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1  Executive summary and major recommendations

This paper explores the potential for private sector participation in infrastructure in
Sudan.

Following more than twenty years of civil war, the 2005 Comprehensive Peace
Agreement (CPA) has presented an opportunity for Sudan to rebuild. Infrastructure is
an important element in the process of rebuilding because it promotes economic growth,
welfare improvement and poverty reduction. These are key elements to improve the
prospect for sustainable peace in the North and the South.

However, the Governments are constrained by limited funds and limited expertise
whereas the demand for services is vast, thus creating a gap in public expectations for
infrastructure and other social services. The discovery and exploitation of oil resources
even moreso raises public expectations for the ability of the Governments to fund
infrastructure well ahead of the capacity to pay.

Private Public Partnerships (PPPs) provide an opportunity to bridge that gap.
Governments must proceed carefully though, since not all possible forms of partnership
will be suitable and sustainable given the capabilities and resources of the public and
private sectors. PPPs will need to prioritize areas of greatest social and economic need,
and hence will need to be well integrated with the Governments’ planning processes and
budget resources.

A critical element of success of PPPs is of course the overall environment within which
the private sector will be asked to invest and participate. The report reviews the legal and
regulatory framework as it directly affects private sector investment and involvement, as
this impacts on the willingness of local Sudanese or foreign investors to put at risk —
often for long periods given the long term nature of most infrastructure — their capital.
The work of an associated project — the FIAS review on Administrative Barriers to
Private Sector Investment is an important adjunct to this paper. The recommendations
for action in both papers need to be considered as complementary.

Furthermore, as the infrastructure sectors reviewed in the report (telecoms, electricity,
transport, and water) are undergoing structural reform with the intention of attracting
significant private sector involvement and capital, the reform environment and expected
outcomes needs to be as certain as possible. Allied to that is the need to establish a
properly structured and resourced regulatory framework which can impart certainty and
consistency of decision to the private sector.

While PPPs are about bringing in the private sector to satisfy the demand for
infrastructure services, paradoxically they place a heavy institutional burden on the public
sector. The burden is likely to be less than the public sector attempting to supply the
capacity needs for infrastructure itself: it is about leveraging the scarce capacity available
within government to harness the resources and drive of the private sector.

Overall, many of the issues faced by Sudan in taking advantage of PPPs mirror similar
issues faced by other countries, and much can be learnt from the PPP experience around
the world. A number of issues, however, are unique to Sudan:

* Conditions in the North and the South of the country are quite different, and
may require different solutions within the dictates of the CPA. This adds a
layer of institutional and regulatory complexity to the introduction of PPPs

* With Sudan receiving considerable amounts of humanitarian aid, there is a
very real danger of aid dependency and an awkward transitional phase when —
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as will inevitably happen — foreign aid comes to an end. Re-channelling the
existing aid flows to promote sustainable development of the private sector
could help to reduce the risk of aid crowding out domestic development. This
suggests that donors and aid agencies should take particular care to promote
private participation wherever possible. We suggest a way to help achieve this
in Section 7 on donor aid.

1.1 Recommendations on facilitating PPP

Specialized PPP Units supported by the donor community are a useful tool in developing
and implementing any governments’ PPP strategy. International experience is generally
very positive and should be a source of some comfort to policymakers in Sudan.

Recommendation 1: We strongly recommend (Section 5.1, page 51) the establishment of
PPPUs in the Government of South Sudan (GoSS) and in the National Unity
Government (NGU).

1.2

In the South, the devastation of infrastructure following the war was almost total. There
is also very little institutional or private sector capability on the ground. Hence, PPPs
need to be focused on areas with a high, quick and lasting impact on growth prospects,
and need to be buttressed by strenuous efforts at developing the capability of the private
sectof.

Recommendations for South Sudan

First, we recommend GoSS action in roads and telecommunication. The proposed
actions are aimed at improving marketing and helping to create markets. These
improvements will enable farmers to sell surpluses and will motivate them to generate
surpluses for new markets opened up by the improved road network and access to
telecommunication.

Our summary of recommendations (Page §3) is:
Recommendation 2: Rehabilitating the road network is the most immediate priority:

" De-mine the existing road network using a combination of multilateral
agencies (like the UN, for example), private contractors and central
Government.

* Consider issuing Build-Own-Operate (BOO) contracts for the two arterial
roads leading to Kenya and Uganda, making them private toll roads, with
subsidies at least in the early stages. Alternatively, consider a competitively bid
DB, with an O&M project delivery mechanism if the BOO contract is not
feasible for post-conflict South Sudan

* Use Build-Maintain contracts, with both functions contained in single
contracts for a medium-term period (e.g., five years) for interior roads; and

" Develop competitive bidding procedures wherever possible, while keeping
them very simple. There needs to be transparency to discourage self dealing
and corruption.

Recommendation 3: In time, the GoSS could consider instituting an independent Road
Commission that would supervise building and road maintenance outside of the political
process.

Recommendation 4: Encourage investment in mobile telephony:

* Impose minimal regulation on the sector
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* Issue spectrum on a first-come-first-serve, private property basis. There is no
spectrum scarcity and Government revenue would come directly from end-
users; and

" Create no barriers (other than service standard levels and interconnection rules) to
entering the market.

We also considered solutions which would help to develop indigenous private sector
capability and would impact positively on the agricultural sector. The following
recommendations (Page 8§6) for GoSS action are intended to create a network of Water
and Irrigation Cooperatives (WICs) to facilitate water provision and to improve
agricultural productivity.

Recommendation 5: Create Water and Irrigation Cooperatives:
* Encourage farmers to form WICs
" Create a fund to provide credit to WICs through financial intermediaries

* Licence financial intermediaries (we are envisioning very small “banks”
consisting of a few enterprising persons) to on-lend to WICs from the fund.
These “banks” would take a commission on lending and/or a margin on
repayment

* Finance and/or operate Equipment Leasing Companies to lease very basic
equipment to WICs for water and irrigation purposes. Provide basic extension
services through these leasing companies; and

* Impose no regulatory requirements on WICs, but require basic reporting to
enable monitoring of such things as service levels, water quality, coverage,
growth plans, and customer satisfaction.

