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CONTRACTING OUT MUNICIPAL PUBLIC SERVICES:
TRANSPARENCY, PROCUREMENT, AND PRICE SETTING ISSUES
THE CASE OF HUNGARY

INTRODUCTION
General

The purpose of this report is to address transparency, procurement, and
price setting issues related to contracting out of public services. For additional
background on contracting out issues in Hungary, one should review a report
which was prepared in 1996 under the sponsorship of the British Know-How

Programme, Market-Competition-Contract.!

Numerous interviews of Hungarian local officials were undertaken as a part
of this study and are central to its analysis.? Brief comparative information is
provided on European and US experiences. Concurrently with the preparation of
this report, reports on related local government issues are being prepared by
Hungarian and foreign experts under the auspices of the World Bank subnational
development program, the Urban Institute and the Hungarian Metropolitan
Research Institute, with support from USAID, the Hungarian office of the
Canadian Urban Institute, with support from the Canadian International
Development Agency, and the British Know-How Fund, Local Government
Program.

As a part of the trend towards the incorporation of cost concepts and
competitive market principles into the provision of public services, in recent
decades, throughout the world there has been a movement toward increased
contracting out of government services on a competitive basis. In one place or
another, almost every type of public service has been contracted out, including
schools, prisons, and cemeteries.

! Available from "Local Government Know How Project”, H-2094 Nagykovacsi, Kolozsvari utca 22/a,
Hungary.

2 Officials from Dunaharaszti, Eger, Nagykanizsa, Nyiregyhaza, Tatabanya, several towns with a population
of less than 2,000, the Ministries of Justice, the Treasury, Transport, Communication, and Water Management,
the Council on Public Procurement, numerous Hungarian private consultants on local government issues, and
industry representatives were interviewed.

The author has not made references to specific cases because the purpose of this report is to address
overall policy issues rather than to provide critical analysis of the practices of particular cities or public
agencies. The author appreciates the substantial cooperation received from these officials, in providing
information and their viewpoints.
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A principal theory behind contracting out is that it decreases the cost and
increases the quality of public services. Since government services involve large
portions of national and local economies and employment, the pros and cons of
contracting out have been the subject of a large quantity of literature.

The switch from government provision to contracting out places the local
government in the role of regulator of the price and quality of services. Where
services are contracted out for a substantial period of time price adjustments are
required.

In Hungary, it has become common for local governments to contract out
solid waste disposal, park and street maintenance services, and parking fee
collection to private firms on a competitive basis. In some cities, water provision
has been contracted out. It is likely that contracting out will increase in the
coming years because private firms are often needed in order to obtain the
financing necessary for capital improvements, which are necessary to maintain
public services. While contracting out to private firms may be new in Hungary,
contracting out issues are not totally new because "contracting” out of the
provision of a wide range of public services to semi-autonomous publicly owned
corporations has been a tradition.

The Role of Local Services in the Hungarian National Economy and Local Budget

As background, especially for non-Hungarian readers, it should be noted
that local government expenditures constitute approximately ten percent of GDP
in  Hungary, compared to central government expenditures which are
approximately forty percent of GDP.2

Locally generated revenues which are paid to local governments provide
about twenty percent of local revenues. Out of the eighty percent balance, about
seventy percent comes from central government transfers. Most of this seventy
percent comes from normative grants, shares of income taxes paid by local
residents, and social security funds. About ten percent of local government
revenues are coming from the sale of assets. The cost of most local services are
covered with a combination of the grants from the central government and local
revenues. Out of the local government expenditures about 40 percent go toward
education and about 25 percent to health expenditures.

3 Department of Local Governments, Regional Development and Housing Policy, "Major Directions of
Development of Local Governmental and Regional Regulations, with respect to the Requirements of the
Accession to the European Union," (February 1998), p. 6, Table 2. Extra-budgetary funds and social security
funds are included in the forty percent estimate.
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During the Communist era, local governments served almost solely as
agents of the central government with very little local revenue and discretion. On
an intermediate level, 19 county councils played a central role in directing the
local governments on behalf of the
national government. In 1990, the national government adopted the Law on Local
Self-Government,* which largely reduced the role of the county governments,
granted a substantial amount of power to local governments, and increased the
number of local governments to 3,148. In Budapest, 22 district councils received
a substantial amount of power and autonomy. Reactions to the exceptional
centralization during the Communist era were a significant force in formulating the
new arrangements.

A substantial portion of the population lives in small cities. Three quarters
of the local jurisdictions have less than 2,000 inhabitants. Approximately one-third
of the population lives in municipalities with a population of 5,000 or less. Another
nine percent live in municipalites with a population between five and ten
thousand. Under these circumstances, coordination among municipalities in order
to achieve efficiencies of scale is a central issue.

Local Government Expenditures - 1997 (expected)®

Type of Expenditure Gross Exp. (bn. Percent
forint) of GDP
Total 914
Education 324 3.9
Health 197 2.3
Social Assistance 59 0.7
Cultural and Sport 37 0.4
Administration 121 1.5
Public Housing 16 0.2
Street and Park Maintenance 62 0.7

4 Act LXV of 1990.

® Ministry of Finance, 1998 Budget of the Hungarian Republic (draft law), Volume I, p. 388.
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Nowadays, local governments are in a particularly difficult position in
regards to the provision of public services. They need to charge for services that
have been provided free of charge for decades, upgrade service quality and/or
make up for years of deferred investment. These steps need to be taken within
the context of severe budget constraints. Furthermore, a significant portion of the
population cannot afford to pay for services, trapping the service provider
between cost recovery and welfare functions. (The most extreme example is the
case of low income and retired households served by district [master-metered]
heating which commonly costs more than half of the household income in the
winter months).

