demand for 
electricity, driven by a booming “new economy,” outstrips supply held back by long-standing 
regulatory hurdles to building new powerplants and transmission lines. Electricity prices 
have a way of rising in these cases when, in addition, gas prices spiral and bad weather hits. 
Blaming the market is blaming the messenger. 
 
As economic guru, Paul Krugman, put it in an op-ed in The New York Times, “the simplest 
option would be for California to deregulate all the way.” But California is not going to let 
free market prices induce consumers to save energy and producers to provide extra supply. It 



seems patently unfair to the state government and much of its constituency to base the sale of 
an essential service such as electricity on the same principles that govern the market for 
superfluous items such as milk. So what will happen? 
 
Obviously, the cost of capital for anybody considering investing in powerplants, particularly 
merchant plants may rise. Investors abroad may be affected. Surely some officials in India’s 
State of Maharashtra, where tariffs under Enron’s Dhabol project continue to be a bone of 
contention, will be pleased. After all California provides “evidence” that “excessive” prices 
should not be paid—if not in the super-rich state of California, then certainly not in India. 
Opponents to market-oriented power sector reform all over the world are even more grateful 
to California than columnists. 
 
As the obvious solution of true market reform appears ruled out for the time being, there are 
three basic ways in which this can play out. First, California may chose a form of 
nationalization. Proposals for the state to take over existing generating plants or build new 
ones are on the table as are proposals to assume debt of the troubled utilities that are caught 
between high wholesale prices and lower, regulated consumer prices. Come to think of it, the 
net worth of the utilities is now so low, it would not be much of a stretch for the state to buy 
them. Nationalization would be great for investment banks. First the nationalization, later 
privatization again. Just think of the success fees. 
 
The second solution sounds more in keeping with U.S. traditions, namely to mount an 
incredibly complex scheme of price and quantity regulation. Some way of clawing back 
“excess” profits of generators, maybe, and a little price-gouging tax to get back at out-of-
state generators. Detailed controls on bidding processes for wholesale power sound good. 
Consultants remembering crude oil price regulation in the U.S. can enhance retirement 
income by advising on tiered-price structures with low prices to existing facilities to keep 
them operating, while setting higher tariffs for new plants to attract investment—preferably 
set plant by plant. This solution is excellent news for consultants and lawyers. 
 
The third solution is the new economy approach. Companies like Oracle are setting up 
captive generation facilities to insure themselves against power cuts. The current troubles 
may be just the push distributed generation needs to succeed. Micro-turbines and the fuel cell 
may just be ready to exploit the rising costs of traditional power. If the big car companies 
manage to lower the cost of fuel cell cars to that of similar traditional cars by 2004—as they 
have promised—that would do it. We will buy generators on wheels at a cost of just 
US50¢/kW and plug our house into the car. Talk about stranded costs—not just a few overly 
expensive generating stations, but the whole system. Clearly, the state should immediately 
relax vehicle emission regulations to slow that process. 
 
Maybe we should let the Supreme Court decide. (Who nominated these guys?) That should 
provide clear expectations for investors and thus help lower the cost of capital. n 
 
Michael Klein is Director, Private Sector Advisory Services, a joint department of the World 
Bank and International Finance Corporation advising emerging market governments 
worldwide on public policy for the private sector and privatization transactions. Previously 
he was Chief Economist for the Royal Dutch/Shell Group of Companies. 
 

# # # 



 
“Privatization Observer” by Michael Klein 
 
End-User Tariffs—The Driver of Privatization Success (12/00, p. 28) 
 
Between 1997 and 1999 investment in new private infrastructure ventures and privatizations 
has dropped by almost half in emerging markets—from about US$123 billion to about 
US$69 billion. Investment in East Asia dropped by about two-thirds during the period, 
whereas in Latin America privatization stalled in 1999, with total investment down by about 
30% between 1997 and 1999. 
 
What happened and what does the collapse portend for the future? The proximate reason for 
the downturn in investment was the financial crises in emerging markets of 1997 and 1998—
in East Asia and Brazil, in particular. Overall, net debt flows into all sectors of emerging 
markets turned sharply negative. Portfolio investors became more cautious. Importantly, 
foreign direct investment held up and was only little affected by the crisis. 
 
Then why did private infrastructure investment decline so much? After all much of 
privatization is part of foreign direct investment. A big part of the answer is that the 
emerging market crises revealed underlying problems of many private infrastructure 
ventures. These problems could have and, in many cases, would have erupted sooner or later. 
 
The root cause of many troubles lies in the politics of infrastructure privatization. Typically 
governments turn to the private sector when they run out of money, but would still like to see 
investment in critical infrastructure. The private sector has proven to be only too happy to 
oblige. But, in the enthusiasm of the moment governments easily forget that the private 
sector does not pay for the infrastructure in the end. The private sector only finances. Final 
payment can come from only two sources: customers or taxpayers. 
 
The very reason for many privatizations has been that governments, i.e. taxpayers, were 
broke. Hence customers had to be counted on to pay the ultimate bill. But many governments 
were unwilling to raise consumer tariff levels sufficiently to cover the full cost, including the 
cost of capital, of the new ventures. 
 
It was all rather predictable. Well before the Asian crises, and to the chagrin of some bankers 
and governments pushing project finance deals, I argued the case from a simple set of 
numbers that could be found in the World Bank’s World Development Report (WDR) of 
1994. At the time, the authors of the WDR estimated that developing countries needed annual 
new infrastructure investment and maintenance expenditure of US$200 billion annually, for 
which they lacked the funds. They also calculated that Government subsidies for 
infrastructure services amounted to some US$123 billion. Finally, they estimated that basic 
efficiency gains (e.g. reduction in transmission losses, unaccounted for water etc.) that could 
be expected from privatization should reduce costs by US$55 billion. 
 
If one takes these numbers, or at least the broad magnitudes, seriously, then the following 
picture results. Suppose governments actually did what was necessary and raised consumer 
prices to cost-covering levels. That would have left infrastructure ventures with an extra 
US$123 billion of cash flow. As a consequence of privatization cash flow would have been 
enhanced by another US$55 billion. Hence financing requirements would, in the aggregate, 



have dropped from US$200 billion to US$22 billion. As a result of the price increases, 
demand should also have dropped by a significant amount, further reducing financing 
requirements. 
 
Clearly, the true underlying financing requirements were at least an order of magnitude 
smaller than the estimates that got everybody so excited. Demand for service also was 
artificially high due to subsidized tariffs. In the absence of tariff reform for end-users, sooner 
or later the bill had to come home to the taxpayers and expose the weaknesses of many 
infrastructure privatizations. 
 
In a way, it was good that the financial crises brought an end to irrational exuberance in 
infrastructure privatization before even more unsustainable projects, such as Indonesian or 
Pakistani independent power projects, could be put together. Other examples are Mexican 
toll roads, the problems of which were finally exposed by the 1994/5 Mexican financial crisis 
or utilities in some African countries such as Senegal or Guinea, where non-payment of 
bills—sometimes by certain government customers—risks undermining privatization. 
 
