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INTRODUCTION AND FUTURE ACTIVITIES

The recently published Review of Regulatory Governance in South East Europe confirms that
substantia steps have been taken in South East Europe (SEE) to enhance the capacity to produce high
quality regulations, and that useful institutions have been established throughout the region to this
end.! The Regulatory Governance Initiative (RGI) has followed this process closaly sinceiits launch in
2001.% Throughout this period, regional RGI seminars have offered a forum for sharing best practices
and successes aong with challenges and difficulties in improving the institutional environment for
investment, competitiveness and an efficient public sector.

The RGI builds on the Regulatory Quality Concept, which is the backbone of the OECD
Regulatory Reform Programme.®> Adopted in the 1997 OECD Report to Ministers on Regulatory
Reform, the concept stands on two pillars. (1) economic development through liberalisation,
privatisation, selective de-regulation and re-regulation, and (2) good governance using efficient,
transparent and accountable government policies and establishing ingtitutions to protect consumers
and achieve social and environmenta goals. In this way, the RGI attempts to transfer knowledge and
experience from OECD countries to reform-oriented policy makersin SEE.

Building sectoral regulatorsin South East Europe

SEE countries are deeply involved in the process of privatising former state-owned enterprises.
However, in many cases, the key challenges of balancing natural monopoly and consumers' interests,
and strengthening and modernising regulatory systems to make them compatible with modern
European standards, remain. The existing entities do not operate as truly independent regulatory
authorities, and resource constraints limit the scope of their missions. Many countries do not have a
co-ordinated ingtitutional framework for creating and operating these independent regulators.

The report was published under the South East Europe Compact for Reform, Investment, Integrity and
growth (“Investment Compact”) of the Stability Pact. It is based on the OECD Questionnaire on
Regulatory Governance, which has been completed by SEE governments on a self-assessment basis.

The RGI is part of the Investment Compact of the Sability Pact, which is a framework agreement on
international co-operation among 40 countries, organisations and regional groupings to develop a
shared strategy for ensuring stability and growth in SEE. The seminar in Prague built on the launching
seminar on Foundations for Investment: Progress and Challengesin Regulatory Reformin South East
Europe (Thessaloniki, October 2001), the seminar on Regulatory Governance and Network Industries
(Sargjevo, April 2002), the seminar on Regulatory Transparency: The Use of Public Consultation to
Improve the Investment Climate (Thessaloniki, November 2002), and the seminar Regulatory
Governance: The Use of RIA to Foster Economic Efficiency and Policy Coherence (Sofia, January
2003). Additional information on the Initiative, as well as the proceedings from RGI seminars, are
available at www.oecd.org/regreform.

Since 1998, the OECD Regulatory Reform Programme has documented reform efforts that boost
sectora efficiency and innovation, enhance economy-wide flexibility and potential growth, increase
consumer choice and welfare, and improve government effectiveness in maintaining high standards of
environmental, consumer and safety protection.



Authorities tend to be established in an ad-hoc manner, often resulting from international obligations
or commitments. SEE countries are therefore facing the challenge of switching from the initial phase
of emergency to the development of short to medium-term, coherent strategies for the restructuring of
utilities sectors.

A report on Independent Regulators in South East European Countries has been prepared by the
OECD Secretariat to support the discussions at the seminar and is released as a separate document.
This report discusses the main institutional features and policy challenges faced by regulators in SEE
when building sectoral regulators in key economic sectors. In particular, transforming utility sectors
often requires significant private investment, which will only take place in a sector open to market
competition and characterised by stable, transparent and predictable regulations. The report suggests
short- and long-term initiatives from which SEE governments can choose in order to improve the
ingtitutional set-up of their independent regulators. Based on the experience of Central Eastern
European countries in effective market reforms, policy-makers in SEE should consider the following
priorities:

= Establishing, developing and implementing strong and well-designed policies and related action
plans for the reform of key economic sectors;

» Reinforcing the role and capacities of the government in implementing market reforms and
promoting good governance;

=  Progressively separating policy functions from regulatory enforcement and the functioning of the
utility sectors;

= Accelerating the restructuring of sate owned enterprises to ensure transparency and
accountability and improve economic, social and environmental performance; and

= Establishing a market-based sector to promote investment before market opening.

In the longer run, governments should give reference to the similar principles that could apply to
OECD countriesincluding:

= Strengthening of the independence and the authority of the sectoral regulators;
=  Clarifying theinstitutional framework and the functional responsibility;

= Strengthening of the framework for accountability;

»=  Monitoring the performance of the independent regulators.

As was aso indicated in the discussions at the seminar, the paper stresses the importance of
sequencing reforms in order to address potential market failures and to reconcile conflicting interests.
At the early stage of the process, governments must design, implement and monitor a national policy
for the reformed sector that will provide clear objectives and medium/long-term guidelines for al
stakeholders. They must ensure that a sound regulatory framework is implemented either before or
simultaneoudly with the privatisation process. In addition, this framework should include proper rules
to foster competition and assure that consumers’ interests are addressed.



RGI Work Programme 2003/3004

At the 2003 Ministerial Conference of the Investment Compact Pushing Ahead with Reform:

Removing Obstacles to FDI in South East Europe, ministers recognised the importance of achieving
further significant progress in the areas of regulatory reform, public and private governance, and
combating corruption more effectively and encouraged further work in these policy areas. Ministers
agreed that these areas should have a more central role in government policy and indicated that the
2004 meeting at the ministerial level will be devoted to review progress achieved in these areas. Based
on this mandate, the RGI will work to support the main targets for the 2004 Ministerial Conference. In
addition, the Work Programme 2003/2004 will be centred on two regional seminars:
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The seminar, Barriers to Business Creation and Development, will take place in Bucharest 10-11
December 2003 with the support of the Romanian Government. Government formalities are
important tools to support public policies in many areas such as taxation, safety and
environmental protection. Administrative regulations can also create benefits for enterprises by
setting market frameworks in which commercial transactions can take place in a pro-competitive
and low-cost environment. There is a risk, however, that administrative regulations can impede
innovation or create unnecessary barriers to trade, investment and economic efficiency, and even
threaten the legitimacy of regulation. The cumulative effect of too many administrative
regulations and formalities from multiple institutions and layers of government is to slow down
business responsiveness, divert resources away from productive investments, reduce transparency
and accountahility, hamper entry to markets, reduce innovation and job creation, and discourage
entrepreneurship. The preparation of the seminar will be co-ordinated with the Foreign
Investment Advisory Service (FIAS), which is a joint service of the International Finance
Corporation and the World Bank.

The seminar Reforming the Administrative and Judiciary Environment (1st half 2004) will
discuss mechanisms to improve the overal administrative and legal environment in SEE
countries. To be effective in achieving policy objectives, regulation must also be adequately
applied and enforced with proper appeal mechanisms for all stakeholders. By taking a more
holistic approach, the seminar supplements past RGI seminars, which have considered a range of
specific tools and institutions available to assure that the process of designing and developing
regulations is transparent, efficient and accountable, and that the quality of the resulting
regulationsis systematically assured.



SUMMARY REPORT*

The seminar focused on the establishment and institutional design of independent regulatory
authorities in key policy areas such as network industries (telecommunications and energy) and
financial markets with the aim of improving the foundations for a sound and competitive regulatory
environment conducive to investment in SEE countries. The relationship with competition authorities
and their design were also addressed. In this process, governments progressively separate their policy
functions from regulatory enforcement and the operation of network companies. A major theme of the
seminar was how countries can build or rebuild these market-based institutions in order to assure high
quality regulation that is efficient, transparent and accountable. In particular, presentations and
discussions focused on the policy implications of designing independent ingtitutions in relation to the
rest of the governance system (i.e. with the ministries, the parliament or the judiciary). The seminar
also highlighted the importance of setting up proper horizontal relationships, particularly in relation to
the competition authorities. Discussions were based on concrete lessons from the experience learned in
SEE and OECD Member countries.

Mr. Jaromir Privratsky, Ministry of Foreign Affairs (Czech Republic), Mr. Panagiotis
Karkatsoulis, Ministry of the Interior, Public Administration and Decentralisation (Greece), and Mr
Josef Konvitz, Regulatory Management and Reform (OECD) opened the seminar, which brought
together more than 60 senior representatives from SEE countries, OECD Member countries and
international organisations.

Mr. Jaromir Privratsky welcomed the participants and expressed his wish for a fruitful
discussion. He expressed his appreciation for the possibility of exchanges between OECD and non-
OECD countries, and stressed the fact that the Czech Republic has aready taken up many OECD
recommendations, like in the case of sectoral regulators.

Mr. Panagiotis Karkatsoulis expressed his satisfaction with the progress of the Regulatory
Governance Initiative in SEE countries, which now share the opinion that regulatory reform aong
OECD guidelines is needed to attract investment and build a sound economy. Economic reforms in
these countries have started to include privatisation in utility sectors and regulation for consumers,
investment, market discipline and universal service. Independent regulators facilitate this process, as
they provide a stable regulatory framework and clarify the various roles of government. It isimportant
that their set-up isintegrated in awider design ensuring horizontal co-ordination and accountability.

1 Mr. Josef Konvitz stressed that the distinct features of the OECD are its multidisciplinarity,
its continuous effort to foster a policy relevant dialogue among countries. Policy advice and advocacy
should rely on its extensive experience of assessing reforms over the last twenty years across Member
countries. Mr. Konvitz emphasised that work on independent regulators is in line with the wider
OECD work on regulatory management and reform, which in 2002 led to the publication From
Interventionism to Regulatory Governance, which takes stock of lessons drawn from country studies
and concluded that there is a need “for comprehensive reviews of the independent regulatory bodies to
identify problems and devel op consistent solutions’.

4 Specia thanksto Fabrizio Gilardi, University of Lausanne, for preparing this report.






Session 1. The challenges of ensuring privatisation and market competition in public utilities

This session tackled the issue of privatisation and liberalisation in the context of a move towards
a modernised regulatory framework. Experience in many OECD countries, including transition
countries such as Poland, Hungary, Slovenia and the Czech Republic, as well as many SEE countries,
shows that the sequencing of reformsis crucial. The first stage is often corporatisation, which involves
separating the policy-making process of the government from the operation of services, through
establishing state-owned entities, and then operating these state-owned companies in a commercial
way by adopting current market prices and reducing cross-subsidies. This needs to be accompanied by
a national strategy, such as a national energy policy or a national strategy for developing
telecommunications, and a clear legal framework for commercial law. A market setting needs to be
established before privatisation can be properly implemented. This may involve vertical and horizontal
splits in fully integrated monopoly network infrastructure industries inherited from the past, and
establishing institutions that properly ensure competition and consumer protection. This aso requires
establishing a stable and transparent climate for investment supported by transparent processes and
public consultation.

Ms. Maria Vagliasindi, European Bank for Reconstruction and Development (EBRD), discussed
regulatory policy challenges for utility sectors across SEE countries. While theory highlights that
ownership and regulation should be separated (notably through privatisation and the establishment of
independent regulators) to avoid conflict of interests for the state: transition countries are hampered by
the inadequacy of the physical and institutional infrastructure, leading to low levels of access and
reliability of services to business. Privatisation, which is one of the main aspects of regulatory reform,
isameansto attract (foreign) investment, but also to impose payment discipline on firms. Privatisation
needs to be accompanied by regulatory reform leading to the establishment of a good regulatory
framework. Relevant reforms include the introduction of competition and the establishment of
independent regulators. Competition reduces the need for regulation, but on the other hand only good
regulation can lead to a competitive environment. Independent regulators are needed to prevent
inappropriate government intervention, and data from selected countries show that sectoral regulators
do make a difference in terms of service access and reliability.

Mr. Stéphane Jacobzone, Regulatory Management and Reform Division (OECD), summarised
the key arguments of a paper contributed by Mr. John Neéllis, Centre for Global Development
(Washington, DC).” The paper addresses institutional and regulatory issues of privatisaion in
transition economies. It argues that the consensus held by many countries up to the mid 1990s that
mass and rapid privatisation was the optimal solution is no longer valid. Country experiences and
empirical research contributed to different views and a new consensus to emerge, including the need to
embed privatisation in appropriate legal and economic ingtitutions that promote, monitor and increase
the transparency of market operations. An appropriate regulatory framework should be in place in
advance of privatisation, but on the other hand it can be very costly to postpone divestiture until al
instruments are in place. A second-best option would be to set up the regulatory framework at the
same time as the privatisation process. Privatising first and settling regulatory issues later is the worst-
case scenario.

Mr. Pavd Calski, Treasury Department (Poland), described the privatisation process in public
utilities in Poland since 1990. Privatisation has not progressed uniformly in all domains. In some
sectors, such as banking, privatisation is advanced and complete. In others, such as oil, insurance and
steel, the privatisation process is advanced and ill continuing. In still others, such as electricity and

Mr. Nellis was unable to attend the seminar.



gas, privatisation is in its early stages. Finaly, the power grid, as well as the gas, oil and telecom
networks will remain in public ownership over the long-term. More specifically, in the power sector,
some objectives have been achieved, in particular the privatisation of power plants and distribution
companies, while others, including the introduction of competition and the enhancement of
competitiveness, are still in progress.

Mr. Charles Kovacs, Business and Industry Advisory Committee to the OECD (BIAC),
presented business perspectives on the privatisation of the public utilities and network industries. The
regulatory environment is an important determinant for the flow of FDI, and is a factor upon which
governments have leverage. The attitude of investorsis not the same in public and network utilities. In
public utilities, investors are concerned with stable returns, the predictability of regulation, and the
nature of the regulator. In network utilities, on the other hand, investors are concerned with high
returns, as technology changes very rapidly, the regulators’ attitude towards new entrants, and fees and
taxes, such as for licenses. More generaly, the regulatory environment is evaluated by investors
according to the extent of consultation, the transparency of rules, the nature of the political agenda, the
likelihood of sudden changes in regulation, and how regulation addresses the issue of fairness of the
"playing field".

Mr. Robin Simpson, Consumers Internationa (UK), highlighted the challenges of privatisation
and market competition in public utilities from the consumers perspective. The main challenge is to
ensure that privatisation and competition bring efficient and sustainable services to al consumers at
affordable prices. Thisimplies that privatisation and competition are means rather than an end. There
is a continued need for regulatory guidance, notably from sectoral regulators, with the problem being
that long-term gains are accompanied by short-term losses for some consumers. There may also be a
conflict between efficiency, affordability and sustainability. For example, as prices are sometimes
increased, due notably to sustainability requirements, this can lead to affordability problems. The
major difference between EU and Central Eastern European (CEE) countries is that while prices have
generaly gone down in the former, they have gone up in the latter, although there are reasons to
believe that the situation will improve.