Hungarian Institutional Incentives for Contracting Out Public Services

While much of the world institutional and theoretical support for contracting
out is based on the concept that such an approach is in itself more efficient, in
Hungary, two regulatory factors provide major economic incentives for
contracting out to a private or publicly owned company.

Private and public firms (companies) can employ labor far more cheaply
than public entities. Companies, unlike public entities, may be able to subcontract
out a substantial portion of their labor tasks on an "independent contractor" basis
and thereby avoid social security payment requirements, which constitute about
42 percent of wages.® Furthermore, the "independent contractor" arrangements
enable employers to terminate employees at will.

Companies also may obtain refunds of their VAT (value added tax)
payments, while government entities cannot obtain a refund. This tax adds about
25 percent to the cost of local services.

PRINCIPLES OF CONTRACTING OUT: INSTITUTIONAL PREREQUISITES, "BEST
PRACTICES", AND CRITICAL COMMENTS ABOUT CONTRACTING OUT

Contracting out has been actively advocated by international finance
organizations including the World Bank, OECD, and the IMF and national
governments, especially Great Britain, on the basis that it reduces the cost,
increases the efficiency of public services, and helps develop the private sector.’

5 Depending on their bargaining power, employees may require that some of these savings be passed
through to them. Employees are subject to the social security taxes that are not paid by their employer, but
can deduct business expenses before calculating the tax. Independent contractors, unlike employers, can
decide whether or not they will make social security contributions.

" See e.g., the publications cited in note 10 infra. For discussion of some of the determinants of what public
services have been contracted out in the U.S. see Silanes, Shleifer, and Vishny, “Privatization in the United
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On the other hand, some scholars on the issue have reached mixed conclusions

or have concluded that it is no more efficient than in-house provision of public
H 8

services.

A critical caveat of this report is that the contracting out of each type of
public service has its own special characteristic and principles and demands its
own set of special strategies and institutions, which should be explored before
specific transformations to contracting out are undertaken. For example, some
services may be contracted out on a
short-term competitive basis while others require long-term contracts with price
adjustments based on cost reviews. Furthermore, the national and local
institutional circumstances of various public services, relating to their level of
efficiency and corruption, greatly differ. Contracting out has worked much better
for some types of services than others. (There is an extensive body of literature
in English about the contracting out of each type of public service).

While much of the literature on contracting out notes the savings that have
been obtained, there are substantial differences between contracting out public
services that can be provided on a competitive basis, with periodic renewal of
competition, and services that require longer term monopoly provision. As a UN
report notes: "The transfer of a public monopoly into private hands is not an ideal
solution, as efficiency gains might not be transferred to customers, but retained
by the operator in the form of monopoly profits."®

In light of the foregoing, it is important to note that in general it makes
sense to "unbundle" the various aspects of service provision and to contract out
the portions of the service that can be provided on a competitive basis. Typically,
those portions are less capital intensive.

Conventional "Best Practices"

In the course of their efforts, the various international organizations (e.g.,
United Nations, World Bank, OECD) have set forth basic lists of best practices

States,” Rand Journal of Economics, Vol. 28, No. 3, Autumn 1997, pp. 447-471.

8 See e.g., Ascher, The Politics of Privatisation (London: Macmillan, 1987); ed. Thomas Clarke and Christos
Pitelis, The Political Economy of Privatization (London: Routledge, 1993).

® United Nations Conference on Trade and Development, Comparative Experience with Privatization, (New
York and Geneva, 1995), p. 156.



H IS
East European Regional T

6 Housing Sector Assistance Project "WifF

in implementing contracting out policies.’® The following list is based on criteria
set forth in those reports:

— Secure top government management and encourage reevaluation of
tasks and processes.

— Focus on staff issues and consult with current employees.

— Specify service requirements in terms of outcomes or outputs.

— Monitor performance and foster co-operative relationships.

— Ensure valid comparisons, by considering all of the real costs and
benefits of contracting out.

— Evaluate in-house bids according to the same criteria as outside bids.

— Foster competitive markets by selecting the appropriate size of
contracts.

— Develop and maintain the necessary skills to oversee contracting out.
"Procedural” Prerequisites
— Use competitive public procurement procedures.

— Establish an independent and competent review and regulatory
mechanisms before privatizing.

— Establish "transparent" procedures for public action.

CONTRACTING OUT OF SERVICES BY HUNGARIAN LOCAL GOVERNMENTS
(MUNICIPALITIES AND COUNTIES)

Contracting Out in Hungary

10 See e.g., Council of (U.S.) State Governments, "Privatization," State Trends and Forecasts, Vol. 2, Issue
No. 2 (Lexington, Kentucky, November 1993); OECD (Organisation for Economic Cooperation and
Development), Contracting Out Government Services, Best Practices Guidelines and Case Studies, Occasional
Paper No. 20 (Paris, 1997); United Nations Conference on Trade and Development, Comparative Experiences
with Privatization (New York and Geneva, 1995); United States General Accounting Office, Privatization
Lessons Learned by State and Local Governments (Washington, D.C. GAO/GGD 97-48, 1997); World Bank,
Christine Kessides, Institutional Options for the Provision of Infrastructure (Washington, D.C. 1993).
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Interviewees consistently indicated that it has become standard practice
for cities to create one or more municipally owned companies which are
responsible for park, road maintenance, snow clearing, refuse collection, and
cemetery services. In turn, some of these services are subcontracted out to
private firms.