The World Bank’s 1994 development report also suggests in which sectors infrastructure 
privatization will be most problematic in the future. Consumer prices are typically cost-
covering in telecommunications. Indeed, the pace of investment in this sector has hardly 
slowed. Electricity tariffs have gradually been raised in many countries auguring well for an 
eventual resumption of privatization activity, albeit at a slower pace. 
 
The biggest problems remain in water, where tariffs remain heavily subsidized and political 
willingness to deal with price reform is limited. In any case, as governments start realizing 
the importance of dealing with end-user tariffs, the days of private upstream facilities such as 
independent powerplants or water treatment plants—without downstream reform—are 
hopefully coming to an end. What is needed are better overall policy approaches, not 
financial adventurism. n 
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“Privatization Observer” by Michael Klein 
 
Privatization—Nationalization: The Wheel Keeps Turning (11/00, p. 22) 
 
In the 19th century most infrastructure ventures started as private ones. Railroads are a 
prominent example, but so are water systems, gas and electricity systems and so on. During 
much of the 20th century in most countries previously private infrastructure firms were 
nationalized and new investments were funded from the public purse. 
 
The 1990s have seen a worldwide resurgence of private participation in infrastructure 
ventures. Much hope and hype has accompanied this “new” era, where private initiative has a 



chance to demonstrate its superiority over state solutions. The troubling question is, of 
course: “If private solutions are so superior, why did they not last in the first place?” 
 
A variety of reasons led to state-led solutions during the 20th century, including nationalism 
and belief in the superiority of public sector solutions following the great depression of the 
1930s. 
 
One key reason, however, is arguably an intrinsic problem with private infrastructure 
ventures. For those parts of an infrastructure system which exhibit natural monopoly 
characteristics, for example pipelines or wires, it is generally unavoidable to resort to some 
form of price regulation. Such price regulation may be carried out “US-style” or “British-
style” or be embedded in contracts like concessions or any variation of these systems. 
 
When regulators are pursuing consumer interests too strongly and neglect producer interests, 
prices gradually become insufficient to cover costs, which include an adequate return to 
shareholders. That leads to under-investment and eventually operating problems. Quality of 
service suffers. Consumers complain and politicians move in. 
 
In the end, the net worth of the private company will have fallen to a level where even the 
most bankrupt government can buy it back. Once the firm is nationalized, taxpayers tend to 
be asked to foot the bill as tariff increases are politically hard to implement. When taxpayers 
and bureaucrats are the owners, efficiency tends to suffer. And when a fiscal crisis hits the 
subsidies are no longer affordable. That translates into deterioration of quality and a call for 
privatization. 
 
After renewed privatization, initially private entrepreneurs show great enthusiasm until they 
run again into the conundrum of price regulation. And so the wheel of privatization and 
nationalization keeps turning. 
 
U.K. Water Tariffs 
 
Is this just history? Recent developments suggest that the wheel is still turning. The most 
troubling example comes from England and Wales. This year the water regulator in England 
and Wales carried out a price review that put water companies under heavy pressure. Share 
prices dropped.  
 
Yorkshire Water of the Kelda Group, in a scheme to lower its cost of capital and raise 
shareholder returns, proposed to transfer ownership of the pipeline system to a not-for-profit 
company funded entirely by debt. Consequent reductions of tax levels and lower capital costs 
were to boost shareholder returns and retain the attractiveness of the company. Hyder, the 
Welsh water and electricity group considered a similar scheme. 
 
The outgoing water regulator, Ian Byatt, took a dim view of this approach, arguing in essence 
that financial engineering did not change anything “real” in the system and just amounted to 
reallocating risks from shareholders to creditors and taxpayers (via the tax advantages of 
non-profits). 
 



The new regulator may yet agree to some version of the new ownership approach, but the 
damage is done. The regulator’s arguments about risk-shifting are correct, but beside the 
point. The problem is the level of tariffs set during the latest price review by the regulator. 
 
If prices had been enough to provide shareholders with sensible returns, the new schemes by 
Kelda and others would not be necessary. Indeed, following an appeal by Mid Kent Water 
and Sutton and East Surrey Water, an inquiry by the competition commission determined that 
the price review was too tough on the companies. 
 
The squeeze put on by the regulator de facto pushes private companies to consider options 
that start looking suspiciously like the first step towards re-nationalization. From a tax-
exempt, fully debt funded non-profit firm, owning but not operating infrastructure, the step to 
national ownership of the infrastructure would become smaller. Capital market discipline 
would be weakened. This is the concern expressed by the regulator. But he should blame 
himself for this, not the companies. n 
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“Privatization Observer” by Michael Klein 
 
 “Privatization” to State-Owned Companies—Unfair Competition? (9/00, p. 28) 
 
The last Privatization Observer discussed the conditions under which the privatization of a 
company to a state-owned corporation, for example like Electricite de France, is a good thing 
for the selling country. A related question is whether such a purchase might lead to “unfair 
competition” for private competitors. 
 
Consider first an actual trade dispute. In the mid-1990s the United States argued in disputes 
with Mexico and Brazil that privatized steel companies of the latter two countries competed 
unfairly with US steel producers. Why? When a country sells a state-owned company 
competitively, we would expect on average the winning bidder to earn just the risk-adjusted 
cost of capital for the newly privatized company. That company is thus not likely to achieve 
higher returns than its competitors. So why all the fuss about unfair competition? 
 
Well, before privatization, the governments of Mexico and Brazil invested taxpayers’ money 
in building up their steel industry. That steel industry might not have arisen or not expanded 
as much without state support. To the degree that this is true, there was a subsidized build-up 
of the industry. Without subsidized build-up, more steel production would have happened 
elsewhere, for example, in the United States. Privatization does not undo the subsidy. It 
transfers the extra capacity to a private company. The new company is likely to earn just a 
normal return, but its market share is higher than it would have been otherwise. 
 



But why is this unfair? If the bidding process was open and thus all companies could bid, 
then the best company in the world would tend to win and thus achieve broadly the market 
share that it would have achieved, if the subsidy had never been paid by, say, the Mexican 
taxpayers in the first place. The losers would be the Mexican taxpayers and the winners the 
steel consumers in other countries. Thank you very much. 
 
End of story? Not quite. Because the extra steel facilities are now located in Mexico, 
Mexican workers who are now employed in the steel plants, and not ,for example, U.S. 
workers. So the net effect of any subsidy would be that the taxpayers of the subsidizing 
country support a particular type of employment for some of their fellow citizens. In the 
process they support the world’s steel consumers. 
 
When the purchasers are state-owned companies like Electricite de France or Telefonica, the 
issue is a little different. State-owned companies often have a lower explicit cost of capital 
than their private competitors, because the state is typically seen to stand behind them, at 
least to some degree. De facto, the taxpayers in the country of the state-owned acquirer pay a 
subsidy via a free credit guarantee to the acquirer. The acquirer may thus be able to underbid 
competing private firms at the time of privatization. Again, if bidding is competitive, 
expected returns of the winning bidder will tend to be no more than their risk-adjusted cost of 
capital. However, the state-owned acquirers may thus gain “unfair” amounts of market share. 
Funnily enough in this case, the subsidy by, say, the French taxpayers to EDF may create 
more jobs abroad than in France, for example, if EDF wins the right to build a green field 
power plant elsewhere. 
 