Considering the example of the Maputo Corridor in Mozambique, the oil resources of
the South could be used to similar effect. The potential for large-scale investment should
be leveraged to create business-friendly regions and provide improved services to people
in the area. The following recommendations (Page 97) are aimed at facilitating the
development of more advanced and comprehensive infrastructure facilities around the oil
producing regions.

Recommendation 6: Facilitate development around oil producing regions:

* Build infrastructure facilities which energy companies use on a large scale into
the bidding process for the oil development itself. This will result in lower
bids for oil development. However, the funds from the decreased bid would
be directly transferred from Government revenue to infrastructure
investment, thereby jump-starting the process.

» Use the fact that energy companies are investing on a large scale to attract
investment in other infrastructure, through a signalling effect. This should be
done at the same time to take advantage of the attention being paid by large-
scale capital investors.

* Implement other business friendly reforms, particularly in the oil regions; and

" Keep regulation to a minimum. Use contracts to implement service standards
and a PPP Unit to monitor performance.
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1.3 Recommendations for North Sudan

Unlike the South, the issues for the North arise not from dealing with the legacy of
devastation, but from the legacy of inefficient service provision and below-cost tariffs,
which have discouraged investment in infrastructure. Hence, our recommendations for
the North follow a more familiar pattern of establishing structural reform processes
required to turn around sectors dominated by under-performing, Government-owned
monopolies, and creating the conditions precedent for effective involvement of the
private sector in infrastructure rebuilding and expansion.

This is as much about establishing a predictable reform process as it is about establishing
a legal framework which is attractive and secure for investors. This will be a major
challenge for the NG authorities given the official capacity available for formulating and
managing complex reform processes as well as managing PPP to the advantage of Sudan
as well as the private sector.

Our summary of recommendations is:

Recommendation 7: We recommend (Page 57) that the NGU establish a PPP Unit in a
key department — possibly the Ministry of Finance — to manage and promote the use of
private-public partnerships in developing infrastructure in the North and the South, but:

" We accept that the international experience suggests that another appropriately resourced and
motivated agency counld be the repository organisation. In the North this counld be the
Ministry of Investment, but

" If the NGU decides to site the PPU in the Ministry of Finance, we recommend the
Ministry of Investment should have representation on, and even staff seconded to, the PPPU
to channel investment opportunities to the private sector.

Recommendation 8: In appropriate infrastructure sectors we recommend (Page 92) that

regulatory bodies be disbanded in favour of monitoring of lease or concession contracts
by the NGU PPP Unit.

Recommendation 9: We recommend (Page 707) the Government should establish a
transparent regulatory and monitoring system of PPPs and private sector concessions, so
the private sector has certainty is the overall environment they are operating in. (The
principles for establishing the regulatory system are set out in Section 3.5).

Recommendation 10: For the ELECTRICITY sector, we recommend (Page 97) the
government establish a process in the electricity sector, which must begin with establishing
a clear reformed industry structure and regulatory framework for the sector. (The principles
are set out in Section 3.2).

Recommendation 11: For the WATER sector, we recommend (Page 707) the policy
approach should be the same as for the electricity sector. First, undertake a comprehensive
paradigm review of the sector, decide which components will be sold to, or managed by,
the private sector (or water cooperatives similar to the model we recommend for South
Sudan) and which will remain in government or state ownership. (The principles are set out in
Sections 3.1 to 3.4).

Recommendation 12: For the TELECOMMUNICATIONS sector, we recommend
(Page 104) that the Government begins a policy development process to anticipate these
possibilities, and establish an appropriate regulatory machinery ahead of the following
inevitability:

" as the sector becomes totally privatised, without any government equity participation, the
regulatory machinery will need to be established to ensure anti-competitive behaviour and
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ownership concentration does not undo the present environment which encourages PS
participation and competition for the benefit of consumers.

Recommendation 13: For the ROADS sector, our recommendations (Page 708) are:

Contract for management of toll roads, including maintenance, using a
bidding process

Use private sector to design-build, maintain and where feasible, develop toll
road concessions

Classify Sudan’s road network via a National Roads Classification SYSTEM

Clarify institutional roles between Ministry of Transport, Roads and Bridges
and MTR (GoSS)

Enforce axle-load restrictions
Consider penalties for vehicle-caused environmental damage

Set-up a Roads Maintenance Fund, for lesser roads that cannot be managed by
a private operator and engage in long-term maintenance contracts

Establish a line ministry PPP division within the Ministry of Transport to
promote and facilitate PPP contracts in the port sector, to work closely with
the NG PPPU.

Recommendation 14: For the RAIL sector, we recommend (Page 774) that the NGU and
the GoSS complete this framework using the principles and policy prescription set out in
Section 3 before committing significant sums for investment, to ensure the investment is
well targeted and managed, and service providers (whether private or public sector) are
held accountable where they are a monopoly supplier.

We also recommend the establishment of a line ministry PPP division within
the Ministry of Transport to promote and facilitate PPP contracts in the port
sector, to work closely with the NG PPPU.

Recommendation 15: For the RIVER TRANSPORT sector, we recommend (Page 778):

Develop PPP and concession models for the river ports including clearing the
river ways and managing the ports

Investigate and promote private provision of river port facilities, with light
handed regulation to ensure there is open access to facilities for river transport
operators and to implement a transparent access fees arrangement

Privatize the RTC

Establish a line ministry PPP division within the Ministry of Transport to
promote and facilitate PPP contracts in the port sector, to work closely with
the NG PPPU.

Recommendation 16: For the SEAPORTS sector, we recommend (Page 7122) that the
government should:

Transform the Sea Ports Corporation (SPC) into a landlord port

Develop PPP arrangements for: container terminal management, all
stevedoring services, and port services such as towing and mooring where
financial feasible
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* FEstablish a line ministry PPP division within the Ministry of Transport to
promote and facilitate PPP contracts in the port sector, to work closely with
the NG PPPU.

