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BulgariaForest Policy NoteExecutive Summary

Bulgaria’s forests cover around 4.1 million ha.  Broadleaved forests account for 68 percent of the forest area, and conifers account for 32 percent of the area.  Reported annual timber removals have averaged around 5 million cubic meters over the last 3 years, two-thirds of which come from state forests.  The annual increment  is estimated to be around 14.1 million cubic meters. About 73 percent of the current harvest is for the forest industry.  The balance is meant to meet the needs of the local population for firewood and construction timber. Bulgaria’s forests are also of immense conservation value because of their biodiversity. Three quarters of the forests are state owned, while the balance is owned by individuals, municipalities, and institutions.

In an effort to introduce significant changes in the way the state forest sector was being managed, a series of institutional reforms were adopted, beginning in July 2007.  These were certainly not the first reforms in the sector since the economic transition began – various commercial operations were privatized in the mid-1990s, with varying impact – but they are the most recent and far reaching.  This paper reviews the impacts of these changes, some of the perverse outcomes which have resulted, and the scope for supporting a reform process which would improve sectoral performance.

The Reform Process

Like forest organizations in other transition economies, the key challenge for Bulgaria’s forest institutions has been this: how to transform a forest organization from a centrally planned, financially secure, and vertically integrated institution with strong regulatory and production functions, to an organization with roles which are fundamentally service delivery ones and for which expenditures (public and otherwise) have to be mobilized from increasingly constrained sources.

Responsibilities for state forest management rested, until mid-2007, with the Ministry of Agriculture and Forestry, through its National Forestry Board.  Initial proposals dating from 2003 argued for the clearer separation of regulatory functions from management functions, and recommended the establishment of an independent administrative structure subordinated to the Council of Ministers.  These proposals also identified the weaknesses inherent in the prevailing management system which was dependent on both inadequate and irregular funding from the state budget.  A study on institutional restructuring was undertaken in 2004 which identified the mechanisms for making this division, and for clarifying how management structures could be improved.
In July 2007, the State Forestry Agency (SFA) was created -- an independent agency subordinated to the Council of Ministers.  Institutional changes maintained the 3-tier structure for forest management which had earlier existed, constituting the SFA, 16 Regional Forestry Directorates (RFDs), 141 State Forest Enterprises (variously referred to as “State Forestries” or “State Forest Farms”) and 37 State Hunting Areas (referred to here as SFEs and SHAs respectively).  It provided for registration of SFEs and SHAs under commercial law as financially independent state companies to be operated on commercial principles, but (as state companies) unable to be declared insolvent.  SFEs and SHAs operate under contract to the SFA. Control functions are the responsibility of the RFDs which also have some management and oversight responsibilities. Institutional and legislative changes provided for the establishment of the National Fund “Bulgarian Forest”.  The Forest Fund can receive financing from a range of sources, including from a percentage of the sales price of wood, various fees and fines, direct financing from the SFA, international donors, the private sector, and other public and private sponsors.  Legislation provides for the Forest Fund to be used for a range of activities.

The general principals behind the reforms which are underway in Bulgaria are sound.  The ideas that forestry units should and can be financially self-sufficient, that regulatory functions should be separated from day-to-day management operations, and that forestry units should be encouraged to improve their efficiency and service delivery orientation by adopting commercial business practices are not uncommon among European forestry agencies.  Ireland, Austria, Finland, Latvia, and Estonia have all adopted similar practices, and are also able to provide management services for global public goods such as nature protection under contract to the state using this approach, or variants of it.

Issues Arising from the Reform Process

Having said this, there are a number of interlinked issues arising from the process, which bring in to question the viability of the reforms and the likelihood that the institutional framework will be sustainable as it is currently envisaged. There are 7 key issues.

