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Introduction

The Polluter Pays Principle (PPP), which has been widely adopted by governments in Central and Eastern
Europe and the New Independent States of the former Soviet Union, calls upon polluters to use their own
resources to finance measures required to comply with environmental standards. Under the PPP, a
government’s role in combating pollution is to establish a policy and institutional framework from which
demand for finance emerges. On the supply side, the PPP provides for certain exceptions to its “no subsidy™
philosophy. These exceptions include instances where potluting enterprises would suffer unduly without the
subsidy, and may be justified if the size and duration of the subsidy is limited and does not introduce
significant distortions in markets. Moreover, subsidies or “soft” finance may be justified for projects where
significant externalities are involved such as human heaith effects, or where there is a potential for serious
damage to natural capital or irreversible environmenta) change.

A number of conditions in countries undergoing economic transition also constrain full application of the
PPP and impede the emergence or effective use of financing mechanisms characteristic of more mature market
economies. These conditions include weak enforcement of environmental palicy, severe financial constraints
on enterprises and households, uncertainties in fiscal systems, poorly developed commercial capital markets,
and inadequate information concerning costs of environmental damage.. Governments in many Central and
Eastern European countries (CEEC) and New Independent States (NIS) are making use of environmental
funds as a means of meeting or mitigating these challenges. In many CEEC/NIS, funds have helped speed the
pace of environmental improvement, leverage additional finance for environmental investments, and strengthen
domestic capacities for project preparation and policy implementation. The funds are not, however, without
their real and potential drawbacks, many of which are considered later in this paper. The opportunities and
limitations assoclated with environmental funds in CEEC/NIS are also analysed in two other OECD
publications: the “St. Petersburg Guidelines on Environmental Funds in the Transition to 2 Market Economy”
and “Environmental Funds in Economies in Transition” (both 1995),

To help CEEC/NIS more effectively mobilise and channe! financial resources for environmental protection,
the EAP Task Force, and its secretariat based at OECD, have undertzken a range of activities focused on
examining the funds and strengthening their operations. In consultation with CEEC/NIS officials, OECD
developed the St. Petersburg Guidelines, which were subsequently endorsed by the Task Force. Funds hecame
a major focus of the Task Force work programme foliowing the 1995 “Enviranment for Europe” Ministerial
Conference in Softa, where strengthening of the funds was identified as a high priority. One activity in that
work propramme was to coliect and compile basic information about the funds, which is presented in this
Funds Sourcebook. (A summary of key characteristics of the funds is presented in the attached tables.) With
the support of the EU’s Phare Programme, consultations were held with each national environmental fund in

! The author gratefully acknowledges the assistance of Jirg Kiarer and Nelly Petkova in compiling the data in the
attached tables and of Grzegorz Peszko and Brendan Gillespie for contributions to the text.
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CEEC to learn more about their operations and institutional strengthening needs. Based on these acfivities,
discussions held during meetings of the CEE and NIS Environmental Funds Networks (co-ordinated by the
Task Force), and extensive communications with other officials and experts involved with funds,: key
development trends and institutional strengthening needs have been identified and are summarised below.

Evolving Role and Importance of Funds

Even as many CEEC/NIS begin to benefit from successful reforms and to make progress through the
“trangition” period, environmerital funds, endorsed as potentially effective rransitional instruments,- continue
to play significant roles in financing environmental protection in the regions. Indeed, the important role being
played by the funds was once again acknowledged by governments and their Ministers of Environment at the
latest “Enviranment for Europe® Ministerial Conference, held in Arhus, Denmark in 1998, Recognising that
they exist in dynamic settings, many funds are actively seeking their niche amidst changing economic and
environmental ecircumstances. Long-established funds are- evolving, with some devising long-term
development strategies and even considering post-transition scenarios for themselves. These strategies and
scenarios include a wide range of options, from “privatising” and transforming into commercial banks, to
being consolidated into the state budget. At the same time, new funds are being created and envirommental
Sunds, of one form or another, now exist in most countries of the regions. Since 1994 new funds have been
created in Slovenia, Bulgaria, Russia, Latvia, Lithvania and FYR Macedonia.

The evolution, effectiveness and potential of the funds is closely linked with the broader progress being
made by CEEC/NIS with economic and political reforms, as well as with developments in those countries’
environmental policy framewarks, While funds may help to overcome some of the environmental financing
challenges encountered during the transition period, they are not substitutes for fundamental reform and
should not be expected to fully mitigate shortcomings in such reforms. - Significant differences in the
development and potential of the funds can be seen between the CEEC, where reforms have been fairly steady
and are advanced, and the NIS, where reforms have been less consistent and extensive.