Recommendation 17: For the AIR TRANSPORT sector, we recommend (Page 7125) the

government:
» Privatize Sudan Airways (a/ready decided in principle)
* Contract-out air traffic control services

* Develop Concession models for all airport terminal management where
tinancially feasible.

1.4

These recommendations (Pages 36 - 37) are aimed at managing and reducing risk in order
to facilitate PPPs in infrastructure:

Recommendations to improve risk management

Recommendation 18: Create PPP Units in both North and South to develop and
implement Government risk management policies and to monitor contractual obligations

Recommendation 19: Simplify legislation governing each sector. Draw clear lines of
responsibility and reduce the layers of supervision involved in each sector

Recommendation 20: Provide explicit subsidies, if tariffs are to be regulated at below full
cost-recovery levels. Determine subsidy levels as part of transaction processes involving
PPPs

Recommendation 21: Pay infrastructure-related bills promptly. Guarantee payments for
quasi-Government agencies and consider legislation placing all Government payments to
infrastructure companies on the same level of importance as other debts.

1.5 Recommendations for building capacity in the Sudanese private

sector

These recommendations (Page 54) build on the proposals outlined in the Private Sector
Forum developed as patt of the suite of World Bank PPP/PSF project.

Recommendation 22: We recommend that the Sudanese Businessmen and Employment
Federation (SBEF), and the Sudanese Chambers of Industries Association (SCIA) in the
North, and the South Sudan Chamber of Commerce Industry and Agriculture (SSCCIA)
in the South, as three of the key private sector organisations, should implement or
commence the following capacity building tasks to complement the work of the
Governments in expanding opportunities for the private sector in infrastructure
development:

* Review, with universities and technical schools, the adequacy of management
courses for training managers, and implement a programme of reform
through the Forum with Government assistance as appropriate

" Review, with assistance from the international body of the Institute of
Directors (IoD)!, the adequacy of governance education for company
directors and senior level management, and seek assistance from the IoD to
establish appropriate courses and an organisation in Sudan to establish good
governance practices in Sudanese businesses. Sudanese universities could be

oD International, based in London at www.iod.com.
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encouraged to partner with overseas universities and invite them to establish
business management and technical courses in Sudan to rapidly promote new
knowledge

» Establish a joint government-private sector commission of inquiry into the
barriers in the banking and finance sectors, and in the capital markets, to the
growth of larger private sector business entities in Sudan, and request
actionable recommendations to address these barriers

* Investigate, develop and implement a policy where Sudanese private sector
companies partner with foreign investors in infrastructure service delivery
contracts, to ensure technical knowledge and management skills can be passed
to domestic personnel. The policy should have the following characteristics:

— The Forum should investigate establishing a post-graduate Higher Business
Education Trust, with shared funding, to provide grants and scholarships
to suitable business graduates to proceed to Masters and PhD level courses,
both in Sudan and at overseas universities

— The business organisations should review their organisational and
representational structures, with a view to encouraging wider membership
by offering high quality technical training courses, and effective policy
development lobbying machinery for resolving business sector problems
through the Private Sector Forum.

1.6

These recommendations (Page 76) are intended to help donors administer aid in ways that
help to develop private sector capabilities in the region in which they operate. In
summary the recommendations are to:

Recommendation 23: Establish Private Sector Facilitation Units in the UN, MDTF and
other aid agencies to coordinate with PPP units in the North and the South

Recommendations for donors and aid agencies

Recommendation 24: Employ the private sector whenever possible to build, operate and
own infrastructure facilities that the UN needs. This includes foreign companies who are
more likely to remain in country when donors have reduced the scope of their operations

Given the size of the UN’s operations throughout Sudan, the UN and its agencies can
play an important role in helping build the capacity of the local private sector to deliver
not only humanitarian and other services, but also in passing key skills needed for local
PSP in the delivery of complex infrastructure services which characterize the UN’s role
in the country.

1.7

Assuming the recommendations outlined above are acceptable in whole or in part, we
have set out in Section 11 five Policy Action Programmes for consideration. The
matrices detail ways in which the two Governments, and the private sector and the
UN/World Bank agencies can announce and implement the details of the
recommendations.

The next step: implementing the recommendations
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2 Introduction

This project has been commissioned by the World Bank, on behalf of the National
Government of Sudan (NGU) and the Government of South Sudan (GoSS) to
undertake a review of the institutional capacity necessary to facilitate private participation
in post-conflict reconstruction and development in Sudan.

2.1 Daunting challenges

The economic and social challenges facing Sudan are immense. The country has had only
11 years of peace since independence in 1956, and the latest round of civil war lasted 21
years with 2 million deaths, 4 million internally displaced people and widespread famine.
Few countries face such a complex array of concurrent economic, social and security
challenges as does Sudan.

The continuous conflict has devastated infrastructure and social development, especially
in Southern Sudan. The war ended in January 2005, with the signing of the
Comprehensive Peace Agreement (CPA). Since then a number of important steps have
been taken to coordinate and focus international development and humanitarian aid
efforts which are still needed on a huge scale?, and to assist the two Governments in
North and South Sudan to rebuild the country.

2.1.1 Political commitment to reform

There seems to be considerable political commitment by both Governments to
implement transparency and accountability as part of the culture of a reformed public
sector. The importance of this cannot be overemphasized given the debt overhang and
Sudan’s past record of non-payment of external borrowing. The international financial
community will need considerable confidence in the present Government’s policy
framework and sustainability of effort before committing sizeable funds to Sudan’s
economic and infrastructure development.

Yet while Sudan’s debt — at US$27.7 billion, of which US$24.4 billion in is arrears® — is
very large by international standards, there are positive signs. The medium term outlook,
based on a continuation of reform policies, is for 8-10 percent growth per annum. Oil
has been exploited®, which attenuates some of the immediate financial problems of both
Governments. The CPA has created a climate of peace for dealing with social and
economic problems, and has given some confidence to the private sector that they can
engage in entrepreneurship without security risk. Nevertheless, there are sensitive
problems to resolve between the North and the South, particularly over the borders
around the oil fields.