1.
Weaknesses in the policy and strategic framework

While the potential for separating management from regulatory functions and for making enterprises more financially secure was first seriously discussed, and actions were taken to pilot the approach with SHAs in 2003, the reforms as launched in 2007 were incomplete and not widely understood.  While someone may indeed have had a vision for the way forward (and mobilized the political support and legislation needed to shift the whole forestry/hunting portfolio from the Ministry of Agriculture and Forestry to the Council of Ministers), there seems to be no widely understood road map for the reform process. Amongst range of stakeholders, there are widely diverging views about ‘what’s next,’ how issues arising from the reform process are going to be resolved, and a lack of clarity and ‘buy-in’ about institutional and organizational responsibilities. The risk is that none of the key players – the SFEs and SHAs, the Regional Forestry Directorates, the Forest Fund, and not least, the SFA – will be motivated fully to embrace the reforms because there is no shared vision, clear policy statement, or road map for the way ahead.  Nor is there an understanding in the private sector or amongst civil society organizations about how their concerns for transparency and accountability are to be met by the reform process.
Without a clear vision of what is to be achieved and a monitorable road map for the way forward, there will be no way of assessing in future, if the reforms have been successful. Arguably, the success of institutional reforms should be judged by the extent to which overall sectoral performance is improved – better forest management, greater investment and job creation in the industry, stronger financial performance of both private and public institutions, better environmental protection, improved protected area management, and some greater benefit for civil society resulting from better forest management. More clearly articulating the vision, now, for how to go about achieving these outcomes, and developing a broader base of support amongst all key stakeholders for a reform process would greatly help to clarify the way ahead.

2.
The commercial viability of forest and hunting enterprises

The creation of the network of 141 Forest Enterprises and 37 Hunting Areas took place without full consideration of their financial viability or of the capacity of their staff to undertake management on commercial terms.  A large number of SFEs are unlikely to be profit-making and will be unable to reinvest in their operations.  The legal framework does not provide for transferring revenues from profit making SFEs to loss-making ones. Part of the problem is the extent of productive forest assets for each enterprise.  Some enterprises are managing relatively young plantations, for example.  They have high fixed costs (for guarding, thinning, and maintenance operations), and low revenues, and their potential for financial viability in the near future is limited. Other enterprises are managing large areas of productive forests, and may have diversified income sources from hunting operations.  They can reinvest and pay their workers higher wages.  Each of these operations are ‘ring-fenced’ by the new legislation: profits and losses can’t be transferred between enterprises to equalize the situation.

Also problematic is the nature of the forest management planning.  SFEs and SHAs are compelled by legislation strictly to follow harvesting and development plans as laid out in approved FMPs.  Forest management plans (FMPs) are based on fundamental silvicultural principles, and not necessarily on sound commercial or business principles.  Measures in FMPs which would be considered to be good forest management sometimes make less sense as good business practice. For example, afforestation may be a good public investment if there are concerns about soil erosion control or about long term timber supply.  But it doesn’t help an enterprise’s bottom line in the short or medium term because it simply increases its fixed costs.  The problem of the commercial viability of SFEs and SHAs is compounded by their lack of capacity for business management.
Perhaps most importantly, the priority on commercial viability should not be allowed to become the rationale for undermining environmental sustainability, nor should it be allowed to increase the already significant threats to Bulgaria’s biodiversity.  Some forests should simply not be harvested to any significant extent because of their importance as critical natural habitats, or because of their importance as watershed catchments.  There is a concern that the recent institutional reforms could result in the wholesale destruction of ecologically important natural habitats.
3.
Institutional roles and responsibilities

There is a real dilemma in the way institutional responsibilities have been defined in the reform process.  On the one hand, SFEs and SHAs are being told they need to be financially viable, to make sound business-based decisions, to manage their staff and provide performance based incentives, and to operate as independent commercial entities.  On the other hand, the SFA – which is not operating on commercial principles – has a very wide mandate for limiting the ability of SFEs to do their business.  The SFA and RFDs both operate with extensive de facto management responsibilities, which go far beyond oversight, and extend to the day-to-day operations of individual enterprises.

As an example, SFEs should have wide latitude to sell timber in a way which gives them the greatest return (whether on-the-stump, at the roadside, from a storage depot, or delivered to the consumer).  In practice, though, if an SFE sells timber on-the-stump, a much larger share of the revenues revert to the SFA through timber taxes than if the SFE sells timber from a storage depot.  While the principal is based on the observation that revenue collection is higher and leakage is lower when timber is sold from storage depots, this is a decision that the SFE ought to be making rather than the SFA.  It also points to a failure of internal controls, and the need to strengthen these as part of each SFE’s business practices in order to control its own stock and inventory of standing timber.

