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Short Research Article

Should Water Resources be Managed as a
Public or as a Private, Economic Good - the
Croatian Dilemma

ABSTRACT

The goal of this work is to provide a new outlook on the possibilities of water-resource
management in the Republic of Croatia. Water resources and water supply systems are of
vital and strategic significance for Croatia. Therefore, it is essential to develop a sustainable
model for managing them. This will in turn ensure the access to drinkable water for the
maximum number of people, the maintenance of high water quality levels, high quality watter
supply systems and the sufficient water reserves for the future generations.

The model proposing process is neither easy nor unambiguos, especially in light of the
negative economic trends present in Croatia over the last couple of decades. This created
an unfavorable climate for the independent decision making concerning the management of
the country's strategic water resources. The current public opinion nurtures a belief that
Croatia is being forced to privatize the governmental institutions which manage the water
resources and that this will lead to an array of negative trends resulting in the water price
increase, overexploitation and even restrictions of use for the most vulnerable sections of the
society.

Privatization is the often used model of dealing with the state property, especially after the
change of the socio-economic system. It has often been put to use in Croatia, but
unfortunately, in a great number of cases it has not created the desired results. In this work,
there will be analyzed the cases of Argentina, United Kingdom, India and Bolivia, which will
in turn provide a new outlook on this problem. The findings may also serve as assistance to
the decision makers when making policy decisions regarding the management of water
resources. In the work, both arguments in favor and against the privatization of water have
been analyzed and backed by the examples. In the conclusion, the authors propose a
franchise model as the solution that may satisfy the interests of the private investors, the
state and the ordinary citizens.
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1. INTRODUCTION

Water means life. The importance and significance of water in any context is
unquestionable. Even six thousand years ago, since the foundation of the first known
civilizations on the banks of the great rivers Nile, Indus, Ganges and Huang He, aware of the
exceptional significance of water for life and survival, the human kind had been involved in
the battle for the control of water resources. With the development of modern technology
and exponential demographic expansion, the demand for water kept increasing. Taking into
account the processes occurring around the world, it is expectable that the reserves of
drinkable water have started to decrease. And indeed, there is a lot of evidence
demonstrating that the quantity of drinkable water starts to decrease at places where the
demand exceeds the supply. The examples of water shortages can be found in Northern
China, India and Bangladesh, where the level of underground water reserves decreases one
meter per year due to the excessive pumping. In Chad, the area of the lakes decreases on
average 100 square meters during the dry season, and in the Dead Sea, the water level has
decreased 10 meters over the last decade (De Villers, 1999). The illnesses resulting as the
consequences of water pollution cause deaths of approximately 3.4 million people per year.
This is the leading cause of death and illness on the planet. According to the United Nations,
(2013) four thousand children die every day from the water-pollution related diseases, while
approximately 780 million people do not have access to drinkable water (Water, 2012).
These problems are most present in Africa and Asia, which respectively make 28% (Africa)
and 63% (Asia) of the total number of people that do not have access to drinkable water.

Water shortage is one of the most important problems currently facing the planet, since the
pollution or lack of water caused deaths of more people than all weapons in the history of the
world. With the increased pressure on the water demand, there comes the increased
number of conflicts. And indeed, when the historical data of conflicts is analyzed, their
number increases as we approach the contemporary era. If comparing the number of water-
resource related conflicts since 1950, there appear surprising facts. Between 1950. and
2000., there had been approximately 90 conflicts, while in the period between 2000. and
2010., there had been over 65 conflicts (Freshwater resources, 2012). The trend of the
increasing number of conflicts is related with the increased demand and ever growing water
shortages.

Considering its water endowment, Croatia is ranked very high on the global scale. Acording
to the report about the water reserves created by UNESCO, in which 188 countries were
surveyed, Croatia was ranked third in Europe (behind only Norway and Iceland) and was
also among the top 30 countries globally (Poslovni, 2012). In the anhydrous Mediterranean,
Croatia could easily take a very important strategic role in the future as the supplier of the
most important contemporary global resource.

The privatization of water presents one of the potential solutions, but also dangers, for the
problem of thirst in the world. In the context of this problem, there has also been analyzed
the example of Croatia, as it is evident that the existing system of water resource
management will have to undergo unavoidable modifications, the reason for this being
certain persisting constraints. Although there are many arguments "for" and "against" the
privatization of water, no model has been defined so far which would completely satisfy all
the involved interest groups. As the best alternative solution, there has been offered the
franchise model, which will optimize the use of the previously installed capacities, but will
also contribute to the development of future infrastructure. The French and Argentinian
examples are cited as succesful franchise models, in which the domicile population was
guaranteed the supply of drinkable water under the best conditions, while concurrently
eliminating the possibilities of the overexploatation of water resources.
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2. WATER AS A PUBLIC GOOD

From an economic point of view, a public good is every good that is characterized as non-
rivalrous and non-excludable - the use of a good by one individual does not exclude and
does not deprive the other of the use thereof (Jurkovi¢, 2002). In reality, however, there is no
such good that is absolutely non-rivalrous and non-exclusive. Public goods are all goods that
serve a larger number of users, and their use is dispersed throughout the community,
regardless of whether some individuals want it or not, and what is very important is that they
are those goods in which the inclusion of a new user does not reduce neither the satisfaction
of the previous users nor their level of use (Jurkovi¢, 2002 and Samuelson, 1992). Can it
therefore be inferred that water is a public good?