The amount of revenues administered by the funds gives some illustration of such fundamental differences. In
1997, aggregate revenues of the eight CEE “national” environmental funds surveyed in this publication (which
excludes the Polish and Bulgarian EcoFunds, which nevertheless operate nation-wide, and the Cracow
Provincial Fund), totalled about 720 min USD, or 9.44 min/capita. In contrast, the corresponding figures for
the eight NIS “national” environmental funds surveyed (which excludes Russia’s National Pollution
Abatement Facility), are about 36 min USD, or 0.16 min/capita, Even within the CEE and NIS regions the
funds differ dramatically, at least in size. The 1997 revenues of Russia’s Federal Environmental Fund (~ 18
min USD), for instance, exceed the combined revenues of all other national funds in the NIS for that same
year (~ 17 min). The same can be said of Poland’s National Fund for Environmental Protection and Water
Management, whose 1997 revenues of about 403 mln USD surpass the aggregate revenues of the other CEE
national environmental funds that year, ~ 317 mln. Awareness of such significant differences among the
funds, as well as those of the settings in which they operate, should prove usefiti when considering the
information presented elsewhere in this Sourcebook,

Institutional and Legal Status of Funds
The institutional set-up and legal status of funds varies considerably across the region: from largely

independent, extra-budgetary legal entities with their own institutional infrastructures, to essentially Ministry
of Environment {MoE) budget-lines administered by MoE staff. Some funds have been created as non-profit
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foundations (e.g. Polish “EcoFund”), some as government owned joint-stock companies {e.g. the Slovenian
Environmental Development Fund); others as special purpose “state institutions™, while the legal status of
some funds is rather ambignous (particularly in the NIS). The lack of an appropriate institutional set-up and
clearly defined legal foundations can seriously hinder a fund's effectiveness. Such obstacles have led 1o the
following institutional strengthening needs at some funds: '

* Greater political independence would allow for increased effectiveness and efficiency at many funds
in the regions. Political interference is reducing the effectiveness of some funds by compromising their
- ability to allocate resources in an objective, transparent and efficient manner. Undoubtedly, political
authorities, such as Ministers of Environment and Members of Parliament, have an essential role to
play in identifying national environmental priorities and in setting the necessary policy and institutional
framework to guide the funds’ activities. However, both the St. Petersburg Guidelines and best practice
in the regions suggest that this role should not include unmitigated authority to determine which specific
individual projects receive finance, as is now the case at some funds. More carefully formulated legal
foundations and decision-making structures and procedures at funds could better balance the powers of
key stakeholders and provide the institutional independence necessary for funds to allocate resources
objectively and cost-effectively.

« Some funds lack sufficient guarantees thai their resources will be used for environmental protection
purposes. On occasion, resources at some finds have been used to finance activities outside the funds’
mandates, sometimes even entirely unrelated to environmental protection. Such incidents seriously
erode the ability of those funds to support environmental protection and diminish their institutional
credibility and long-term viability. “Raiding” of fund budgets by other government institutions is
particularly damaging to institutional credibility. Stronger, more explicit fund statutes and policies can
reduce these problems, as can decision-making procedures that ensure accountability. Protection of
fund budgets from “raiding” by other government entities, however, will require high-level political
support. o

* Funds based within the institutional structures of MoE may have difficuities attracting and retaining
the necessary specialists. Funds in ministries are constrained by government administrative procedures
and salary structures, The expertise required to effectively manage and operate a fund, especially in the
areas of economic and financial analysis, are unlikely to be present in many MoE, and may be more
expensive on the open tabour market than a ministry-based fund can afford. Solutions might include
intensive training for fund/ministry staff, contracting outside experts to provide certain services, or
moving the fund outside of the ministry. The latter option, while offering a number of possible
advantages {e.g. greater political independence and the ability to attract staff having financial expertise),
also presents several challenges, such as maintaining appropriate links and relations between the fund
and the MoE and establishing a suitable legat basis for the fund,

Fund Reventtes

Revenue sources for the funds continue to evolve, with some sources diminishing or even disappearing, others
expanding, and entirely new sources being created. While there are some exceptions, most of the funds have
enjoyed increasing revenues in recent years, at least in nominal terms. For example, in 1994 the aggregate
revenues of the eight CEE national environmental funds surveyed totalied about 591 min USD (nominal value
based on average annual exchange rates), while the figure for 1997 was 720 min. The corresponding figures
for the eight NIS national environmental funds are about 15 min USD in 1994 and 36 min in 1997. These
revenues come primarily from charges and fines on pollution (e.g. air emissions and wastewater discharges),
as well as from charges on naturat resource use (e.g. water consumption, mining) and particular products (e.g.



fuel,.packaging). For some funds (in Slovenia, Estonia and the Czech Republic), proceeds from privatisation
have provided significant revenues while other funds {(e.g. in Poland and Russia) have generated substantial
profits from their own financial operations. As the provision of loans has become a more important form of
disbursement for many funds in the region, income from loan repayments (often with interest) has also
increased. Foreign sources are also increasingly contributing to the revenues of funds in the regions: two
funds have been formed on the basis of debt-for-environment swaps (the Polish and Bulgarian EcoFunds);
Slovenia’s Environmental Development Fund and Russia’s National Pollution Abatement Facility (NPAF)
have been capitalised, at least in part, by World Bank loans, and; new “environmental investment funds™ have
been created in Latvia and Lithuania with start-up capital pledged by the EU.