2.1.2 Private-public partnership a model to help recovery

In the report, we analyse the opportunities and the risks, of various forms of public
private partnership (PPP) and private sector participation (PSP) in infrastructure
development. We then examine the important role of infrastructure in post-conflict
societies, as part of establishing the basic societal structures needed for an
entrepreneurial, peaceful economy to work in a sustainable way.

2 See Section 7 on donor aid below.

3 .. . . . .
This is equivalent to neatly seven times the three-year average of exports of goods and services in present value
terms.

* Oil was first discovered and developed by Chevron, a US oil major, in the early 1980s. After SPLA attacks in 1984,
Chevron exited Sudan, and since the late 1990s, exploitation has been undertaken by Chinese, Malaysian, Pakistani
and Canadian companies, together with the national oil company of Sudan, SUDAPET.
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An infrastructural framework is a necessary, but not sufficient, condition. Establishing an
effective framework for attracting PSP is a key element of successful PPP, and this in
turn requires a clear and settled policy environment for any reform that is adopted for
particular infrastructure sectors.

There is a substantial gap in the availability of financing for needed investment in
infrastructure. Not all can be covered by the NGU or GoSS from their budgets, nor will
loans from international donors be sufficient. Indeed, with the continuing moratorium
on concessional lending by many international agencies, and the pressure from the IMF
to discourage the Governments to undertake further non-concessional borrowing, there
are real constraints on meeting the high expectations of the public at large for better
access to, and higher quality of, infrastructure services.

Consequently, there is an understandable desire on the part of both Governments to
have the private sector play a greater role in supplying and managing infrastructure assets,
as one of the few remaining options to cover the funding gap.

PSP can be a powerful vehicle to do this, but for it to work successfully and sustainably,
there are many policy, legal and regulatory pre-conditions to be met. If the private sector
is to encouraged to put its savings and equity to work in risky infrastructure ventures,
then the private sector will want to understand clearly the implications of the
Governments’ policies and the risks associated with high risk, long term infrastructure

pro]ects.

2.2 Directions in this report

We spend some time in the report in identifying and developing the issues which will be
of concern to the private sector. There are a number of mechanisms to promote the role
of the private sector through PPPs. We discuss them in Section 5 below. The potential
for private sector involvement is further complicated in Sudan because of the private
sector’s relative weakness and small size, so there are capacity building matters to face up
to as well, a point we develop in greater detail later in the Report.

There are considerable differences between the resource and institutional capabilities of
the North and the South to manage PPP/PSP. The North, which has not suffered the
same ravages of war as the South, has a well established public service with good
capability given the stage of development, and a private sector which is vigorous but
constrained by its generally small scale and family-oriented structure. Both public sector
institutional capacity and an entrepreneurial private sector are important to successfully
implementing a PPP strategy.

The South is a different story. It was ravaged by years of war. The private sector is largely
non-existent. There is no established banking system in the region capable of harnessing
savings or raising capital although it does have considerable potential with the close and
developing commercial ties to Kenya and Uganda. The basic infrastructure services to
support a market economy — for example, roads, communications, trained people with
skills, markets of exchange, electricity and water of good quality — do not yet exist as a
comprehensive network. What there is constrains rather than accommodates and
promotes growth. Having said this though, there is a vigorous trading sector developing
as businesspeople from Kenya and Uganda fill the void and establish markets in goods in
larger centres, especially Juba. Government and political management skills are scarce, so
there are considerable capacity building challenges ahead.

This leads us to develop two basic lines of argument in this draft report in formulating
policy options for developing PSP in infrastructure. The basic policy prescription for



Confidential

promoting PSP is the same for both the North and the South, as there is a clear wish —
and indeed need — to have basic policy harmonisation as the CPA mandates.

Nevertheless, given the wide differences in the relative stages of development between
the two, the South has a lot of “catch-up” to reach the same level of capability and
potential as the North. This will be reflected in the approach needed to implement the
same overarching policy prescription in each area, which is to establish PPP facilitating
Units within each Government, and another within each Multi Donor Trust Fund to
promote PSP where development aid is used for infrastructure construction.

2.2.1 Draft report tested with stakeholders

We have had extensive discussions already with many key stakeholders as reported in our
Inception Report submitted in March. Since then, we obtained and collated substantial
information on the four infrastructure sectors covered by the project. We have had good
cooperation from many state agencies in the North and the South as well as private
firms.

We held a number of stakeholder seminars where the proposals and ideas set out in this
report were presented to stakeholders and Ministers in an effort to obtain as much
consensus as possible on the underlying policy, and the proposed machinery to promote

PSP.

This Final Report thus contains broadly agreed recommendations, together with an
action plan for implementing the proposals and recommendations.

2.3 General facts about Sudan®

Sudan® is a diverse country of multi-ethnic, multi-cultural and multi-lingual groups. It
enjoys a strategic location in the African continent that marks a melding point between
Arab and sub-Saharan peoples. The country shares extensive borders with nine countries
of Northern, Central, Eastern and Western Africa.

Sudan is the largest country on the African continent — 2.5 million km® — and extends
from the hot arid North to the tropics in the South with diversified ecosystems that
provide fertile land of about 80 million hectares (about 20% of this land space is
cultivated), natural pastures of about 24 million hectares, and forest areas of about 64
million hectares. The remaining land is desert or semi-desert. About a quarter of the
country is in South Sudan - 0.65 million km®. Considerable water resources are available
from the River Nile and its tributaries, seasonal streams and the Nubian Sand-Stone
Aquifer which is one of the largest water reservoirs in the world. While these are large
water resources, they are not well distributed across the country, and drought and poor
potability are significant problems.

The total population is 36.2 million’, of which an estimated 8.5 million live in South
Sudan®. The population growth rate is not high, at 2.6 percent, but nearly 45 percent of

% Information for the following sub-sections was collated from the Sudanese Ministry of Finance and National
Economy, the UN group of agencies, IMF, World Bank, the International Crisis Group, the JAM Reports, the
British FCO, the US State Department. Fuller statistical detail is contained in Appendix A.