The traditional argument was that, since the provision of public services imply the use of a
public infrastructure, in this case the water supply, these services are characterized as a
public good. Therefore, the cost of the connection of an extra water network user is equal to
0. However, this also implies that, with some exceptions, consumers tend to underestimate
the privilege of using a particular good. In other words, consumers are not willing to bear the
cost which ensures them marginal benefit from a particular good (Musgrave and Musgrave,
1973). This is called the "free riders" problem which occurs in cases when the number of
users is very large, and the market price of a particular good or service is not determined
(Skreb-Kesner, 1993). Certain infrastructures like roads, street lights and air control depart
from this rule. In practice, the free rider problem is explained by the very small incentives to
private companies for their investment into public goods because the return from such
investments is difficult to accomplish. Being this so, it is logical that the Governments provide
for the infrastructure to increase productivity and the economic well being of its citizens
(Gomez-lbanez, 1995). In addition to the above mentioned, there are other important factors
that speak in favor of treating the infrastructure as a public good. The presence of the
economies of scale, high sunk costs and barriers to entering the market have led to the fact
that many infrastructure services, particularly water supply systems, were treated as natural
monopolies that do not allow competitive conditions in terms of production and delivery of
services (Kahn, 1988). If the market works on a purely profit basis, such a situation can lead
to a long-term increase in the level of prices. A natural monopoly in cases of fundamental
goods, such as water supply, results in public sector management or private initiative, but
under strong state regulation. Secondly, the value of these services to the society and the
lack of the same may result in the public sector maintenance of control over them in order to
avoid the possibility of undervaluing those services which do not bring high vyield.
Governments can decide not to charge for a service or charge it at a reduced rate in order to
meet the fundamental needs and individual rights. Moreover, the government plays a key
role in preventing externalities such as a poor public health system or reduced productivity
resulting from the absence of water supply services (Jacobson and Tarr, 1996). Finally,
public services can also serve as a redistributive policy which would lead to a reduction of
the number of unemployed in a country. According to some indicators, the Republic of
Croatia belongs to the group of those countries having a high number of employees in state
administration. Such a policy often results in a slow and ineffective system that has
difficulties in surviving in the market competition.

Privatization can also bring negative social and economic consequences, which are
characteristic for the post-socialist countries, where the process of privatization of the former
state property has been the reason for appearances of grey zones in their economies
(Kaufmann and Siegelbaum, 1997). A number of private enterprises involved in the process
of privatization performed an array of irregular, immoral, and sometimes completely criminal
activities, which were in complete contrast with the interests of the society as a whole.
Therefore, although it was logical to expect that their business activities would function in the
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sphere of the official and legitimate economy (which encourages the transfer of knowledge
and creativity between the sectors), the previously mentioned enterprises are responsible for
the loss of clear distinction between the legitimate and illegitimate economy. This has been
especially characteristic for certain transition economies (Slovakia, Romania, Bulgaria,
Albania, Ukraine). Since Croatia is also undergoing the process of societal transformation
that involves privatization, there exists a justifiable misgiving on the side of the public opinion
that behind the phrase "the optimization of the water resources management", which can
often be heard in the mainstream media, there lies an attempt of certain structures to extract
capital from the enterprises or illicitly expropriate the profits, all of this being contrary to the
national interests.

3. WATER AS AN ECONOMIC GOOD — ARGUMENTS FOR AND AGAINST

Analyzing the arguments that lead to the definition of water as an economic good and are in
favor of the privatization of water, it should be noted that the issue of privatization of natural
resources has been in existence since ancient times. Aristotle had already observed that
“the least concern is devoted to that which is most common.”" Namely, people are mostly
concerned about their own, and they worry less about the things that are common, or just to
that extent which affects them as individuals (Ostrom, 1990). Currently, there is an ongoing
privatization process of natural resources that were formerly under common ownership.
Strongholds for this and similar considerations can already be found during the 1960s when
strong ideas were put forward demanding the imposition of private property rights wherever
resources were under common ownership (Demsetz, 1967; Johnson 1972). Ostrom et. al.
(1988) suggests that "the only way to avoid the tragedy of the commons, when it comes to
natural resources and wildlife, is to end the system of common ownership and establish a
system of private ownership rights." Moreover, they also emphasize "that treating resources
as common property was exactly what condemned these resources to inexorable
destruction." The most recent literature, under the term privatization, includes all forms of
property and / or operations that are transferred from the public to the private sector.

Around the world, the following models of the water supply system privatization are used:

[0 Management without the right of investment (en affermage), in which the local government
(the owner) invests in the development of infrastructure. The concessioner (private
entrepreneur) manages the operations, covers the maintenance costs and pays the
concession fee. This kind of concession is granted for 5 to 20 years.

[1 Management with the right of investment (en concession) - represents the privatization of
management and/or infrastructure for the concessionary period and includes the right of
investment. In this case, the concessioner invests in the development of infrastructure which
is owned by the local government. Upon the expiration of the concession, the infrastructure
is transferred to the local government. The concessioner is compensated directly by the
city/county or the end consumers and does not pay the concessionary fee. This kind of
concession is usually granted for the period of 30 years and sometimes even longer.

[ Privatization with the repurchase of the utility company — the entrepreneur purchases the
shares of the existing water supply/sewerage system utility company, which is, as a rule, the
owner of the infrastructure (or if it is not, then it has the scooping rights — the concession of
the resource, as well as the rights of water supply and/or drainage and purification). The
private entrepreneur has the same legal rights as the previous owner.
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In fact, privatization, in the true sense of the word, understands the actual transfer of overall
property and responsibilities to the private sector, whereas all other variations can be
categorized as "private sector participation” (PSP) (Fauconnier, 44). There are several
models of PSP that are being applied instead of total privatization of public property.
Management contracts imply a partnership between the public ownership of the
infrastructure and private management services. The period of such a contract is two to five
years. PSS can also be realized through a lease contract (5-10 years) and through
concession (10-30 years). The BOT model (build, operate, transfer) involves the cooperation
of local governments and private investors in which the private investor agrees to build the
infrastructure, and in turn, the government gives the investor the right to exploit and collect
charges for infrastructure services for a certain period of time (15-20 years) (Dowall, 1995).
The reasons for the privatization of services and infrastructure differ from country to country,
and the consequences of privatization are not the same in all countries. However, the
commonly cited key reasons for privatization are as follows:

a) improvement of public service efficiency through cost reduction, increased billing and
collection, improvement of service quality, adjustment of tariffs to production costs, departure
from slow bureaucratic processes, independence from political options (Hyman, 1995);

b) state inefficiency and bad management raise the prices of public services and

c) development of market economy with strong competition ensures production and
provision of goods and services at the lowest possible cost.