Notwithstanding these developments, increasing the level and stability of revenue flows remains a
priority among the funds. Fund revenues are extremely limited in some countries, {particularly the NIS),
where economic reform is at an early stage and financial hardship is being experienced in the public, private
and household sectors. Moreover, many funds must plan under conditions of considerable uncertainty, as
some revenue flows fluctuate significantly from year to year and/or are affected by annual negotiations in
government or parliament. Issues confronting the funds as they endeavour to erhance their revenues include
the following:

» The design and implementation of economic instruments, upon which most funds rely for the majority
of their revenues, could be substantially improved in most countries. Though not usually responsible
for their development and enforcement, most funds are highly dependent upon economic instruments
(such as pollution charges and fines) for their revenues. Funds in some countries berefit from
significant revenues generated by well-functioning economic instrument frameworks (e.g. in Peland and
the Czech Republic), Other countries, however, are just starting to modernise their policy frameworks
and economic instruments are being newly introduced or reformed. The revenue raising and incentive
dimensions of economic instruments in many countries of both regions are adversely affected by Jow
base rates (of charges and fines), overly complex administrative systems, and poor enforcement. in all
CEEC/NIS, enforcement of these instruments poses opportunities and challenges: stricter enforcement
can lead to more efficient collection of revenues and potentially preater income for the funds; but,
increased enforcement should, over time, lead to reduced pollution and, therefore, possibly lower
revenues from charges and fines. At the same time, strengthened enforcement should prompt more
environmental investment, perhaps stimulating greater demand for finance from the funds. The inter-
relations between economic instruments and the funds, and their respective roles as policy tools,
should be carefully examined by the appropriate authorities in each country (e.g. Ministries of
Environment and Finance and the funds).

s The funds should develop strategies that would aliow them to generate predictable revenues at levels
sufficient to fulfil their basic mandates through the transition period. In some countries this may
principally involve the diversification of revenue sources (beyond the traditional charges and fines on
emissions) and possibly the introduction of new sources (e.g. product charges, CO; tax). In other
countries, the funds may achieve greater stability and self-sufficiency by generating more revenues from
their own financial operations and improved cashflow management. One approach which is being
utilised by some funds in the regions is an increased reliance on the provision of loans, which helps the
funds to recover some of their expenditures which they can then use again to support additional
projects. The skills and resources required to effectively manage loans, however, can be different and
scarcer than these required to administer grants. (The provision of soft loans also raises a number of
other concerns, some of which are discussed below.) In assessing current and possible future revenue
sources and flows, the funds should consider how changing economic circumstances and



_environmental needs (including compliance with EU standards) are likely to affect demand for their
resources.

+ Some funds could take greater advantage of foreign sources of revenue. A number of international
financial institutions (IFls), multilateral aid programmes, and bilateral aid agencies collaborate with
partner institutions in CEEC/NIS in the financing of environmental projects. Some funds in the region
are already serving as such partners; with the initiative and commitment of national environmenta}
authorities and senior fund managers, more funds could do likewise. Funds seeking major capital
contributions from foreign and international organisations should, however, be prepared to meet high
standards of performance, particularly in the areas of project appraisal and sefection, accountability and
transparency. Existing mechanisms and fora for facilitating communication and co-operation between
IFls, donors and funds could be used more effectively and additional opportunities for co-operation
could be created. As called for in the 1998 Arhus Ministerial Conference declaration, donors and
Junds should work together more closely in building the funds’ capacities as financing partners.

Fund Spending

The focus of spending by the funds varies among countries and institutions according to a number of factors:
netional environmental priorities; source and level of demand for environmental investment finance; the
particular niche played by a given fund vis-3-vis other domestic environmental financing institutions; size and
source of revenues, and; fong-term institutional development goals. Pollution abatement investments in the
air and water sectors appear to dominate the expenditures of most funds, particularly in CEEC. At certain
funds, spending on environmental monitoring, waste management and nature protection is also significant.
Environmental education receives very limited support from most funds and some have spent substantial sums
(proportionally) in areas falling outside the main environmental sectors. Revenues of some funds, particularly
in the NIS, are too low to allow significant spending on capital investment projects, and are commonly
allocated for non-investment activities (e.g. operational costs of environmental authorities, international co-
operation, experience exchange).

Approaches for determining how to allocate resources alse vary among the funds, with some having very
clearly defined and focused priorities and eligibility criteria for project identification and selection, and others
broader, more inclusive strategies. Most CEE funds use standardised evaluation procedures to compare and
rank projects against set criteria, while others, particularly in the NIS, tend to deal with funding requests on a
case-by-case basis. Some finds strive to select projects that are the least-cost, or most cost-effective options,
while for other funds projects having short implementation times may be preferred, Given that the supply of
finance for environmental protection in CEEC and NIS is limited (very much so in some countries), effective
and efficient use of the available resources is critical. Accordingly, many funds in the region could improve
the effect of their spending by addressing the following issues: '

s Clearly defined priorities can help the funds magnify the envirenmental impact of their spending.
Most funds in the regions have very broad and inclusive priorities, reflecting the sometimes all-
encompassing nature of their country’s national environmental policies. These policies usually do not
translate easily into clear priorities for investment, prompting funds to either formulate their own
priorities or to operate, in effect, without clear priorities. As the funds’ financial resources are scarce,
they cannot possibly address all environmental problems effectively. In such circumstances, the
appropriate government and fund authorities should make greater efforis to identify the funds'
pariticular comparative advantages vis-a-vis other environmental policy tools and sources of finance,
and should focus the funds' activities accordingly. This will increasingly be true as other sources of



finance for environmental protection emerge, as is now happening in some countries, particularly

" CEEC. The more action-oriented national environmental strategies and plans that have been developed
recently in some countries {e.g. the Baltics), and the CEE countries’ EU accession strategies,.propose
specific priorities for environmental investments and could provide useful guidance for the targeting of
fund resources.