The following discussion firstly highlighted the importance of the sequencing reforms. If benefits
are to be seen, regulatory structure reform should precede privatisation. However, the establishment of
a new regulatory framework takes time, and political concerns may also contribute to delays.
Similarly, the political logic may prevent the establishment of a sustainable approach to regulation, as
costs are concentrated in the short term despite the need for long term investment. The capacity of
regulators to implement and enforce regulation is aso very important. The second major theme was
the issue of affordability. On the one hand, affordability for all should not be a key objective for
regulation, as it is more linked to social policy than to consumer protection. On the other hand,
affordability is an important issue, especialy in poor countries. There may be a tension between
affordability and other objectives, as tariff increases are often justified and are in fact not a good
indicator for the quality of regulatory governance. Affordability is also linked to universal service,
where one of the problems is how to enforce a transparent approach whaose consistence, for example
for financing mechanisms, can be relatively easy evaluated.

Session 2. Setting up independent regulators. addressing institutional design issues in a coherent
policy framework

The session emphasised that establishing an open market framework requires building a new
institutional infrastructure, with new institutional arrangements for regulatory governance, clarifying
the various roles of the government, the regulators and the courts. In this model, rule making and
policy development remain the core remit of the ministries while the enforcement of regulation is



devolved to an independent regulator. Designing a proper system of appeals to courts is also an
important feature of this environment. The provision of services is then secured through independent
commercial companies. The regulators need to be integrated within a supportive political, economic
and social environment. They will need to be given specific powers, and the opportunity to be truly
independent, while still remaining accountable to the broader policy framework. The general setting of
the framework needs also to take into account the current status of European regulation.

Mr. Stéphane Jacobzone, Regulatory Management and Reform Division (OECD), presented an
overview of independent regulators in OECD countries. These institutions have been established
during the privatisation and liberalisation process to improve the efficiency of markets, protect
consumers, clarify the various roles of the state as an owner and a regulator, and to improve stability
and transparency. Independent regulators can help to attract high-quality staff into regulatory matters.
They aso contribute to (foreign) investment by providing a more predictable regulatory environment,
where the possibility for political discretion has been reduced. Differences exist amongst independent
regul ators across sectors, and some countries have chosen the alternatives of ministerial oversight and
self-regulation. Independent regulators have recently been established in network industries after
having been tested in the banking and financial markets as well as, in some countries, for competition
authorities. In SEE countries, few independent authorities exist in telecoms, energy and financial
services, while independent competition authorities exist in all countries. A generd problem isthe lack
of resources, both human and financial, and has a crucial impact on the actual degree of independence
of the regulator. Co-ordination across regulators is important, especially with respect to competition
authorities, but is more accomplished in CEE than in SEE countries. A final issue is accountability. It
is pointed out that, athough accountability is a central condition for success, there is usualy no
explicit mechanism to establish it in SEE countries.

Mr. Christian Hocepied, DG Competition (European Commission), reported EU activities in
monitoring and improving regulatory governance by telecom regulators. The Commission has played
an important role in promoting the delegation of tasks to sectora regulators in its member states,
notably through various liberalisation and harmonisation measures, guidelines and notices, and
recommendations, despite the fact that there was no forma requirement for the establishment of
sectoral regulators. All member states have now established an independent regulator for the telecom
sector. The Commission has developed assessment criteria for regulators aong four main dimensions,
namely independence from market players, effectiveness of powers and resources, transparency and
timeliness of decision-making, and efficiency of appea procedures. The idea underlying these
dimensions is that regulatory structures should contribute to attracting investment, promoting choice
and competition, and protecting users. The new framework for national regulatory authorities keeps
the same requirements, but improves the definition of policy objectives, encourages more extensive
consultation to increase transparency, and advises using general, rather than individual, authorisations.
Remaining issues are the lack of a pro-active approach by many regulators, the small size of some
authorities, incentives for regulators to stop their activities as soon as competition is strong enough,
and incentives for firms to co-operate with regulators.

Mr. Danid Trnka, Unit for Co-ordination of Regulatory Reform and Reform of the Central State
Administration (Czech Republic), presented the Czech project of harmonising independent regulator
statutes, which started in October 2002 and is amost complete. The main basis for the project was
encouraging advocacy amongst ministries and regulators willing to implement the OECD
recommendations included in the Report on Regulatory Reform in the Czech Republic. Sectoral
regul ators were created in the early 1990s without a common framework, whose creation is the aim of
the project, which will lead to a new law. Regulators covered by the project are in energy, telecoms,
securities, mining, and radio and TV broadcasting. In addition, other possible candidates are financial
markets, railways and nuclear security. The reorganisation of sectoral regulators is divided into five
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parts. the statute of the regulator in the state structure; relationships with other authorities;
administrative procedures such as decisions and appeal mechanisms, management and organisation, in
particular appointments and renewals and human resources; and financing of the regulator, which
should be based on own resources.

Mr. Marian Slifierz, Energy Regulatory Authority (Poland), stressed that the establishment of a
sectoral regulator was a shock for the leaders of the public sector, and that further regulatory reform
gtill faces many obstacles. The Energy Regulatory Authority is not independent but should be
considered autonomous. It consists of a head office plus nine regional offices. Although it is governed
by a board, the responsibility for the regulator’s actions lies with the President only. The Authority has
five main functions. The first function is licensing. The regulator can change licensing conditions only
in specific cases, and can withdraw and issue promises for licenses. The second function is tariff
approval, where decisions are taken on the basis of costs, and no approval is necessary if a market is
fully competitive. The remaining three functions are energy planning, settlement of disputes and
response to complaints. In addition, the authority has other duties, such as research, training and
international co-operation.

The discussions focused on the major themes. Firstly, concerns relating to the possibility of
assuring the independence of regulators in poor countries were raised, as independence depends
essentially on the availability of human and financial resources. Secondly, the need to learn from the
experience of Western and CEE countries was widely acknowledged among SEE countries. Thirdly,
the issue of the sequencing of reforms was again taken up. Although most countries agree that reform
of regulatory structures should precede privatisation, several problems may prevent countries from
doing so.

Session 3. Country experience roundtable

In this session, SEE government representatives were invited to give reference to progress made
in modernising the regulatory framework in their country, with regards to network industries. In
particular, the countries were asked to report on experiences with (1) establishing independent
regulatory authorities in network industries and financial services, (2) approaching the issues of
independence and accountability, (3) undertaking concrete steps to ensure transparency, consistency
and due process in regulating utilities in order to foster private investment, and (4) balancing
competition and market opening with consumer protection.

In Romania, two authorities are competent for competition policy. The first is a government
body, while the second is a competition council that makes decisions on infringements of competition
law. Sectoral regulators aso exist, notably in the fields of stock exchange, energy and coal. Their main
objective is to promote economic efficiency. The energy regulator was set up in 1999 to enforce rules
decided by the ministry while having the power to issue secondary legidation. Its independence has
evolved over time. It is currently situated under the Ministry of Industry, with which it has good,
although informal co-operation. Transparency is promoted through public hearings but consumers, due
to their lack of organisation, are not very effective in making their voice heard.

In Bosnia and Herzegovina, sectoral regulators exist for telecoms, energy, finance, banking and
competition. The telecom authority issues licenses for telecom operators and TV and radio stations,
and aims at promoting competition. The energy regulator enforces state-level law with the aim of
attracting foreign investment, and there are plans for the restoration and privatisation of the sector.
Two sectora regulators exist for banking, one for Bosnia and the other for Herzegovina, but an
umbrella authority is to be established. In Moldova, a new authority for telecoms and informatics was
established in 2000. Its mission is to facilitate the development of infrastructure, to ensure good
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conditions for investment and to enforce universal service obligations. It also drafted important
regulations, notably on GMS mobile telephones, domain name administration, and fixed telephone
networks.

In Albania, sectora regulators were established after privatisation. In some cases, regulators
have been functioning for several years but they have only recently begun to play a significant role.
Thisis due, in part, to the initially low professiona capacity of the regulators’ staff. Independence is
very important, and is related mainly to the professional status of the top staff, as well as on autonomy
concerning budget. It was also stressed that media and telecom regulators are separate, and that
operations are co-ordinated within the competition authority. Serbia expressed concerns over the
possibility of achieving independence of sectoral regulators in poor countries. The need to learn from
CEE and Western countries was also stressed.

Session 4. | ndependence and financing of regulatory authorities

This session discussed how to ensure the independence of regulatory authorities. Independence
needs to be established both in relation to political power and to specific economic interests of the
regulated firms and entities. It can be achieved in different administrative cultures, and under various
constitutional constraints and ways of delegating power across government agencies. It involves
creating legal rules for the governance of regulators, such as nominations, presence of a board, statute
and pay schemes, and also the financing arrangements of these regulators. The risk of capture from
specific interests also needs to be addressed as existing or past monopolistic enterprises may carry
strong political weight.

Prof. Marie-Anne Frison-Roche, Institute of Political Studies (France), emphasised that sectoral
regulators are quite unusual for France, as there is no tradition of independent regulators. The first
sectoral regulator was the Financia Securities and Exchange Commission, established in 1967, but it
was the economic liberalisation processes that allowed sectoral regulators to become institutionalised,
as well as to establish a proper independent competition authority in 1986. Sectoral regulators now
exist for telecoms, electricity, competition and media, among others. Chairmen of independent
regulators are appointed by the President, the Senate or the Parliament, dismissal is not possible, and
the mandate is non-renewable. The governing authority is a board rather than a single person.
Independent regulators’ decisions can be amended only by courts. To enhance independence, it is
important that the regulator has legal personality. The first regulator that will have such status will be
the Financial Regulatory Authority, has been established by law in 2003. The budget of the regulator
can be part of the total budget of the state or can come from taxes imposed on regulated firms. The
telecom regulator has the right to levy fees, but in practice its budget comes from the government. The
freedom to allocate the budget, on the other hand, is comparable to that of private firms, so that
regulators can, for example, hire professionals at the same salary level as the private sector.

Mr. Lasd6 Balogh, Financial Services Authority (Hungary), stressed that before 1999, the
Hungarian financial supervision was characterised by a high level of fragmentation, with several levels
of operative independence, appeals against decisions, different approaches to regulation and poor co-
ordination. The establishment of a single regulator was organised to promote an efficient and coherent
supervision of the financial sector. An effort was also made to comply with new international
standards such as those developed in the Financial Stability Forum, the Basde committees, IAIS and
IOSCO. The basic objectives of the Financia Services Authority are a smooth functioning of market
operations, consumer protection, establishing market confidence, enhancing transparency and fighting
crime. Independence of the regulator is ensured by having an independently elected president, with a
six-year renewable term, and by budgetary, administrative and regulatory autonomy. Accountability
and transparency are promoted through regular reporting to the government and control by the audit
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office, and new steps will include the establishment of a supervisory council as well as reporting to
parliamentary commissions.

Mr. Jarosdaw Vitek, Energy Regulatory Office (Czech Republic), explained that the energy
regulator was established in 2001 in order to promote competition and consumer protection. Its
independence is low, as it belongs to the central state administration, and its revenues depend on the
annua budgetary income of the government. The Chairman is appointed by the government for five
years, and can be dismissed only under specific conditions. The energy regulator is currently advising
the government about the type of relationship it should have with the government.

Mr. Mindert Mulder, Independent Post and Telecommunications Authority (OPTA)
(Netherlands), discussed how independent regulators can promote competition. Effective regulatory
reform requires a mix of rules that provide the right incentives to the market and a good governance
model, including independent and accountable regulators. OPTA was established in 1997 and consists
of a commission appointed by the ministry for a fixed term. Appointments are based on merit, and
dismissal is possible only in specia cases. OPTA is a separate ingtitution which employs its own staff
and has its own budget, which must be approved by the ministry. It publishes an annual report plus a
number of strategic notes on future actions. Its duties include supervising the main aspects of telecom
regulation and an advocacy role as well as provides an expert opinion on draft legislation. While the
ministry cannot interfere with individual decisions, it may issue policy guidelines. Court review is the
main check on OPTA activities, but may slow down the decision-making process. Furthermore, judges
often lack the necessary competence on competition matters.

The discussion revolved around four main issues. Firgtly, the relationship between independence
and the transparency of decison-making was addressed. Transparency is seen as enhancing
independence, and improving the clarity of the objectives of the regulator is thus important. It is also
important that the regulator announces action plans on a regular basis. Secondly, the appropriateness
of a single framework for al independent regulators was also discussed. In France, for example,
regulators are very similar despite the lack of a common blueprint, and in the Netherlands all
regul atory authorities tend to require expertise for senior staff.

The third issue was the co-ordination between sectoral regulators and competition authorities. In
France, sectora regulators report relevant information to the competition authority, which in turn may
ask their advice. In Hungary, a memorandum of understanding exists between the competition and
financial authorities, but so far there have not been many cases where co-ordination was needed. In the
Netherlands, on the other hand, there are plans for merging telecom and competition regulators.
Fourthly, the procedures of appealing to courts were discussed. No single model exists. In France,
there is a single specidised judicial court for al regulators, which is not part of the regular
administrative court system. In Czech energy regulation, on the other hand, the first step is appealing
to the regulator’s chairman. Appeals can then be directed to the administrative or civil court and finally
to the congtitutional court. This will not change under the new framework. The last issue was the
independence of regulators from the regulated industry. Here, it was argued that multi-sector
regulators can more effectively insulated from industry influence than sector-specific agencies.

Session 5. Balancing independence with accountability

This session discussed the challenge of balancing regulators’ independence with accountability.
This requires establishing a dialogue between the regulatory authority and politically accountable,
elected officials. At the same time, independent regulators themselves need to be accountable and
responsible to the policy objectives which initially justified their establishment. This can be obtained
in various ways, through due process procedures, public consultation and reporting, by allowing for
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appropriate appeal mechanisms to the courts, and even through instituting a direct dialogue with the
Parliament. Accountability can also be ensured through performance assessment. National audit
offices or international comparisons aso contribute to assessing the performance of independent
regulators.

Mr. Simon Oates, Department of Trade and Industry (United Kingdom), discussed a number of
ex ante and ex post mechanisms to enforce and assess the accountability of regulators. Operational
accountability refers to the fact that regulators are responsible for their decisions and is enforced
through appeals procedures, through transparency instruments such as consultations, briefings, and
regulatory impact anaysis, through consumer representation in statutory consumer councils, and
through corporate governance instruments. The assessment of performance represents another
mechanism ensuring accountability under which the output of the regulators is judged againgt their
statutory objectives. The regulators themselves provide a self-evaluation in their annua reports. In
addition, parliamentary scrutiny can also be exercised through specific committees. Further, the
National Audit Office examines the performance of regulators in terms of economy, efficiency, and
effectiveness. Finally, the Better Regulation Taskforce, which is an independent advisory body, also
keeps an eye on regulators’ activities.