Hence the importance that, for example, the European Commission accords the issue of 
“state aid” in all its shapes and forms—from obvious subsidies to implicit subsidies via the 
cost of capital. A particular wrinkle here in Europe at the moment is the issue of state aid 
disguised as compensation payments for stranded costs. A debate rages over this in the case 
of the Spanish electricity system. If compensation for stranded assets in Spain was excessive, 
then Spain’s net exports of electricity to the rest of Europe would be higher than otherwise. 
Like in the steel dispute, Spanish electricity workers would crowd out electricity workers 
elsewhere—to the extent that there is effective electricity trade between Spain and other 
European countries. 
 
Sometimes observers in the United States find it funny that stranded cost issues in power 
systems are discussed under the heading of “state aid” in Europe—not more funny, however, 
than starting trade disputes with newly privatized steel companies in Brazil. 
 
Whether it makes sense to use a trade or state aid dispute to prevent utilization of previously 
subsidized capacity that is actually functioning, is another matter. As always for society as a 
whole and consumers in particular it is generally fine to accept cheaper goods and services 
courtesy of taxpayers in other countries. But some employers and employees will be 
unhappy. n 
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“Privatization Observer” by Michael Klein 
 
How Private is Privatization? (7-8/00, p. 27) 
 
Electricite de France (EDF) is a major player in the privatization of electricity companies 
around the world. Yet, the company is state-owned. EDF is not the only case. Clearly, when 
a government replaces management of a state-owned company by new management from its 
own country, we do not call this privatization. Does it then make sense to call the sale of a 
state-owned company to a company owned by another state “privatization”? Is it a bad idea 
or just a harmless misnomer? 
 
During the 1991 Gulf War some states in the Middle East contracted with foreign armies 
from the U.S. and other allied countries to wage war against Iraq. In analogy to the EDF case 
we should call this a major privatization of a war. In 1991 Argentina established a currency 
board, which pegs the peso to the U.S. dollar. Alan Greenspan thus makes monetary policy in 
Argentina. This should thus be called privatization of the Argentine central bank. Many 
contracts have clauses that subject dispute settlement to international arbitration and/or 
arbitration under a particular foreign law. Should we recognize this as privatization of the 
legal system? History has seen private armies, private central banks and private systems of 
merchant law. However, today we are not quite at this point. State ownership and/or 
management remains in matters of war, currencies and law. 
 
The transfer of ownership and/or management to another state makes sense when it helps 
improve management. The question is whether there are good reasons to believe that people 
from another state will manage the same organization better than people from our own 
state—even though at first sight their incentives to do so, i.e. their corporate governance 
system remains a state-company system, not a private one. 
 
Let’s stick with the example of EDF. One benefit a country gets from selling its electricity 
company to EDF is that in case of weak financial performance the French taxpayers bear the 
cost, not those of the “privatizing” country. By the same token, however, EDF has weaker 
incentives than a private company to look after shareholder value and is more likely to 
exhibit lax discipline—supported by the (usually correct) belief that taxpayers will come to 
the rescue in times of real trouble. In other words there is very limited or no “freedom to 
fail”, i.e. the ability of private individuals to lose their investment. 
 
Freedom to fail is crucial for privatization to be superior to state-ownership. By definition, 
companies that cannot fail are those that will always be bailed out following weak 
performance. Even if they are incorporated as private companies, they have broadly the same 
incentives as a state-owned company to perform. For example, private companies that 
operate in an environment of price regulation, where pretty much all costs incurred by the 
company are normally recouped via regulated tariffs, will hardly have an incentive to be 
efficient. “Freedom to fail” is thus a far more important concept than “privatization”. 
 
Another way of looking at the problem is to recognize that selling a power company to EDF 
means contracting out management of a public company to another nation. Where the other 
nation has better mechanisms within the public sector to ensure solid performance, this can 
still be a good idea. 



 
By the same token, it may well be that there are some nations, where state-owned companies 
are subject to better discipline than are private firms from another nation. Consider the 
Government of Singapore. Government firms in Singapore have a relatively good reputation. 
Still the government has privatized telephony and introduced an electricity market. Yet, it is 
hard to imagine that the Singaporean government would happily sell one of its utilities to a 
private investor from countries such as Congo, Somalia, Kosovo, Cambodia or Haiti—more 
likely to EDF. 
 
In evaluating whether the sale of a state-owned firm is a good thing we need to analyze 
performance incentives resulting from placing private capital at risk and those resulting from 
the governance culture prevailing in the jurisdiction of the acquirer. Simple labels like “state-
owned” or “private” per se do not tell the relevant story. n 
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“Privatization Observer” by Michael Klein 
 
To Auction or Not to Auction ... (6/00, p. 25) 
 
The government of the United Kingdom recently netted an unexpected £22.5 billion 
(US$35.8 billion) or about 2.3% of its GDP from the auction of third-generation mobile 
phone licenses. While the government is happy and its "problem" is how to spend the 
windfall, some private telecommunication companies have had second thoughts about 
participating in auctions. Vivendi recently decided not to bid on Germany’s third-generation 
mobile phone licenses. Some observers will no doubt conclude that this is a "French thing"—
consistent with the French government position to award licenses via beauty contests rather 
than auctions. 
 
However, could Vivendi have a point? Do auctions lead to systematic overbidding? Does this 
result in excessive prices to consumers? Does it detract revenues from much-needed 
investment in the telecommunication sector? 
 
If the answers to the above questions were yes, yes and yes, then the implications for bidding 
processes in all sectors would be significant and put in question the recent trend towards 
competitive bids for concessions and similar arrangements. We would then have to go back 
to the old saying that some French water companies used to favor: "Concluding a concession 
contract is like entering marriage. It is not the number of suitors nor the size of the dowry 
that counts." 
 
When it is properly done, auctions for mobile telecommunications licenses sell scarce radio 
spectrum, the previous most high-profile case being the radio spectrum auctions in the United 
States that started in 1994. Radio spectrum is a scarce factor of production needed to supply 



mobile telecommunications services, like land is a scarce factor of production needed for 
construction of buildings. 
 
Land is sold in more or less competitive markets. Competitive markets are in fact continuous 
double auctions, where both buyers and sellers can go to market and offer their wares. 
 
When land prices are bid up in a property boom, we rarely hear many complaints that 
consumer prices are going to become too high. In fact, it is because consumers are willing to 
pay so much (for certain items that require land in the production process) that land prices are 
bid up. When consumers really want a lot of something (e.g. houses) that requires scarce 
inputs (e.g. land) then it is simply sensible to bid up land prices to make as much land as 
possible available to those most interested in using it. When consumers do not want to pay, 
high purchase prices for land simply lead to losses for the purchaser of land. 
 