One of the strong reasoning for the privatization of water and water supply systems is given
by Barlow and Clark: If water access is a right, as recently confirmed by the United Nations,
then it is governments’ responsibility to make water available as efficiently as possible; if
mobilization of private investment is the only way that water systems can be put in place to
meet community needs, then governments have a duty to do precisely that... (Bremer, 2003)

3.1. Arguments "for" - positive examples of water privatization

The term "privatization" is not unambiguous, as it covers various forms and definitions.
Privatization is defined as the process in which the assets or the processes that are the
property or under the control of the state are being exposed to the market forces.
Privatization can also include the following processes: the transfer of the firms' assets, the
transfer of entrepreneurial activity and the transfer of public service from the control of the
state to the control of the private sector. Privatization is the entire process of expanding the
sphere of the market through a host of regulations that create an enabling environment for
free enterprise to operate as a strategy for sustainable economic development.” (Moyo &
Njenga, 1998). Privatization is broadly defined as the deliberate sale by a government of
stateowned enterprises (SOEs) or assets to private economic agents” (Megginson & Netter,
2001).

From the specified definitions, it can be concluded that privatization creates the expansion of
private sector in such a manner that it reduces the state interventionism into the economy,
enabling thus the private sector to obtain the rights of managing the state property.

The experiences of past decades have indicated the limitations of economies constructed on
the premise of state property and bureaucratic planning. Similar weak outcomes have been
delivered, too, by the economies based on the so called "public ownership". It is evident that
the socio-economic crisis of "real-socialism" deepened rapidly, while at the same time the
countries with the free enterprise system were experiencing a wide scientific and
technological revolution, which was substantially changing the conditions and parameters of
economic efficiency and development. This revolution also created a new paradigm of
development, which favored knowledge, flexibility, creativity and innovation. The inability of
the old fossilized bureaucratic structures of real-socialism to adapt, to provide space for the
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entrepreneurial activity of firms and individuals and to transfuse the accumulated knowledge
into economic development and material wealth only acclerated the lag. The elaborated
examples of Argentina and United Kingdom are singled out not as direct consequences of
the failed model of state management, but as examples of privatization that yielded positive
economic effects for the domestic economy.

1st case — Argentina

The privatization of water and water systems and of sanitation services in Argentina in the
1991-1999 period was one of the largest privatization programs in the world at that time
(Galiani et al, 2002). Concessions for water and sanitation services were contracted in 28%
of the municipalities thus providing private sector services to 60% of Argentinean population.
The biggest concession was given to the French company Suez in 1993 to provide water
supply services to the wider district of Buenos Aires. So far, no comprehensive study has
been conducted to establish the impact of the Argentinean water supply system privatization,
but some partial results can be put forward. For example, in 2002, households were involved
in a survey whose aim was to determine the correlation between the privatization of the
water supply system and infant mortality. The survey results were as follows: between 1991
and 1997, the infant mortality rate dropped by 5-7% in those areas where privatization took
place in relation to those, where water supply was still under public authority management.
Moreover, the survey results also showed that infant mortality fell by 24% in the poorest
regions (Ringskog and Idelovitch, 1995). The reason for this lies in the fact that, prior to the
privatization of the water supply system, the poor areas simply did not have access to
drinking water. The concession, however, was revoked in 2006 and, to this day, this
revocation is controversial and stands before the international arbitration institute, the
International Centre for Settlement of Investment Disputes (ICSID).

According to Suez, during the 13-year concession, the company extended access to water
(2 million people) and access to sanitation (1 million people) despite the economic crisis
(Solanes, 2006). Between 2003 and 2005 about 100,000 inhabitants were connected in the
poorest areas and suburbs through the "participatory management model". This model was
adjusted for the area of La Matanza, where 400,000 people were connected to water and
utility services by means of the "Water plus work" project (Suez Environment, 2008).

The reasons for such high efficiency of private companies were pointed out in the World
Bank analysis. In comparison to the previous state, 40 000 meters of pipelines had been
installed; water leakages significantly reduced, the water quality improved and the relations
with the consumers had become much better. Moreover, it is noted that the biggest shift
occurred in the relations towards the employees i.e. significant changes occurred in
“increasing their efficiency" and in their drastic layoffs.

2nd case — Great Britain

In the last four decades, there have been several reforms of the water system in Great
Britain. In 1973, a large number of government agencies responsible for water supply and
sewage were consolidated into ten regional administrations whose job was to manage ten
river tributaries. The tasks of these public agencies included water supply, waste
management, prevention of possible flooding and sewer system monitoring. The same
activity was carried out by several companies in private ownership whose services were
used by approximately 25% of the population. These companies underwent reorganization
and purchased water supplies from the public companies that had previously exercised
control over them (Guislain 1997 and Neal et al. 1996). The system worked well and was
praised even beyond the GB borders. However, it was necessary to introduce higher
standards regarding water quality as well as standards that defined the quality of the
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environment. New standards brought about additional investment in part of the utility
services, which were ultimately reflected in the price of utilities (Neal et al. 1996).

In 1989, the Margaret Thatcher administration initiated the process of privatization of the
water supply sector with the aim of raising its quality and efficiency. According to the
Government, the privatization of the sector was to result in the following benefits: 1) private
companies would operate without state intervention and would be independent in making
business decisions without any political pressure; 2) competition in the financial market
would result in a market competition between companies, which would consequently lead to
the improvement of services and greater benefits for the end consumer; 3) economic
regulation would ensure that the benefits of increased efficiency were converted in the lower
price of services for the end consumer; 4) private companies would recruit more professional
staff than state administration. The proposed reform was part of a larger privatization
program which included changes in the organization of telecommunications and airline
industry.