Mr. Vassilios Kondylis, Hellenic Committee of the Telecommunications and Post (Greece),
described how the independence of Greek regulators is balanced against accountability. Independent
regulators are a new institutional form in Greece, whose legal status was clarified only in 2001 by a
constitutional revision. Independence has two components. Functional independence is ensured as
regulators are bound only by the Constitution and EC and Greek laws, but not by ministerial
instructions. In addition, they usually have administrative and financial autonomy with their own staff
and budget. Personal independence, on the other hand, derives from the fact that members of
regulators are protected from influence from both elected politicians and regulated firms. The
government does not exercise any form of direct control or supervision on regulators, although it has
the power to introduce rules on their internal functioning. Regulators are accountable to Parliament
through annual reports that must be approved by a special permanent parliamentary committee.
Parliamentary control consists also of its power to appoint regulators’ members and of the option to
revise the statutes of those regulators that are not constitutionally recognised. Finally, regulators are
also kept accountable through judicial control and through transparency mechanisms such as public
consultations.

Ms. Alexandra Stepnowska, Office of Telecommunications and Post Regulation (Poland),
explained that the Polish telecommunications and post regulator is legally separated from both
regulated operators and ministries. Its president is appointed by the Prime Minister on the basis of a
motion of the Minister of Infrastructure, who is competent for telecommunications. Dismissal is
possible but only if strict conditions are fulfilled. The budget of the regulator is part of the genera
state budget but can be administered autonomously. Accountability is ensured through reports to the
Prime Minister, the obligation to answer questions from the Parliament and through severa
publications, including annual reports and a periodica bulletin. Decisions can be appealed in
administrative procedure.

The discussion addressed three main issues linked to independence and accountability. The first
was parliamentary scrutiny, for which there was a concern for the capacity of parliamentary
committees to do their job properly, both in terms of the attention paid to supervisory issues and
expertise. The second issue was how independence can be achieved in terns of human and financial
resources. It was stressed that the independence of lower-level staff is asimportant as that of the head
of the regulator. A difference also exists between formal and actual independence. The third point was
linked to accountability mechanisms, and more precisely to the extent to which these may prevent
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regulators to work efficiently. On the one hand, a concern was expressed that accountability
requirements might give regulators incentives to act in a populist manner. On the other hand, questions
were raised concerning the effects of strict accountability mechanisms such as appeals, as well as
coordination with competition authorities, on the capacity of regulators to act timely. Furthermore, the
accessibility of consultation and appeal mechanisms was discussed. It seems that consumers usualy
underutilise appeal's, even when they have the right to do so.

Session 6. Preparation of regulatory reform action plans

During this session, SEE countries discussed the preparation of Regulatory Reform Action Plans.
The region has invested heavily in improving efficiency, transparency and accountability of the
regulatory reform regime. Relative to other aspects of the transition process, however, state reform for
rebuilding its regulatory capacities has been lacking. The process needs to be accelerated, and the
session discussed how this can be done in the framework of the 2003/2004 Work Programme of the
Regulatory Governance Initiative (RGI).

Mr. Josef Konvitz, Regulatory Management and Reform (OECD), presented the main issues and
problems related to the work program of the RGI. Several difficulties are associated with reforms,
including the fact that benefits are expected in the long term, while resistances have to be overcome in
the short term. To achieve this, commitment by political leaders, for example in the form of a
ministerial declaration, is essential. They have to communicate a clear sense of the direction that is to
be taken as well as short-term objectives and plans. A step in this direction would be the preparation
and implementation of Action Plan, which will define measurable and pragmatic short-term objectives
for regulatory reform agendas in individual SEE countries. Two further regional seminars will take
place during 2003 and the first half of 2004. A seminar on Barriers to Business Creation and
Development is expected to be organised at the end of 2003, while a second seminar on Reforming
Administrative and Judiciary Environment should take place in the first half of 2004.

In its role as the regional co-chair of the Investment Compact, Romania stressed that high-level
political support is needed to accelerate the reform process in SEE countries. The Romanian delegate
proposed to establish a Steering Group on Regulatory Governance, which will include representatives
from al SEE countries, business sector representatives, investment agencies, donors and the
international community. The Steering Group prepare for the 2004 Ministerial Meeting of the
Investment Compact, which is expected have regulatory governance as a main issue. The preparation,
implementation and monitoring of Regulatory Governance Action Plans, which will signa the
commitment of the region to improve the regulatory environment facing foreign and domestic
investors, will be an essential part of this process. Romania proposed to host the next RGI seminar and
the first meeting of the Steering group both of which will take place in December 2003.

All represented countries welcomed this initiative. Serbia stressed that it is time to move forward
in this area, and that ministerial support is needed aso to gather a larger number of representatives at
meetings. This statement was supported by Bosnia & Herzegovina. Slovenia added that in some
countries, governments do not realise the importance of regulatory reform issues, and some pressureis
therefore needed to push them to act. Albania highlighted that regional co-operation is essential and
strongly supported the idea of a formal ministerial commitment. Greece expressed its support for the
initiative, and advised that the action plan include clear evaluation instruments and be developed in
advance of the ministerial declaration. It was also suggested to include decentralisation as part of the
seminar on the reform of the legal and administrative environment. Croatia stressed the need to more
fully include expertise from academia. Mr. Konvitz closed the discussion emphasising that the RGI
fully supports the Romanian proposal and will work in co-operation with SEE government
representatives to prepare for their future regulatory governance agenda.
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Session 7. Regulators and competition authorities

The transition to a market economy requires a number of ingtitutional changes in order to
encourage competition in network industries. However, even if these markets are restructured in
favour of competition, and market entry is liberalised, competition is not necessarily guaranteed. The
networks at the core of many network industries (e.g. the transmission and local distribution grids in
electricity and natural gas) possess significant, durable market power. This session explored the pros
and cons of various ingtitutiona approaches to providing both regulation and competition law
enforcement. The need to coordinate the work of regulators and competition authorities was discussed,
especialy in situations where regulation and competition law enforcement functions are split between
them.

Mr. Gary Hewitt, Competition Division (OECD), provided an overview of the different
ingtitutional options for the relationship between regulators and competition authorities. He stressed
that competition is difficult to introduce and maintain in an industry where the firm with substantial
market power is aso verticaly integrated, so that its competitors are dependent on it. In such a
context, the four main functions of regulation are retail price regulation, access regulation, technical
regulation and competition protection. The question is how these functions should be allocated among
regulators and competition authorities. Three main models can be identified. The first involves a full
division of labour, namely separating the regulatory from the competition protection functions. This
solution has the advantage to include consistent application of competition law and appropriate skills
to carry out ongoing ex ante regulation. Its drawbacks are the necessity for the competition authority
and the regulator to co-ordinate and the risk of redundancy in sectoral expertise.

The second model combines regulation and competition protections in a single agency and comes
in two variants. In the first, the regulator does everything, while in the second the competition
authority is in charge of both regulation and competition protection. The choice between these two
options depends on the prospects for full competition in the regulated sector. In the last model, the
regulator and the competition authority have concurrent powers to apply competition law. Some
competition among regulators could prove beneficial, but more legal uncertainty is introduced. A final
issue was the choice between single-sector and multiple-sector regulators. The latter option seems to
have a number of advantages over the former.

Mr. Alberto Heimler, Autorita Garante della Concorrenza e del Mercato (Italy), advanced that
one of the main distinctions between regulators and competition authorities is that the former carry out
ex ante regulation, while the latter are mostly concerned with ex post regulation. In addition,
competition authorities decide on a case by case basis ex post, while regulators develop general
regulations ex ante. Two tradeoffs between independence and political accountability and between
independence and expertise can be identified. These are unequally relevant for regulators and
competition authorities. For the latter, independence (supplemented with judicial review) is al that is
needed, as authorities apply precise laws on a case by case basis, and when political decisions are
needed, they should be taken directly by the ministry. For regulators, on the other hand, independence
should be accompanied by stronger accountability mechanisms, as they pursue multiple objectives
among which trade-offs exist. Regulators and competition authorities should be kept separate, because
the nature of regulation and the kind of expertise required are different. Co-operation is however very
important. In Italy, the relationship between regulators and competition authorities is characterised by
functional separation (with the exception of the Bank of Italy for banking supervision) and bilateral
co-operation, though thisis not stated by law.

Mr. Andrg Plahutnik, Competition Authority (Slovenia), emphasised the congraints of small
countries in which the necessary resources cannot always be found. Three elements are important.
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First, the legal framework must be clear, non discriminatory and user-friendly. Second, capacity-
building is a critical issue, but regulators should start their activities even with insufficient resources.
Thirdly, implementation should be transparent and without exemptions. Separation is needed between
competition authorities and sectoral regulators. The former should have competencies over all sectors,
while the latter should deal with technica matters. Mr. Tibor Szanto, Competition Authority
(Hungary), explained that the Hungarian competition authority is independent and enforces
competition law across al sectors. It played a role in the building of sectoral regulators, notably
through competition advocacy. Thereis afull division of tasks between regulators and the competition
authority. As goals are partly similar, however, competencies overlap to a certain extent, which makes
co-operation essential.

Mr. Mindert Mulder, Independent Post and Telecommunications Authority (OPTA)
(Netherlands), shortly presented the Dutch experience, which is particular in that a merger between the
OPTA and the competition authority is planned. So far, the two regulators have co-operated but it is
difficult, for example, to mobilise competition instruments when telecom law is insufficient so that
this involves many transaction costs. In the new organisation, a single regulator will exist but with
several distinct units.

In the following discussion, a maor point was the insistence on the fact that no single best
solution exists. In particular, even though sectoral regulators may be unwilling to roll back regulation
when full competition is achieved and thus giving all powers to the competition authority, keeping the
sectoral regulators may have some advantages. However, the process of establishing sectoral
regulators has only just started in many SEE countries and arguments of this kind are still too nascent.
At early stages of regulatory reform, such as in SEE countries, competition authorities are often too
weak to bring competition to the market in these specific sectors, so that sectoral regulators are
needed. In a more mature and competitive market, however, a rationale might exist in favour of a
single regulatory unit with a single approach and culture to foster competition. There, competition
authorities might be in a better position to avoid unnecessary regulation.
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AGENDA

Thursday 12 June, 2003
Chair

Mr. Panagiotis Karkatsoulis, Ministry of the Interior, Public Administration and
Decentralisation (Greece)

9:00-9:30
Registration
9:30-10:00

Welcome by Mr. Jaromir Privratsky, Ministry of Foreign Affairs (Czech Republic)

Introduction by the Chairman Mr. Panagiotis Karkatsoulis

Opening statement by Mr. Josef Konvitz, Regulatory Management and Reform (OECD)
10:00-12:30

Session 1: The challenges of ensuring privatisation and market competition in public utilities

Privatisation and liberalisation are the first steps in moving to a modernised regulatory framework.
This has been the experience in many OECD countries, including transition countries such as Poland,
Hungary, Slovenia and the Czech Republic, as well as many SEE countries. The first stage is often
corporatisation, which involves separating the policy-making process of the government from the
operation of services, through the establishment of state-owned entities, and then operating these state-
owned companies in a commercial way using market prices and reducing cross-subsidies. This needs
to be accompanied by a national strategy, such as a nationa energy policy or a nationa strategy for
developing telecommunications, and a clear legal framework with commercial law. A market setting
needs to be established before privatisation can be properly implemented. This may involve vertical
and horizontal splitsin fully integrated monopoly network infrastructure industries inherited from the
past, and establishing institutions that properly ensure competition and consumer protection. This also
requires establishing a stable and transparent climate for investment supported by transparent
processes and public consultation.

Speakers:
e Ms. Maria Vagliasindi, European Bank for Reconstruction and Development (EBRD)
e Mr. Pawd Calski, Treasury Department (Poland)
e Mr. Charles Kovacs, Business and Industry Advisory Committee to the OECD (BIAC)
e Mr. Robin Simpson, Consumers International (United Kingdom)

A coffee break will be organised at the Chairman’sdiscretion
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12:30-14:00
Lunch
14:00 —-16:00

Session 2: Setting up independent regulators. Addressing institutional design issues in a
coherent policy framework

An open market framework requires building a new institutional infrastructure, with new
arrangements for public governance, clarifying the various roles of the government. Rule making and
policy development remain the core remit of the ministries while the enforcement of regulation is
devolved to an independent regulator. The provision of servicesis then secured through independent
commercial companies. Setting up sectora regulatorsis one of the key and most difficult challenges to
accomplish this process. These regulators need to be integrated within a supportive political, economic
and social environment. They will need to be given specific powers, and the opportunity to be truly
independent, while still remaining accountable to the broader policy framework. The general setting of
the framework needs also to take into account the current status of European regulation (“Acquis
Communautaire”).

Speakers:

e Mr.Stéphane Jacobzone, Regulatory Management and Reform (OECD)

e Mr. Chrigtian Hocepied, DG Competition Unit (European Commission)

e Mr. Daniel Trnka, Unit for Co-ordination of Regulatory Reform and Reform of Central State
Administration (Czech Republic)

e Mr. Marian Slifierz, Energy Regulatory Authority (Poland)

16:00 — 16:30

Coffee break

16:30-18:00

Session 3: Country experience roundtable

Government representatives from SEE countries are invited to give reference to progress in
modernising the regulatory framework in their country with regards to establishing sectoral regulators

in network industries. In particular, country delegates could give reference to:

e What has been your country’s experience in establishing independent regulatory authorities in
network industries and financial services?

e How have the issues of independence and accountability been referred to?

e What concrete steps have been made to ensure transparency, consistency and due process in
regulating utilitiesin order to foster private investment?

e What incentives have been given to competition, market opening, while ensuring consumer
protection?

18:00 Closing of the day by Mr. Panagiotis Karkatsoulis

Cocktail to be held at the Staropramen Brewery
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Friday 13 June, 2003
Chair
Mr. Alberto Heimler, Autorita Garante Della Concorranza e del Mercato (Italy)
9:00 —10:45
Session 4: Independence and financing of sectoral regulators

Ensuring the effective independence of regulatory authorities is a challenge. Independence needs to be
established both in relation to the political power and to the specific economic interests of the
regulated firms. Independence can be achieved in different administrative cultures, and under various
constitutional constraints and ways of delegating power across government agencies. It involves
creating legal rules for the governance of regulators, such as: nominations, presence of a board, statute
and pay schemes, and aso the financing arrangements of these regulators. The risk of capture from
specific interests also needs to be addressed as existing or past monopolistic enterprises may carry
strong political weight.