o Most funds could generate greater environmental benefits by implementing more rigorous project
identification, appraisal and selection procedures, emphasising the cost-gffectiveness of projects.
Funds in both CEEC and NIS employ a wide range of procedures and criteria in identifying, appraising
and selecting projects for financing. Many funds receive far more applications for financial support
than they can possibly satisfy, often including proposals for projects which fall outside of the funds’
priorities or which are insufficiently prepared. Use of preliminary screening mechanisms would allow
the funds to fairly quickly identify and eliminate unqualified projects, thus saving them {and
unsuccessful applicants) valuable resources. Additionally, while projest costs are usually assessed by
the funds, the cost-effectiveness of projects is often not given the importance it should. Other factors
are often more decisive in determining which projects are selected for financing, resulting in less
environmental benefit for the resources expended. Fumds should strive to improve their economic and
Jfinancial project appraisal capacity to be able to better identify a given praject’s need for subsidised
finance and in order to more effectively leverage finance from other sources, thus allowing the funds to
stretch their resources further and support more projects.

» Funds could better protect themselves from criticism and promote stronger public support for their
activities by increasing the transparency of their reseurce allocation decision-making. When funds
base their project appraisal and selection on criteria which are clearly defined and explicitly
communicated to applicants in-advance, they are in a stronger position to justify their decisions for
either approving or rejecting projects. By making operational polices and procedures clearly known to
actual and potential clients and by actively sharing information about their spending decisions (and
environmental effects thereof) with the general public, the funds can better generate support for their
activities. A clear commitment to objectivity, transparency and Aaccountability in decision-making will
also build a fund’s international credibility as a financing institution and potential partner.

The funds also employ a variety of disbursement mechanisms for providing their financizl support. The
dominant form of financing, grant giving, is increasingly being complemented or replaced by the provision
of soft loans and other, more commercially-oriented, forms of subsidy, such as loan guarantees and equity
investments, although experience with these latter two forms of financing has been mixed. As funds have
diversified their disbursement mechanisms, something of a debate has emerged surrounding the two dominant
forms of financing — grants and soft loans — with the latter often being promoted as more “market-based” than
the former. Both grants and soft loans, however, are forms of subsidised finance; each has its own
advaniages and disadvantages and neither is necessarily “"better” or “worse” than the other.

Direct grants are the most attractive form of subsidy for applicants because there is no requirement for
repayment. They are also relatively simple for the funds to administer and involve little financial risk. As
shown by the experience of the Polish EcoFund (see “Swapping Debt for the Environment: The Polish
EcoFund”, OECD 1998), when used in a very selective and targeted manner, direct grants can also be
effective in leveraging other sources of finance (provided they exist). The major drawbacks of direct grants
are that of “moral hazard” sometimes associated with “free” money and, at least from a fund’s perspective,
that no portion of the resources return 1o the fund. Soft loans, in addition to promising a financial return to the
fund and thus providing it some level of financial self-sufficiency (a key attraction for fund managers), may
encourage greater financial discipline on the part of borrowers and reduce moral hazard. However, soft loans



do raise certain concerns that should be considered carefully by the funds. These include: the risk of defauit;
the erosion of the real value of repayments by inflation; typically high administrative costs of making and
managing loans (usually significantly higher than those associated with grant provision), and; generally lower

scope for leveraging other (especially commercisl) sources of finance compared with the leveraging potential
of grants,

EU Accession: Role of the Funds and Implications for their Operations

In many applicant countries, environmentnl funds are likely to play an important role in Jinancing
environmental investments that are important for EU accession, The costs of meeting EU environmental
standards in the applicant countries is going to be very high; one commonly quoted estimate is 120 billion
ECU (~140 bin USD). While this figure dwarfs the annual expenditures of the funds in the CEE region, those
expenditures are nevertheless significant on a regional scale and account for important shares of total national
environmental investment expenditure in certain countries (e.g, Poland, Czech Republic, Hungary, Slovenia).
Of the 10 applicant countries in CEE, nearly all have environmental funds operating at the national and/or
local levels. The aggregate envirommental expenditures in 1997 of the CEE funds surveyed for this
publication total almost 700 min USD; the added expenditures of other environmental funds in the region not -

surveyed here (particularly the numerous Polish provincial/local funds), would bring that figure to af Jeasf 1
bin USD.

Some funds are also likely to play an important role vis-a-vis the growing amount of EU financial
assistance being made available to support environmenial investments in applicant countries. Funds in
some countries (e.g. Poland, Lithuania, Slovenia) have already been administering financial assistance from
the EU for environmental protection. A number of new initiatives sponsored by the EU are Tikely to involve
more of the funds either directly (as implementing agencies) or indirectly (as co-financiers). These initiatives
include: a “Large Scale Infrastructure Facility” with 150 min ECU for 1998-99 which will co-finance
investments in the environment and transport sectors; an “Instrument for Structural Policies for pre-
Accession” which will provide 1 bln ECU/year from 2000-2006; again for investments in the environment and
transport sectors; PHARE Programme support in & range of areas, including environment; and, 2 special “pre-
accession facility” established by the European Investment Bank with 3.5 bln ECU to be lent through 2000,
much of which is expected to go into environmental infrastructore investments.