Typically, park maintenance services are divided into sections of the city
and subcontracted out on a section by section basis, resulting in numerous
subcontractors for this service. (The typical length of such contracts is 3 to 5
years). Refuse collection services are commonly contracted out to foreign firms
when significant capital investments are required in order to create new disposal
sites. In such cases, 25 year contracts were common. It was estimated that about
10 percent of all water services are contracted out to private investors. As
indicated, the level of contracting out might increase substantially as cities try to
obtain capital in order to upgrade services. Interviewees commonly indicated that
contracting out led to more efficient provision of services and/or indicated that,
because local governments had the option of contracting out, municipally owned
service providers operated in a more efficient manner.
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Procurement Standards and Practice—Public Services Contracts
General Description—Hungarian Standards

Hungary has adopted detailed legislation on procurement standards (Act
XL of 1995), modeled after the standards set forth in EU procurement directives.
However, in keeping with the price differences between Hungary and West
Europe the contract sums that trigger coverage by the procurement law
(thresholds) are far lower in Hungary. In accordance with the procurement act,
the Hungarian thresholds are set forth in the Annual Act on the Budget.

Coverage of Procurement Act

Thresholdsfor Coverage By Procurement Law

Typeof Contract Hungarian Standard EU Standard
Goods 15m HUF (62,600 ECU) 400,000 ECU
Public services 7.5m HUR(31,300 ECU) 600,000 ECU
Public works 30m HUF (125,200 ECU) 5,000,000 ECU

The Procurement Council indicated that there has been some discussion about raising the
thresholds to EU levels. While such astep may be literaly consistent with EU palicy, in practice, it would
exempt a segment of public servicesthat are covered in the rest of the EU.

Inaddition, two other laws govern public procurements: The Act on Concessions,** whichindudes
in its coverage contracts for the operation of loca public utilities'? and the Act on Water Management.’3
Both of these acts contains additiond tendering standards beyond those set forth in the Procurement Act.

1L Act XVI of 1991, Sections 4-10.
12 Section 1(d).

3 Act LVII of 1995, Sec. 11.
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The Extent of Tendering Out

The Council on Public Procurement prepares reports on the volume of tendering by public
agencies. Overal, tendered contracts equaled gpproximately seven percent of government expenditures.*
The percentage was at least double for municipa governments.?®

Public Procurement Council Database

Tendered Contracts'® Type of Procedure (1997)
Type of Tender Procedure

Open Procedures

Invitation Procedures

Negotiated Procedures

Amount of Contracts Awarded
209 bn HUF ($1bn)

11 bn HUF ($55m)

74 bn HUF ($370m)

Tendered Contracts L evel of Government
Level of Government

Municipalities

Public Service Providers

Central Budgetary Organizations

Other

Amount of Contracts Awarded
135 bn HUF
81 bn HUF
55 bn HUF

20 bn HUF

Tendered Contracts
Type of Contract
Products
Construction

Services

Amount of Contracts Awarded
108 bn HUF

135 bn HUF

48 bn HUF

14 This sum is calculated by dividing the 292 bn HUF in tendered contracts by the General Government
expenditure level of 4166 bn HUF set forth in the 1998 Budget, supra note 5.

5 Municipalities awarded 135 bn HUF in contracts through tenders, which compares with gross expenditures
of 914 bn HUF. However, tenders awarded by public service providers are not included in the 135 bn HUF total

of local governments.

16 Source: Public Procurement Council, data base. The totals in the tables differ slightly due to rounding.
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The Council on Public Procurement

The Act providesfor a Public Procurement Council which monitors the implementation of the law
by loca and nationd agencies.!” In arecent report the Council commented that "'In Hungary, and such is
the case in the other countriesin the region, budget entities lack the trained staff needed for aprofessond
management of public procurement. Thisis particularly relevant in the case of local governmentsand smaller
budgetary ingtitutions.'®

The Council has a gaff of 12 full-time arbitrators, who review complaints. The arbitration
committee received 267 complaintsin 1997. According to Council staff, mogt of the complaintsinvolved
clamsthat alocd government faled to follow its own criteriain awarding a contract.

Public Services Contracts—Exemptions from the Public Procurement Act

While the act gppliesto public procurements generdly, severd key information sourcesindicated
that it does not apply to contracts for the provision of services which are supported solely by user fees.™®
In redity the principa exemptions created by this provison are for solid waste services supported soldly
by user fees. (If the service is partly paid for out user fees and partly subsidized, it is covered by the
procurement act). Furthermore, while a contract with a private company to provide user fee funded
services is exempted from the procurement law, purchase activities of that private company (eg., the
purchase of trucks by awaste disposa company pursuant to the performance of public service) iscovered
by the act. The exemption is based on the concept that the contracting public agency does not provide any
congderation for the service; ingtead, the service is paid for by private citizens. A separate act covers
contracting out of refuse collection and chimney services? But, it does not set forth standards for these
tenders.