Speakers:
e Prof. Marie-Anne Frison-Rache, Institut d’ Etudes Politiques de Paris (France)
e Mr. L&sd6 Balogh, Financial Services Authority (Hungary)
e Mr. Jarodav Vitek, Energy Regulatory Office (Czech Republic)
e Mr. Mindert Mulder, Independent Post and Telecommunications Authority, OPTA
(Netherlands)
10:45-11:00
Coffee break
11:00-12:30

Session 5: Balancing independence with accountability

Setting up independent regulators involves balancing independence with accountability, as politically
accountable ministries will have to forego certain powers. This balancing also requires establishing a
dialogue between the regulatory authority and politically accountable, elected officials. At the same
time, independent regulators themselves need to be accountable and responsible to the policy
objectives, which initialy justified their establishment. This can be obtained in various ways, through
due process procedures, public consultation and reporting, by allowing for appropriate appeal
mechanisms to the courts, and even through ingtituting a direct dialogue with the Parliament.
Accountability can also be ensured through performance assessment. National audit offices or
international comparisons also contribute to assessing the performance of independent regulators.

Speakers:

e Mr. Simon Oates, Department of Trade and Industry (United Kingdom)

e Mr. Vassilios Kondylis, Hellenic Committee of the Telecommunications and the Post
(Greece)

e Ms. Aleksandra Stepnowska, Office of Telecommunications and Post Regulation (Poland)
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12:30-13:45

Lunch

13:45-14:30

Session 6: Preparation of Regulatory Reform Action Plans

The session will encourage governments in South East Europe to discuss the preparation of regulatory
reform Action Plans. The region has invested heavily in improving efficiency, transparency and
accountability of the regulatory reform regime. Relative to other aspects of the transition process,
however, state reform for rebuilding its regulatory capacities has been lacking. The process needs to be
accelerated, and the 2003/2004 Work Programme of the RGI will be discussed.

Speakers:
e Mr. Josef Konvitz (OECD)
14:30—-14:45
Coffee break
14:45-16:45
Session 7: Regulators and competition authorities

As discussed in the introductory session, the transition to a market economy requires a number of
ingtitutional changes in order to encourage competition in network infrastructure industries. However,
even if network infrastructure markets are restructured to favour competition, and market entry is
liberalised, competition is not necessarily guaranteed. The networks at the core of many infrastructure
industries (e.g. the transmission and local distribution grids in electricity and natural gas) possess
significant, durable market power. Where thisis the case, well targeted regulation can be implemented
to ensure that prices are kept in line with costs and to provide incentives to lower these costs over
time.

This session focuses on exploring the pros and cons of various ingtitutional approaches to
providing both regulation and competition law enforcement. The session discusses the need to co-
ordinate the work of regulators and competition authorities in situations where regulation and
competition law enforcement functions are split between them, and also how to ensure efficient co-
operation between the two types of institutions from a government-wide perspective. The session will
offer practical examples of how of such relationships can be organised.

Speakers:
e Mr. Gary Hewitt, Competition Division (OECD)
e Mr. Alberto Heimler, Autorita Garante Della Concorranza e del Mercato (Italy)
e Mr. Andreg Plahutnik, Competition Authority (Slovenia)
e Mr. Tibor Szanto, Competition Authority (Hungary)

16:45  Closing of the seminar by Mr. Alberto Heimler
Closing remark by Mr. Daniel Trnka
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Chief of Sector

Ministry of Economy

Privatisation Department of Strategic Sectors
Bul. Zhan D’Ark, No.3
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Albania

Tel : +355 4 364 610
Fax : +355 4 226 785
Email : imalo@minek.gov.al

Ms. Cela ARJANA
Specialist

Ministry of Economy
Competition Department
Bul. Zhan D'Ark, No.3
Tirana

Albania

Tel : +355 4 364 610 ext 156
Fax : +335 4 226 785
Email : acela@minek.gov.a
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Assistant Minister

Ministry of Foreign Trade and Economic Relations
Sector for Foreign Trade Policy and FDI
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Bosnia and Herzegovina
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- Senior Research Fellow
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International Economics & Politics
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Czech Republic Mr. Jaromir PRIVRATSKY
Director General

Sector of Multilateral Relations
Ministry of Foreign Affairs
112 20 Prague 1

Czech Republic

Mr. Jiri MAREK

Director

Ministry of the Interior

Modernisation of Public Administration Department
U Obecniho Domu 3

112 20 Prague 1

Czech Republic

Tel : +420 974 846 347
Fax : +420 974 846 356
Email : jmarek@csu.notes.cz

Ms. Romana HULKOVA

Head of Unit

Ministry of the Interior

Modernisation of Central State Administration
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112 20 Prague 1

Czech Republic
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Ms. Jana LUHANOVA

Legal Officer
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Czech Republic
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Mr. Vladimir MATOUSEK
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Czech Republic
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Email : matousek.vladimir@cmkos.cz
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Administrative Advisor

Ministry of the Interior

Unit of Modernisation of Central State Administration
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Czech Republic

Tel : +420 974 886 603
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Email : steinst@mvcr.cz

Mr. Daniel TRNKA

Government Advisor

Office of the Government of the Czech Republic

Unit for Co-ordination of Regulatory Reform and Reform of
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Ministry of Foreign Affairs
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Regulatory Policy Challengesin Utilities acr oss SEE
Ms. Maria Vagliasindi, European Bank for Reconstruction and Development (EBRD)”

The appropriateness of the regulatory rules in public utilities, such as telecommunication,
electricity, water and transport, can matter enormously, removing one significant obstacle to the
devel opment to the growth and expansion of business, as well as to regional trade and integration. The
establishment of an appropriate regulatory framework is particularly relevant for countries belonging
to South and Eastern Europe (SEE). Many countries in the region are still in the process of
overcoming the severe infrastructure bottlenecks caused by war conflicts and inadequate maintenance
that have characterised the region. The development of predictable and transparent regulatory
frameworks would ensure users' access to competitively priced and high quality services, as well as
engender investment in infrastructure sectors.

The current regulations and their enforcement across SEE do not appear fully reflect recent
international trends towards increasingly pro-competition rules, unbundling of services and more open
entry. To create the appropriate incentives in these directions, a priority is to de-monopolise and
privatise the existing public utilities and introduce competitive forces where “natura” monopoly
conditions no longer exist, with appropriate regulation limited to those areas where competition alone
is not able to generate desirable outcomes.

This requires embarking in a set of broad reforms, including privatisation, competition and
regulatory rules. Utilities privatisation has proven to be an effective means of attracting private
investors and, importantly, a way of attracting foreign direct investment (FDI), particularly when
privatisation has occurred through the selection of a strategic investor by open international tenders.
Some of the arguments for private ownership — such as the need to access capital to meet growing
demand and improve quality of service — are even stronger in SEE, and the discipline provided by
private ownership is even more needed. The scale of losses and non-collection in some of the utilities
sectors (particularly the energy sector) is very high. A private firm owned or managed by a foreign
strategic investor will have a stronger incentive to enforce payments discipline. It will aso have the
technical knowledge and finance required for essential metering programmes, computerisation of
billing and other measures that can help improve payments performance.

The specific regulatory regime that is adopted for privatised utilities encompasses severa forms
of regulation. The establishment of an independent regulator is a key regulatory challenge vital for the
settling of market disputes and policy and other regulatory issues. If the regulator is not independent,
the government is still able to interfere even if the network utility is privatised. Network industries are
typically capital intensive and the needed investment is sector specific; that is, it cannot easily re-
allocated and can be viewed as ‘sunk’. As a consequence, afair return on capital is guaranteed only if
the private investment plan for the utility is successfully implemented over sufficiently long time
horizons that permit the private owner to recoup the sunk investment. This requires as a precondition
the existence of a stable regulatory framework. Insecurity, lack of transparency and predictability
represent critical problems that could potentially deter investment. Institutional reforms are needed to
support private investment through a system of credible and effective regulation. Few countries across

Maria Vagliasindi, Principal Economist, Office of the Chief Economist, European Bank for
Reconstruction and Development, One Exchange Square, London EC2A 2JN, United Kingdom, Tel:
+44 20 73387213, Fax: +44 20 73386110, Email: vagliasm@ebrd.com. The view and opinions
expressed in the chapter are those of the author. They do not necessarily represent the views and
opinions of the European Bank for Reconstruction and Development.
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SEE have set up independent regulatory agencies and even when such agencies have been established
thereis alack of awareness of their existence and their effectiveness.

In the absence of competition, regulation is needed to provide incentives for productive and
allocative efficiency, passing benefits on to consumers. However, regulation simply cannot replicate
all the pressures of the market and it is unreaistic to expect it to do so. Competition has brought
dramatic changes though reduced tariffs and introduction of new services. companies discover and
provide what customers want. For instance, industrial customers have secured customised metering
and hilling arrangements. To be successful in enhancing competition, privatisation requires a number
of complementary ingtitutional changes, including restructuring to create scope for competition,
including unbundling. There are aso a number of regulatory reforms needed to ensure effective
competition. Interconnection is acritical one. If the regulator fails to understand interconnection it can
distort market entry signas, invalidate investments and alow/encourage the abuse of dominant
positions to the detriment of consumers. In most cases, access liberalisation has taken the form of
regulated Third Party Access (TPA); that is, alegal obligation to provide network access under non-
discriminatory conditions. Regulated TPA is necessary to dlow entry of new operators into a
competitive market, as well as to allow consumer choice of supplier. Without regulated TPA,
liberdisation of entry and termination of legal monopoly status is unlikely to lead to actual entry as
potential entrants face hold-up costs, due to discriminatory rates or contracting hurdles directed at
entrants by incumbents. Similarly, without regulated TPA, legal provisions for consumer choice of
supplier will not result in actual consumer choice; the lack of entry by new operators means that
consumer options are not expanded; even legally unconstrained consumers will continue to contract
with incumbent suppliers.

The ideal sequencing of reforms embraced by the most reform-minded government in the region
is to set in place an adequate regulatory framework before privatising utilities, as well as using
privatisation to design the most appropriate market structure, introducing competition as early as
possible in the process.
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Privatisation in Public Utilitiesin the Polish
Energy Sector — Achievements and Plans

Mr. Pawel Calski, Ministry of the Treasury (Poland)
Privatisation Objectives

Implementation of the state privatisation policy will lead to completion of the core ownership
transformation processes in the Polish economy by 2005 making the ownership structure of our
country more similar to that of EU member states, where public ownership remains at the level of 10 —
20 per cent. The primary goals of the privatisation policy in 2003 and next year is to increase
effectiveness of privatised entities, improve their competitiveness, support restructuring processes and
work on development of the capital market.

The power sector

The electricity sector has seen considerable changes since 1989 when reform and
commercialisation began. It was then owned by the Treasury and managed jointly with the coal sector.
Reform started with the separation of electricity from coal issues, the removal of regulatory functions
to the (how) Ministry of the Economy, the creation of around 40 joint stock companies for generation
and 33 distribution companies, and the reorientation of international grid connections from Eastern to
Western Europe. Grid management and system operation were vested in the Polish Power Grid
Company (PSE) which became the “single buyer” for the sector. A substantial investment programme
followed to update old, inefficient and heavily polluting plant.

A power exchange has been set up: the Polish Power Exchange (PPX) started operation in July
2000 as a voluntary market following the (Scandinavian) Nordpool model. Potential participants
include the 36 generators, 33 distribution companies, 41 licenced traders and eligible customers under
the liberalisation schedule. PPX is owned by the Treasury and others including the PSE. The market
operates on a next day basis, with 24 markets corresponding to each one hour time period for the next
day. A futures market commenced in 2001, although trading has so far been relatively limited, and
also there are plans to start a current day market. The volume of electricity that can be traded through
the exchange amounts to 30%

On April 2, 2002 the Council of Ministers adopted the document ,,Implementation estimate and
correction of Assumptions of the Polish energy policy until 2020” . The consolidation and privatisation
program for the sector, elaborated by the Ministry of the Treasury, envisages:

e  Consolidation of lignite mines with lignite-fuelled power plants such as Belchatow and Turdw or
Opole power plant (hard coal-fuelled),

e Transformation of the already existing Southern Power Company (Potudniowy Koncern
Energetyczny S.A.) into the Polish Power Company (Polski Koncern Energetyczny S.A.) through
contribution of the Dolna Odra S.A. power plant and thermal power plants: Gorzow S.A., Lodz
SA.and Tychy SA.,

e Consolidation of distribution companies in order to establish competitive entities. The launch of
privatisation in distribution companies will depend on prior privatisation of the generation sub-
sector companies. Establishment of regional distribution groups is envisaged in the distribution
sub-sector. The Ministry of the Treasury will conduct successive privatisation of new companies
created as a result of distribution companies consolidation,
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e  Separation of electricity trading from distribution companiesin the form of subsidiaries,

e Privatisation of generators and groups of distributors by sale of majority Treasury blocks of
shares (public offering — | stage — minority blocks of shares).

The gas sector

The lines for changes in the gas sector have been outlined in the government document
“Implementation Estimate and Correction of Assumptions of the Polish Energy Policy until 2020".

On August 13, 2002, the Council of Ministers adopted the ,Restructuring and privatisation
program for the gas sector” elaborated by the Ministry of the Treasury. The program defines the
»border conditions” for solutions in particular spheres of the sector:

e PGNiG SA. (Polish Qil and Gas Company) will be the entity responsible for gas transmission,
warehousing and bulk trading, as well asfor servicing of the long-term contracts,

e not later than in 2004, a minority block of sharesin PGNiG S.A. will be made available by way
of public offering to individua investors and long-term institutional investors on the Warsaw
Stock Exchange and/or foreign capital markets through a share offer and / or capital expansion;

e activity in the area of gas distribution and retail trading will be conducted by six distribution
companies separated from PGNiG S.A. structures,

Oil and fuel sector

Ownership transformation in the Polish oil and fuel sector are implemented in accordance with
the , Restructuring and privatisation program of the oil sector” verified by the Government in
September 2002.

The primary goal of the oil sector restructuring and privatisation remains strengthening of the
market position of entities from that sector, ensuring their long-term sustainable growth and providing
national energy security while protecting consumers interests. Development of the Polish
petrochemica industry, providing raw material for the Polish bulk chemicals sector has become a
priority in that process. The Program will provide detailed solutions for particular companies from the
sector, including the ownership transformation methods and timetables. The basic role of Nafta Polska
S.A. is to supervise restructuring processes, conduct privatisation of entities sector-wise and market
monitoring.