According to the World bank these reforms delivered an impressive volume of new
investment, full compliance with the world’s most stringent drinking water standards, a higher
quality of river water, and a more transparent water pricing system (Berg, 1997). But shortly
upon privatization, there were bigger layoffs, followed by a rise in the price of water which
was being justifies by the high price of investment that had to be recovered (McClurg, 1996
and Guislain, 1997). In the first five years of privatization, water prices grew considerably,
but also the profit margins and the awards to the managers in private companies (McClurg,
ibid). The abolishment of public companies resulted in the fact that water become
unavailable to the lower levels of society, and there was no uniform system of water pricing
(Neal et al., 1996).

Consumers felt betrayed and disappointed, and some foreign observers expressed doubts
about the effectiveness of this model of privatization. However, the Water Services
Regulation Authority (OFWAT), the body responsible for economic regulation of the
privatized water and sewerage industry, imposed price classes in 1996 so as to limit the
arbitrary pricing and to toughen the impose stricter conditions for concessionaires. Such a
regime meant an attack on the former monopoly held by private companies (Guislain, 1997).
Many analysts have concluded that such a regime is necessary in order to enable
consumers to protect themselves from uncontrolled imposition of prices by private
companies that having a monopoly in a particular industry. This example had inspired a
debate worldwide that sought to answer the question of how to develop a system of public
goods supply that would be satisfactory to both sides of the spectrum - market incentives
and government regulations.

3.2 Arguments “against” the privatization of water- water supply system

Deciding for or against the privatization of water is not simple at all. It is necessary to
analyze the specified problems from various perspectives, the most important of which are
the social, legal and the aspect of sustainable development. The basic question that is being
posed: how to protect the natural resources to the highest possible degree, while at the
same time ensuring access to water, the basic element of life, to the greatest number of
consumers? How is it possible to satisfy the opposing interest groups such as the
government, the consumers, the investors and the underprivileged? It is necessary to
analyze the specified problem, so that the interests of the greatest number of stakeholders
are satisfied (in other words, it is necessary to enable the access to water to the greatest
possible number of citizens). This can not be realized easily, especially when taking into
account the high costs of investing in the water supply infrastructure and the high standards
of water quality. This places the countries with limited financial means in an unfavorable
position. Because of the specified imbalance, a large number of countries in transition have
problems with formulating the legal framework which would guarantee a high-quality and
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transparent management of water supply system. Currently, the issues of water supply are
acquiring more and more relevance rapidly, especially in the context of the World Bank's
forecasts. The World Bank has predicted that by 2025, 2/3 of the world population will be
without drinking water (Donahue, 2005). It is therefore not surprising that the Fortune
magazine called water - "the Qil of the 21st Century" (Tully, 2000). In order to avoid such a
scenario we should protect the existing water stock, help those nations who have a problem
with water supply and raise general awareness of the impending crisis that could endanger
the lives of hundreds of millions and even billions of people. A crisis of such magnitude can
lead to a natural cataclysm from which the world may never recover. It is not exaggerated to
say, that the survival of all humanity depends on the decisions made, on a daily basis,
behind the closed doors of large corporations and government offices. Defining water as an
economic good and its radical privatization in the today’s globalized economy may have
unforeseeable negative consequences for humanity. In this work, the authors singled out the
most important arguments that have been shaped among those opposed to the privatization
of water and water supply systems.

1) Privatization, in the long run, results in an increase in the price of water supply services.

This is one of the most common consequences that have become a rule when it comes to
water privatization. The goal of every company is to maximize profit, and this goal is
achieved by raising the price and by lowering the quality of the service provided. The firms
today, therefore, are only focused on the most profitable areas (Zeki¢ and Samarzija, 2013) .
Companies have no obligation to provide access to water or service if it is defined as a
commodity rather than a human right. As a result, if a consumer cannot pay for a service
he/she is simply disconnected from the system. Privatization with such consequences
demonstrated it maximum destructive power in the developing countries, where citizens had
to choose between food and water, which resulted in the outbreak of various diseases. In
South Africa for example, the price of water increased by more than 400% between 1995
and 2000, resulting in an epidemic of cholera, because the population was forced to drink
contaminated river water (AEFJN, 2003). The prices agreed upon among the national
governments and private companies providing water services are an obvious example of the
care for such companies. This simply implies that the companies are guaranteed to generate
profits at minimal risk. Ironically, such a practice is against the fundamentals of the market
system, and this is, the abolition of the state's role in business operations.

2) Privatization, in the long run, decreases water quality.

Since the primary goal of every private company is maximization of profit, preservation of the
environment has recently seriously been compromised. In the U.S., the National Association
of Water Companies (NAWC) represents private concessionaires and intensively lobbies in
Congress and the Environmental Protection Agency (EPA) to prevent the adoption of
additional standards. The NAWC continually requires that the regulation is based on the
cost-benefit analysis. The way in which the population views this, is that the primary concern
of the company is generating profit and not their health. A representative proof of such a
practice is Walkerton, a town in Ontario, Canada where 7 people died and 2300 people were
infected with E. coli from the drinking water. Later on, it turned out that A & L Laboratories, a
private company responsible for testing the quality of water had actually known that the
water was contaminated. Since the company had signed a contract supporting the
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privatization of the water supply system they were asked to cover up the case to avoid
negative publicity (Gillis. C, 2001).

3) Private financing of the water infrastructure is more expensive than state financing.

The privatization of water services creates a false perception that the financing has been
transferred form state to private budget. During the negotiation process, the companies
undertake the obligation to repair, modify and upgrade the infrastructure, with the aim to
make the greatest possible savings for the consumers. In reality, citizens end up paying for
these changes through their monthly bills (www.psiru.org). Public financing is generally
intended for funding low-cost projects. In private financing, the citizens end up paying for
more expensive projects, dividends to stockholders as well as company loans. A comparison
of the Swedish public management model and the British private model showed that the
Swedish model had significantly lower operating and maintenance costs and that the
Swedish citizens were paying water half the price of what the British did.