Insomeinterviews, directors of municipaly owned (kft or kht) companiesindicated that they were
not covered by the procurement legidation and that their subcontracting for public serviceswas not subject
to the Procurement Act. Other knowledgeable sources indicated that locdlities were claming exemptions
on the basis that under the Procurement Act "public service providing activity” only covers activities'
qualified by...municipa by-law as public service, activity provided by an indtitution in the public service,

17 Act XL of 1995, Part Il, Secs. 11-23.

18 Council on Procurment, "Brief Review of the Status of Public Procurement in Hungary,” prepared for
International Conference on Tendering, Copenhagen, June 1998.

1 Act XL of 1995, Sec. 9(1).

20 Act XLII of 1995.
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public utility or communal sarvice."** One Hungarian expert on procurement indicated that the central and
locd governments commonly conclude that transfers of public services to private NGOs are not subject
to procurement requirements based on the concept that the service isfor athird party rather than for the
government. Therefore, under this concept, the contracts do not involve public purchases of products or
services (the government agency is "giving money" to the NGO rather than "paying" for its service).

In this author's opinion, exemptions for public service contracts from Hungarian procurement
requirements are contrary to the purposes of the procurement legidation which include: establishing the
trangparency of the use of public funds and its wide-ranging public controllability, furthermore, providing
for the purity of competition in the course of public procurements...."?> The concept that there should be
an exemption or aless sringent procurement rule because the payment for a public service comesdirectly
from the private users rather than with public funds or that the service goes directly from the private
company to the user exats form over substance. Public funds for al services come from taxes paid by
private individuds. The interest of the citizen in securing the benefits of the procurement act are the same
whether the service and/or the payment for the public service is directly between the government agency
and the citizen or viathe contracting party.

In contrast, the EC directive contains broads definitions of "public authorities’ and "public
undertakings' which include authorities which are effectively controlled by public entities. This coverage
includes entitieswhich "operate on the basis of specid or exclusive rights granted by acompetent authority
of aMember gate” (Titlel, Article 2, Sec. 1(b).)

The EC definitions of "public authorities” and "public undertakings' are asfollows:

# Public Authorities—shdl mean the State, regiond or loca authorities, bodies governed by
public law, or associations formed by one or more of the authorities or bodies governed by public law.

# Public Undertaking—shdl mean any undertaking over which the public authorities may
exercise directly or indirectly a dominant influence by virtue of their ownership of it, ther financid
participationtherein, or the ruleswhich governit. A dominant influence on the part of the public authorities
shdl be presumed when these authorities, directly or indirectly, in relation to an undertaking:

— Hold the mgjority of the undertaking's subscribed capita, or

— Control the mgjority of the votes attaching to shares issued by the undertaking, or

2L Act XL of 1995, Sec. 10(e).

2 Act XL of 1995, Introduction.
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— Canappoint morethan hdf of the membersof the undertaking'sadministrative, managerid
or supervisory body...(EC Directive 93/38/EEC, Title|, Article 1)

Inthe course of interviews, this author found substantidly differing opinions as to the scope of the
Hungarian Procurement Act and statements the law dearly did not dlow for some of the interpretations
which other experts claimed were common. Further clarification and possibly smplification, which obviates
the need for subgtantid crossreferencing to other legidation, might bring about greater uniformity of
interpretation.

Eu Conclusonsabout Hungarian Public Procurement Standar dsand Hungarian Plansfor
Future Amendmentsto the Procurement Act

The EC Commisson, while commenting that "Hungarian legidation on public procurement islargdy
compatible with EC directivesin thisfied," has noted that: ...the Hungarian legidation does not mest al
therequirements of EC Directivesregarding the utilities sectors (namely energy, telecommunications, water,
and transport).”® Interviewees from the Ministry of Justice and the Procurement Council indicated that
plans were underway to take the steps that would be necessary to bring the Hungarian standards in
conformance with the EU standards by thetime of accession. However, there were differencesin opinions
among the interviewees as to the extent of diverson between the EU standards and Hungarian law.

Interim Preferencesfor Hungarian Companies

Under the current law, a public agency may prescribethat the tender will be awarded to residents
of Hungary, or that the Hungarian bidder will be favored if its bid is not more than ten percent above a
competing foreign bid.2* In accordance with EU accession agreements, it isrequired that these preferences
will be phased out.

Enforcement and I mplementation of the Procurement Act Standards

Staff of the Council on Procurement stated that most non-compliance was not intentiona and that
the most serious problems result fromalack of understanding of the law. It indicated that frequently local
agencies draft implementation regulations that are not consistent with law. The Council is considering
preparing a procurement package for localities. Severd interviewees noted that bidders are hesitant to
complain about violations of the rules out of fear of retdiation in future tender evauations. In a study
covering the period up until the end of 1996, the State Audit office concluded that "a considerable part of

Z Commission of the European Communities, "Commission Opinion on Hungary's Application for
Membership of the European Union," (Brussels, 15.07.97; COM (97) 2001 final).

2 Act XL of 1995, Sections 26(3) and 59(2) and (3).
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public procurement procedures were conducted in deviation from therules?® For agenerd critique of the
operation of the procurement law see Bonifert Donat and Futo, "Accessibility and Transparency of the
Public Procurement Process in Hungary.”?

Non-transparency of Public Contracts and I nformation Used to
Justify Price Adjustments

Hungarian Practice

With only afew exceptions, locd officiads took the pogition that contracts by public entities with
private companies were not public records and, therefore, citizens do not have the right to obtain such
documents. As a result, information about what might be in the contracts was limited to information
contained in the tender announcement. In some cases, inquiries as to whether such records were public
domain made loca officids rather uncomfortable. In some cases, mixed responses were given; the local
officid responded that in principle the contracts were public, but that in practice nobody had requested
copies of contracts and they were not given out. In other cases, such requests were viewed as
unreasonable.