Taking into consideration the advancement of privatisation processes in Rafineria Gdanska S.A.,

the decision regarding the future of RG S.A. and determination of the chemical sector strategy will
allow to make final resolutions concerning further privatisation of PKN Orlen S.A.

39



Business Per spectives on the Privatisation of Public Utilitiesand Network Industries

Mr. Charles Kovacs, Business and | ndustry Advisory Committee to the OECD (BIAC)

Top determinants of FDI

Market Size 68%
Political Stability A

GDP Growth 61%

Regulatory
Environment

58%
Profit Repatriation 57%

Macroeconomic

Stability 53%
GDP Size 49%

Quality of Business
Infrastructure

48%

Competitor Presence 42%

Cost/Quality of Labor 399,

Source: FDI Confidence Indes, December 1998, A.T. Kearney

Main Elements of Business Cost M odel for | nvestment Decisions

Purchase Price/Cost of Investment

Cost of Financing

Taxation*

Vaue of Incentives*

Assumed Cost Impact of Identified Risks*
Operational Costs*

Raw Materias

Labor

Logistics, Utilities, etc.

(* Decided or greatly influenced by Host Government)



Main Characteristics of Public Utilities

e  Stable Technology

e Usualy very expensive
e Single Delivery

e Highly regulated

Investor Concerns

e Stable Returns

e Regulatory Criteria- Predictability
e Nature of Regulator

e Ministeria

e Independent

e  Prospects for Competition

Main Characteristics of Networ k Utilities

e Rapidly evolving Technology
e Lower Cost of Entry
e Multiple Delivery

e Lessrigid Regulatory Environment
Investor Concerns

e High Returns
e Regulators Attitude towards New Entrants

e Feesand Taxes
Investors Check List for Evaluating Regulatory Environment

e Extent of Consultation in Drafting and on Implementation of Rules
e  Extent of Transparency

e Explicit or hidden Political Agendas

e  Propensity towards Sudden Changes

e Clarity of Regulations

e Cost of Compliance with Regulations

e Fairness, “Level Playing Field” issues
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The Challenges of Ensuring Privatisation and Market Competition in Public Utilities
Mr. Robin Simpson, Consumers I nternational
I ntroduction

| have named my presentation: “The challenges of ensuring that privatisation and market
competition in public utilities bring efficient and sustainable services to all consumers at affordable
prices.” For my first thesisis that:

e Privatisation and competition are means not ends and they are limited by practicalities of the
particular sectors and sub-sectors under consideration.

My other theses are that:

e Thestructure of theindustry itself isimportant; afrequently overlooked factor

e That industry specific regulatory structures should be envisaged for the foreseeable future.
Leaving regulation of utilities to general competition offices has not been shown to be successful

e Economic efficiency and environmental sustainability measures both lead to price increasesin the
Central & Eastern European countries (CEECS) in the short run. But in the long run they will
bring benefits, particularly to the poor

Liberalisation of utilitiesis now bringing price reductions in the EU but in the CEECs it tends to
bring price increases. This apparent contradiction is due to the closer approximation of prices to costs
in the EU, whereas the CEECs have had very low priced utilities. The CIS countries had only 5% cost
recovery in the early ‘90s and the Central European countries also priced services below cost. Prices
are moving closer to costs throughout the region and the most painful part of the process may be over
for some countries (e.g. gas price rises of 50% in Sovakia in 1999). Russia envisages 100% cost
recovery by 2004 for municipa services and other sectors like Czech electricity have also been
planning full cost recovery for around now.

Gainersand losers

It is important to be realistic regarding how much domestic consumers can afford to pay, for they
are the major losers, business consumers tend to gain. Generaly, connection charges are falling as user
charges rise, bringing gains to those domestic consumers who cannot obtain connections. This has led
to the reduction of waiting lists and the corruption that goes with them, particularly in the telecoms
sector. Consumers can aso lose through over valuation of privatised companies or contracts as the
high capital costs get absorbed into user charges.

Scope for competition

Competition varies by industry and is almost impossible in the water and sewerage market. There
is scope for competition for the market through concession and lease systems, however, but contracts
must be carefully constructed and the bidding system must be transparent and competitive in what is a
very oligopolistic sector dominated by just afew EU based companies. The electricity sector has more
scope for competition, particularly the generation sector, but the EU system is not as liberal as may
appear at first sight. The gains to consumers up until 1998 in the UK were almost entirely due to
regulatory intervention, France remains a aimost tota monopoly (EDF is the world's largest utility
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company) and the German energy market is rapidly becoming concentrated with the only regulation
coming from the Federa Cartel Office. These giant companies are active in the CEECs, for example
the German electricity company RWE is dominant in the Czech gas sector. Unbundling is of key
importance in the energy sector as it separates natural monopoly from contestable markets within the
different sub-sectors.

The telecoms sector has seen major improvements in coverage in recent years. The participation
of foreign (EU) participation in Poland and Romania has not brought the improvements that were
hoped for and price levels remain high in the region due to continuing monopoly practices, which are
less and less justified in technological terms. This raises questions about the role of national
regulators. There are grounds for optimism following EU accession and the promising developments
in terms of universal service obligation in the EU. But greater competition is needed.

One mgjor lack in the EU acquisis Digtrict Heating schemes which are prevalent throughout the
CEECs, very much as monopolies. There is a major need for reform in this sector, including such
basic matters as individual accounts and physical heat controls, dispute resolution, ending the practice
of collective cut offs for individual non-payment. Some systems have gone into decline and closed.
Consumer organisations could bring practical expertise to bear in this sector.

Forward strategy

A future strategy must bring together matters of industry structure, regulatory structure, charging
systems and affordability. The EU acquis should not be too rigidly applied to industry structure. It
may be, for example, that vertical integration in electricity is justifiable in some CEECs (as the OECD
has recognised) and specia attention needs to be drawn to the specia role of mobile phones in the
region. In some CEECs, mobiles are a competing product, while in Western Europe they are an
additional product. Regulators need to have the underpinning of clear commercia law and transparent
practice and clear tie-up with competition legislation. Instances of premature privatisation and weak
regulation around the world indicate what can go wrong when the preparation has not been completed
before privatisation.

The reconciliation of cost recovery and affordability isamajor part of the charging strategy. Cost
recovery can actually release resources for cross-subsidy for universal service obligations. Cost
recovery may not necessitate major tariff increasesif it concentrates first on raising payment levels. In
order for this to happen, privileged exemptions from payment need to be reduced (such as those
allowed to civil servants and governments themselves) plus non-payment by individual consumers.
Widening the payment base will reduce the need for tariff increases. And if all consumers have to pay
something then there are greater incentives for conservation and repair. Efficiency incentives can also
reduce tariff increases. In the end however, tariff increases are likely and there needs to be specia
provision to help the poor. But the poor will be beneficiaries of improved service, as they now receive
the worst service.

Consumer participation: There is increasing consumer representation on regulatory bodies in
the region, although it is seldom on a systematic basis with the possible exception of Hungary. For it
to succeed ion the development of policy, it needs to be accompanied by technica briefings. An
interesting development is the suggested involvement of consumer organisations in tenders for public
utility concession procedures. Transparency International has also been invited. Another potential
useful role for consumersisin individual dispute resolution, Cl have proposed that specialist services
be developed in the region for such disputes. In one collective dispute, the Bulgarian Consumers
Federation has taken action against Sofia city claiming non-observance of the concession by the water
concession holder.
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Consumers of course have responsibilities. If they do not pay their bills, the services will
deteriorate further. Thereis plenty of evidence that they are prepared to pay if they find that the system
operates fairly, for example with few privileged exemptions and regulated tariffs and reasonable
profits. There is no serious evidence that consumers want something for nothing.



Setting up Independent Regulators. Palitical challenges and ingtitutional design
Lessons from the OECD experience

Stéphane Jacobzone, OECD

Setting up an independent regulator represents a policy chalenge and also raises a number of
important design issues. This presentation offers an overview of the main lessons from the OECD
experience in setting up independent regulators. The presentation is oriented to the specific challenges
faced by SEE countries, and is designed to accompany the OECD Secretariat background paper on
independent regulators in SEE countries, that was distributed at the conference.

Objectives and context

The general objective of an independent regulator is to improve economic efficiency in imperfect
markets, where only second best equilibrium can be reached due to market imperfections. The
regulator shields public intervention from short-term political and administrative influence, as well as
helps to avoid the risk of capture by specific interests. This is especialy pertinent for network and
financial industries, where strong private interests prevail, including those of (specific) investors,
unions and other stakeholders.

South Eastern European countries need a sound regulatory framework to support the privatisation
of former state-owned enterprises. Monopolistic or oligopolistic markets are dominant in network
industries or financial services. This is why it is important to strengthen market efficiency and to
protect consumers' interests. In addition, independent regulators are necessary to attract foreign direct
investment, in order to reduce the potential for conflicts of interests.

This is part of the transition from the "Owner State" to the "Regulatory State', where there is a
need to clarify the various functions of the state, as. owner of enterprises and banks; as preparing and
enforcing the genera rules;;) as well as protecting consumers in terms of quaity and good market
functioning. In this context, independent regulators contribute to reducing the conflicts of interest
within the state. As the state is often the owner of some large enterprises, which are the incumbentsin
liberalised markets, and at the same time in charge of the overall consumers’ interest, there are clearly
competing priorities within the public administrations. A solution to some of these difficultiesis to set
up independent regulators, and also to manage the state assets in separate funds, possibly attached to a
ministry that would be different from the one in charge of the policy area where independent
regulators operate.

However, independent regulators represent a challenge to the executive, parliamentary and
judiciary powers. An autonomous administrative agency is created, that is entrusted with regulatory
powers, including sanctions, licences and even some rule making capabilities. The independence of
regulators is certainly limited), as it remains always possible to change the regulatory framework by
law, albeit with a significant cost. The multiplicity of powers and functions held by certain regulators
has led some analysts to qualify them as "Governments in Miniature" due to the quasi-executive,
judiciary and rule making powers that they enjoy. Their legitimacy needs therefore to be established,
even though it cannot be ratified by-democratic majority voting.

Different approaches across sectors
Independent regulators represent a revolution for network industries in many OECD countries.

They have been set up as part of a process of corporatisation and privatisation that has taken place,
notably in Western Europe. These independent regulators existed already some time ago in the
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financial sectors, as Centra banks have often enjoyed a greater degree of independence from central
administration. It has also often been the case that financial regulators were located within the central
bank. In another crucial field, competition authorities also represent a form of independent regulatory
body, as they enforce competition law. Setting up independent regul ators has been a more recent move
in the fields of health and environment, triggered by the need to appeal to an independent and high
level of expertise, with acertain integrity and independence from the political context.

Theincreasing number of | ndependent Regulatory Bodies
in EU Member States, Norway and Switzerland

1970 1975 1980 1985 1990 1995 2000

ElectriCily e T elecOm = Financia markets — 4= Competition

Note: in many countries, agencies performing these regulatory tasks may have existed before, but not as an
independent regulatory body. Source: Gilardi, 2003.

Independent regulators now exist in most SEE countries, in most sectors. For example,
competition authorities exist in al countries, independent regulators for energy, financial services or
telecommunications also exist in a majority of these countries. However, some of these agencies are
very small, which could be a challenge to their independence, and their ability to enforce regulation
with ahigh level of expertise.

Thelegal and practical aspects of independence, including financial resour ces and staffing

Independence needs to be supported by a number of legal provisions, that would include the
design of the executive structure of the regulator, be it a single person, or aboard. A board is supposed
to ensure a greater level of independence, and also continuity in decision making, over time. It is
crucial to specify the rules for setting a term to the board or the chairman, for nominating these
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individuals, and possibly renewing their mandates. The terms need to be long enough, and the
nomination should come from the highest level of political authority. The rules for hiring and firing
are also important, as in many cases regulators can only be dismissed in cases of misconduct or
criminal action, but not for disagreeing on policy matters with the political power.

In practice, experience and the ability to overcome crises are crucial assets. In reality, the
independence of the ingtitution is influenced by the level of leadership the Chair has, and this needs to
be carefully considered when setting up an independent regulator. The crises, such as a peak in energy
prices, or difficulties on the financial markets are also often a crucial test for the regulator, to exert its
independence and leadership. The quality of the staff aso matters, but is also a function of the
financial and human resources that can be made available to the regulator to perform its mission.

The financial resources are often relatively small compared with the overall state budgets. The
use of central public funds often involves binding constraints in terms of the use of these funds, and
might lead to implicit pressures from budgeting ministries. These budgets are also accompanied with a
control by audit offices. In some sectors and some countries, however, regulators can be authorised to
receive fees and levies directly from the industry being regulated. In certain cases, the formula for
computing these fees can even be set by law, thus greatly strengthening the independence of the
regulator in practice.

Human resources are also an issue to be considered, as regulators often operate within the rules of
the civil service. They require staff with a high level of technical expertise, comparable to what is
required in the market, although some of the rules for civil service remuneration might prevent them
from offering competitive rates. In addition, finding this technical expertise might be difficult in very
small countries, which might be a strong reason for implementing multisector regulation.

The rules for avoiding conflicts of interest are also very important in reducing the risk of capture.
They might usefully derive some elements from the OECD Recommendations on the topic which have
been adopted recently. Finally, the location of the regulator might be important, in terms of offering
some distance from the palitical power. In some OECD countries, independent regulators are located
outside the capital city, even if this can aso pose difficultiesin terms of staffing.

The power s of theregulators

The powers of the regulators are directly derived from their functions, which include for
"economic" regulators, the functions of enforcing market rules, licensing, and fixing prices of access
to the Grid or to the network. These economic regulators may also perform risk management, with
inspection, control, making sure that prudential ratios for financial ingtitutions are being respected,
avoiding any rupture of service, or ensuring universal service provision.

The rule-making power is often held by the ministers, but in practice, a certain share of this
power can be delegated to independent regulators. These regulators often have a high level of
technical expertise, which enables them to define technical standards and norms. In certain countries,
this rule-making power is only exerted under the authority of the ministries, as regulators can propose
rules, which will only be enacted if endorsed by the political authorities. However, depriving
regulators from the rule-making power might create more difficulties. Regulators that would be
deprived from the rule-making power, might be tempted to exert this power through using a quasi
judicial approach, by applying the rule of precedent (as a set of precedent decisions equals arule in
practice).
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The power of sanction is a quasi judicia power, which, in the context of the separation of the
executive, rule making and judicial functions, needs to be exerted and implemented in a way that
respects rules for due process and afair and open judicial approach. The investigation function needs
to be separated from the department in charge of deciding on the sanction. The level of the sanction
needs also to be defined in a way that will deter recurrence, while remaining enforceable. The pena
law is often of limited use in the field of regulatory decisions, as it may not offer the appropriate
economic penalties/disincentives to potential violators.