4.
Clarifying control functions

One of the original objectives of the reforms first proposed in 2003 was to clearly separate control and regulatory functions from day-to-day forest management functions.  The current institutional structure does not do this.

It is probably useful to say explicitly what we mean by control and regulatory functions.  We see two types of functions.  Firstly, individual SFEs have a responsibility under commercial law to manage and protect their stocks and inventories.  Their interest, as a commercial entity, is to improve their bottom line, to limit fraud and corruption, and to try to get the highest and best prices for their product in a competitive, open, and transparent market.  As such, individual SFEs need to guard their forests, manage their inventory, work the market to their best advantage, and exert control responsibilities over their own business. Secondly, there are wider regulatory and control functions for which a separate body normally has responsibility regardless of the type of forest ownership – public or private.  These include responsibilities for ensuring Forest Management Plans are consistent with the regulatory framework, for monitoring if FMPs are being implemented as described and regulated, for ensuring that taxes due to the state are remitted, and for putting in place measures to see that the market is operating transparently, competitively and efficiently. There are additional responsibilities for tackling illegal logging, corruption, and collusion. Multiple institutions (particularly the SFA and Regional Forestry Directorates) seem to be performing these responsibilities, which are also often poorly defined, overlapping, contradictory, or conflicting.

At the moment, it seems that SFEs are performing control functions for private owners - approving and checking management plans and the transport of timber, and providing felling permissions. Their involvement in providing control functions over their primary competitors in the private sector is a conflict of interest and is perceived by some to be grossly unfair.
There is a deeply held perception amongst civil society organizations, and conveyed in the press, that corruption in the forest sector is endemic. For institutional reforms to be successful and to be perceived by the public and stakeholders as successful, it will be necessary to address the issues of illegal logging and corruption in an aggressive, open and transparent manner.

5.
Operation of the Forest Fund

Few subjects seemed to be more poorly understood that the operation of the Forest Fund.  Some SFEs incorrectly see the Forest Fund as a reallocation mechanism, to be used to shift resources from well-off SFEs to those with serious commercial constraints.  But because the Forest Fund was not designed to cover fixed or operating costs, the use of the Forest Fund is unlikely to improve their financial bottom line.  There is the risk that by financing investments such as afforestation or for forest roads, the Forest Fund can actually make the situation worse for the shakiest SFEs because it will increase their fixed costs for guarding, management and maintenance.

This is not to say that these investments are not needed, rather, that public funds should be mobilized to finance them because of their long term nature, and because of the problem of higher fixed costs which may be an outcome.  The Forest Fund is unlikely to be the right mechanism for doing this.  The Forest Fund operates under the public procurement law, and it is not at all clear if an SFE could be contracted to provide services for implementing activities it had itself proposed.  This is not legal under commercial law, and is an inherent conflict of interest. Finally, even if the Forest Fund is able to accumulate the funds that it hopes to finance new forest investments, this is likely a fraction of the real need.  Investments in forest roads, for example, remain a pressing concern amongst even the best performing SFEs, because of their expense and the inability of SFEs to finance these costs.

6. 
The forest industry, commercial timber harvesting, and getting good prices in the market

The forest industry wants an assured supply of industrial roundwood at competitive prices.  The current marketing and management system is guaranteeing neither.  The forest industry is dominated by a few large players and by many small ones.  Fewer than 10 large buyers purchase around 35 percent of the timber offered for sale by the SFEs/SHAs. These buyers need to have an assured supply of large volumes, as much as a million cubic meters a year.  Access to assured supplies of timber are hampered because of:

· frequent auctions, where small quantities of wood are offered for sale at sites scattered throughout the country;
· the lack of alternative competitive timber sales methods.  Because of the SFA’s taxation system, preference is given to auctions of timber which is harvested at the SFE’s expense, then transported and held in storage yards. Standing sales or long term contracts are not favored. Storage depots can seldom hold sufficient quantities to meet large scale demands, and the use of storage depots increases the factory gate price
;