4) Privatization my cause the poor to lose access to water.

The current generally accepted view is that the International Monetary Fund and the World
Bank assist the developing countries in the privatization of their water supply systems, with
the goal of enabling easy acces to water for the poor citizens. These organizations, by
implementing their "programs of structural adjustment” cooperate with the local
governments, so that the local governments first have to express good will for restructuring
the system (meaning that they wish to privatize it and thus enable the access to water for the
greatest number of citizens).

As one of the most blatant cases in which this was not carried out, but to the contrary, the
opposite effect was achieved, there can be cited the example of Bolivia. Unfortunately, the
privatization of its water supply system did not yield the expected results and the American
corporation Bechtel, which had been granted the concession for the management of the
water infrastructure doubled the prices of water immediately after it received the concession
(Maude. B., 2001). The new expenditures caused great problems for many Bolivian families,
and the supply to the poorest has been cut as they could not afford to pay their bills. This
has caused the indignation of the poorest citizens and triggered off the demonstrations and
conflicts with the police. In the end, Bechtel withdrew from Bolivia, but the company is still
involved in the litigation suit with the government because of the incurred USD 40 million
business loss.

5) Privatization can result in excessive exploitation and export of water.

As already mentioned, according to WB’s estimates, 2/3 of the world population will have no
access to drinking water by 2025. Even today, a large number of people have no access to
clean water. The increase in population alongside the dwindling of water supplies will, in the
long run, result in an unsustainable state in which the TNC will have countless opportunities
to create large profits by trading in the "Petroleum of the 21st century”. Whoever holds
control over this resource of vital importance, will gain economic and political power of
unimaginable proportions. Despite black predictions, corporations continue to compete to
gain access to drinking water and thus ensure generating high profits. As the example of
water overexploitation there can be cited the case of the Indian village Plachimad, where a
multinational corporation was granted the concession for managing the water supply system.
Unfortunately, the scenario that followed was not favorable for the local populaton. Through



426
427
428

429
430
431

432
433
434
435
436
437
438
439
440
441
442
443
444
445
446
447
448
449

450
451
452
453
454
455
456

457
458
459
460
461
462
463

464
465
466
467

468
469
470
471
472

overexploitation and negligence about the environment, the corporation caused a water
shortage and forced the population to emigrate, although the region's water resouces had
been plentiful. (Shiva V, 2006).

4. THE POTENTIAL OF CROATIAN WATER RESOURCES AND MANAGEMENT
DILEMMAS

According to the UNESCO report on water supplies, the Republic of Croatia disposes of a
high 32,818 cubic meters of renewable water supply per capita per year, which ranks it
among the thirty water-richest countries in the world, i.e. third place in Europe after Iceland
and Norway (www.matica.hr). If the Croatian water wealth was calculated as the sum of the
total amount of water that falls to the ground and the amount of water that comes from other
countries, Croatia, according to its surface area, would be first in Europe and third in the
world in terms of water supplies. In Croatia, about 80 percent of the population has access to
water from the public water supply. Although currently 80% of inhabitants have access to the
water supply network, only 40% have sewage disposal available. A small percentage of
them collect the waste water and even smaller recycle it with the purifying devices (the main
reason for this being the worn-out and outdated devices). In some areas of Croatia, there is
a constant danger of water pollution and the reduction of supply of drinkable water for the
local population. Although in the past years there have been more investments in the
development of the water supply and sewage infrastructure, because of huge losses there
exist problems with financing the water supply network, which can influence the
expenditures of household and firms. The financial losses of the water supply system can be
the result of poor maintenance, illegal connections and the wastage of drinkable water on
the way to the end user.

In the areas that do not abound with drinkable water, greater investments in the
infrastructure are necessary. There is a causal relationship between the increased access to
the water supply network by the residents and the average daily water consumption. With
the increased access, more residents use water, and thus increase the average daily
consumption. In Croatia, only 75% of residents had access to the water supply network in
2005. In the EU countries (except Romania), 85% had access, and in certain countries, such
as Italy and Netherlands, even 100% of households had access to the water supply network.

In Croatia, the wastage of water is measured as the difference between the scooped and the
amount of water delivered to the end user. On average, for a single scooped cubic meter of
water, 46% of water becomes wasted. This is a significant percentage, especially in the
context of the EU policy which considers acceptable only 15% - 18% of wastage. Therefore,
it can be concluded that the water supply system in Croatia is not effective, since with the
increase of 1 m3 of the delivered water, there ensues the wastage of 0,89 m3 (Bajo i
Filipovi¢, 2008).

The wastage within the network is most often the result of poor maintenance and investment
in the water supply system. It ranges between the minimal 8% and the outsized 68% in
some areas. The reasons for such wastage can be the use of the outdated technologies and
the absence of the water purifying systems in some regions.

With the specified data, it is justifiable to raise questions about the profitability of the utility
companies' operations, which are financed from the revenues collected from the end
consumers. It is estimated that the total financial losses in 2005. amounted to 0.9% of the
GDP, which indicates an enormous unused potential and poor management of the water
supply system. In light of the specified data, there appear to grow ever more significant



473
474
475
476
477
478
479
480

481
482
483
484
485
486
487
488
489
490
491
492
493
494
495
496
497
498
499
500
501
502
503
504
505
506
507
508
509
510
511
512
513
514
515
516
517
518
519
520
521
522
523
524

speculations about the necessity of modifying the existing model of water resource
management, since the existing situation generates losses and prevents the modernization
of the system. According to some estimates, there is required an investment of
approximately EUR 3 billion in order to adjust the water supply system with the standards of
the European Union (Liderpres, 2013). The analysis of the current situation indicates that the
specified financial resources can not be raised from the budget. It is therefore necessary to
consider other models of financing - one of them being the privatization of the utility
companies in charge of the distribution and maintenance of the water suppy system.