Besides conforming with basic standards and prineiples, such as those set out in the St. Petersburg Guidelines,
funds interested in administering EU financial assistance will likely be expected to meet further requirements
specific to the EU and its assistance programmes. Some of the more important of these will include:

» project eligibility, appraisal and selection criteria, (e.g. certain EU Directives, and therefore certain
types of projects, will be of higher priority than others; project size and the participation of other co-
financiers may be crucial);

+ competitive procurement procedures;

+ accounting, financial management and audits;

» reporting to EU authorities (which also implies enhanced external relations and foreign language
capacities).

EU accession will also affect the funds’ post-accession roles as mechanisms for channelling public finance for
environmental investments. Funds in some countries may, upon accession, be Jound by the EU to be in
violation of Union rules concerning fair compelition under the common market and state aid for
environmental protection, EU rules do provide for exceptions, under certain circumstances, allowing state



aid, however, it will be incumbent upon the applicant/accession countries to request such exceptions and to

convincingly demonstrate their eligibility for them. To achieve this, it is likely that the accession country will

be required: -

« to clearly specify the exceptional circumstances/challenge (i.e. environmental investment needs) which
justify the provision of state aid;

» to justify why the environmental funds, and not merely the state budget or some other mechanism, are
necessary for overcoming the exceptional circumstances; and,

» ‘to specify a limited duration of time, after which the special circumstances will be addressed and the
exceptional state aid will be discontinued.

Peliution Charge “Offsets” and Non-Monetary Transactions: Challenges for NIS Funds

The hardships being experienced in the NIS as they undergo economic reforms are posing serious challenges
for environmental funds (as well as other environmental and government authorities). In an economic
environrnent where many municipal budgets are in deficit, numerous households are experiencing real declines
in welfare and enterprises often evade tax and wage obligations, implementation of the Polluter Pays Principle
is truly difficult, These challenges are evident in the practices of pollution charge “offsets” and non-monetary
transactions, engaged in by some regional and local funds {e.g. in Russia and Kyrgyzstan) but affecting
national funds as weli given that most of their revenues originate as transfers from the sub-national funds.

Pollution charge offsets involve the forgiveness of a polluter’s emission charge payments by environmentat
authorities in exchange for a commitment by the polluter to use those resources to implement environmental
protection measures. In principle, such offsets could represent a more direct form of the Polluter Pays
Principle and offer administrative efficiency gains, as the polluter retains resources to implement pollution
reduction measures, instead of transferring them to the fund to be allocated subsequently for other measures.
In practice, however, the offser schemes functioning in NIS typically suffer a number of serious defects:

« There is little certainty that withheld payments are actually used to finance environmental protection
measures, and the environmental benefits generated by measures actually implemented are difficult to
verify, as the monitoring and enforcement capacity of environmental authorities tends to be weak. The
situation is worsened when offsets become routine and polluters withhold payments without prior
consent from the authorities.

« The offsetting of environmental charges provides an additional window for tax evasion by firms as long
as the charges can be deducted from their income tax base without having actually been paid (which is
the case in at least some NIS). Firms therefore have an incentive to maximise the value of levied, but
not collected, environmental charges in order to minimise their tax Habilities.

» The offsetting of charge payments, {(which should be considered public funds), against the internal
environmental expenditures of enterprises threatens potential efficiency gains which might be captured
through the funds® re-distributive function because money must be spent in the debtor enterprise even if
investing elsewhere would bring greater environmental benefits. For the same reason, offsets undermine
the funds® ability to serve as strategic tools for implementing environmental policy because the debtor
polluters, not the public authorities, effectively detertnine how the public’s revenues are spent.

» Charge offsets contribute to the dispersion of environmental finance, Locat authorities have incentives
not to collect environmental charges, because once collected, the revenues should be shared with
environmental funds at higher levels of government. By offsetting charges all revenues are retained at



the local level thereby making it difficult to accumulate the critical mass of capital needed to finance
major environmental investments.

The fact that many regional and local level funds in the NIS are engaging in non-moneiary transactions
reflects sericus weaknesses in the region’s economies as well as weaknesses in environmenta} policy and
enforcement. Such iransactions can be associated with some of the same problems that arise with charge
offsets (e.g. window for tax evasion, the undermining of potential gains in cost-effectiveness of investments).
Moreover, they make real investments and flows of money difficult to distinguish from paper records of
investments and financial flows.

NIS authorities at environmental administrations, funds and other government institutions are pursuing
environmental objectives under admittedly adverse conditions. Pollution charge offsets and the facilitation of
barter transactions among polluters, while perhaps providing the authorities some leverage in promoting
environmental protection measures, appear in practice to benefit polluters more than the environment.
Moreover, these practices, and the considerable level of administrative discretion they involve, contribute to
already worrying “shadow economies” and weaken the rule of law. They should, therefore, be strictly
curtailed until the rule of law is firmly established and to ensure that the funds do not inhibit or distort the
environmental and economic refarms so critically needed in the region.