Hungarian Law

Contrary to the nearly universa public practice, Hungarian lawvyerswho wereinterviewed believed
that contracts by public entities are public records. While Hungarian authorities are more redtrictive than
West European authorities in regards to access to public contracts and commercid information submitted
to public authorities, Hungarian law appears to have stronger public access standards than those of West
Europe.

Under the Hungarian Condtitution (Article 61)

"... everyone has theright to ... information of public interest...”

Furthermore, under the Hungarian Law "On the Protection of Persona Data and Accessibility of
Data of Public Interest,”*’ the authorities are required to grant access for anyone to the data of "public

% Quotation from State Audit Report (title not provided) in Bonifert and Futo, infra note 26 at p.30.

% Ch. 3 of Accessibility and Transparency of the Public Procurement Process in Hungary, Albania, and the
Slovak Republic, Foundation for Market Economy, Budapest, May 1998.

27 Act No. LXII of 1992. For a discussion of the Act and related background information see Hungarian Civil
Liberties Union, Data Protection and Freedom of Information (Budapest 1997). The report is published in
English and Hungarian and includes a translation of the Data Protection Act.
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interest,” unlessthe datais specificaly restricted by law. (Article 19(3)). Thereisno specific exemption for
commercid information. Furthermore, "data of public interes” is broadly defined to include "any
information under processing by an authority performing state or loca saf-government functions or other
public duties, except for persond data.” (Article 2, Sec.(3)) Another section of the law statesthat: " Access
to data of public interest may not be restricted to protect those data of a person acting on behdf of the
authority which are conjunctive to his or her duty.” (Article 19(4)).

One exception to the above rulesis that: "Unless an Act provides otherwise, data generated for
interna use and in connection with the preparation of decisons shdl not be public within thirty years
falowing their inception.” (Article LXIII of 1992, Sec. 19(5)) However, according to the lega experts
interviewed, the gpparent intent of this section is to protect drafts of proposed regulation prepared by a
minidry, rather than to protect commercid information. Hungary also has a business secrets law, which
protects "any fact, information, solution or data, connected to economic activities, the secrecy of whichis
in the reasonable interest of the entitled party."®® Hungarian law does not set forth the relation between the
Accesshility of Data and the Business Secret laws. However, in one opinion regarding the relationship
between public fundsand private bus ness, the ombudsman sated that " The trangparency and controllability
of the privatisation processes, as public interest, takes precedence over the private interest of protection
of business secrets"®®

Accessin Other Nationsto Public Contractsand Cost Data Used for Pricing

Access to public documents has been an area of increasing concern in recent decades. In 1982,
the Council of Europe Committee of Ministers adopted a" Declaration on the Freedom of Expression and
Information."® It states that they" seek to achieve the following objectives: the pursuit of an open
information policy in the public sector, including accessto information, in order to enhance theindividud's
understanding of, and his ability to discuss fredly politica, socia, economic and cultural matters.'®
Commonly, nations have adopted some type of Freedom of Information legidation.

Typicdly, accessto public information legid ation contains sometype of exemption for commercid
information, which has an undefined scope. Interpretation is largdly left to the adminigtrative agencies and
the courts. Under U.S. laws, contracts by public entities are public record. The federal Freedom of
Information Act contains an exemption for "trade secrets and commercia or financid information obtained

2 Act IV of 1978, Sec. 300.
2 Case No. 528/A/1996. (November 28, 1996).
% 70th Session, 29 April 1982.

3 Declaration, ibid, Sec. II(c).
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from a person and privileged or confidentid...'®> State laws, which govern contracts by state and local
governments, contain Smilar provisons. Typicaly the commercid exemptions are interpreted narrowly.
Generaly, they provide an exemption for commercia information that is used to demondrate that a
company has the financia resources to undertake a project or to protect trade secrets. The common
judicid test of whether a government agency can refuse to disclose business information is whether the
release of the information would be damaging to the business or would discourage future competition for
public contracts.

Under French law governing access to administrative documents,® there is an exception for
commercid and indugtrid secrets* A Commission d/Acces aux Documents Administratifs (CADA) is
regpongible for adminigtering the law and making adminigrative determinations about accessto particular
documents. A commentary on the French act notes that the scope of the exception is not precise and that
it has not been defined by the courts.®* However, each of the sources contacted by this author indicated
that contracts were considered public records.

Under British law, there is a non-statutory Code of Practice on Access to Government
Information, which includes an exemption for "commercia confidences, trade secrets or intellectua
property whose unwarranted disclosure would harm the competitive postion of a third party”. The
"Guidance on Interpretation” issued by the Cabinet Office advises decision makersto ask three questions
when deciding whether to withhold commercid information:

1 [stheinformation atrade secret, acommercid confidence, or intellectud property? The Code
suggests adopting the AlbertaTrade Secret Act 1986 definition of atrade secret. If the answer
is"no" then the exemption does not apply. If the answer is"yes'

I Would itsdisclosure be likely to harm the competitive position of the subject or source of the
information? If the answer is "yes', disclosure is unwarranted unless there is an overriding
public interest in disclosure. If the answer is"no”

%2 5 U.S.Code Ann. Sec. 9(b)(4). For discussion of the commercial exemption under the Freedom
Information Act see American Civil Liberties Union, "Exemption 4, Business Information," Litigation under the
Federal Government Open Government Laws (1992), ch. 6, pp. 75-85; Kuersteiner and Herbach, "The Freedom
of Information Act: An Examination of the Commercial or Financial Exemption," 16 Santa Clara Law Review
(1976), pp. 193-213.