When we buy and sell land, for example as part of real estate transactions, we may find that 
prices are unpleasantly high or low—depending on our perspective. However, we rarely hear 
complaints that the market for land systematically leads to excessive land prices. 
 
When we sell a land or land with a house on it, we are never told that the proceeds from our 
sale must be invested in another house or other forms of upgrading land. 
 
Thus, by considering a market, i.e. an auction system, with which we are familiar, namely the 
market for land, we are tempted to conclude that the answers to the three questions posed 
above are no, no and no. 
 
Why then the fuss? Maybe Vivendi has realized they just cannot cut it (cannot afford the 
neighborhood they would like to live in). In that case the company may simply hope to 
benefit from the generosity of the French taxpayer in a "beauty contest" in their old 
neighborhood. 
 
But maybe the company was smart. They may have heard about the winner’s curse in 
auctions. The winner’s curse says that when bidders compete, the most optimistic bidder will 
win—and probably make a loss subsequently. 
 
The winner’s curse clearly exists, as bubbles in asset markets demonstrate. Yet, if the 
winner’s curse’s systematically plagued all auctions including all reasonably competitive 
markets, how could capitalism function? Clearly, over time bidders learn, sometimes 
instinctively, to correct bids for possible excessive optimism. We thus routinely see 
competitive procurement for equipment and civil works, for oil and gas licenses, for sale of 
commodities, etc. The internet is expanding the scope and reach of auctions continuously. 
 
Still, Vivendi may have a point. The recent optimism about technology stocks and their 
future earnings potential may well have driven valuations by bidders for mobile 
telecommunications licenses. That optimism may well have been excessive and appears to 
have led to a bubble, which is currently being punctured as we can see by the performance of 
technology stocks in recent weeks. 
 
Once the bubble has burst, it might become clear that bidders in the U.K. auction overpaid. 
Bidders would learn that they cannot simply pass on the bid price to consumers and their 



share price would—on that account—fall relative to Vivendi’s. In that case Vivendi would 
simply have taken the winner’s curse into account properly and cleverly. But this is not an 
argument against auctions—just against excessive optimism by supposedly clever investors. 
 
The only possible villain is the government. If the government artificially restricts the supply 
of the item offered at auction, e.g. radio spectrum, it de facto acts like a monopolist and 
drives price up by withholding supply. That is not good for consumers—whether it happens 
with or without auction. Somebody will then reap the monopoly profits—maybe Vivendi 
under a French beauty contest. n 
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“Privatization Observer” by Michael Klein 
 
Deregulation Begets Re-regulation (5/00, p. 23) 
 
The world looks differently depending on which type of glasses we put on. Many observers 
of infrastructure industries have written eloquently about the wave of privatization and 
deregulation that is still sweeping the world. Others have noted that government rules and 
regulations seem to be ever more ubiquitous and often intrusive. So, who is right, or are both 
right? 
 
Consider a very particular debate that raged some 30 years ago. In his book, The Gift 
Relationship: From Blood to Social Policy (re-edited in 1997), British social critic Richard 
Titmuss studied different systems of donating blood. He compared the performance of 
systems in Britain, where blood was given voluntarily, with systems in the United States, 
where it was given for money. The outcome confirmed his worst fears. Both systems did not 
differ terribly in the total amounts of blood obtained. But the “blood for money” system 
resulted in significantly higher levels of infected blood, for example, with hepatitis. 
 
He took this as a strong indication that the use of markets and price incentives is likely to 
undermine the sense of social responsibility among market participants. More broadly, this 
kind of criticism, well expressed in another 1970s book, namely Fred Hirsch’s The Social 
Limits to Growth, argues that over time markets are likely to self-destruct. This is so because 
markets are said to be built on perverse incentives that undermine their very foundations, in 
particular trust among market participants. 
 
This sort of fundamentalist critique of capitalism is making some sort of a comeback as 
evidenced by protests such as the ones in Seattle against the World Trade Organization and 
globalization and capitalism generally. The infrastructure industry is affected by related 
sentiment in places like New Zealand, where under the new “leftish” government the country 
has lost its zeal for deregulation and privatization. 
 



The criticisms raised by Titmuss did not let Chicago-style economists sleep and they studied 
systems of blood donations further. In particular, comparisons were made between different 
“blood for money” systems. In some systems, collectors of blood faced strict liability and 
corresponding penalties for any infected blood regardless of whether they had been negligent 
in collecting it or not. In others they were liable only when clear negligence could be proven. 
The studies suggested that under strict liability systems the best outcomes obtain plenty of 
blood with very little infection. 
 
From these debates about blood and about the nature of capitalism a fundamental point 
emerges, which is highly relevant for privatization and deregulation efforts anywhere. When 
very strong performance incentives are introduced in a particular sector or industry, it is 
necessary to complement them with efficient monitoring of the quality of outcomes and 
corresponding penalty schemes for violation of quality standards. This is because very strong 
monetary incentives (“high-powered” incentives in the language of modern economic theory) 
can tempt people and companies to skimp on quality in pursuit of profit. 
 
The point is simple and not too difficult to accept. It is nevertheless central to many issues 
ranging from broad social debates to the design of contracts and regulatory schemes for 
infrastructure concessions. 
 
By the same token, when monitoring of quality is very hard or impossible, we may need to 
go slow on introducing high-powered incentives to make it more likely that the providers of a 
service voluntarily look after quality. This is one reason why some complex consulting 
services are based on cost-plus contracts—a form of “low-powered” incentive. It is also the 
reason why we like charitable organizations, to whom we donate money, to be incorporated 
as non-profit organizations. 
 
The upshot is that privatization and deregulation needs to be complemented by solid, 
independent monitoring of the quality of outcomes and related reward and penalty schemes. 
Tort law, i.e. liability rules, is one of the possible mechanisms by which penalties could be 
applied. Others are administrative schemes, for example those embedded in regulatory 
regimes for infrastructure industries. 
 
In fact, in the U.S. an important milestone in the history of regulatory agencies was the 
establishment of the Massachusetts Railroad Commission in 1869 under Charles Francis 
Adams. The reason: concern over accidents on private rail systems. Sustainable (price) 
deregulation thus needs accompanying (quality) regulation. Regulated capitalism can 
survive. n 
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“Privatization Observer” by Michael Klein 
 
Privatization in the City Economy (4/00, p. 32) 



 
As the cliché has it, in our fast-moving times, where change is the only constant, it is 
comforting to be able to fall back on a few certainties. Among those near-certainties appears 
to be further urbanization world-wide. Complaints about congestion and mounting problems 
of managing vast agglomerations of people have never captured what really happens in cities. 
People are most productive when living in heaps next to each other. Cities are the most 
powerful incubators of new businesses. Productivity rises with the density of people. All 
those who love talking about the need to move to networked organizations should think about 
what makes cities so productive. 
 
Some believe that telecommuting will substitute for physical proximity. But knowing how 
people love to talk and knowing that so-called “tacit” knowledge is best exchanged by 
working in proximity, the dream of small and low-density cities may well go the way of the 
paperless office. The combination of advanced telecommunication and transport technologies 
may be a complement for direct personal interaction, not a substitute. Using these 
technologies we can interact with even more people and be even more productive. 
 