Impact of Funds on Market-Based Fisancing Mechanisms and the Polluter Pays Principle

The provision of subsidised finance for environmental protection in CEEC and NIS has been deemed
necessary to confront the legacy of past environmental misuse and to overcome a number of obstacles existing
in the transition period which prevent full implementation of the PPP. As these countries continue to progress
through the transition period, however, opportunities for the use of other, more market-based, sources and
forms of epvironmental financing will emerge (e.g. commercial banks, equity investors, bonds, own
resources). Indeed, some of these sources and mechanisms are already involved in financing environmental
investments in the regions, especially the CEEC. MoE and fund officials should, therefore, regularly assess
the impact the funds are having on the emergence of market-based financing mechanisms and take steps to
ensure that the funds are not impeding their development.

While there is little empirical evidence to suggest that soft finance provided by the funds is “crowding out”
other sources from financing cnvironmental investments, anecdotal evidence suggests that the risk is real,
particularly where the funds disburse very significant sums (e.g. Poland and Czech Republic) and commercial
sources of finance are, or show potential to scon become, involved in environmental investments {e.g.
advanced CEEC). This risk is likely to grow in CEEC engaged in EU accession, given that EU financial
assistance flowing to those countries is expected to expand substantially and be disbursed for investments ina
relatively short period of time. Prioritising investments, identifying needs for subsidised finance, and devising
financing schemes that will ensure appropriate and cost-effective use of the available finance (domestic and
foreign} will be a major challenge for officials of applicant countries and EUJ institutions.

As capital markets develop in both CEEC and NIS, and the need for subsidised finance among the funds’
clients diminishes, the funds should assess the effect the magnitude of their expenditures and their different
disbursement forms have with respect to leveraging clients’ own or commercial sources of finance. The funds
should seek to maximise their leveraging effect and actively support the development of more market-based
financing mechanisms, ultimately leading to fuller, more direct implementation of the PPP by encouraging
greater responsibility among polluters and resource users for the financing of environmental protection. As



such responsibility becomes stronger throughout the regions it should be expected that the funds will undergo
continued change, perhaps dramatic in some cases, and that the region might eventually witness not only the
creation of new funds, but also funds which have fulfilled their mission successfully enough to no Ianger be
needed.
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Table 1. Key characteristics of selected environmental funds in CEE. (Revenues and expenditures in min USD')

4

Estonias

Bulgaria: Bnlgaris: Coech Republic: Hungary:
National Envirormental National Trust EcoFund State Environmental Fund Central Ervironmental Fund Central Environmental
Protection Fund Protection Fund
Operational in curreat form since 1993 1996 1952 1990 1993
Total income/expenditure Income/Expenditure Income/Expenditure Income/Expenditure Income/Expenditure Income/Expenditure
1993 3.60 218 - - 94.94 98.41 na. na. 29.90 17.19
1994 442 342 - - 155.93 123.11 0.93 108 61.13 2561
1995 594 625 - - 186,87 183.84 1.78 1.83 5532 26.30
1996 6.14 348 553 . 197.21  169.55 6.78 541 9322 53.85
1997 949 438 524 0.3% 167,15 103,97 1.69 3.78 80.99 84.56
Major revenue sources in £997 | — Liquid fuel charge (75.4%) — Debt swap with Switzesland — Airfwaterfwestefiand use — Environments] charges and —Fuel charge (46.9%)
(with % of fotal revenures) — Privatization (13.8%) (80.6%) charges & fines (51.5%) fines (46.2%) ~Other product charges (30.8%)
— Administrative fees (3.7%) — Profits from financial — Privatization (28.3%) ~ Privatization (27.4%) — Privatizetion (6.6%)
— Environmental fines {2.5%) opecations (15.9%) — Loan repayments with interest | —Mineral extraction charges —Environmental fines (4,7%)
— Loan repayments with interest { — World Bank grant (3.4%) (14.8%) (17.8%) — Mining annuity {1.5%)}
{1.6%) « Profits from financial = Packaging excise tax {3.4%) — Phare grant (4,19}
operations (6.1%) = Loan repayments with interest | ~ Loan repayments with inerest -
(2.3%) (5.1%) '
= Other (2.9%) « Other (0.3%)
Major fields of txpenditure in —Air (9.3%) - Air{49.7%) ~ Air (36.5%) - Ar (1.9%) ~Air(21.6%)
199_7 (with % of total annual ~ Water (43.7%) — Whater (49.9%) —Water (57.4%) — Water (33.3%} - Water (15.4%)
environmental expenditures) ~- Waste (16.8%) —Nature protection (0.5%) ~ Waste (1.8%) - Waste (10.19%) ~ Waste (13.9%)
— Monitoring (20.5%) —Nature/soilflandscape ~ Building program (§9.3%) —*“Public purposes” (22.1%)
— Soil protection (8.3%) protection {4.2%) —"“Supervision™ (11.9%) ~“Govemment decisions”
— Others (1.4%) — Other (23.5%) (10.4%)
—Other (16.6%)
Primary disbursement mechanismqd = Grants (76.8%) —Grants (85.2%) —Grants {55.4%) - Grants (89.6%) ~Grants (~ 75%)
in 1997 (with % of total —Interest free loans (7.7%) ~ Interest free loans {14.8%) —Soft and interest free loans — Interest free foans (7.6%) —Interest free loans (~ 22%)
Jish for env ! | - Equity investments {15.6%) (43.9%) —Soft loans (2.8%) —Soft foans (~ 3%)
projects) — Interest subsidies (0.6%)