· Markets are not effectively being regulated.  There is inconsistency in how auctions are being advertised; reserve prices do not serve the purpose of stabilizing prices; there is a lack of transparency and possible collusion in the market between buyers and between buyers and sellers; no penalties are being assessed when clear violations in the procurement legislation take place.
Due to these factors some large scale buyers are entering into negotiated purchase agreements with SFEs which are neither transparent nor competitive.  Some entrepreneurs have also sought to increase their own stocks of privately-owned forests, and are also importing raw materials.  A pragmatic and organized approach needs to be developed to timber marketing that is fair to both seller and buyer, is transparent, competitive and yet flexible enough to adjust to supply chain constraints.

With respect to timber harvesting, this is mainly undertaken by private sector contractors. Most contractors do not have modern harvesting and extraction equipment. Efficiency (and cost savings) could be greatly enhanced through investments in appropriate technology and training. Constraints in the contracting process (particularly the short term nature of individual contracts) limit the incentive to make these investments.
7.
Diversifying markets and exploiting new opportunities

One of the challenges under the new institutional regime will be to find and develop new markets and market opportunities. Two significant emerging markets for forest-based environmental goods and services are for carbon and for certified timber.

Carbon markets:  Given Bulgaria’s recent accession to the EU, a lot of attention is being given to implementation of the EU Emission Trading Scheme (ETS), rather than to accessing other regulated markets through so-called Joint Implementation (JI) projects or through the development of a Green Investment Scheme (GIS). Bulgaria is hoping to increase its cap of allowances under the EU ETS. Without this, its headroom for JI projects or for implementing a reasonably-scaled GIS will be limited. Bulgaria has some experience with development of JI projects, but no forestry projects have been approved so far. Bulgaria has chosen to include only afforestation/reforestation and deforestation activities in its reporting under the Kyoto Protocol, excluding opportunities for carbon sequestration through forest management. This could be a lost opportunity, as the potential for limiting carbon emissions by improving forest management (for example, by better forest fire control) are considerable.

The development of forestry projects for the voluntary carbon market has some potential. Buyers on the voluntary market are not necessarily timebound to any internationally regulated emission reduction targets and the project implementation period can be longer than provided under  the Kyoto Protocol (which ends in 2012). The range of activities which could be supported by the voluntary market is not limited to reforestation, and the methodologies for quantifying emission reductions and verification procedures are in many cases simpler and easier to apply.  There are a range of voluntary market performance standards and verification procedures.
Carbon revenues on both the voluntary and regulated markets could also be generated by enterprises which ‘fuel switch’ from fossil fuels to biomass, and this poses good opportunities for the forest sector. The use of wood waste (bark, shavings, etc.), thinnings, industrial waste wood, or agricultural residues for heating, energy production, or combined heat and power plants (CHP) has good potential in rural areas of Bulgaria. Benefits include lower fuel costs, reduced local air pollution, and access to locally-produced energy sources. Carbon revenues could be used to compensate SFEs for the extraction and transportation of the wood from thinning operations.

The establishment of forest enterprises as commercially-independent state companies could facilitate the development of carbon finance projects in the forestry sector. If forest enterprises are able to operate as independent commercial entities, they should be able to enter into legal contracts with potential buyers of emission reductions generated through their operations. This could provide opportunities for forest enterprises to generate additional income and to improve their financial viability by incorporating a carbon component into their afforestation or forest management activities.

Forest certification: Bulgaria exports relatively little unprocessed timber.  The European market for timber products is becoming increasingly responsive to consumer demand for certified product.  Because certification requires forest management practices to comply with the rule of law, it can also become an important complement to state control and regulatory functions, improving transparency and governance in the sector, and even shifting the burden of these tasks to the private sector, because of its reliance on independent third party verifiers.

In 2006, Government made a commitment to place at least 30 percent of state forests under certified forest management.  Although a noteworthy commitment, there has been little progress.  To date, 5 certificates have been issued for the management of around 104,000 ha to Forest Stewardship Council standards (representing around 3 percent of the total area of state forests). If Bulgaria is going to make any progress whatsoever in meeting its target, to bring around a million ha under management, it will need to be much more aggressive in encouraging SFEs and SHAs to adopt certification.  Options for encouraging the adoption of certification could include:
· tax policy, which provides tax exemptions to public and private firms which comply with an accepted certification standard;

· direct subsidies through financial mechanisms such as the Forest Fund;

· public procurement policies which require the use of certified product.