4.1 Privatization of water-water supply systems

The Croatian Water Act regulated the legal status of water and water resources as well as
the terms and conditions for water management. The most important provisions include: 1)
Establishment of Hrvatske Vode - the public water management company; 2) Water is
defined as a public good, which, due to its natural properties, cannot be under anyone’s
ownership; 3) Water, as a common good, is under special protection of the Republic of
Croatia. The management of water is based on the following principles: 1) Water is an
indispensable condition of life and work — all are obligated, with utmost care, to preserve its
quality, use it cost-effectively and rationally, under the same statutory requirements and 2)
Water is to be managed according to the principles of unity of the water system and that of a
sustainable development which meets the needs of the present generation and does not
jeopardize the right and possibility of future generations to do equally (Water Act, 1995).
However, the Utility Services Act which is also in force defines (...) utility services as a sector
of the economy concerned with the performance of utility activities, in particular with the
provision of utility services of interest to natural persons and legal entities and with financing
the construction and maintenance of utility infrastructures as an integrated system within the
respective local government area. The utility system is integrated and governed by the Utility
Services Act (...).The special features of this system include: defining a particular service as
a utility service; determining the way in which service provision is organized; setting the
prices of utility services and their control; financing utility services from special sources and
the means of financing the construction of facilities and infrastructure. The supply of drinking
water is also considered a utility under the Utility Service Act. All utilities services are
performed as public service. These services can be performed by: a company or a public
institution established by a local government unit, services own facilities, natural or legal
person on the basis of a concession agreement and a legal person under a contract
entrusting them to perform utility operations. Based on the foregoing, it is clear that the
ability to grant concessions and to entrust utility operations to companies and individuals
opens the door to the privatization of utilities, i.e. privatization of water supply systems.

4.1.1 The possibility of privatizing the public company Hrvatske Vode

Both in the developed and still developing countries, there exist pressures to privatize water
resources. However, while in the developed countries these pressures are the result of the
internal affairs and lobbying of the powerful corporations, the pressures on the developing
countries come from abroad. The institutions with the greatest financial capabilities and
negotiating powers are the International Monetary Fund, the World Bank and the European
Bank for Reconstruction and Development. Although they use several models of
privatization, they all prefer to finance the private projects over the public projects. The fear
of public opinion in Croatia is based on the misgiving about the process of privatization. The
public fears that the process would not be adequately regulated and monitored, the
consequences of which would be the unequal distribution of property, personal enrichment
of individuals and the inefficient usage of privatized resources.
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Croatia has large renewable water resources, which makes it very exposed, and poorly
protected in the global neoliberal market where rich countries and their TNCs look for ways
to acquires ownership over new resources at all costs. It is thus inevitable that the
economically fragile, over-borrowed and politically dependent Croatia is confronted with the
privatization scenario, but which model to apply is still not defined. There are several options
available. One of these is the privatization of the public company Hrvatske vode. However,
since the public opinion on this issue is currently very negative, it is not possible to apply
this, for the Croatian citizens, daunting model. As the second-best solution that imposes
itself is the privatization of utility companies. This model is currently the most promising
because it leaves room for legal possibilities of granting concessions to private companies
for conducting drinking water supply. Why should Croatia cede the right to manage its water
to a private company? One of the pretexts is the aforementioned indebtedness which is
preventing additional borrowing; hence privatization is needed in order to provide fresh
capital to fill the state budget and to direct surplus funds into new development investments.
However, if the problem is presented in this way, it will not encounter the approval of the
general public. Some past examples suggest that it is better to explain to the local people
that the privatization of water is "good for them" and that they, as well as future generations,
are the ones who will actually benefit from it. But how to put it into action? There are all
those arguments that have already led to the privatization of water supply systems in a
number of countries... (Argentina, Great Britain ...).

4.1.2 The consequences of the water supply system privatization in Croatia

Unfortunately, it is almost impossible to know in advance the consequences that could be
caused by the privatization of the Croatian water supply system. The aforementioned
consequences could also apply to Croatia. What is almost certain and what has occurred in
most cases came about as a consequence of the following: 1) A company can not and will
not defend the public interest in the water sector - the goal of the company is to make profit,
not to act in public interest; 2) Privatization will almost certainly result in price increase and
lower water quality, as prerequisites of profit maximization; 3) Privatization will result in the
lay off of a large number of employees as a result of economizing water resources and 4)
Privatization will almost certainly result in excessive exploitation and export of water
resources with the aim of maximizing the profits of private entrepreneurs. The geopolitical
location and small population make Croatia an extraordinary opportunity in the global water
market. The Croatian market is, in terms of population, small and dispersed so it is not
economically feasible for a single company to privatize the Croatian public company
Hrvatske vode as it requires high unit costs, but it is very profitable to privatize individual
strategic resources — the water supply system, which will freely export water from Croatia.
The cruelty of privatization, which the Croatian citizen might experience are visible in the
examples of Great Britain and Colorado, USA where it is illegal for citizens to collect
rainwater in their own wells! The explanation provided is that the rain filling the well would
otherwise flow into the water supply system and since the water supply is under the private
ownership, the citizen ought to indemnify the holder of the water right. These and many
other similar examples show how something that was considered as a basic human
necessity and a public good has become scarce and private, an economic good. The road to
hell is also paved with good intentions. Excessive exploitation and the unreasonable attitude
towards the basic resources make these resources more valuable, thus making this the main
goal of the corporation - to make resources scarce and thus be able to charge higher rates
to consumers. It is obvious that privatization does not bring anything good in the long run,
and the citizens can only hope that they will avoid it. But if privatization is not the right model,
and if treating water as a public good does not result in satisfactory effects, the question that
poses itself is whether there is a model that would benefit both the state and its citizens.