% Code Administratif, Loi no. 78-753 du 17 juillet 1978.
*1d., Sec. 6.

% Commission d'Access aux Documents Administratifs, Guide de I'acces aux documents administratifs,
(3d. Edition 1998).
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I Would itsdisclosure belikely to prejudice the future supply of information to the government?
If the answer is"yes' then disclosure is unwarranted.®

Presently, the Freedom of Information Unit of the Cabinet Office is drafting a Freedom of
Information legidation for consderation by the Parliament which would replace the Code of Practice.

Under Austrian law, public agency contracts are not public record. However, alosing bidder in
atender has the right to see the contract that is made with the winner of the tender.®”

Under Swedish law, "access to officia documents may be redtricted only if the redtriction is
necessary having regard to, five, the public economic interest, Sx, the protection of economic conditions
of private subjects."®® The term "document” is broadly defined to include any document in the possession
of apublic authority.*

For discussion of the commercid exemptions under the laws of Audtraia, Canada, France, Greet
Britain, Ireland, New Zedland, Sweden, and the United States see Richard Baxter's, "Commercial
Confidentidity," in Freedom of Infor mation—Resolving Disputes.*

Is Therea Rational Policy Basisfor Maintaining the Secrecy
of Public Contracts?

Maintaining the secrecy of public contracts seemsto be based on acombination of European civil
law digtinctions between public and private matters, reactions to invasiveness of the Communist regimes,
and acommon view that private companieswill be damaged by public disclosure of critica business data.
Maintenance of the secrecy of public contractsis common in Western Europe, aswell as Centra Europe,
athough there has been a strong trend towards alowing increased access in recent decades.

The concept of secrecy of public contracts based on atheory that disclosure would be damaging
to acompany does not stand up under scrutiny. The best evidence of thetruth of this statement isthat wide

% Open Government, Code of Practice on Access to Government Information, Guidance on Interpretation,
Cabinet Office 1994, Paragraph 13.3.

" Federal Law Gazette | 1997/75, (Reissue), Sec. 56.

* Freedom of Press Act, ch.2. On the Public Nature of Official Documents. Article 2.

* |bid, Article 3.

401995 (Report prepared with British Government Research Fellowship). (Contact address for publication,

rsb@clara.net) See also Baxter, "Public Access to Business Information Held by Government," The Journal
of Business Law, May 1997, pp. 199-219.
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scope of accessdlowed inthe U.S,, including accessto public contracts, has not deterred privateinitiative
and commercia activity. On the contrary, such disclosure has increased the credibility government use of
private companies in the provison of public services.

The Substance of Contracts for Public Services

An origind purpose of this project was to provide comment on public contracts with private
companies for public services. To an important extent, this objective has been frustrated by the practice
of keeping these contracts secret. It was possible to obtain information about significant provisons in
contracts through interviews, but it was impossble to determine what critical information may have been
omitted. Usudly it wasimpossible to determine what rights and economic returns were granted to private
investors who provided capitd for public works.

Interviewees consstently indicated that they had not had problems under their contracts and that
they would not draft their contractsany differently if they were rewritten today. However, thefew contracts
that were obtained by this author were very brief, leaving the details of payment, the level of service
provision, and remedies for service breaches, and other matters to the scope of the tender invitation and
oral or unstated understandings. Under these circumstances, frustration of objectives and expectationsand
future misunderstandings and disputes are inevitable.

The specific provisions of the contract may not be gppropriate to the Hungarian circumstances. But
it providesaview of what types of issuesare covered in such acontract, which may be useful to Hungarian
locdl officids, considering various types of contracts.** The contract makes an effort to state as precisaly
as possible the requirements of each of the partiesto the contract. For example, it satesthetimesat which
waste collection may take place and the holidays when no collection isrequired. I ssuesthat are addressed
in the attached contract include the following:

Summary of Contents of a U.S. Municipal Waste Contract

— The contents and frequency of the reports that must be submitted by the contractor

— All thetypes of facilities served by the contractor

— Standards for work performed by the employees of the contractor, including trestment of the
public

— Permissible hours of refuse collection

— Holidays when no collection is required

— What equipment is required

— What equipment may or may not be used

— Where equipment may be stored

4l British Contracts are included in Market -Competition -Contract, supra note 1.
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— The gandards for maintenance of the equipment and the storage facilities

— Information pamphlets to be supplied to the public by the parties

— Permits which the contractor must obtain

— The contractor must maintain continuous financid ability to perform the services

— Power of the municipdity to demand the termination of an unsatisfactory employee

— Hours and facilities maintained by the contractor to receive complaints and reporting of
complaints to the municipdity

— Contractor designation of person, place to receive municipal communications

— Contractor shal comply with dl gpplicable laws relating to the service provison

— Description of waste that contractor must collect

— Frequency of collection

— Where waste containers may/must be placed by residents

— Description of dlowable types of containers

— Destription of service required for each type of entity (single family houses, gpartment
buildings, factories, schoals, public buildings)