While cities may thus have a great future, nation states may see their powers eroded 
gradually. In this “return to the City State” privatization activity may see a long-term shift 
towards municipalities. Indeed, municipal privatization has attracted more and more 
attention, not least in the water sector. 
 
Yet, debates about municipal privatization have barely started. Consider the arguments about 
municipal bond issues, about multi-sector, single-municipality utilities and about single-
sector, multi-municipality utilities. 
 
Interestingly, many advocates of more private market solutions are often fascinated by the 
creation of municipal bond markets. Indeed, this could expose municipalities to private 
capital market scrutiny—as opposed to national government scrutiny under some form of 
(tax) revenue-sharing system. However, if one believes privatization is the way to go, then 
why should municipalities, i.e. the public sector, raise more money? Some creditworthy 
municipalities have good ratings and may provide tax benefits. However, their ostensibly 
lower cost of capital comes at the expense of taxpayers, who provide unremunerated credit 
insurance and have to pay extra taxes somewhere else. In addition, municipalities often have 
lower management and implementation capability than national governments. And when 
municipalities default, in many countries the national taxpayers end up picking up the bill. So 
much for capital market discipline! Clearly, the way forward is to establish sensible user fees 
that are sufficient to attract investors, privatize what can be privatized and let private 
providers and financiers take risk. 
 
Private companies, of course, like privatization, while trying to reduce risk. One of the much-
touted approaches to municipal privatization is to establish multi-sector utilities. The notion 
is that somehow provision of water, gas, electricity, telephone service, garbage collection, 
etc. by one firm would be efficient. When considering the issue in detail, one can point to 
some potential sources of efficiency—economies of scale in billing and collection, 
marketing, finance and central overheads as well as maybe more co-ordinated digging up of 
roads to lay or repair pipes or cables. However, many such efficiencies can be obtained by 
allowing free entry into the “supply business” such that consumers can choose single billing, 
if they like. Another advantage might be that bundling services together may create larger 



entities, which can more easily be bid-out competitively than very small ones. To the extent 
that such bidding enhances efficiency, this would help. However, again, such efficiencies can 
in principle be obtained by aggregating small concession areas within one sector across 
municipal boundaries rather than with a municipality across sectoral boundaries. 
 
In fact, listening to company strategy proposals that talk about value-creation through 
“owning” the customer by providing multiple services gives one the creeps. Such strategies 
reek of subjecting customers to a supplier with significant market power. Market surveys 
suggest that customers might, for example, see the point in getting gas and electricity service 
from the same supplier, but are not at all convinced that they should also buy telephone 
service from the same company. Municipalities in turn should beware of the political power 
of a single utility running their entire infrastructure. Consequently, the recent Chilean water 
privatization legislation has expressly prohibited multi-utilities comprising water supply. 
 
Real benefits could emerge from mechanisms that help ignore artificial municipal 
boundaries. For example, tens of municipalities in the Mexico City metropolitan area have 
traditionally had control over water systems that are inter-connected across the metropolitan 
area. The systems could be run more efficiently by integrating them, however, municipal 
politics have traditionally stood in the way. 
 
Political impediments to inter-municipal co-operation have always been a feature affecting 
the development of infrastructure. For example, the development of integrated power grids 
was held back in the early part of the century due to jealousies among municipal-owned 
companies. A sensible solution to such inter-municipal rivalry is to contract out management 
of utilities to a single company across municipalities. Many examples are found in French 
water systems, where clusters of small neighboring municipalities often contract out 
management of their combined water system to a private company. 
 
Privatization provides great opportunities to reap such inter-municipal efficiency gains. What 
should be avoided is the resurrection of government power via municipal borrowing or 
company power via “locking up” customers and cities under single supplier relationships. 
The strength of cities is all due to choice and innovation, to freedom. Approaches to utility 
privatization should support this rather than sustaining ill-conceived political or private 
power. 
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“Privatization Observer” by Michael Klein 
 
The Good News and Bad News about the Cost of Capital (3/00, p.25) 
 
Consider whether the following three arguments make sense: 
• Some project-financiers have suggested that concession-type projects, for example B-
O-Ts, should be funded with public money to pay for construction, while private companies 
would own and operate them. That way the project would benefit both from the lower cost of 
public funds and the greater efficiency of private operation—the best of all worlds. In a 
similar vein one often hears that projects could be made viable by using public credit 
guarantees or public funds as subordinated debt. 



• Companies like Eletrobras or EDF have suggested that the high cost of capital of 
private finance discriminates against large sunk-cost investments with long gestation periods 
like hydro- or nuclear power. From this perspective private power companies are said to be 
unduly attracted to gas-fired plants, due to the companies’ high cost of capital. 
• Under the United Kingdom’s private finance initiative a "value for money" test is 
supposed to be applied. It is based on the argument that the cheaper cost of public finance 
needs to be more than offset by greater private efficiency to justify privatisation schemes. 
It is true, of course that the interest rates paid by governments on treasury paper are normally 
lower than those paid by private sub-sovereign entities in the same jurisdiction. However, the 
reason is not that the government typically manages projects better and with lower risk than 
private parties. The real reason is that the government has recourse to taxpayers in case of 
project default, whereas private sub-sovereign parties do not. De facto, taxpayers provide 
credit insurance for free. If the costs to taxpayers were made transparent it would no longer 
be clear that government credit is cheaper. 
 
The full debate is about two basic sets of arguments. One is about the ability to diversify risk 
efficiently in the private versus the public sector. The other is about the so-called principal-
agent problems arising in the private vs. the public sector. For example, we know that the 
private sector is plagued by market imperfections, because investors (principals) cannot 
easily monitor management (agents). This is the central issue of corporate governance. 
 
Standard finance theory suggests that in efficient capital markets without corporate 
governance problems the private sector can diversify risk as well as the public sector can. In 
reality, of course, corporate governance problems abound. Therefore, we do observe in the 
private capital market a sizeable equity premium, which some argue renders the private cost 
of capital clearly more expensive than the public one. 
 
However, the public sector is also plagued by agency problems. The taxpayers, i.e. the 
providers of free credit insurance have a very hard time monitoring their government’s 
decisions. The voting system that gives taxpayers some recourse is itself expensive and rather 
blunt as an instrument for supervision of the government as investor. Hence it is initially not 
clear at all that the costs of private capital provision are really higher than those of public 
sector funding. Consider, in particular, the following two examples: 
• If public sector funding was truly more efficient than private funding, then even 
companies like Microsoft or General Motors should get government funding, which sounds 
patently misguided. 
• If government funding at the risk-free rate was the optimal way to go, taxpayers 
should be voluntarily willing to provide small amounts of credit-insurance for free. For 
example, the government could print a box on tax returns, in which individuals can write 
down the amount of loans that they are willing to underwrite. Pure risk diversification 
arguments suggest that taxpayers should be happy to underwrite small amounts of credit, 
because it does not cost them anything. However, as we might guess, the government would 
probably not raise much money that way indicating that taxpayers would have doubts about 
governance in the public sector. 
 