The horizontal design

The horizontal design involves severa forms of coordination between regulatory bodies. The
coordination can be achieved when various regulators or regulatory bodies share a common doctrine,
have a consistent time-frame for decision making, and aso coordinate to reduce the burden of
complying with regulatory standards.) Regular meetings and public hearings can also contribute to
better coordination, while the officia request of a mandatory (and public) opinion from another
regulator also helpsto strengthen the link for fields such as "competition" or the "environment".

The relationship with competition authorities is a specia and important case, when setting up
independent regulators. Often, independent regulators have complex and conflicting objectives and
perform their tasks "ex ante"; while competition authorities have a more narrowly defined mandate,
with an "ex post" approach when enforcing the competition law (except in the case of mergers, where
pre-approval might be required).

Coordination is also enhanced via regional and international (coordination) agreements. A
number of energy groups have been created, including ERRA, CEER, and SEEREF, where regulators
in SEE countries can exchange their experiences. Similar inditutions exist also for
telecommunications. In addition, the European Union now aso has a group of "Independent
Regulators’.

Balancing I ndependence with Accountability

Balancing independence with proper mechanisms to ensure accountability is a condition of
success. regulators are "non majoritarian” institutions, which need to be supported by mechanisms to
reinforce their palitical credibility. In many cases, no explicit mechanism exists for reporting and
establishing the legitimacy of independent authorities. Therefore, they need to be implemented and
their specifications be worked out for each individual case. The possibility of being fully accountable
is aso often demanded by regulators themselves, for example through instituting the possibility of a
dialogue with Parliament.

Accountability can only be ensured via a system of checks and balances, which involve
transparency and specific procedural requirements, as well as the possibility of a being subject to a
substantia judicial review. The judicial review would involve a complex mix of expertise and
coordination, where turnaround on significant regulatory decisions should be higher, for example, for
fast-moving markets (as short delays need to be respected for significant regulatory decisions on fast-
moving markets). However, one should also avoid transforming the court in a sort of second level
regulator, if the court's decision is to be substituted to the regulator's decision.) These apped
mechanisms also depend on the judicial and legal tradition of the country, and differ in countries with
Roman or German law, where administrative courts often prevail.

Accountability can also be enforced via a direct dialogue with citizens and Parliament. An annual
report is often prepared by regulators and presented officially to Parliament or specialised
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Parliamentary Committees. Ensuring a corresponding level of technical expertise in the Parliament is
also often adifficult task, if the regulator’s decisions are to be properly discussed and scrutinised. The
dialogue with citizens can be organised via discussions with consumers’ associations or other non-
governmental organisations.

Accountability can only be ensured via high quality regulation, which might require a full
regulatory Impact Assessment (RIA) (for transparency and predictability in decision making), and is
key in obtaining private investors' confidence and recognition from the regulated Industry. The OECD
1995 criteria for high quality regulation, adopted in Council, might serve to guide countries in setting
up high quality parameters for the independent regulators.

The OECD criteriafor high quality regulation: 1995 Council Recommendation

1. Serve clearly identified goals

2. Sound legal basis

3. Benefits versus costs, considering distribution of effects

4. Minimise costs and market distortions

5. Promote innovation through market incentives

6. Clear, smple and practical for users

7. Consistent with other regulation

8. Compatible with competition trade and investment facilitating principles at
domestic and international levels

Quality needs to be assessed. This can be the case either through judicial review, or through
assessing the performance of the regulator. The performance needs to be understood in a broad
economic sense, and not only according to the use of public funds or resources following certain
standards. Regulators need to live up to their missions, which is to contribute to balanced growth and
prosperity in the specific sectors where they have been entrusted with regul atory powers.

Conclusion

Setting up independent regulators has been a fast learning process in SEE countries. In many
countries, the formal tools have been implemented in the past five years. However, they would also
require a more transparent legal practice as well as a more efficient administrative environment in
order to deliver their full economic benefits. The way forward is to better assess the performance of
regulators over time. The issue of good coordination with competition authorities is also a crucia one,
as these relatively new institutions need to be able to find pathways and institutional mechanisms for
cooperation. These often need to be explicitly designed ex ante, and to be formalized to offer a
transparent and harmonious setting for private investors. The specific session on the topic will offer
more insight than this general introduction and overview.
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How the EU Monitorsand Improved Regulatory Gover nance by the I ndependent
Telecommunications Regulators

Mr. Chrigtian Hocepied, Competition DG (European Commission)

The EU telecommunications Directives entrust a key-role to nationa regulatory authorities
(NRA) for the regulation of the telecommunications markets. Their main tasks are a) ensuring the
availability of a universal service throughout the EU (and dealing with user’s complaints in this area),
b) regulating market access (granting of licences, numbering blocks and frequencies) and ¢) dispute
settlement. Since 1998 the EU-Commission examines in the framework of its annual implementation
reports how the EU NRAs are implementing their duties. This yearly exercise has proven a powerful
tool to improve regulatory governance by NRAS.

The Commission has developed a checklist of criteria and questions to assess regulatory
governance. The first criterion it assesses is the effective independence of the NRA. The Commission
checks among others the following indicators: Are staff seconded from operator s/equipment providers
to the NRA? Isthere a ‘revolving door’ between the NRA and the incumbent as regards staff? In those
Member States where the Government retains ownership or significant control of the incumbent, an
additional indicator was the structural separation between the Ministry/department responsible for
the holding by the State in the incumbent and the different bodies to which the NRA’'s tasks. In
particular, do the structures in place ensure that regulatory decisions are not influenced by ownership
considerations? Do officials from the bodies to which NRA tasks have been assigned participate
directly or indirectly in the management of the incumbent, or vice versa? A problematic issueis where
the Government continues to control the incumbent operator. Experience in the Member States
concerned showed that it is difficult to design structures which can guarantee that regulatory decisions
are not influenced by State ownership considerations. In its 2000 report, the Commission stated that
this is particular-ly difficult as regards NRAs which competence covers both telecoms and
broadcasting.

The second assessment criterion is whether the NRA’s powers are exercised effectively in all
areas of competence. Does the NRA exercise its powers of initiative? Is the NRA sufficiently
resourced to enable it to act? Which sanctions can it impose (injunctions, fines, periodic penaty
payments)? Are the NRA decisions effectively enforced? An issue which was often highlighted in the
reports is the lack of powers of certain NRASs to intervene on their own initiative. Such power is
required under the Directives since entrants could hesitate to complain to the NRA as long as they are
dependent from the incumbent for the quality and the timeliness of their service. Lack of proactivity
and/or powers on the part of NRAs in nearly all Member States for the implementation of local loop
unbundling was highlighted in the 2001 Report. As regards the resources there is an inherent difficulty
in smaller Member States. A solution are multisectoral regulators, i.e. regulators competent also for
other sectors (e.g. Post as regards Germany, Belgium, Ireland, Greece), energy (Luxembourg) or
integration in the competition authority (the Netherlands). Other means to increase the critical mass of
NRASs is co-operation in the Independent regulators Group (IRG) and the European Regulators Group
(ERG).

The idea that NRAs could bring about the desired market result via sanctions only proved wrong
in the case of loca loop unbundling. If an incumbent has no incentive to cooperate with its
competitors, he can find hundreds of apparently legitimate reasons to delay access. NRAS need
bargaining tools more than sanctions. For example the power to authorise incumbents to launch new
services was used successfully to induce incumbents providing equivalent wholesale products to
competitorsin order to be authorised to start their service.
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A third criterion of good governance is transparency - are the tasks allocated to the NRA(S)
clearly defined? Does the NRA make public consultations prior to making its decisions? Does the
NRA publish a “management plan” about future initiatives? Does the NRA explain the reasons of and
objectives pursued by its decisions?- and timeliness : does the NRA grant licences c.g. settle disputes
within the foreseen time-periods ? Powers are clearly defined when an independent and autonomous
body or agency exercises the full range of powers including those relating to licensing,
interconnection, access, price controls, frequency assignment and numbering (Germany, Greece,
Ireland, Austria, the Netherlands except for frequencies, Portugal). This is less the case when the
independent body exercises regulatory powers to a greater or lesser extent with the relevant ministry.
The EU Commission warned in its 2000 report that the dispersal of powers inevitably leads to a
reduction of the regulatory certainty required by the market, in particular in cases where decisions by
ministries relating to licensing or price controls may be seen by the market as being influenced by
political considerations. The Commission concluded that the overall performance of the independent
body may quite simply be improved through the transfer of al regulatory powers from the ministry, as
has been the case for examplein Greece.

Finally, the fourth criterion used by the Commission is whether efficient appeal procedures are
available. The risk that NRAs maintain regulation for the sake of maintaining their competence,
budgets and powers cannot be excluded if they are not fully accountable.

The New EU Regulatory Framework which applies since 25 July 2003 builds largely on the
findings of the implementation reports. It strengthens among others transparency of NRA procedures.
For example Article 4 of the Framework Directive provides that appeal must be possible on the merits.
Article 6 introduces a requirement for public consultation of minimum one month on draft measure.
Until now, NRAs often only consulted more shortly and/or only on policy and preparatory documents
and not on the draft final measure. Finally, a procedure is foreseen allowing the Commission to reduce
the list of markets to be regulated by NRAs.
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Initiative for Better Regulation: Unified Statute and Functioning of Independent Sectoral
Regulators

Mr. Daniél Trnka, Government Office, Czech Republic

The project aimed to find a general framework for functioning of independent sectoral regulators
has started in October 2002. There were three main reasons for starting the project. It was one of the
recommendations of the OECD following the peer review of regulatory reform in the Czech Republic,
new legislation was being prepared in some sectors like telecommunication or financial regulation and
finaly, there was a pressure from some of the regulators that came up with an idea to fulfil this
particular recommendation. Other regulators and some ministries unanimously approved the project
and the value it should have for their work.

During a preliminary meeting among ministries, regulators and the Government Office,
representatives of many regulators identified some common problems all of them have to face.
Regulators were created in the Czech Republic since 1989 in some sectors without any common
framework. This results in many ungrounded differences among them. The best examples are the
Czech Telecommunication Office and the Energy Regulatory Office. These two authorities, despite
their very similar functions in their respective sectors, have different positions in our state
administration system. To name some other problem, there is still deeply rooted feeling of superiority
of the ministries in relation to regulators. This leads to overlooking of regulators during the legidlative
activities or problems in advocacy of regulators’ proposals and opinions in the Government.

Although the Unit for Co-ordination of Regulatory Reform of the Government Officeis a sponsor
of the project, it acted only as a coordinating body of this horizontal project in which all regulators and
some selected ministries took part. A working group composed of their representative has been
meeting once a month to discuss issues and details of the final proposal. Since the working group had
more than 20 members, efficient, interactive work would have been impossible. That is why the
background materials for WG meetings were prepared in small groups of experts on particular issue
(organisation, legidative procedures, financing, etc.).

The initial goal of the project was to prepare a concept paper for the Government which should
serve as a basis on which the particular laws covering existing regulators would be adjusted and new
legidlation for newly created regulators would be prepared. However, the Government, especially the
Prime Minister became more interested in the project and charged the Unit with a task to prepare a
draft of the new act on state regulatory authorities an to submit it to the Government. This should be a
lex generalis serving as a framework law that the particular legidlation governing statute and
functioning of regulators should be driven by. As it will be necessary to amend many laws starting
with the Act on Energy and finishing with the Act on Budgetary Rules, it will be necessary to prepare
a separate Act amending all these particular laws.

The authorities that the new proposal should deal with are: the Energy Regulatory Office, Czech
Telecommunication Office, Czech Securities Commission, Czech Mining Office and Council for
Radio and TV Broadcasting. Other possible candidates are the State Office for Nuclear Security, the
Railway Office (which is dill part of the Ministry of Transport) and the currently prepared regulator of
financial markets.

The law should cover the following issues:

e Statute of regulators — their position in the state administration hierarchy including formal
procedures for legidation- and policy-making processes, their general competences;
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e Regulators relations with the Government (they will have the right to provide the Government
with their comments on newly prepared legislation and to inform the Government about the needs
for new legidation), ministries (there will be “partnership” rather than superiority), the
Parliament (which will have a controlling competence through the adoption of the annual report)
and also the Office for Protection of Competition;

e Administrative procedures — regulators’ decisions and administrative actions, appeal mechanism;

e Management and organisation — appointment and remova of the top management, human
resources management (which will be driven by the Civil Service Law);

e Financing — budgeting, enabling of regulators’ own resources, audit.

The law has been submitted to the inter-ministerial comment procedure. The necessity of a
specialised law has been put into question. Presently the draft is being adjusted according to received
comments and will be resent again for comments. The Government will decide whether to prepare a
paragraph wording of two new laws (general and amending) or only the amending law and genera
framework document adopted on the Government level.
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Regulatory Challenges - Poland
Dr. Marian Slifierz, Energy Regulatory Authority (Poland)

The regulatory reform, which started with the approval of the Energy Law was a decisive step in
the transformation of the Polish power sector from the centralised command economy to free market
libera solutions. However, this target has not been achieved until now. | would like to underline the
fact that Polish regulatory reforms have crossed the point of no return.

The power sector in the early 90ties consisted of vertically integrated state owned utilities
managed by administrative methods. Regulation is a necessary, but not sufficient tool of the regulatory
reform. Another target, which has not been met until now is the privatisation of assets, removal of
other obstacles in the introduction of market mechanisms, like: Long Term Power Purchase
Agreements, passive resistance of pressure groups and the cautious approach of investors.

The size of the power sector in Poland places it on the 7" position in the European Union + 25, so
the developments in this in this field have significant influence on the situation of energy sectors in
Central Europe. What is also important is the fact that Poland is one of the major energy transit
countries in EU +25, so that the regulatory framework of the Polish energy sector can positively or
negatively affect the creation of the Internal Energy Market and West — East energy bridge.

Legal framework of regulation consisting of three —level legidlation:

e  Primary —the Energy Law and relevant acts
e  Secondary —the ministerial ordinances

e Tertiary — decisions of the President of the Energy Regulatory Authority

It must meet the requirements resulting from the Polish accession to the European Union. After
last amendments the Energy Law is fully compatible with EU standards and gives a solid base for
creating conditions for competition. The situation in this respect in al sub-sectors remains far from
satisfactory.

Regulatory practice in Poland can be characterised as “business friendly “thus not creating
artificial barriers for newcomers and leaving approval of tariffs only whereit is necessary.