— Recycdling definitions, requirements, etc., covered in same detail as overdl waste collection

— Allowable disposa stes

— Regpongihilities for billing customers and collecting fees

— Schedule of payments by the municipaity

— Pendtiesfor late payments by municipaity

— Adjugtments in compensation to the contractor

— Right of municipdity to conduct audits

— Form of records maintained by the contractor

— Notice by municipality and remedies if contractor failsto perform

— Insurance which must be maintained by the contractor

— Indemnification of municipality for damage caused by the contractor

— Interpretation of the contract, governing rules

— Municipd interpretations of the contract must be in writing

— Procedures for communicating disputes

Long-term Contracts

As previoudy indicated, long-term contracts are often made in order to obtain the benefits of
private access to financing for necessary capital expenditures. However, it should be understood that this
approach poses subgtantia risks and has substantia drawbacks. Such contracts may effectively preclude
the public from obtai ning the economic benefits and/or service benefits of futureinnovationswhich increase
efficiency or quality because a company with along-term contract would not fed compelled to make the
improvements and/or pass through the cost reductions to consumers. In effect, they remove many of the
advantages associated with contracting out public services and lead to the loss of future cost contral.
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In one case, amgjor city hasawarded a 25 year contract for refuse collection, with an annua Cost
Price Index adjustment, which does not require capital improvements by the private company. The
judtification for this contract was that the private company would have the funds to upgrade the rolling
stock. However, shorter contracts may accomplish the same result. Other cities have executed smilar
length contracts in conjunction with private investment in the creation of new waste disposd Stes. Such
contracts may have greater judtification, but carry the same risks.

For example, greater competitiveness in the provison of waste disposa may be obtained by
dividing service provison into separate contracts for the creation of awaste digposa ste, which requires
along-term investment, and waste collection. One city services manager believed that such an gpproach
would creste unworkable conflicts of interest and that it would have to contract out the entire solid waste
disposa process whenever it needed anew disposal Ste. A private company representative commented
that if collection and operation of the disposa dte were divided, it was likely that collection companies
would use other illega Stes that charged lower fees. However, other cities are using this gpproach and
another expert believed that such an gpproach would lead to more favorable results for municipdities.

SETTING PRICESFOR PUBLIC SERVICES

This section describes some of the basic concepts and issues associated with price setting. But, a
more important purpose of this section isto address the issues associated with price setting proceduresin

Hungary.

Transparency and Secrecy of Financial | nformation Submitted in
Price Setting Proceedings

Asin the case of public contracts, submissionsused for public price settingsare not public record.
The most sgnificant example of this practice is that the submissons to the Ministry of Trangport,
Communicetion, and Water Management that are used to set water prices for the five regional
companies—that is, the rates for 45 percent of the country—are not accessible under current practice.
Furthermore, the submissonsthat are used to justify locd tariff subsidiesfor hundreds of water districtsare
not accessible.

Without public accessto cost datathe process cannot possibly be viewed asdemocratic and it will
be impossible to develop the independent expertise that is essentid to formulating critical independent
understanding of price setting standards. Interviews revesled that local assemblies are not given sufficient
information to make informed price setting decisons. Without access to the data submitted to the
assemblies and decisions setting forth their reasoning it is not possible to know whether they had adequate
expertise and whether their decisions were reasonable.
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Obtaining I nformation Required for Price Setting Proceedingsin an
Adequate and Digestible Form

In order to review requedts for price increases it is essentid that information be obtained inaform
that is manageable. When specific gpplication forms are not provided to regulated entities, they commonly
provide too little information or more information than the price setting agency can possibly digest.

| ndependent Expertise to Review Applications

It is critical that locdities have the expertise to enter into and implement the contracting out of
sarvices. Inlight of the budget limitationsfaced by locd governments, it issuggested that locdities poal their
resources in order to obtain the services of experts on an ongoing basis at a moderate cost.

Price Adjustment Formulas
Types of Formulas®

Price setting is necessary whenever a service has to be contracted out for a substantia number of
years and/or there is amonopoly supplier who cannot be replaced. The ingtitution of price regulaionsin
modern economies has been accompanied by continual debate over what formulas or standards should be
used. Setting pricesfor public services has never been asmpletask, with no sngle answer asto what may
be the best approach. In Gresat Britain and the U.S. there have been congtant revisons of price setting
formulas and practices.

Price setting formulas may be roughly divided into two categories. @) rate of return and b) price
index. Rate of return standards provide that prices shall cover actua operating expenses plus a specified
rate of return on capitd investment. Priceindex formulasrange from ampleformulasthat use only oneprice
index in order to adjust prices to complex formulas, which use aweighted priceindex reflecting the types
of expensesincurred by the regulated service.

Hypothetical Weighted I ndex

(a) Factor (b) Index (c) Pct. Increase over (d) Weight (e) Adjustment (c*d)
Prior Y ear

“2 For general discussion of price adjustment formulas see Beesley and Littlechild, "The Regulation of
Privatized Monopolies in the United Kingdom," Rand Journal of Economics, Vol. 20, No. 3, Autumn 1989. For
discussion of economic regulation and price regulation of water companies see Klein, “Economic Regulation
of Water Companies,” World Bank Private Sector Development Department, Policy Research Paper 1649
(September 1996) and sources cited therein.
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Wages National Wage Index 12 percent 55 6.6 percent
Fuels Fuel Price Index 18 percent 12 2.13 percent
Materials 10 percent 10 1.00 percent
Vehicles 20 percent 23 4.6 percent

Assessories & Parts

Total Adjustment 14.36 percent

The cities contacted in this study used both rate of return and overdl price index formulas for
adjusting prices. Weighted priceindexeswere used in only afew ingtances. Eger usesaweighted index for
adjusting water prices.*®

Comment on Rate of Return Standards

The strength of rate of return regulationisthat it rewardsincreased investiment and provides security
for the investor. The criticism of the gpproach isthat it provides no incentive for efficiency and encourages
over capitaization.