Opportunities for Moving Forward

This Note outlines 7 particular sets of issues posed by the forest sector reforms launched in Bulgaria. To summarize, these reflect the need:

· for a clearer vision underpinning, driving, and supporting the reform process, coupled with a road map, with performance benchmarks, so that the impacts and outcomes of the reform process can be more fully monitored and reported on;

· to take urgent steps rationalizing the network of profit-making and loss-leading enterprises in a way which ensures that resources are allocated to where they are most needed and that the institutional framework is financially sustainable within a public expenditure framework;

· to define with much greater clarity the specific responsibilities of the institutions involved in the reform, clarifying whom is accountable to whom, how reporting relationships are to be managed and mediated, and how performance is to be assessed;

· to more clearly separate regulatory responsibilities from responsibilities for day-to-day forest management, and to take clear steps to tackle problems posed by corruption, collusion, and illegal logging in the forest sector;

· to provide greater information about the operation of the Forest Fund to all key stakeholders so there is a clearer understanding of the opportunities it poses as well as its limitations;

· to improve the operation of the timber market, to make it a far more competitive, transparent, and reliable source of timber than is currently the case, and to remove constraints on investment in timber harvesting; and 

· to find ways of diversifying and expanding markets, for example, by exploiting new markets for environmental goods and services (such as carbon and certified timber).

These issues point to particular solutions and approaches which could be put in place in the short and medium term.
Bulgaria
Forest Policy NoteA. Introduction
1. Bulgaria’s forests are an extremely important asset: they provide multiple environmental services, raw material for a vibrant timber industry, employment in the forest products sector, and fuelwood for large numbers of rural people who have limited access to conventional energy sources. Somewhere around 3 million ha of forests are protected and managed by the state, while the private sector manages another million ha or so.  In the last several years, the Government of Bulgaria has launched a series of policy, legal, and institutional reforms with potentially profound impacts on the forest sector.
2. This Forest Policy Note considers the scope and status of some of these reforms, and the challenges they pose for good forest management.  The paper begins by reviewing some of the basic features of the program of reform.  It assesses the short term impact and some of the immediate issues which have arisen from the reform program, and then outlines some of the medium term challenges and risks which will need to be mitigated.  It examines some of the concerns which have been raised by the private sector, and describes opportunities for improving overall sectoral performance.  Finally, and drawing from lessons learned from other transition economies, it closes by focusing on the central question regarding institutional reform: what is it about institutional change that really matters when it comes to forest organizations and what makes for good institutional performance in the forestry sector?3. This note was based on discussions with members of the public sector, the private sector, and civil society organizations over a 3 week period in October 2008.  There were few opportunities to extensively review primary material such as production, trade, or marketing data, financial information, or labor statistics, or to carry out related analyses.  As an empirical exercise, the findings reported here are robust only to the extent that they accurately consolidate the views which were conveyed in these discussions. The interest and willingness of key stakeholders to freely engage in discussion with the Bank team
 about a diverse range of subjects related to the forestry sector in Bulgaria is gratefully acknowledged.B. Background
The forest sector in Bulgaria