Effective regulation is a necessary but not sufficient condition for full operation of the market
mechanism. A complex set of actions must be undertaken to give room for competition, to minimise
the risk of monopolistic practises, and what is the most important, to elaborate incentives for higher
efficiency. In the Polish specific conditions there are still many obstacles on the road to market
solutions, like Long Term Power Purchase Agreements, unfinished privatisation, passive resistance of
different pressure groups, political upheavals etc.

However we are far from being fully satisfactory with the state of regulation in Poland | hope that
our six-year experience will be interesting for al those who have started or who are going to start the
introduction of regulation.



Legal and Financial Conditionsfor an Effective |ndependence of Regulatory Authorities (The
French Experience)

Prof. Marie-Anne Frison-Raoche, Ingtitute for Political Studies (France)

| would like to explain the French experience of building regulatory authorities with an effective
level of independence. The intention here is not to discuss the idea of independent bodies itself or to
explain why France decided to give up a traditional system of regulation through central government
in order to adopt this new and historically unusual system of independent administrative bodies.

Rather | would like to focus on the recent nature of the French organisation: France is a useful
model for other countries looking to build regulatory agencies, given that France succeeded in creating
a new system of independent regulatory bodies outside of such a tradition. By doing so, the French
experienceis also an example of a successful acculturation of foreign tradition from England and US.

Preliminary: The New French Organisation of I ndependent Regulatory Bodies

In fact, France only decided to create its first independent administrative body in 1967, the
Commission des Opérations de Bourse (Securities and Exchanges Commission). This body is based on
the American model of the Securities and Exchange Commission. Not until 1978 did France create the
second body, the Commission Nationale |nformatique et Libertés, overseeing the protection of privacy
against the threat of computerisation and technology. The idea is only to protect individua freedom
and not to organise a sector. In this sense, this body has the power to limit the firms' actions but not
really to build and regulate an economic area.

In the 1980's, the European Community opened the key sectors with directives of liberalisation,
obliging the European States to choose between State-owned enterprises and the power to regulate the
sector. For States, the first way is to keep the control of State-owned enterprises but to give the power
to regulate to an independent agency. The basic reasoning is that there would be the existence of a
conflict of interest for the State if, a the same time, the government had the power to regulate the
sector and were the owner of a firm in competition with other firms. Facing this choice, France
preferred to keep its state-owned enterprises and give the regulatory power to administrative and
independent bodies. It did it for this reason. The independent regulatory bodies were the only way to
avoid privatisation.®

For example, the French State was obliged to liberalise the telecommunication sector, in July
1996. In the same month, the French Parliament opened the sector, transformed France Telecom (the
State-owned operator) into a private enterprise and created the Autorité de régulation des
télécommunications (Telecommunications Regulatory Authority). It became the principa model for
the other bodies because it was the first independent agency in charge of a specific sector. Its function
is to open this sector to competition, but at the same time its function is also to create and maintain a
balance between this competition and other goals, such as energetic autonomy, environmental
protection and social rights. Ten years after, a European directive required France to create a
regulatory authority for the electricity sector, the Commission de régulation de I’ électricité (Electricity
Regulatory Commission), created on February 10" 2000. Since January 3™ 2003, this commission has
overseen the gas sector aswell, and therefore it is now know as Commission de régulation del’ énergie
(Energy Regulatory Commission).

6 In England, the evolution has been based on an inverse reasoning because England built independent

bodies without European constraints, because they thought it was the best way to obtain regulatory
efficiency, and included it in its privatisation programme to obtain fresh money.
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France set up many other independent bodies, such as Conseil de la Concurrence (Competition
commission) or Consell supérieur de I’ Audiovisue (Media Commission), both in 1986 but the global
conception of the conditions needed for an effective independence emerged in 1996, with the creation
of the Telecommunications Regulatory Authority.

In France, the independence of the regulator is at the same time an ambition and aproblem. Itisa
problem because, in the political tradition, only the democratic and el ected powers may decide what to
do for the common good, through sectors, such as media, energy or public rights; in this sense,
independent bodies which decide on these matters wouldn't be legitimate. But their independence is
also an ambition because this is the only way to keep state control of crucia firms, especialy firms
which control the essential infrastructures, and to avoid the conflict of interests noted before. That is
why we continue to have difficult discussions in France about the principle of independence for
regulatory bodies. But, while this idea is accepted, it is quite difficult to implement it because
independence, after al, is a question of spirit. In this sense, some people continue to think it would be
sufficient to find very honest people, with a sense of general interest, such as we could find them
among civil servants. But the new requirement of independent bodies is also rooted in a suspicion of
men and human nature ... This is why the regulatory system needs legal rules in order to permit
people to be moral more easily. The system’s goal is to increase the possibility of regulators to be
moral, i.e. not to be partial toward powerful bodies, neither Government nor regulated firms.

The Rulesfor Creating I ndependent Spirit within Regulatory Agencies
The rules of regulator nomination

The legal procedures to choose the regulator or the members of the regulatory body depends on
whether the conception of independence, is political or technical. By the first means, the regulator
would be independent because the person who appointed him is himself independent and politically
powerful. By the second means, the regulator would be independent because he is himself technically
competent, no matter who appointed him. Obviously, France prefers the first conception ... The French
rules don’t give professional or technical requirements that the regulator must have (on contrary, the
German system does) but rather who precisely has the power to appoint the regulators. Generdly, the
members are appointed by presidents of political bodies, such as the president of the Assemblée
Nationale , the président of the Sénat (Senate), or the président of the Conseil économique et social
(Economics and social counsel) ; often, the chairman of the regulatory Authority is appointed by the
Président de la République himself. The idea is the regulator obtains legitimacy and independence
because the people who appointed the members expressed a political will and have no interest in the
regulated firms.

The power to stay, the prohibition to continue and the negative incentive to anticipate

To be independent, people must have the power to take a decision without fear of reprisals. The
regulator must have the power to displease and to continue to use his power. To alow that the
members of the Regulatory Authorities cannot be dismissed. | would like to stress the fact that France,
as a new convert, is more radical than the US system. Under the US system, in order to let the newly
elected President of United States choose the chairman of the regulatory agencies, the tradition is for
the last chairman to step down and to become again a simple member of the body, thus allowing the
new president to choose a new chairman from his political party. Thisisn't the case in France.

To be independent, people must have no hope of having a sort of return on investment, for the
time of regulatory power exercised. Independence from the government means the mandate must be
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non-renewable. Independence from the regulated sector means the member of the Authority is not
allowed to enter the regulated sector just after leaving the agency. Under the French legal system, we
have both requirements. It is a big issue in France, because while the first requirement is not a negative
incitation for potential regulators, the second is more problematic and Authorities with a wide
jurisdiction have fewer good candidates.

A collegial organisation for an independent regulator

The third legal provision to implement independency is to favour a board organisation over a
single man as regulator. As you know, England preferred to appoint a person as regulator, with full
powers, in order to increase his personal authority. France, as the US, has always preferred a more
bureaucratic organisation.

Choosing between a persona regulator or a board organisation requires us to ask the question:
where does the independence and the authority come from? In the former system, they come from a
personal credit of a person who appears as the best because nobody knows the sector and the economic
rules as well as he does. It is a persona authority and a personal independence. If we believe this, we
must choose between old academic people (as England did) or previous professionals form the
regulated firms (as US did). But this system appears very dangerous because if the single regulator
fails one time, he will lose the confidence of the government and the regulated firms. In the more
bureaucratic conception, a board is independent because its work is based on impersonal rules, for
example the motivation for its decisions, rather than on persona genius. The more impersonal the
regulator is, the more independent the body is from the sector and the government which are not able
to judge it so quickly. England changed its conception, two or three years ago and adopted
administrative bodies, with boards.

For the same reasons, independence is easier with a quite neutral chairman, chosen among
technicians or high administration.

A direct and unique submission to the courts as balance between independence and accountability

Because independence does not mean lack of control, but instead demands accountability, a big
issue is how to hold regulators accountable without limiting their independence. | don’t want to speak
about accountability (I know you will discuss it later) but just say that the independence forbids the
control of the regulator’s decisions directly by a minister. Perhaps, it is more difficult to ensure during
the transition between old and new regulatory systems. But the principle of independence requires it
because political power, by definition, has discretion.

The French system eliminated the power of ministers to amend a regulator’s decision. This must
be down before the courts.” The choice is between ordinary courts or specia courts. We have another
difficulty in France because the judicial system isbuilt on the duality of two orders, the judicial courts
order and the administrative courts order. The French system is quite incoherent because, in some
cases, laws give jurisdiction to ajudicia court (the Appeals Court of Paris) and, in other cases, to an

As a exception, the merger control is made by the Minister of Economics and Finance | don’t know if
| have to speak about this, but we can admit the power to control mergersis apower of regulation, and
a great power of regulation. If we admit the merger control must be not a political intervention but a
power of economic policy, it is more efficient to give this powerful function to an independent body
more than to a minister, who par example could be tempted to preserve national interests more than
market interest.
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administrative court (Council of State). It is difficult to find a rational reason to explain why, for the
same regulator, one decision may be attacked before the one court, and another type, before the other.
I think it is not a good example to follow ...

The independence through the legal personality of the Regulatory agency

To be independent means not only to have the power to decide but the power to open afile, to
start a procedure of sanction, to go before the courts, etc. Doing this requires alegal personality. If the
regulator doesn’'t have this legal personality, legaly it is the State who can sue for example. As in
England, La Bangque de France (The Bank of France) has a legal personality, directly recognised by
the case law® and the Code de commerce (Commerce Code) but the other administrative regulators
don't have it. It will change in a few weeks with a new Regulatory Authority: The Commission des
Operations de Bourse and the Conseil des Marchés financiers will be merged into a new institution,
entitled The Autorité des Marchés financiers (Financial Markets Authority), which will have a legal
personality. The bill is in discussion before the French Parliament and we are waiting for the outcome
before the end of this year. It is aready the case for the German financial authority but in France, we
have a fierce debate because it is unusual in public Law. The French Government has decided to
propose it because it is a symbolic manifestation of regulator independence.

But we must be careful also because, in the future system, the financial regulator would alone be
liable for its actions. What happensif it isn’t rich enough?

The Rulesfor Creating Material | ndependence
The amount of budget

The amount of regulatory Authority’s budget isn't a big issue, because regulatory work is quite
cheap. For example, out of a total State budget of 273 Billion Euros, the budget of the
Telecommunication Regulatory Authority is only about 14 Million Euros. No Regulator complains
about being to poor to regulate the sector.

But we can be less happy than regulators are. Because there must be a relationship between
independence and professional competence. The source of independence is the power to decide to ask
for information about this or about that. As the source of independence is in knowledge and in
information, dependence comes from the lack of knowledge or the impossibility to decide for itself to
collect new information, by investigation. In consideration of this, we may distinguish between
regulatory Authorities with their own economic and technical studies, and their own inquiries
department, and the others. Only the first are really powerful and independent, and only afew agencies
have these capabilities. The Commission des Opérations de Bourse (Securities and Exchange
Commission) has it, but not the Conseil de la Concurrence (Competition council) for which the
investigations are made be the Ministry of Economics and Finances. If the regulators don't have the
material ability to have direct and self-governing information, they are too dependant on public and
private expertises.

The sources of budget

This is a more difficult question because somebody who receives money must say Thank Y ou,
and an independent regulator shouldn’t say this to anybody! France organises two possible sources of

8 Tribunal des Conflits, June 16th 1997, RFDA 1997, p.823, Arrighi de Casanova conclusions.
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funds , taxes on regulated firms, for example for the Financial Authority (Commission des Opérations
de Bourse , and with the same system, the next Financial Authority, named Autorité des Marchés
Financiers) and as part of the total public budget, for example for the Energy Regulator.

It is common to pretend the first solution is better because it prevents the temptation of the
Government to use the budget weapon against regulators, to give less than they need or to punish them
for an unpleasant decision by giving less money. Following this logic, the Telecommunication Act, in
1996, had planned for taxes on regulated firms to fund the Telecommunication Authority. But in fact,
the regulator has never imposed these taxes on the regulated firms and continue to be financed by the
State budget.

The use of budget

This is the most concrete form of independence for a regulator, to do what he needs with his
budget. The new tendency in France is to offer to regulators the same freedom to use their money as
the private firms have. For example, the next Autorité des Marchés Financiers will have the same
discretion to hire professionals, with private status and also at the level of private sector salaries. The
goal isto obtain afinancia regulator as competent as the regulated firms. This is the real condition of
an independent regulator.
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The Independent Financial Supervisor: Experience of Hungary
Mr. Laszlé Balogh, Financial Services Authority (Hungary)

The Hungarian Financia Supervisory Authority (HFSA) has been one of the first among the
independent market supervisory entities in Hungary. Its establishment was more of a first attempt to
follow the institutional design of other financial services regulator institutions in Europe rather than
part of a broader public governance reform. However, the experiences gained about the functioning of
this supervisory body may be instrumental when the need of independent regulators of other regulated
markets emerges. In case of financia regulators major international standard setting bodies’ have
aready elaborated core principlesin the late 1990 s about the requirements of operative independence
(institutional, budgetary, political, administrative etc.) for the sake of maintaining financial sector
stability. A major emphasis was given to these key principles after the 1997-1998 globa financial
crisis. The IMF and the World Bank when having launched their Financial Sector Assessment Project
in 1999, one of the key elements in assessing the financial sector vulnerability in member countries
was the existence and extent of operative independence of the financial regulators in national markets.
The key argument is that regulatory independence, shielded from daily poalitical influences, is a key
requirement for long-term financial sector stability. Internationally new or renewed financial
regulators have been established or redesigned.

In response to international market trends, to the acceleration of mergers and acquisitions in the
financial sector, to the spreading of financial groups and the blurring of clear borderlines between
traditional banking, capital market and insurance activities and products, the need for an efficient and
comprehensive supervision emerged. Taking into account the Hungarian financial sector's openness
and the important foreign presence therein (65% in the banking sector) it was clear that the prevailing
global trends would reach the country very rapidly. These factors and the introduction of universal
banking largely influenced the Hungarian Government's decision in 1999 to establish asingle financial
supervisor based on the former Hungarian Banking and Capital Market Supervision, the State
Insurance Supervision and the Pension Fund Supervision. The present HFSA supervises credit
ingtitutions, investment firms, investment funds, financia service providers, insurance companies and
unions, exchanges and clearing houses, and pension funds.

The experience of Hungary cannot and should not be generdised. The specific history of its
supervisory authorities, its financial sector, the legal background and the administrative institutional
set-up largely contributed to this specific decision. However some elements may deserve attention and
some conclusions may be drawn.