578
579
580
581
582
583
584
585
586
587
588
589
590
591
592
593
594
595
596
597
598
599
600
601
602
603
604
605
606
607
608
609
610
611
612
613
614
615

616
617
618
619
620
621
622
623
624
625
626
627
628
629

4.2 Franchising water supply system rights as an alternative to privatization

The water franchising model is already in use in France as a clean alternative to
privatization. France was among the first countries that started undergoing the process of
water privatization already in the Napoleon times. The degree of success in managing their
own, as well as foreign waters, can be seen in the fact that the French companies Suez and
Vivendi are the leading companies in water management in the world, providing water to
over 230 million users (Luoma, 2002). Nevertheless, the City of Paris refused to sign a
contract with Suez and has entrusted its water supply to a local utility company. The City of
Paris refused to extend the contract with the Suez firm because of the excessive profits and
water price increases, and delegated the water supply to the local utility company. In
France, the water franchising model has been perfected and is being implemented
successfully in several smaller provinces. It is precisely due to its flexibility that this model
could be applied in the Republic of Croatia. The basic idea is to grant the franchise to that
company which offers the best conditions in a public tender — provision of drinking water of a
specified quality at lowest costs. The Buenos Aires’ example shows that a private company
which obtained the franchise can bid an even a 20% lower price than the state’s public
company. The body granting the franchise simply commits itself to assign the franchise to
the company that has bid the lowest price for a demanded quality and quantity of products.
According to the water franchise model, the investor does not acquire the right of ownership
of the facilities and equipment, but only the right to manage the water supply system in a
certain period of time (Dnes, 1995). Such a model can be applied on a year to year basis to
ensure that the users get the best price for the service. Fully developed franchise
agreements are probably the best alternative to the natural monopoly. Franchising has great
advantages over purely public or private ownership of water resources because it balances
between and comprises both, the private company’s efficiency and the regulatory role of the
state. Namely, the fundamental aim is to find a balance between meeting one’ interests, as a
private manger of the water supply system, the state’s interests, as the owners of the water
resources and the people’s interests, as the users of the provided service i.e. to create value
added for everyone involved in the franchised business of water supply. In addition to the
franchise model, in modern economies there is also often in use the model of private-public
partnership, which is based on the management with investment rights (en convession). In
this model, the concessioner invests in the development of infrastructure which is owned by
the local government. Upon the expiration of the concession, the infrastructure is transfered
to the local government. The investor charges directly the city/county or the end consumers,
and he does not pay a concession fee. This kind of concessions is usually granted for the
period of 30 years and sometimes even longer. However, taking into consideration the scope
of the investment, this model currently can not be applied in Croatia.

5. CONCLUSION

Currently there are numerous discussions on water privatization going on around the world.
Water is a vital need and should thus be treated as a human right and therefore, the
possibility of restricting it should not even be considered. The mere fact that water is the
basis of life on Earth defines it as a public good. No person or organization should deprive
another of the ability to consume water. Unfortunately, only 2.5% of all water on Earth is
fresh water. Therefore, its capacities are limited. Although water has the characteristics and
therefore is a public good, it is its scarcity that excludes its non-rivalry feature, and provides
the "right" for the powerful corporations to privatize it and thus limit its use. If water resources
are reduced, they become scarcer thus increasing their value and the units of currency
consumers are willing to pay for them. The reasons for the privatization of water can be
found in those areas where water is scarce. Water shortages can be caused by natural or
human-induced factors. According to this, Croatia does not need to privatize its water as it is
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third in the world in terms of water supply. Why then do countries undergo privatization of the
water supply system? Privatization is carried out in cases when the state’s management of
water supply resources is ineffective. The aim of these privatization processes are to
achieve: a) a larger number of water users in those areas where the state has not been able
to provide water supply, b) a more efficient management of water supply resources, which
include lower prices and better service, c) lower costs of a large and inefficient state
apparatus and d) limited government intervention and political pressures. Unfortunately,
these benefits have been achieved just in a small number of cases. The privatization of the
water supply most commonly resulted in: a) an increase in water prices for the end-users, b)
a reduction of water quality and the quality of its supply due to the owners’ private interests,
¢) minimization of local control and public rights, d) loss of jobs, e) deprivation of the poorest
citizens’ rights to use water and f) excessive export of water depleting local resources.

Croatia is currently in an unenviable position regarding its large indebtedness and the need
for foreign capital. Its water resources are huge and represent a strategic advantage in
Croatia’s future economic development. The aim of privatization is neither to modernize the
water supply network nor to improve service quality but to cover budget deficit and repay old
debts. The privatization of strategic resources, principally water, will likely become the world
capital’s focal area. Currently, the privatization of Hrvatske vode has been abandoned, but
there are indications that local utility companies will be privatized, and it is precisely them
who hold the right to distribute water.

Due to the negative connotations that the privatization of water entails, it is necessary to
search for and explore more appropriate solutions that could balance the interests of all
involved. The adoption of the franchising model, as an alternative to pure privatization,
imposes itself as one of the potential solutions. Within the franchising model, the company
which is granted the right to manage water resources is obliged to bid the lowest price for
the service of a specified quality and quantity in a relatively short time period (up to 3 years).
In this manner, the private sector does not acquire the right of ownership over equipment
and facilities, but simply implements its know-how. It is certain that this model also has its
shortcomings, but it imposes itself as the best solution in Croatia’s current situation, as well
as in other countries which are richer in water resources but are economically less
developed.

REFERENCES

1. AEFJN. 2003. Water a right for all! Privatisation of water and sanitation services is Africa,
Action plan 2003

2. Bajo, A. Filipovi¢, B. 2008. Ucinkovitost opskrbe vodom u Hrvatskoj, Institut za javne
financije. (37)

3. Berg, C. 1997. Water privatization and regulation in England and Wales, The world bank
group

4. Bremer, A. A Summary of the data collated from Irrigators Annual Report Forms and from
activities of the Committee, Irrigation Annual Report 2003-04.