Altogether, there is no reason to believe that governments have lesser governance problems 
than private firms do and, therefore, a lower cost of capital than the private sector, 
particularly not in nations with weak governance systems. 
 



For private investors the good news is that just a little bit of increased efficiency makes 
privatization worthwhile, because the public sector does not have a clear funding cost 
advantage. The bad news is that public finance for private projects, be it in the form of credit 
guarantees, subordinated debt or straight debt is usually not justified—unless one wants to 
partake in exploitation of taxpayers. n 
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“Privatization Observer” by Michael Klein 
 
CLE: The Key to Successful Privatization  (1/00, p. 1) 
 
 
On its October 1999 cover, Public Works Financing carried a series of cartoons showing all 
the tribulations of a B-O-T process by depicting a boat with the B-O-T crew inside being 
rocked by waves and mutiny. But finally—in the cartoon—the boat reaches the safe harbor of 
profitability. And all lived happily ever after. 
 
Not so the crew that put together the toll road project for State Route 91 in California. Just 
when they try to cash in, their opposition appears to get the upper hand and pull the rug out 
not only from high profit potential, but it may even nationalize the project. 
 
Of course, there are endless debates about the details of what went wrong. Some say it is the 
abuse of tax loopholes. Some bemoan the lack of communication, and so on. Yet, the basic 
point is simple and applies to all sorts of privatizations anywhere in the world. 
 
Any privatization scheme needs to be credible for investors to risk their money. It also needs 
to be legitimate socially and politically so as not to be reversed. Finally, one hopes that 
incentives for efficiency are strong. 
 
However, there is a tension between efficiency and legitimacy. Strong incentives for 
efficiency are provided by the expected opportunity for clever firms to reap big gains. 
However, after the fact, high profits may look scandalous and undermine legitimacy. 
 
Where firms are privatized into competitive markets they will be disciplined by competitors, 
and on average, firms will typically just make the cost of capital. In many countries, society 
now accepts that some firms can make a lot of money as long as their industry remains 
competitive overall. 
 
However, such is not true in all cases. For toll roads and many other infrastructure 
privatizations with natural monopoly features, there is only competition “for the market”, for 
example in the bidding for a toll road franchise. After the initial competition, discipline has 
to come from the contract or some other regulatory scheme, which limits the cost of capital 
to an appropriate (risk-adjusted) return. 
 



The beauty of the SR91 case is to demonstrate clearly that this sort of issue is not just 
relevant in emerging markets, but also in the most advanced economies of the world. A 
similar syndrome drove the imposition of an excess-profit tax on privatized utilities in the 
United Kingdom under the current government. The oil industry is long used to this. In some 
ways, using the tax system, a country like Norway or even the United States can be more 
intent on limiting profits in excess of the cost of capital than some emerging markets. 
 
Governments and investors forget at their peril that the key to successful privatization is the 
right balance between Credibility, Legitimacy and Efficiency. The starting letters "CLE" 
spell the French word for "key"—a nice coincidence. 
 
Traditional B-O-Ts, other types of concession projects and the classic regulated utility all 
embody similar principles that limit the allowed rate of return to about the cost of capital. 
The most recent innovation on how to align efficiency incentives with legitimacy concerns 
originates in the Chilean toll road program. It was embodied in the bid documents for the 
Santiago-Valparaiso-Vina del Mar toll road project issued in late 1997. 
 
The fundamental idea of the new scheme rests on the fact that most concessions or B-O-Ts 
have an end date, and therefore extra risk created by humans. In principle, one may want to 
limit the life of a concession so as  to have some form of renewed competition for the market 
some time down the line. Yet, an end date introduces risk and, therefore, induces a higher 
required rate of return for a concession. 
 
For example, in the case of toll roads, traffic volumes may or may not develop as predicted. 
If they grow rapidly before the end of the concession, the toll road does well. If not, the road 
company may loose money. If the toll concession had no end date, then the variability of 
profit levels would be much smaller. Higher variability means higher risk and higher required 
return for investors or greater need for traffic guarantees. 
 
The Chilean scheme tackles the problem by auctioning off toll roads on the basis of the 
lowest present value of revenues (LPVR). The concession ends once that value has been 
reached. If traffic is slow to develop, the concession lasts longer, until the required present 
value has been achieved. In the opposite case it ends early and prevents the case of very high 
ex-post profits that may be perceived to be illegitimate. 
 
The scheme makes sense when sales volumes and price, i.e. revenues, cannot be affected 
significantly through marketing/sales service efforts. Toll roads may, indeed, have that 
property given the difficulty of assessing likely traffic volumes. Power B-O-Ts are also 
candidates as dispatch is driven by the off-taking utility. 
 
There is something to be learned from emerging markets, which can think afresh. How about 
using the Chilean LPRV approach for the next deal in California? n 
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“Privatization Observer” by Michael Klein 
 
Privatization’s Future—Road Utilities  (12/99, p. 22) 
 
Articles about the future are all the rage as we enter the new millennium (for those who are 
on the Gregorian calendar). While it might be fun to consider the issues raised by the 
privatization of whole planets in 2913, boring concern with relevance dictates consideration 
of more near term developments. Luckily, the near term may also bring a few new 
privatization candidates. 
 
During the next decade we may well see the incorporation of urban and interurban road 
systems as companies. As municipalities run out of water systems to sell, they will start 
privatizing their roads. 
 
The basic elements required to make this development possible are now in place. We can 
now charge electronically for road use without slowing vehicles down and creating the 
congestion that road pricing is supposed to help manage. Toll rings around cities as they exist 
in Singapore or several Norwegian cities make full user-fee funding of urban road networks 
possible. 
 
Peak-load pricing can help manage traffic flow better, while ensuring that revenues meet all 
costs of road maintenance and future expansion. Various experiments with congestion 
pricing have demonstrated practical feasibility and indicated that traffic during peak periods 
can be reduced significantly. 
 
Moves towards incorporating road systems are underway in New Zealand and Sweden as 
well as several African countries (Namibia, Nigeria, and South Africa). In the latter countries 
the reforms are driven by often World Bank sponsored efforts to establish clear, accountable 
funding systems for road management. 
 
All is thus in place to establish self-financing road utilities, just as we have self-financing 
water utilities. Politics will determine what happens. Establishing road user charges is 
politically hard. However, fiscal pressures, mounting congestion problems and concerns 
about air pollution may create several pilot cases that will prove the feasibility of new road 
utilities. Compared to the tough decisions on pricing, the other decisions on incorporation of 
urban or interurban road networks are easy. 
 
Once user-fee funded road companies are established, governments can fund themselves by 
privatizing them. A few successful high-profile road privatization’s could trigger an 
avalanche of activity as we currently see in municipal water systems in the United States. By 
2010 we may already have seen the first road system privatization. Cities in Norway as well 
as the City of Singapore are certainly candidates. 
 