Background

The key motivation in the decision was the imperative need for consolidated supervision. In
Hungary by the end of the 1990's the largest banks and insurance companies, in most cases under
foreign control, have built up their own financial group involving investment firms, financial service
providers, and pension funds etc. These financial groups are dominating the national market. The
financial products offered by them have become increasingly complex and multifaceted. This process
went hand in hand with the spectacular liberalisation of cross border capital movements in the course
of recent years. Consolidated supervision presupposes very targeted, rapid and efficient information
exchange and co-operation between sectoral supervisory authorities. Once this is difficult to achieve
for anumber of reasons, consolidated supervision remains very theoretical.

° Basel Committee on Banking Supervision, IAIS, I0SCO.
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The former three sectoral supervisory authorities represented to a certain extent a fragmentised
supervisory force vis-a-vis the financia industry in Hungary as a whole. Their relative weight
remained less than optimal, even in the largest segment, banking. While the financial industry in
Hungary itself has become more and more integrated following international trends, supervisory
activities remained largely on stand-alone basis. Consolidated supervision in theory was a prerequisite,
but due to institutional weakness and lack of regulatory backing that remained more of an abjective to
be achieved rather than effectively implemented until 1998. The lessons of the well-known Postabank
case in 1998 also pointed to the need of a strengthened and a genuine consolidated supervisory
authority.

The New Single Supervisor

At the end of 1999 Hungary opted for the integration of former sectoral supervisory institutions.
In the Hungarian case the ever-growing presence of financial groups with combined business activities
on the domestic market clearly motivated the decision. The accentuated need for an effective
consolidated supervision, the recognition that there is a need for an evident shift from a compliance
type supervision to a risk based and proactive supervisory attitude largely contributed to the
establishment of the Hungarian Financial Supervisory Authority as from April, 2000. The appearance
of universal banking and its supervision was aso an additional supporting factor. The expectation was
that as a result of a scale of economy some efficiency gains could be realised at the end of the day,
although that was not the primary objective.

Theinstitutiona reform itself had two important aspects:

e  Strengthening the operative independence of the new institution compared with that of the three
former bodiesin order to respond the new challenges of the financia sector supervision, and

e To gain the maximum benefit of the integration in approximating the separate sectora
supervisory information, analysis and knowledge.

After three years since its establishment’® in both aspects clear improvement can be
demonstrated.

Features of Independence

Supervisory/regulatory independence is a key prerequisite for long-term financial market
stability, sheltering the agency from eventual political fluctuations and non-professional influence. In
the Hungarian case the merger of the former supervisory institutions also contributed to the increased
operative independence of the new ingtitution. As far as ingtitutional independence is concerned,
formerly the heads of the former Insurance Supervision and the Pension Fund Supervision were
appointed (and removed) by the Minister of Finance, they did not have any fixed term nomination.
The President of the Banking and Capital Market Supervision was appointed (and could be removed)
by the Prime Minister. The President of the integrated supervisory authority (HFSA), however, is
appointed by the Parliament upon the proposal of the Prime Minister for six years fixed term and
cannot be removed only in specific cases pre-determined by the law. Whenever he or she would be
removed that has to be explained publicly.

As far as relations with the Government are concerned, the HFSA is part of the public
administration and is functioning under the supervision of the Government. The HFSA is obliged by

10 The Hungarian Financial Supervisory Authority was established as of April 1%, 2000.
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law to report on yearly basis to Government, however the Law explicitly provides that the HFSA
cannot be instructed in its operation, it has to perform its duties on the basis of relevant laws and
regulations. This provision gives an opportunity for the HFSA to operate on professiona basis,
whenever a supervisory decision is taken it should not be influenced by daily political considerations.

The HFSA is aso accountable to the competent Parliamentary Commission, its yearly report is
also submitted to the Commission. This Commission is entitled to ask at any time the President to
appear before it and prepare and submit reportsin his competence.

Budgetary autonomy is an important aspect of operative independence. Since January 2002 the
HFSA is fully financed by the market. The market participants are levied with a certain formula and
they are contributing to the cost of supervision. The rates (formulas) of the fees to be paid are not
decided by the HFSA, but they are either set by the sectoral laws or by Government Regulation.

An important feature is to what extent staffing, human resource management is free of
administrative limitations. In case of the HFSA it is part of the public administration, its professional
employees are civil servants. In this context their salaries are regulated by the Law on Civil Service,
no competitive salaries can be established to the staff. The real challenge is that people who are
supervised in the financial sector are earning much higher, and the best quality experienced
professional people cannot be recruited, mostly at the mid managerial level. Some compensation can
be found when bonuses are established. Although the level of bonusesis still far from the market level
it is somewhat higher than the average civil service level. One other difficulty isthe overall number of
the employees, to increase the number of employed experts a very complex and long lasting
administrative procedure has to be followed, the HFSA being an organisation falling under the rules of
the law on public finances.

Although the HFSA can issue supervisory decisions binding for individual institutions, it cannot
issue regulation with general bearing. That means that all regulatory type of regulation has to go
through the government administrative procedures, and sometimes highly technical regulations are
issued either by the Government or the Ministry of Finance. It may take several months to order a
change in the data reporting requirements of supervised institutions, or to modify some formulas in
capital calculations. A well defined, non-policy type regulatory power would highly contribute to the
efficiency of the HFSA' s supervisory work.

The Act on the HFSA provides for the appropriate participation in the financia regulatory work.
The HFSA has the right to propose with the Ministry of Finance any sector related regulatory changes,
to take part in preparatory discussions of this kind and according to the law it has to be invited to the
different levels of meetings in preparations of financial regulatory changes. The decision remains with
the Minister of Finance or with the Government.

Appeals against supervisory decisions: before the merger any supervisory decision of both the
Insurance and the Pension Fund Supervision could be appea ed with the Minister of Finance (unlikein
the banking and capital markets). With the single regulator all supervisory decisions (including
insurance and pension funds) are firm and final and they can only be appealed before the Court. The
Court may only consider whether the HFSA acted in conformity with the relevant laws and regulations
or not.

Experience

The integration of the markets has already lead to a situation when the same products can be
offered in almost any institution irrespective of its subsectoral belonging. Some insurance products can
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easily be obtained in a bank, investment type products are present with an insurance company etc. It
seems now much easier, within an integrated supervision, to follow the risk features of these products,
the commercia attitude of the ingtitutions offering them and the consumer information attached to the
same product. The single supervisor has to pay special attention to the equal treatment of al sub-
sectors: their might not be supervisory bias vis-a-vis any of the participants of the markets. In the
functional set-up key managers had to put aside their former professional-sectoral background to
achieve this impartiality.

Although market participants were somewhat sceptical about the merger of the financial
supervision, after the experience of the first 3 years they very well received the step. The genera
attitude of the "new" supervisory authority when it seeks more contacts and professional dia ogue with
the institutions on issues that have relevance for the sector as a whole is welcome. The different ways
and means to communicate with the market and with players on the market, however, ill needs to be
more precisely defined and fine-tuned.

Thereis, obvioudly, a better overview of the industry, regulatory deficiencies and inconsistencies.
The HFSA is better positioned to initiate legislative modifications. Its views have become more
credible. In Hungary the sectoral laws remained in place separately, however important loopholes and
deficiencies, and inconsistencies were discovered. The single supervisor, however, has worked to
achieve legal and supervisory consistency. It turned out that the HFSA is more credible to suggest
regulatory or legisative modifications. These efforts led to an improved regulatory background
leaving room for much less regulatory arbitrage.

Summary
Institutional autonomy:

e President elected by the Parliament for fixed six year term

e  Supervisory decisions cannot be appealed at higher administrative body

e Right of appeal with the court only

e Recent step: HFSA cannot be instructed, it should only act under rules and regulations

Budgetary Autonomy

¢ No contribution from Government Budget
e Sdf financing authority - fees paid by the industry
o Feesto be paid by the sector: established by the Government

o Recent step: autonomy in deciding the structure of expenses according to needs
Administrative Autonomy

e  Supervisorsare civil servants
e  Supervisory liability iswith the President of the Authority
o Incomelevel of the staff is over civil servants’ but much lower than the market level

o New step: getting closer to the market in income level + some exemptions from civil service
practice
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Regulatory Autonomy

e Regulationsissued by the Government or the Minister of Finance in the form of decrees
e Activeinvolvement of the HFSA

e Processisdow, inflexible, burdensome

e  Supervisory resolutions are made public

e Supervisory Guidelines are issued -legally not binding, well received by the industry

e Unresolved: Power for the Supervision to regulate
Accountability

e  Accountahility to the Government

e Control by the State Audit Office

e Regular reporting to the Government

e New Steps: Regular reporting to the competent parliamentary commission

e  Accountability to the industry

e  Establishment of the Supervisory Council — Advisory body for the President

Prevailing Aims of the HFSA:

o Preventive supervision

o Risk based approach

o Regulatory power

o Service provision for the industry

o More transparency in its functioning

o Be in permanent diad ogue with financial ingtitutions
o To be closer to market developments

o Improve public financial awareness

. Fair and neutral treatment of all sub-sectors
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Introduction of Energy Regulatory Office as a Regulatory Body in Electricity, Gasand Heat
Industriesin the Czech Republic

Mr. Jarodav Vitek, Energy Regulatory Office (Czech Republic)

The main aim of the presentation was to introduce the Czech Energy regulatory office (ERO) as a
state body that was establish in 1/1/2001 by the act 458/2000. Because of its existing only two and half
years there are alot of tasks that are being solved now and that should make the functions of our office
more effective and better applicable.

The primary objective of the Energy Regulatory Office is defined as a support of business
competition and a protection of consumers’ interests in such energy industry areas where competition
is not possible, aiming to satisfy al the adequate requirements for power supplies. Energy regulatory
office is a central body of the state administration, which has its own chapter in the national budget.
This option has its advantages and disadvantages. Advantages are related to not being directly affected
by the market agents and having a fluent and stable flow of income. Disadvantages are related to low
independence from the Government. As the Energy regulatory office can’t possess assets (according
the Czech laws the state bodies can just hold assets in free leasehold) and as the ERO depends on the
annual budgetary income, the Government probably can affect deeply the Energy Regulatory Office
normal activities.

The Office is supervised by its Chairman, which is appointed by the government for a period of
five years. The Chairman of Energy Regulatory Office has to report about activities of Energy
regulatory office (yearly) not to the Ministry or the Government but to the Parliament. The Chairman
can be released from the position by the government before the end of the period, for which he was
appointed, only in a case of hisillness preventing him from accomplishing his tasks, serious breaking
of his duties, committing a criminal act, or his resignation from the position. There are still big
disputes whether it is better to have the head of the office as one person or as a commission. In my
opinion the better solution is to have acommission.

As concerns employees in order to prevent the independence the employees are incompatible
with any other professional activity in the sector during their employment in ERO and the leading
employees for a period of time after the mandate (usually a couple of years). Because of this, the
former leading employees receive afinancial compensation during the period of incompatibility.

In the end | would like to remark that in Czech republic is preparing new law on state regulatory

authorities that should find a common framework for functioning and statute of sectoral regulators
(that means aso for Energy Regulatory Office).
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Summary of DTI Presentation on Accountability of UK Regulators
Mr. Simon Oates, Department of Trade and Industry (UK)

Independent regulation in the UK is based on the rationae that the delegation of day-to-day
management of the regulatory environment to a body independent of Government insulates decisions
from short—term political factors. The result is a greater degree of regulatory certainty — a requirement
for ensuring that private finance can be attracted to the regul ated sectors.

The more stable the regulatory environment — the cheaper and easier it is for regulated utilities to
cover their investment needs by lowering investors' perception of risk and lowering the cost of capital.

Stability also benefits consumers through reduced price volatility, and stable operating
environments are most attractive to potentia new entrants, maximising the potential for new entry to
the market.

Independence of regulatory bodies from Government provides a baseline for stability of the
regulatory system, but this must be further enhanced by enabling regulators to build a reputation for
consistency, and through appr opriate accountability mechanisms.

Accountability mechanisms enhance stability through the introduction of checks and balances to
the power of the regulator, and by increasing the legitimacy of their decisions. The building blocks of
accountability in the UK system are:

e Appeds
e Transparency
e  Corporate Governance

e  Parliamentary Scrutiny
These mechanisms fall broadly into two categories:
Operational Accountability

Regulators are accountable to a number of stakeholders on for their day-to-day operational
decisions through:

e Judicial Review - allows a Court to nullify a decision of the regulator that has not been made in
accordance with relevant law, or is manifestly unreasonable. All decisions of the regulator are
opento Judicia Review.

e Appeals — regulators’ decisions on license modifications and the setting of price caps can be
reviewed by the Competition Commission following a referral by the regulator, if the regulated
firm registers disagreement with the regulator’s decision.Transparency requirements — Key
elements of good practice in transparency include:

e Consultations;
¢ Regulatory Impact Assessments; and
e City Briefings
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Consumer representation — statutory independent Consumer Councils have been created to give
consumers a stronger more coherent and independent voice.

Corporate Governance — When the UK regulators were first established the responsibility for
al of their functions and duties rested with the Director General of the regulator alone. This has
now changed, so that the majority of regulators now operate under the direction of a board.
Movement to a board structure is seen as desirable: boards ensure a wider range of expertise
within the decision-making process; increase transparency and accountability of decision-making
as board decisions are reached through a process of discussion with decisions open to challenge
and scrutiny by board members.

Performance Accountability

The second set of accountability mechanisms assesses the regulators success in delivery of their

statutory objectives — their Performance. Broadly there are three categories:

Annual Reports — Each of the industry Acts requires that the regulators submit an annual report
to the Secretary of State in which they are required to detail their performance and activities in
relation to their statutory objectives. The Secretary of State must in turn lay a copy of this report
before each House of Parliament.

Parliamentary Scrutiny — Parliament plays an important role in holding regulators to account
for performance of their duties at a strategic level. Most Parliamentary scrutiny takes place in
select committees, which may call the regulators before them. Further performance
accountability is brought to bear by the National Audit Office and Public Accounts committee (a
select Committee) to which it reports. The National Audit Office (NAQO) scrutinises the
Economy, Efficiency and Effectiveness of all public bodies which spend central Government
monies — (including the regulators).

Independent Scrutiny by the BRTF — Better Regulation Task Force, an independent advisory

body set up in 1997, has examined and reported on the performance and operation of regulators. The
Task Force's terms of reference are: "To advise the Government on action to ensure that regulation
and its enforcement are transparent, accountable, proportionate, consistent and targeted."
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Balancing I ndependence and Accountability: The Greek Example
Dr. Vassilios Kondylis, Hellenic Committee of Telecommunications and Post (Greece)

The anaysis of the Greek example of achieving a balance between independence with
accountability shows that it is necessary to understand:

e First, the reasons for creating Independent Authorities (IAs