As a practica matter, it is difficult to administer periodic reviews of cost increases in order to
determineif they are reasonable. Determinations have to be made about whether particular expenditures
are reasonable, when in redlity there are congtant tradeoffs (or alack thereof) between qudity and price.
It is necessary to determine what types of expenses can be expensed in one year and what types should
be amortized and if so over what time period. Use of standards from other codes, such asatax code, for
determining how expenses should be trested may or may not be appropriate. Fair return cal culations may
become politica, with acommission selecting the desired result and then working backwardsto justify that
result. In the U.S. rate decisions may be appeded to the courts. However, the judicia decisions provide
little guidance in the form of Specific principles that can guide future commisson decisons.

Comment on the Use of Price Indexing

Indexes offer certainty, which protects the investor and "protects' the public agency from having
to make repeated unpopular price adjustments. On the other hand, the index thet is selected may or may
not be an indicator of what price adjustments are reasonable. The overal price index may not reflect cost
increasesfor aparticular type of public service, which hasafar different basket of expensesthan the basket
of expenses of atypical household whichis used to congtruct the price index. In light of the complexities

“ The weights in its formula are as follows: materials - 12 percent, wages - 44 percent, amortization - 11
percent, other costs - 17 percent, energy - 16 percent.
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and shortcomings of rate of return formulas, price indexes may be most gppropriate. On the other hand,
use of the overal Consumer Price Index may lead to excessive increases, especidly if rea wages are
decreasing. Therefore, the weighted index approach may be the most appropriate.

Annual Price Adjustments Based on an Index with Periodic
Adjustments of the Base Price

In Greet Britain, a combination of rate of return andysis and price indexing is used to determine
water prices. Theinitid price is set based on a cost review. Then annud adjustments are based on the
overdl dl price index. However, the annud adjustment formulaincludes an adjustment o that the annua
price adjustment is a specified percentage below thefull percentageincreasein theindex. (The adjustment
= RPI (Retail Price Index) - X). The"X" factor is based on the theory that the water companies should
become more efficient over time. Periodic reviews are then conducted in order to readjust the base price.
Thefirst review was conducted after ten years. However, now the water regulatory authority is planning
on reviews every five years. While this gpproach may work well in Greet Britain, investors may fed that
operating under thistype of price control isfar more risky in anation which has a short tradition of private
ownership and the application of price regulationsto private firms.

CONCLUSION

Hungary is undergoing argpid trangtion. In the area of loca service provison, within arddively
short period, the country isintroducing market economy public procurement systems, privatization of public
services, and standardsfor setting allowable pricesfor privately owned public services. Theseare complex
tasks which more economicaly advanced nations are il trying to magter.

Finding the best method of privatizing public services may be even more difficult and complex in
Hungary than in advanced western economies, because Hungarian public agencies, rather than just
searching for greater efficiency, are dependent on private firms to bring needed capitd into a trangtion
€conomy.

It is essentia that contracts carefully spell out each of the obligations of the government and the
private company providing the service. In the absence of specific contract terms, differing understandings
about what is and should be expected from each party are certain to occur. The rapid introduction of long
term contracting out for public services, necesstated by the need to bring in capitd for public services,
requires rapid growth in nationa and local government sophi stication about public service contracting and
pricing. Otherwise, there may be long term damage, in the form of long term public service contracts that
fail to insure adequate services, forestd| innovation, and/or permit excessive prices. If loca governments
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to pool sourcesin order to obtain adequate counseling and expertise. Whilethere are costs associated with
obtaining such expertise, they are usualy small compared to the costs of operating without such expertise*

The lack of trangparency serves little or no purpose at the expense of dlowing corruption to be
concealed, forestdling the development of independent expertise, and excluding public input on public
matters. It leaves decision making in the control of government without review and accountability. While
interviewees repeatedly explained that the secrecy of contracts and data submitted in order to judtify price
adjustments was pursuant to law and wastheway that things are done, no one offered persuasiverationae
for such practices. While it may be necessary to maintain the secrecy of some pieces of information
associated with private provison of public services, the broad cloak of secrecy now in effect isavestige
of along higtorical concept that places government in arole of master rather than servant of the public. The
best resultsin amarket economy occur when information is open so that the most honest competition and
the best critica public review can be obtained. In light of the fact that Hungary is starting from a wesker
economic positionand alack of contemporary tradition in contracting to private companies, it needsto be
even more skillful at contracting out than governments in more advanced economies.

4 One Hungarian consultant indicated that some localities saw their high costs for particular services as
laws of nature rather than understanding how the pooling of facilities with other municipalities would drastically
reduce costs.

In the course of consulting in the U.S., this author has continually faced situations in which
municipalities incur substantial administrative and legal expenses because they wanted to save on initial legal
fees for drafting legislation and/or the municipal manager or the municipal attorney did not want to acknowledge
that outside expertise was needed.