Beyond the next decade road management and pricing will become increasingly 
sophisticated. Currently roads in many advanced countries are being plastered with 
microchips and sensors to monitor road conditions. Information on traffic conditions can now 
be fed back in real time to in-car computerized maps that are linked to the geo-positioning 
system. Versions of such systems are on the market in several countries. 



 
It will become possible to create monitoring and feedback systems that enable complex 
forms of road pricing. For example, vehicles arriving at a junction may be told by the on-
board map how fast they are likely to arrive at their destination depending on the turn they 
take and what the likely price would be for choosing one way or the other. The driver can 
then decide how to proceed. This system of road pricing is like a network, on which self-
dispatched units move in response to price signals. The basic pricing problem is, by the way, 
largely identical with that of pricing the use of the internet, where self-dispatched packets 
arrive at junctions, where they need to choose how to proceed to their destination. 
 
However, in many cases there will be limited real competition between competing roads. To 
avoid abuse of monopoly power by the new road utilities most likely some form of price-cap 
regulation would be introduced. The road management company would be free to set prices 
in line with demand and cost factors as long as the weighted average of prices does not 
exceed the limit set in the regulatory process. There is a rosy future for regulators after all, 
even if competition in telecom, power and gas were to reduce the demand for them in their 
traditional bailiwick. 
 
And after 2020? As road systems become more “intelligent” new forms of fleet management 
will arise. The first life-sized experiment with “platooning” has already happened in 
California, where individuals drive cars equipped with sensors onto an “intelligent” highway 
that takes over the steering wheel so to speak, while drivers can read, watch TV or conduct 
business in their mobile office. Traffic throughput may rise two to three-fold as vehicles are 
centrally dispatched. Platooning takes the fun out of driving, but it is efficient and will be 
appreciated by the rapidly aging population in advanced countries, where the “over 100 year 
olds” remain the fastest growing segment of the population. 
 
After all this, what happened to the traditional toll-road? Free-standing toll roads fade and 
toll booths will be declared historical monuments in the United States. 
 
Merry Millennium!  
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“Privatization Observer” by Michael Klein 
 
Freedom to Fail (11/99, p. 34) 
 
Privatization is the take-over of a state-owned company by private investors. Like mergers or 
take-overs among private firms it is a mechanism to improve management of under-
performing or failing companies. In the words of Maggie Thatcher, “freedom to fail” 
(whether via take-overs or other methods) is an essential incentive for any company. 
Otherwise even privately owned companies would in general not perform better than state-
owned ones. 
 
While the point is well accepted in normal competitive markets, it is more difficult to apply 
the principle to concessions, which contract out a monopoly service to private parties, say 
water supply and distribution. 



 
Just transforming public monopoly into private monopoly without risk of failure risks leading 
to privatization of profit and socialization of loss. But if one allows the monopoly to fail, will 
continuity of essential service not be endangered? And who will take over and actually do 
better? How will the process work? How will political abuse be curtailed? 
 
What are the elements of a solution? 
 
Exposure of equity investors. Obviously, equity investors need to be clearly exposed to the 
consequences of substandard management and take-overs should be allowed. Ways to expose 
shareholders to the consequences of weak performance are, for example, embedded in 
principles of US-style rate (tariff) regulation. Investors should thus face the ability to earn 
less than the rate of return expected at the time prices are set. (In return, they should have the 
opportunity of earning a return commensurate with this risk.) Investors should not be allowed 
to recover all sorts of expenditures, only those that are “used and useful” and undertaken by 
“prudent” management. Other pricing schemes that feature equivalent principles are found in 
U.K.-style price cap regulation or the various pricing schemes in concession-type 
arrangements, which are after all, variants of regulated utility businesses. 
 
Exposure of debt investors. Under US-style rate regulation, bankruptcy of regulated 
businesses is a rarely used option. But it can happen. (It has mainly affected creditors funding 
ill-fated nuclear power schemes.) Concessionaires can, of course, also go bankrupt. It would 
help, if more concession-type arrangements allowed creditors the sort of control rights they 
get in normal bankruptcies such as the ability to transfer and assign licenses, titles or assets 
and to change management. Governments would need to swallow their concerns about 
sovereignty or at least agree with creditors on a list of qualified new companies/management 
eligible for replacing the incumbent. 
 
Switching companies. Most concession contracts already have one feature facilitating take-
overs, namely an end date. In fact, the only point that truly justifies limiting the duration of 
the property rights under a concession-type arrangement is to ensure that some form of “take-
over battle” takes place. In any case there will be provisions for termination—with or without 
fault. The issue is then how the “take-over” process would work. 
 
It helps to establish in the law or contract an obligation to continue service in line with 
desired service quality until a new company takes over—as for example in Colombia.  
 
To enforce this sort of provision, substantial performance bonds can be used. They explain, 
for example, Vivendi’s willingness to stick it out for so long in their Tucuman water 
concession. The lesson from the Tucuman experience should not be to drop performance 
bonds, but for investors to be more cautious thus forcing governments to establish a better 
reputation and/or to commit themselves more credibly. 
 
It helps to have several different private companies operating concessions in a country. Also, 
by maintaining a number of concessions governments can demonstrate that a single 
termination does not undermine the policy of privatization. 
 
Finally, there is the question of how the take-over process actually works. Either creditors 
install new management or governments re-award a concession-type arrangement. They may 



just negotiate a new deal or put it out for competitive bids. Re-award always creates incentive 
problems for the incumbent, which may neglect maintenance and investment, if it fears 
losing the concession. 
 
Despite all the difficulties that “freedom to fail” provisions bring, both on the side of 
governments and private investors, eventually some form of real failure must be possible. 
Concession-type arrangements for monopoly services without the possibility for “an end” are 
imprudent and ultimately meaningless. Termination issues will have to be given as much 
attention and care as more exciting provisions governing start-up and profit potential. A key 
issue in establishing and managing concession-type arrangements is not to prevent failure, 
but to prevent that the next round of failures results in re-nationalization. n 
 
Michael Klein is currently Chief Economist of the Royal Dutch Shell Group in London. 
Previously, as Senior Manager at the World Bank for Private Participation in Infrastructure, 
he worked on issues of market structure, regulation, privatization and implications for 
finance in the energy, telecommunications, transport and water sectors. 
 

# # # 
 
“Privatizatin Observer” by Michael Klein 
 
 
Water Competition: IWaPs at the Gate (9/99, p. 23) 
 
Privatization has spread to municipal water systems during the 1990s. In addition, there is 
also a strategic shift in the nature of private approaches. In a nutshell, the debate about the 
respective merits of the French and English approaches to private participation in the water 
sector is giving way to a focus on introducing real competition among independent water 
providers (IWaPs). 
 
In reality there is not much difference between the French and English models. Rather than 
distinct approaches they are more like twins; part of the same family, yet differing in habit 
and name. Pricing in the English or French systems can be structured as variants of price cap 
or rate-of-return (cost of service) regulation. Price regulation for the water business in France 
is carried out by the mayor’s office at municipal level and by free-standing agencies in 
England and Wales. 
 