8 The official name is Jumburiyat as-Sudan, the Republic of the Sudan.
" Based on the 1993 Census. More recent estimates place the population at around 40-42 million.

8 This estimate is quite uncertain, and will be impacted by significant numbers of internally displaced Southern
Sudanese who are beginning to return home. The UNHCR estimates there are 4 million IDPs from Southern Sudan
alone, and over 500,000 refugees in neighbouring countries like Chad, Uganda, Ethiopia, Republic of Congo, Kenya,
Eritrea and CAF. Many are starting to return home in South Sudan, which is putting substantial pressure on GoSS
and aid agency resources.
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the population is under 15. Ethnically, the country is split tribally: 52 percent African, 39
percent Arab, 6 percent Beja, and 3 percent “foreigners” and others. The dominant
religions are Sunni Islam mainly in the north, and animist beliefs (25 percent) and
Christian (5 percent) in the south. There are hundreds of ethnic and tribal subdivisions
and language groups, which make effective collaboration among them a major political
challenge.

Approximately 7 percent of the country’s area is arable land (about 160,000 sq km, of
which 10 percent is irrigated), with a considerably larger area used for nomadic cattle
grazing, especially in the south and west. Agriculture® is Sudan’s most important sector,
employing around 80 percent of the workforce and contributing about 40 percent to
GDP. Oil fields in the south of North Sudan and in Southern Sudan are being exploited
and are already contributing significantly to Sudan’s economic recovery. China, Malaysia
and India are developing the country’s oil resources.

There is exploitable mineral wealth for gold, iron ore, copper, mica, zinc, chromate and
manganese. Industry is primarily based on agricultural raw materials, or servicing
agriculture. The Ministry of Finance and National Development expects to see
considerable growth in agriculture and agricultural servicing and light industry as the
economy recovers.

Administratively the country is divided into 26 states, 10 of which are in South Sudan
under the control of GoSS. The legal system is based on English common, and on
Shart’a, law. In 1991, Shari’a law was applied to all residents of North Sudan except in
personal family affairs where it is applied to Moslems only. The role of Shari’a law is
evolving in South Sudan following the signing of the CPA in 2005.

® Mainly producing cotton, peanuts, sorghum, millet, wheat, gum Arabic, sugarcane, cassava, mangos, papaya, bananas,
sweet potatoes, sesame, and sheep and cattle for meat (the stock of sheep, goats, cattle and camels is estimated at
128 million head).

11
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Figure 2.1: Map of Sudan
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2.4  Sudan’s economic situation and outlook

Sudan’s economic prospects are promising, but with risks. The country has a
considerable natural resource base. Economic growth is forecast at between 8 — 10
percent a year until 2010, assuming present policies continue. This reflects the impact of
the ongoing investment boom, the discovery and exploitation of oil, and the stabilizing
impact of the CPA, amongst other things. However, unemployment is high at about 18-
19 percent of the workforce, and 40 percent of the population is estimated to be living
below the poverty line.

The fiscal and balance of payments gaps of about 1.5 — 2 percent of GDP per year are
expected to be covered by official grants.

12
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Table 2.1 summarizes the latest outlook prepared by the Sudanese authorities and the

IMF™.

Table 2.1: Medium term prospects for Sudan 2005-2010

2005 2006 2007 2008-10
(Average)
E:t. Projections

(Percent of GDP, unless otherwize indicated)

Bieal GDP Growth (in percent) g0 13.0 103 £9
il 02 710 232 9.0
Non-oil 39 72 13 88

Inflaticn {period average) &5 T5 30 33

(ross mvestment 233 253 250 274

Fiscal balance -18 09 0.4 01

Current aecount balanes 83 32 -4 3.7

Cmde ol export price (U5, dollars per barrel) 407 474 472 452

Crmde ol production (n nullions of bamrels/day) 029 049 0.63 0.7

Source: IMF and Sudanese authorities

The IMF" has identified the major risks to this outlook as:

“Risks arising from the influence of anti-reform groups that may oppose necessary reforms

“Unresolved domestic political tensions

“Weak institutions (especially at the sub-national level)”

These concerns will be important to building the confidence and the trust that the private
sector — whether national or international — has in the two Governments’ ability to
cement in an overall environment where:

Property rights are protected

Viability of infrastructure projects — which are characterized by long lives — is
assured, where private equity or long term borrowings are secure, and revenue
flows are assured if the private sector is to manage or own/operate an asset

Regulatory or other government decisions are predictable, certain and
consistent over time

Government institutions are open with, and accountable for, the decisions
they take

Contractual terms once agreed to, are enforceable by all parties through an
independent judiciary

Capacity to put together, evaluate, manage and monitor PPP/PSP
infrastructure projects is thin within government and the private sector.

The CPA was an important start to rebuilding the trust citizens have in their
governments. The negotiations demonstrated that the political leadership in the north
and the south could work together after the conflict had ended, and agreed on a broad
strategy for rebuilding Sudan. But the intentions expressed in the CPA will only mean
something to those who might be prepared to play a part in economic and social

192006 Article IV Consultation Staff Report, May 2006 IMF Country Report 06/182

Y ibid, p5.

13



Confidential

reconstruction if they trust their governments to back up intentions with the legislation
and institutional frameworks that give lasting effect to the objectives of the CPA.

This is particularly true for PPP projects in infrastructure, where private operators are
required to commit their own capital and know-how for long gestation, and invariably
expensive, infrastructure projects with long operating lives. If the private sector does not
trust a government to honour and respect the law and regulatory frameworks they
establish at the time a decision to invest is undertaken, or to act in a predictable and non-
arbitrary fashion, then the chilling effect on investment and participation by the private
sector will be severe in a world where the gap is widening between countries perceived to
be accommodating (or “safe”) for investment, and those which are not.