Notes: 1) Nominal values based on average annual exchange rates; 2) Income data excludes start of year balances; expenditure data excludes overhead & administration
costs and other non-environmental expenditure of the funds; expenditures may exceed revenues for a given year because of income carried over from previous years.
*n.a.” indicates that the information was either not available or not provided by the fund.
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Table 2. Key characteristics of selectad environmental funds in CEE. (Revenues and expenditures in min usp'y)

Poland: Poland: Poland: Slovak Republic: Slovenin:
National Fund for EcoFund Cracow Provincial Fund for State Environmentsl Fond Environmeatal
Environmental Protection and Environmenita] Protection & Development Fund
Water Management® Water Management*
Operational i curment form since 1929 1992 1993 1991 1994
Total income/expenditure® Income/Expenditure Income/Expenditure Income/Expenditure Income/Expenditure Income/Expenditure
1993 266.70 20746 835 4.62 203 1.00 3189 3494 - .
1994 33603 28361 10.16 14,32 12.13 579 3051 3138 2.02 -
1995 427.8¢ 41823 29.64 2048 19.13 6.51 3559 3435 1041 0.60
1996 421.02 49074 3130 21,64 17.16 19.0§ 40.19  40.62 1511 19.52
1997 403,61 38406 33.58 36.52 14,84 17.03 30,99 2394 2043 1731
Major revenue sources in 1997 ~ Environmental charges — Debt swaps with U.S., ~ Environmental charpes — State budget aliocation — Privatization (40.4%)
(with % of total revenues) (48.0%) Switzerland, France and (57.5%) (23.1%) ~ World Bank loan (26.8%)
— Environmental fines (1.4%6) Sweden (83.8%) — Environmental fines {3.2%) — Airfwater/waste cherges ~ Loan repayments with interest
—Mining charges {7.6%) - Profits from financial opetations] < Loan repaymenls with interest (73.3%) (23.1%)°
= Loan repayments with interest (14.9%) (24.4%) — Airfwater/waste fines (2,1%) - Interest (3.2%) .
(37.0%) — Grant from Norwegian = Profits from finaneial — Frofits from financial —Land use fines (0.8%)
~ Profits from financial Govemment (£.3%}) operations (14.9%) operations (9.9%) i
operations (3.9%})
— Other (2.1%)
Major fields of expenditure in - Air{32.1%) — Air (56.0%) — Air (56.9%) ~ Air (26.9%) — Air (73.5%)
1997 (with % of total annuat —Water (40.1%) - Water (41.3%) — Water (25.4%) —Water (55.0%) ~ Water (21,7%)
environmental expenditures) - Mining related (9.9%) — Nature prot. {2.7%) - Waste {0.6%) — Waste (9.5%) - Waste (4.8%)
~ Soil protection (8.9%} — Ernergencies (6.8%) — Mature protection {2.3%)
— Nature protection (3.7%) ~ Monitoring (4.0%}) — Education (1.3%)
— Emergencies (1.9%) — Sof! protection (1.7%) -~ Research (1.1%)
— Education {1.7%) —Noise protection (1.5%) —~ Other (3.9%)
« Monitoring {0.9%) —Other (3.1%)
Primary disbursement = Soft loans {69.8%) —~Grants (100%) —Grants (25.4%) ~Grants (100%} ~ Soft loans (100%)
mechanisms in 1997 (with % of | —Granes (21.2%) —Soft foans (14.6%)
total disbursements for  Interest subsidies (2.8%)
environmental projects) — Equity investments (6.2%)

Notes: 1) Nominal values based on average annual exchange rates; 2) Data for the Polish National Fund reflects revenues and expenditures from domestic sources only. 3)
Paland has a number of provincial environmental funds; the Cracow Fund is one of the largest of these and is presented for iltustrative purposes. 4) Income data
exeludes start of year balances; expenditure data excludes overhead & administration costs and other non-environmental expenditure of the funds; expenditures may
exceed revenues for & given year because of income carried over fiom previous years. 5) The fund also administers 277 loans extended by the Slovenian MoE
befgre the fund was established, the value of which amounted to USD 14.8 million es of 31.12.1997. .
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Table 3. Key characteristics of selected environmental funds in NIS {Reventies and expenditures in min USD}