As for ownership, French water concessions can typically be structured to be equivalent to 
private English water companies. English owners can lose their license without fault by 
decision of the secretary of state with 10 years notice. The government can then take the 
assets from the owners to ensure continued operation of the water system. The French just 
have shorter notice periods for termination without fault and they have defined principles of 
compensation, while the English are still hoping the issue will not arise. To make a French 
concession completely look like an English one, it is possible to assign concession rights to 
lenders in case of bankruptcy and to allow lenders to transfer them to new parties of their 
choice. 
 
Politicians all over the world are still trying to choose between the French and English 
model. To give them credit, it plays politically to say “we have not privatized, but just 



granted a concession or lease.” But it does not mean much. For some major companies, 
meanwhile, and for some policymakers and regulators the search is on for continuous head-
to-head competition among independent water providers (IWaPs). 
 
The basic model for introducing such competition is well known from natural gas or power. 
The trick is to separate the monopoly elements of the system (e.g. transmission, distribution) 
from competitive segments, i.e. water provision. This is being considered in Australia, Chile 
and England. When several water suppliers compete for customers using the same 
transmission or distribution networks (“common carriage”), it becomes crucial to enforce 
relevant quality standards for all “dispatching” water companies. Transmission and 
distribution pricing will also receive greater scrutiny, as “access prices” have to be set for 
water “shippers” using the pipelines. Amazingly enough, French water giant Vivendi, 
erstwhile skeptic of competition, is now supporting English newcomer company, Aqua, 
which wants to become an IWaP, delivering water via third-party pipelines. 
 
Is the search for bulk water competition just hype and worth all the extra effort? In power 
systems the big costs are in the competitive segments of the business (generation), while in 
water the big costs tend to be in the monopolistic part (transmission/distribution). 
Competition over water pipelines is only worth it if bulk water is relatively scarce and, 
therefore, expensive. There also need to be multiple sources of water to render competition 
meaningful. Tradable water rights also are required. 
 
These conditions are most likely to be present in arid areas. We currently find systems of 
tradable water rights in places such as Chile, various southwestern states in the United States, 
in parts of Australia and Peru. In a parallel development, the decline in desalination costs is 
leading to a mini-boom for desalination plants, which are obvious candidates for independent 
bulk water supply. Countries like Spain should thus be able to benefit from IWaPs. As 
always, the gradual and imperfect introduction of new water markets will open up new ways 
of reaping arbitrage gains for the clever trader, a role that ENRON’s subsidiary Azurix would 
surely not want to miss out on. 
 
Sounds farfetched? Maybe. But many people today speak in ominous tones about water 
becoming scarcer in many parts of the world and about the consequent threat of water wars in 
the new century. If we believe the water supply situation might become so dire as to lead to 
war, then presumably bulk water prices would be such as to justify development of a 
competitive market. Franklin Fisher, economics professor at MIT, already studied the 
potential for a water-trading regime in the Jordan Valley. He concluded that a market could 
deal with likely shortages fairly smoothly. In this spirit, the challenge for politicians is not so 
much selecting from English versus French approaches but to “make market, not war”. 
 

END 
 
 

PWF news articles: 
 
> Klein on cross-border capital flows for infrastructure: 
 
PWF: Private Infrastructure—Back to the Future (11/94, p.1) 



 
Two World Bank economists estimate annual cross-border capital flows for private 
infrastructure could grow from $10 billion today to between $110 billion and $435 billion a 
year, depending on whether the flow of funds from 19th century Britain or into the U.S. 
during the 1850s is used as a model. The economists offer no guesses on when these capital 
flows might develop. 
 
The market volume estimates and explanations of how they were calclulated are included in 
the annex to an award-winning essay authored by Michael Klein, manager of the World 
Bank’s advisory group on private participation in infrastructure, and Neil Roger, a senior 
economist in that new group. 
 
A copy of “Back to the Future: The Potential in Infrastructure Privatization” is included with 
this month’s issue. 
 
Klein and Roger make additional order-of-magnitude estimates based on historical data. 
Among them: 
 
• Worldwide infrastructure investment in 1991 is put at $870 billion. Assuming complete 
privatization and 70% financing of facilities out of retained earnings, net new funding of 
$260 billion a year would be required from capital markets to meet the global demand. 
 
• Based on capital exports from 19th century U.K., half of which went for infrastructure, 
potential cross-border flows of capital are likely to exceed $110 billion a year for 
infrastructure. 
 
• Based on capital imports for railroad development as a percentage of GDP in 19th century 
America, potential cross-border flows for worldwide infrastructure today could total $435 
billion a year. 
 
• Extrapolating from foreign investment in telecommunications by U.S. firms in 1991, the 
potential for infrastructure investments in developing countries from major OECD countries 
could be $200 billion a year. 
 
Klein and Roger suggest in their essay that these estimates could be realized if a method of 
repeated franchise bidding for infrastructure monopolies can be perfected by governments. 
Large firms with global interests and reputations to protect—such as the French water 
concessionaires—are least likely to exploit franchises, the authors conclude. 

 
# # # 

 
> Klein on the role of government in funding infrastructure: 
 
PWF: World Bank Study Favors Private Finance (7-8/97, p. 3) 
 
In a recent World Bank Policy Research Working Paper (#1688) “Risk, taxpayers, and the 
role of government in project finance,” economist Michael Klein concludes that 
governments, through the tax system, cannot do better than private financial markets at 
funding infrastructure projects. All of the advantages of sovereign finance are due purely to 



coercive powers of the state and are of no social value, asserts Klein, who heads the Bank’s 
Private Sector Development Dept. 
 
Under government finance, taxpayers bear all contingent liability. Covering those risks 
properly would eliminate any cost advantage of sovereign borrowing. Governments should 
refrain from investing in projects or firms, whether with equity or with debt, and they should 
not cover commercial risks, says Klein. 
 
Klein rejects arguments that there is a tradeoff between the low cost of government finance 
and private efficiency. Private markets will tap lowest-cost funds while maintaining project 
discipline, he says. 

 
# # # 

 
> Klein on the danger of government guarantees for infrastructure: 
 
World Bank’s Klein Fears P3 Debt Guarantees (7-8/97, p. 3) 
 
The use of government guarantees to help finance private projects in Latin America and Asia 
risks causing a debt crisis. “With the accelerating pace of privatization and deregulation in 
Latin America, the use of government guarantees may soon amount to an unmanageable 
exposure on many governments’ balance sheets,” says Christopher Lewis of Ernst & Young, 
and Ashok Mody of the World Bank. 
 
Governments should develop ways of quantifying their exposure to private infrastructure 
projects and provide fiscal reserves for them. Only two governments—Colombia and the 
Philippines—are consciously trying to develop ways to manage this exposure. 
 
 
In 1999, Michael Klein Michael Klein is currently Chief Economist of the Royal Dutch Shell 
Group in London. Previously, as Senior Manager at the World Bank for Private Participation 
in Infrastructure, he worked on issues of market structure, regulation, privatization and 
implications for finance in the energy, telecommunications, transport and water sectors. 