Where the Governments are trying to build confidence for the domestic and the foreign
private sectors to become involved in reconstruction and development of sustainable
infrastructure, then trust in the NG and the GoSS, and their commitment to respect for
the law and property rights, is absolutely critical.

Without that commitment, private capital and private effort will go elsewhere to a safe
harbour.

3 Assessing PPP arrangements — infrastructure
reform

This project is focussed on using the private sector in some appropriate role, to help
rebuild and add to the infrastructure needs of Sudan. As we discuss, the needs, and the
scale of needs, are different as between the North and the South. An important issue to
consider before PPP is undertaken is whether there is or should be reform of each
infrastructure sectot.

3.1 Different ways of delivering infrastructure services

Sudan is emerging from a long period where infrastructure in water, transport, electricity
and telecommunications has generally been provided by state owned and operated
monopolies. This was the traditional paradigm for delivering infrastructure services
throughout the developed and developing world until the mid-1980s. In response to a
wortld wide move promoting markets rather than governments to deliver the goods and
services people wanted, and to rapidly changing technology, the poor development
outcomes of state monopolies led to new ways of building and operating infrastructure
services.

Considerable diversity of approach has been used, ranging from total privatisation
(meaning the sale of government assets to the private sector) to different forms of
private involvement in part of an infrastructure sector perhaps as owner and operator, or
as operator of, and investor in, infrastructure assets in the continued ownership of
government. The various approaches — not including privatisation - are gathered under
the general heading of Public-Private Partnerships (PPP)*

2 In this report, we use the acronyms, PPP (Public Private Partnership), PSP (Private Sector Participation or Private
Sector Participant) and PPI (Private Participation in Infrastructure) interchangeably to refer to private involvement in
the provision of infrastructure services. A PPP is a contractual relationship between a public agency and a private
provider, to provide an essential public service through sharing of assets and resources coupled with a balanced
allocation of risk and reward over the complete spectrum of early program development through total project delivery.
What distinguishes a PPP from a traditional procurement is the greater responsibility and risk taken by the private
sector in return for an adequate return on their investment or coverage of costs.
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The potential for the private sector to develop infrastructure in a more efficient and
sustainable fashion than the government has been well documented in research papers
and recorded experience®™. The research shows that the private sector has a demonstrably
better record in cost effective service delivery. In part, this is explained by the private
sector’s strong incentives to achieve financial discipline and to minimize costs, and by its
access to capital and expertise.

Box 3.1: Performance of state owned infrastructure monopolies is mixed

“In many developing and transition economies ...state owned monopolies. .. suffered from low
labor productivity, deteriorating fixed facilities and equipment, poor setvice quality,
chronic revenue shortages and inadequate investment, and serious problems of theft and
nonpayment. In addition, large portions of the population lacked services in developing
countries—though not in transition economies, many of which achieved faitly high service
coverage. Moreover, prices varied considerably across sectors. In telecommunications they
were typically high, while underpricing was common in electricity and certain segments of
transportation, and especially serious in water.

“In developing and transition economies a main cause of deteriorating infrastructure
performance was underinvestment, which was largely due to the failure of governments to
prescribe cost-reflective tariffs, especially during periods of high inflation. Under state
ownership, prices fell to levels that could not cover the investment needed to meet
growing demand. This problem was deferred as long as governments were able to provide
subsidies and international financial institutions were willing to bail them out. But years of
under funding and failure to address systemic problems led to a significant infrastructure
deficit in the developing world, generating substantial welfare losses. Infrastructure
inefficiencies  constrained domestic economic growth, impaired international
competitiveness, and discouraged foreign investment.

“In the eatly 1990s, for example, developing countries incurred annual losses of about
$180 billion due to mispricing and technical inefficiency in water, railroads, roads, and
electricity—neatly as much as annual investments in these sectors (World Bank 1994). With
growing budget deficits and the resulting inability of governments to maintain and expand
infrastructure services, most developing and transition economies simply could not sustain
state-owned utilities.”

Source: World Bank Research Report: “Reforming Infrastructure: Privatization, Regulation and
Competition.” June 2004

3.2 New paradigm for delivering infrastructure services

The historical model of delivering infrastructure services through vertically integrated
network monopolies owned by the state, has given way to a new framework for the
organizational structure of network utilities.

The new paradigm has the general characteristics set out below, and recognises the reality
that a vertically integrated network is not necessarily a natural monopoly in its entirety.
Parts of the network will be a natural monopoly, but significant parts, depending on the
particular infrastructure sector, will be potentially competitive.

BA particularly good paper and summary of the issues involved is set out in the World Bank Policy Research Report,
“Reforming Infrastructure: Privatization, Regulation and Competition.” June 2004
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The new model* has the following characteristics, if not principles:

" Network utilities should be unbundled both horizontally and vertically, with
different owners for potentially competitive components and natural
monopoly components

* TFor competitive or structurally contestable activities, government interference
with market mechanisms and restrictions on ownership should be relaxed, and
the scope for introducing competition through horizontal fragmentation
should be fully exploited

* Only components involving unavoidable natural monopolies or substantial
sunk capital should be placed under regulation and perhaps even operated by
the public sector.

For Sudan, applying these characteristics would lead to a reorganisation of the following
general shape for the infrastructure sectors the project is reviewing in Table 3.1 .