Belaras’; Kazukhsizn: Kyrgyzsian: Paidova: Russing
Republican Environmental National Environmental Republican Environmental | Mational Enviroumental Fund | Federa! Environmeotal Fund
Fund Protection Fund Fund
Operational in current form 1993 1993 1992 1993 1992
ST
Total income/expenditure® Income/Expenditure Income/Expenditure Income/Expenditure Income/Expenditure Income/Expenditre
1983 1.37 1.56 3.0 277 0.08 0.08 002 0.02 366 230
1994 0.44 039 4.03 2.87 0.17 0.16 0.02 0.02 9.50 7.54
1995 3.35 257 1.79 1.68 035 035 0.04 004 1041 392
1996 6.80 644 345 312 0.44 0.44 0.05 0.05 14.23 13.15
1997 512 4,82 9.73 346 049 446 0.04 - 0.04 1348 T 1731
Major revenue sources in 1997 — Airfwater charges (88.2%) =~ Air poltution cherpes - Air polfution charges - Pollution charges and fines —Pallution charges and fines
{with % of fimd’s total ~ Waste charges (3.3%) (46.1%) (72.9%) transfersed frorn the local transferred from the regional
revenues} - Bank interest (3.0%) —Wastewnter charges (21.6%) — Waste chargés (9.7%) environmental funds (100%5) environmental fands (65.7%)
— Waste charges (13.1%) —Qther charges (15.6%) —Loan repayments with
~ Air pollution fines {14.6%) - Air poliution fines (1.8%) interest (5.3%)
— Wastewater fines (2.0%) ~Transfers from Far East and
-~ Waste fines (2.7%) Northwest Marine Funds
(25.7%}
Major fields of expenditure in - Construction/repair of ~Construction/repair of — Air (47.4%) — Nature protection {15.8%) - Adr (5.3%)
1997 (with % of tofal i environmental facilities environmental facilities = Water (26.1%) = Edueation (56.4%) ~ Water {13.6%)
environmental expenditures) (71.0%) (24.6%) — Waste (9.9%) — Monitoring (17.8%) —Waste {20.4%)
—Soil (10.1%) —Research {8.0%) - Education (4.8%) ~SoilAnnd (2.1%)
=~ Nature protection (3.7%) - Nature protection (23.9%) =~ Monitoring (11.8%) —Nature (34,2%)
- Environmental. authorities — Program/project developrnent ~Education (3.9%)
(3.4%) (4.2%) --Manitoring (15.3%)
— Research (1.8%) — Education (2.4%) ~Research (1.4%)
— Purchase of instrumenis & - Protected areas {6.5%} — Other (3.0%)
equipment (7.4%) - Environmental authorities
(12.3%)
~Other (17.6%)
Primary disbursement —Grants (100%}) — Grants {100%) — Girants (including barter —Grants (100%) ~Grants {52.6%)
mechanisms in 1997 ] transactions) (92.8%) — Equity investments (37.3%)
{with V'eof total disbufscments — Interest free loans (7.2%a) — Interest free loans (8.2%)
for environments! projects) ~Soft loans (1.9%)

Notes: 1) Nominal values based on average annual exchange rates; 2) The survey respense from Belarus provided data on revenues and expenditures

for the country’s

entire environmental fund system, which also includes focal and regional funds. The figures presented here for the Republican Environmental Fund were calculated
by the author as 2 proportion {10%) of total income and expenditures of the entire fund system, and thus must be considered as merely indicative. (Revenues are
initially collected by the local authorities, who are required by law to transfer 10% of most revenue types to the Republican Fund,) 3) Expenditures may exceed
revenues for a given year because of income carried over from previous vears.
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Table 4. Key characteristics of selected snvironmental funds in NIS (Revenues and expenditures in min USD')

Russia: Russix: Ukraine: Uzbekistan®:
National Pollution Abaternent Novgorod Regiopal Republican Environmental Republican Environmental
Facility Environmental Fund Furd Fund
Operational in current form since 1995 1990 1992 1993
Total income/expenditure® [ncome/Expenditure Income/Expenditure’ Income/Expenditure income/Expenditure
1953 - 0.23 020 165 033 0.00 0,00
1994 - 0.81 047 0.85 0.85 0.03 0.25
1995 59,00 0.13 0.54 0.66 026 0.08 0.10 6.10
1996 3.00 0.78 0.7l 0.58 37 148 0.14 ol
1997 0.09 1.58 0.63 0.67 1.94 1,94 0.08 0.09
Major revenue sources in 1997 | - Loan repayments with - Air pollution charges — Pollution charges (94.4%) —Transfirs fom the local
{with % of total revenues) interest {100%) (17.3%%) ~ Pollution Bnes (1.1%4) cnvironmental furls (10095}
— Water poliution charges —Other (2.7%)
{48.5%)
— Waste disposal charges
(29.7%)
— Fines for violating hunting
and fishing rules (1.6%)
Major fields of expenditure in ~Air (100%) - Construction of - Nature protection {14.2%; —Nature protection (8.4%)
1997 (with % of totat cnvironmental p — Reduction of envir tal
environmental expenditures) facilities (57.9%) health impacts (32.5%)
= Research (3.2%) - Equipment for environmental
- Monitoring (2.8%) organisations (25.0%)
- Nature protection {1,8%) — Research (4.7%)
~ Education (3.1%) ~ International co-operation
- Environmental authorities (42%)
(31.0%) ~Cleanup of accidents {3.3%}
= Cther (0.3%) ~Other (11%)
Primary disbursement —Soft loans (100%) — Grants ~ Grants (100%) — Grants {100%)
mechanisms in 1997 (with % of’
total disbursements for
environmental projects)

Notes: 1) Nominal values based on average annuat exchange rates. 2) The survey response from Uzbekistan provided data on revenues and
expenditures for the country’s entire enviranmental fund system, which also includes local and regional funds, The figures presented
here for the Republican Environmental Fund were calculated by the author as proportions (25%) of total income and expenditures of
the entire funds system, and thus must be considered as merely indicative. {All revenues are initially collected by the regional finds,
which are required by law to transfer 25% of most revenue types to the Republican Fund.) 3} Expenditures may exceed revenues for
a given year because of income carried over from previous years, 4) Expenditure figures include pollution charges “offset” in retun
for agreement by the polluter to use the money for investments in pollution reduction measures (36 % of total environmental

expenditures in 1997).
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