5. Demsetz, H. 1972. Toward a Theory of Property Rights. American Economic Review 62:
347-59

6. De Villiers, M. Water: The fate of our most precious resources, Paperback, McClelland &
Stewart

7. Dnes, A. 1995. Franchising and privatization The world bank (40)

8. Donahue, P. 2005. Who Owns the Earth’s Water? Fortune Magazine



681
682
683
684
685
686
687
688
689
690
691
692
693
694
695
696
697
698
699
700
701
702
703
704
705
706
707
708
709
710
711
712
713
714
715
716
717
718
719
720
721
722
723
724
725
726
727
728
729
730
731
732

9. Dowall, D. 1995. An Overview of Private Sector Financing of Urban Infrastructure
Services IURD Working Paper No. 653, University of California at Berkley

10. Fauconnier, . 1999. The Privatization of Residential Water Supply and Sanitation
Services: Social Equity Issues in the California and International Contexts, Berkley Planning
Journal 13.

11. Galiani, S., et al. 2002. “The Benefits and Costs of Privatization in Argentina: A
Microeconomic Analysis”, Forthcoming in Chong, A. and F. Lopez-de-Silanes (eds.), The
Benefits and Costs of Privatizations,.

12. Gillis, C.2001. Cabinet Knew About Risks National Post. 27 June

13. Gomez-lbanez, Mayer, R. 1995. Going Private: The International Experience,
Washington D.C.: Brookings Institution

14. Guislain, P. 1997. The privatization Challange: A strategic, Legal and Institutional
Analysis of International Experience. World Bank Regional and Sectoral Studies Series,
Washington D.C

15. Idelovitch, E. and Ringskog, K. 1995. Private Sector Participation in Water Supply and
Sanitation in Latin America. Directions in Development Series, Washington D.C.: The World
Bank

16. Information on the world's freshwater resources, http://www.worldwater.org/conflict/list/
(21.5.2012)

17. Jacobson, C. and Tarr, A. 1996. No single path: Ownership and Financing of
Infrastruture in 19th and 20th Centuries” in Ashoka Mody, ed, Infrastructure Delivery:
Private Iniative and the Public Good. Washington D.C.: Development Institute of World
Bank.

18. Johnson, O.E.G., 1972. Economic Analysis, the Legal framework and Land Tenure
Systems. Journal od Law and Economics (15) p 259-76

19. Jurkovi¢, P.2002. Javne financije, Masmedia, Zagreb.

20. Kahn, A. 1988. The Economics of Regulation: ,Principles and Institutions“. Boston:
Massachusetts Institute of Technology
21.Liderpress:http://liderpress.hr/biznis-i-politika/hrvatska/grcic-najavio-3-milijarde-eura-
ulaganja-u-vodoopskrbu/ (22.03.2014)

22. Luoma, J. R. 2002. Mother Jones magazine Nov./Dec. p .2

23. Maude, B. 2001. Blue Gold International Forum on Globalization, San Francisco

24. McClurg, S. 1996. Privatization of Water: Split Opinions, in Western Water. Water
Education Foundation, Jul./Aug

25. Megginson,W. Netter J. 2001. From state to market: A survey of Empirical studies on
privatization, Journal of Economic literature. Vol. XXXIX

26. Hyman, M. 1995. The transition to the market economy; financial optinos

27. Moyo S, Njenga C. 1998. Privatization of Municipal services in East Africa: A governance
approach to human settlements management, Nairobi: UN - Habitat

28. Musgrave, R. and P. Musgrave, 1984. Public Finance in Theory and practice, McGraw
Hill, New York

29. Musgrave, R. and P. Musgrave, 1973. Public Finance in Theory and Practice, McGraw-
Hill: New York

30. Neal, et al. 1996. Restructuring America’s Water Industry: Comparing Investor-Owned
and Government Water Systems. Los Angeles; Reason Foundation.

31. Ostrom, E. 1990, Governing the commons: The evolution of institutions for collective
action, Cambridge University Press, Cambridge, U.K.

32. Ostrom et. al. Local Government in the United States. San Francisco: Institute for
Contemporary Studies Press.

33. Samuelson, P. and. Nordhaus, W, 1992. Ekonomija, Mate, Zagreb.

34. Shiva, V. 2006. Resisting water privatization, building water democracy”, World water
forum, Mexico City



733
734
735
736
737
738
739
740
741
742
743
744
745
746
747
748
749
750

35. Solanes, M. 2006. Efficiency, Equity, and Liberalisation of Water Services in Buenos
Aires, Argentina. Industry, Services & Trade (Organisation for Economic Co-operation and
Development (OECD)) 2006 (22): 124—-148., p. 168

36. Suez Environment, Argentinean official website, Retrieved 2008-02-18, 2010.
37.www.cro.time.mk/cluster/1¢c290cb1ca/nakon-pritiska-vlada-povukla-izmjene-zakona-
vodama.html (Retrived 26.04.2011.)

38. www.psiru.org (Retrived 13.03.2011.)
39.www.tportal.hr/vijesti/nrvatska/112170/tko-tolobira-za-privatizaciju-coda.html (Retrived
18.04.2011.)

40. Kesner — Skreb, M. Javna dobra, Financijska praksa, 1993, 17 (3): 295-297

Tully, S. 2000. Water, Fortune Magazine (Retrived  20.04.2011  from:
http://money.cnn.com/magazines/fortune/fortune_archive/2000/05/15/279789/)

41. Water act, 2003. Narodne novine 26.

Water, http://water.org/water-crisis/water-facts/water(21.5.2012)

42. Zeki¢, Z and Samarzija L, 2013. Logistic concept of management: A systematic
approach to dynamic optimatization of a firm's business performance. PRABANDHAN:
Indian Journal of Management, 6 (3): 15-26.