Table 3.1: The new network utility paradigm as applied to Sudan

Infrastructure Activities that are usually Activities that CAN BE or ARE
Sector monopolistic potentially competitive
Telecommunications | Local (fixed line) loop, allocation of | Long distance, mobile, VoIP, internet and
spectrum value added services
Electricity High voltage transmission, and Generation plants, and supply to retail or

local distribution lines business wholesale customers
Railways Rail track, and signalling and train | Freight operations, track maintenance,

control

rolling stock maintenance and ancillary
services

Air Services

Airport runways and buildings, air
traffic control, security

Airline services and operations,
maintenance facilities, airport retail shops,
ancillary services (eg. airport parking)

Roads Major national highways Toll roads, maintenance, truck and car
operations, safety inspection systems
Ports Planning port infrastructure, Cargo handling activities, dredging,
nautical management terminal management and maintenance,
towage and mooring, pilotage
Rivers Planning river port infrastructure, | Port maintenance and management, tug
waterway traffic management, and barge (freight and passenger)
security operations
Water Local potable water, wastewater or | Long distance pipeline (#f more than 1 supply

sanitation distribution

Source: “Reforming Infrastructure” 7bid, p37 and Castalia

line), production and purification, and
sewerage treatment

The disaggregation of traditional vertically integrated monopolies into these components
allows the application of competitive pressures to be harnessed to:

1% this is drawn from Castalia’s experience, and from the WB Report, “Reforming Infrastructure” ébid, p37
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* Let the private sector participate in service provision by applying commercial
and economic pressures to reduce costs and improve quality of infrastructure
services for consumers

" Reveal the true costs of providing the services so sustainable pricing of
services to consumers (with or without subsidy to classes of consumers) can
be formulated

" Reduce the scope of activity which needs explicit regulation, and thereby
reduce the cost of regulation and the room for inappropriate or damaging
regulation

" Let consumers have more choice of the services they want, and the prices they
are prepared to pay for it — this leads to more effective provision of services

* Allow the state to continue with ownership of monopoly (i.e. non-competitive
or “strategic”’) activities if that is desired, while using the private sector to
extract the efficiency of operation it best delivers under an appropriate
contracting (via PPP) or regulatory regime

* Minimize the need for intrusive regulation and the uncertainty that creates for
private investors and managers

" Maximize the application of new technologies as infrastructure is rebuilt or
expanded.

3.3 Technology a major driver of infrastructure reform

Technology is now a major driver of competition in network utilities. Perhaps the most
spectacular example is in telecommunications, where mobile and internet-based
technologies have radically changed the way in which the communications sector and
computer technologies allow people and businesses to communicate, and most
importantly from an economic development viewpoint, allow businesses to connect with
consumers and their customers or logistics service providers in a cost effective manner.

The cost curves for most infrastructure sectors have reduced significantly as well. Mobile
telephony allows country wide services to be delivered cheaply and extensively in
developing countries. Not only have costs fallen, but so has the need for government
subsidies (see Box below).
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Box 3.2: The technological revolution in telecommunications

TECHMOLOGICAL CHAWNGE HAS HAD A MASSIVE Index of transmission costs (per bits per second per

but uneven effect on telecommunications. Costs  kilometer; log scale)
have fallen sharply in the industry’s long-distance 100 | g40 Mbps
and traffic-sensitive segments, reflecting advances in a 00-135 Mbps
microwave, satellite, and optoelectronic technology. 0 400 Mbps
The impact of optoelectronics has been especially
impressive: in just a decade, optical systems have g 1-2-1.7 Gbps
vastly outperformed coaxial cables and fived satellite 1 Bandwidth
links in long-distance, high-capacity transmission. oA
Substantial cost reductions have also been achieved 10 Gbps
in switching, reflecting software innovations and 0.1 '
lower costs for integrated circuits and computers. 40 Ghps @
Lower costs and significant improvements in soft- 0101
ware have also facilitated a variety of data- and trans- 1975 1980 1985 1860 1995 2000
mission-intensive services (see figure). Souree: Bond (1997,

But technological change has not had nearly the
same effect on costs in areas where use is not con-
centrated. Technological change has been limited
for nontraffic-sensitive, customer-specific loops that  nation between voice and data is eliminated, arbi-
connect every subscriber to a central office. For low-  trage can dramatically reduce the cost of voice calls
volume nodes, copper cable was until recently the  that use relatively few bits—with important impli-
lowest-cost technology. Still, fiber optic distribution  cations for pricing and market structure. Internet-
and microwave bypass have become economically  based telecommunications services already threaten
viable in large office buildings. traditional long-distance service providers. As band-

In recent years telephone networls have been  width to customers’ homes increases, placing voice
substantially digitized. Digital bits traveling on  calls over the Internet will likely become a wviable
these networls can be parts of voice, video, or com-  alternative to wireline telephones. Thus advances in
puter applications. Voice is treated as data, blurring ~ technology have made the old, monolithic structure
the boundary between woice telephony and data  of the telephone industry both inappropriate and
services. When regulation-imposed price discrimi-  unsustainable.

Source: “Reforming Infrastructure” ibid p40

By and large, there is little need for regulation or control in the telecommunications
sector, except where interconnection with a monopoly local loop is required (perhaps
through open access regulation) or interconnection between service providers and
internet and international communications backbone facilities cannot be achieved by
negotiation between competitors. Technology is rapidly developing to deal with the local
loop issue as wireless high speed data services are increasingly able to cope with the
needs of customers by removing the “last mile” monopoly of fixed lines.

The same is true in electricity, which for many years justified vertical integration and
monopoly delivery on the need for large power plants to obtain the benefits of
economies of scale. In recent years, the economies of scale have been superseded by
small, efficient, close-to-market generation plants which do not need expensive
transmission monopoly lines services (see Box below).
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Box 3.3: The optimal size of electric generation plants has shrunk

Avarage generation cost (1.5, dollars per megawatt)

19307
19507

1970
N
[ [ [ |
50 200 800 1,000

Plant size (megawatts)

Source: Bayless “Less is More: Why Gas Turbines will Transform Electric Utilities” (1994)

3.4  Crafting certain reform processes for effective PSP

There is little doubt Sudan’s infrastructure sectors under review in this report have
considerable potential for involving the private sector. The form of involvement will be
different as between North and South Sudan, and the potential is different again within
each infrastructure sector.

One key lesson from the reform of infrastructure in developed, developing and transition
economies is to establish firm government commitment, certainty and predictability in
the reform path for particular sectors.

While there have been many examples of successful reform involving privatisation and
different forms of PPP, there have also been many examples of poor reform processes
and sequencing. Sometimes they have produced sub-optimal outcomes and a distrust of
market based reforms and private sector involvement in the delivery of infrastructure
services that many people regard as a fundamental right.

There is now enough experience for Sudan to learn from the successes — and mistakes —
of other countries at a similar stage of development and need. Certainly, part of the
reason for the wariness the private sector has towards infrastructure investment in high
risk developing countries can be explained by poor reform policies and arbitrary
intervention and regulatory processes sometimes adopted by governments.

We now discuss three major infrastructure sectors — telecoms, electricity, and transport -
which are critical to Sudan’s economic development, and review the international
experience with reform and private sector involvement in each sector. Will PPP work in
infrastructure, and what are the pre-conditions to their successful involvement? We then
discuss the need to establish a clear regulatory framework to cover the sectors where it is
necessary. Having said that, we recommend that GoSS and NGU consider maximizing
the use of contracting for performance where some regulatory oversight is necessary, and
ensuring that infrastructure monopolies in government ownership are subjected to an
independent regulatory regime, in line with the international best practice models and
experience.
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Telecoms sector has significant scope for private sector involvement

The institutional and historical differences between north and south Sudan means that
the South should be able to build a much more liberalized telecommunications sector
than in the North, where the binding contractual arrangements for incumbent service
providers in the North hamper the degree of liberalisation®. Apart from a contested
interpretation of the CPA as it relates to the issue of telecommunications licenses
between NGU and GoSS, the South could issue many more licences for the provision of
mobile, internet, and fixed lines services®. There seems little doubt from international
experience that more liberalized markets deliver lower cost, more diverse services to
consumers than less liberalized and regulated telecoms systems.

In the telecommunications sector in Sudan, there is plenty of scope for private sector
involvement and investment in the provision of this infrastructure service. The form of
involvement which has developed is comprehensive privatisation of former state owned
assets and private ownership of new assets. The sector and today’s technology offers the
promise of relatively small investment risk — as the size of investment is modest
compared to most forms of infrastructure and the period of financial recovery is
relatively short — compared to other sectors, so it is hardly surprising that the sector
receiving the most private investment in developing countries with high country risk
(such as Sudan) is telecommunications.

Electricity sector has scope for PPP if reforms carried out correctly

Like telecoms, the electricity sector offers considerable scope for private sector
involvement. However, in part because the sector is more complex, and the size of
investment needed is typically large with a long gestation period and a long investment
recovery cycle, the commercial and financial risks for investors are considerably greater
than for telecommunications.

In electricity, private sector investors will be looking for considerable certainty in the
structural reform process and in the final outcome before committing to large scale
investment which beneficial in the long term to Sudan’s economic development.

There are a number of different models for reforming electricity infrastructure. Most
countries have moved away from vertically integrated state owned monopolies. In some
cases the reform has been quite minimal, with private participation constrained to
investment in new generation facilities (Independent Power Producers - IPPs) with all
sales at an agreed price being sold to the state monopoly generator and distributor. This
is a fraught reform option".

Other countries have undertaken significantly greater reform, with comprehensive
unbundling of monopoly and competitive activities, and divestiture of the competitive
activities to the private sector. In some cases it has gone further, with the

> We understand the North has granted a degree of exclusivity to telecoms providers in return for agreeing to a
traditional universal service obligation delivered by internal cross subsidy. This constrains the NGU from
introducing more mobile competitors into the North, as it can be done only by agreement with the incumbent
providers — Suditel and Mobitel.

18 Some progress was made in September 2006, where the roadblocks to inter-connection between operators in the
North and South were removed after ministerial level negotiations.

Y7 Private sector involvement in an IPP which has a long term fixed price delivery contract with a guaranteed take off
of energy generated is unlikely to produce a desirable long term outcome for the country. This is clear from the
international experience with electricity reform, even though it might be superficially attractive because the private
sector will invest on these terms. The Philippines experience with such IPP contracts sets a cautionary tale for all
similar reform processes and private sector involvement in electricity.
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commercialization or private sector management of state owned monopoly transmission
or distribution infrastructure.

Table 3.2 below presents a scorecard for electricity reform in a number of regions
throughout the developing world. The scorecard is built up by measuring the percentage
of countries in each region where:

* The state owned electric utility has been commercialized and corporatized

* Parliament has passed an energy law permitting partial or complete sector
unbundling and/or privatisation or some form of private sector involvement

* A regulatory body, separate from the utilities and the relevant ministry, has
started work

* The private sector has invested in greenfield sites that are being built or
operated

" The state utility has been restructured or unbundled

" The state sector has been privatised, whether through outright sale, voucher
privatisation, or in a joint venture (PPP).

Table 3.2: Electricity reform by region - how thoroughgoing has reform been?

(percentage of countries where reform has occurred)

Europe Latin Middle
East Asia and America  East and
and Central and North South  Sub-Saharan
Reform Pacific Asia Caribbean Africa Asia Africa

State utility corporatized e 63 Gl 25 40 3
Enabling legislation passed a3 41 T8 13 40 15
Independent regulator at work 11 41 83 0 40 ]
Private investment 78 33 83 13 100 19
State utility restrucrured 44 52 72 38 40 ]
Generation privatized 22 37 a5 13 40 4
Distribution privarized 11 30 44 13 20 4
All reforms taken 41 i5 71 17 50 15
Reform score (scale of 1-6) 2.44 270 4.28 1.00 3.00 0.88

Source: Bacon and Besant-Jones “Global Electricity Reform: Privatisation and Liberalization of the
Electric Power Industry in Developing Countries” 2001

Out of a maximum reform score of 6 (where all reforms steps were undertaken, and
these are regarded as best practice reforms), the Middle East and North Africa scored
only 1, suggesting that there is scope for more considered reform of these countries’
electricity sectors, before PPP is likely to become attractive or effective in meeting
development goals. Sudan is a member of this group.

We have distilled the experience of many developing and developed countries with
electricity reforms into these insights into the preconditions for, and lessons from, the
reform process:

* When properly designed and implemented, a combination of well sequenced
institutional reforms can significantly improve operating performance. The
reforms will comprise vertical and horizontal restructuring, introducing the
private sector through PPP or privatisation, a