4. Bulgaria is located at the crossroads of three broad bio-climatic regions – the mid-European continental, Eurasian steppe, and Mediterranean regions.  Its complex topography of mountain ridges, foothills, lowlands and plains accounts for a huge range in habitat types, from alpine forest belts, lowland grasslands and river plains to the dune communities along the Black Sea coast.  The combination of habitat types and climatic variation has supported a high level of floral and faunal species diversity and endemism -- amongst the highest in Europe. Biodiversity is especially significant in the high mountain forest zone, which supports a range of relict and endemic species dating back to the Tertiary and Quaternary periods.  Particularly important habitats include various types of dwarf pine forests, beech forests, chestnut forests and the euxine oak forests of the Strandja Mountains.5. Bulgaria’s forests cover 4.1 million ha, or about 33 percent of the national territory.  About 80 percent of forests are in mountain regions.  Around 85 percent of the country’s streams and watercourses originate in forest lands.  Broadleaved forests account for 68 percent of forest area, and 56 percent of stand volume.  Conifers account for 32 percent of area and 44 percent of volume.  Reported annual timber removals are around 5 million cubic meters (but this varies from year to year), two-thirds of which come from state forests.  The annual increment is estimated to be around 14.1 million cubic meters, but practically much of this is not available because it is physically inaccessible, or is being conserved for environmental reasons (for watershed protection or for habitat conservation, for example).
6. About 73 percent of the timber harvest is for the forest industry and the balance is meant to meet the needs of the local population for firewood and construction timber. The process of restituting state forests to their former private owners has been completed, and no further restitution is expected. Three quarters of the forests are state owned, while the balance is owned by individuals, municipalities, and institutions.The policy framework
7. Efforts to articulate Bulgaria’s forest policy are captured in its National Strategy for Sustainable Development of the Forest Sector in Bulgaria, 2003 – 2013.  Although adopted by the Council of Ministers in 2003 and having broad stakeholder support, it was never formally adopted by the National Assembly as a statement of its national forest policy. The Strategy was revised in 2005 for the period 2006 – 2015, but again, it was never officially adopted by the National Assembly. The outcome is that there is an inconsistent and sometimes contradictory vision of priorities in the forest sector, and no clear long-standing or binding policy framework within which to operate.  At the same time, Bulgaria has undertaken various international commitments and binding obligations which provide additional overlays to its de facto forest policy.  Most recently, for example, EU Accession has meant that Bulgaria is committed to developing the carbon market, by participating in the European Trading Scheme (ETS), as well as to conserving and managing extensive areas of its natural habitats to comply with the EU Birds and Habitats Directives.8. The National Strategy is complemented by the Strategic Plan of Action for Forest Sector Development in Bulgaria (2007 to 2011) which describes 5-year sectoral funding requirements and establishes milestones for implementation.  Were the Strategic Plan to have been formally adopted and reasonably financed by Government, it would have charted the way forward.  But only a very small fraction of the measures described in the Strategic Plan have actually been funded (perhaps as little as 10 percent) and the Plan remains a highly aspirational and, arguably, unrealistic roadmap for the future. The disconnect between what is laid out in the Strategy and Plan and the funding resources which are available for implementation suggests that the policy framework needs to be significantly changed to bring it into line with the measures which can feasibly be financed.
9. Despite weaknesses in the overall framework, the policy fundamentals underlying management of the sector are generally agreed by most observers to be supportive of the development of an economically viable forest sector based on the principles of multifunctional and sustainable forest management. Government’s strategy for doing this is by seeking to stabilize the sector, by maintaining ecologically viable forest ecosystems, by improving the ‘social and cultural dimensions of forests,’ and by improving coordination and collaboration in the sector.
10. In an effort to introduce significant changes in the way the state forest sector was being managed, a series of institutional reforms were adopted, beginning in July 2007.  These are certainly not the first reforms in the sector since the economic transition began – various commercial operations were privatized in the mid-1990s, with varying impact – but they are the most recent and far reaching.  We review the impacts of these changes, some of the perverse outcomes which have resulted, and the scope for continuing the reform process to improve sectoral performance.C. Forest institutional reforms and their aftermath
The reform process
11. Responsibilities for state forest management rested, until mid-2007, with the Ministry of Agriculture and Forestry, through its National Forestry Board.  Initial proposals dating from 2003 proposed the clearer separation of regulatory functions from management functions, and recommended the establishment of an independent administrative structure subordinated to the Council of Ministers.  These proposals also identified the weaknesses inherent in the prevailing management system which was dependent on both inadequate and irregular funds from the state budget, and recommended a greater level of financial autonomy for the managing institution.  A study on institutional restructuring was undertaken in 2004 which identified the mechanisms for making this division, and for clarifying how management structures could be improved for undertaking both commercial functions, and for managing public assets such as Natural Parks.
12. In July 2007, the State Forestry Agency (SFA) was created which shifted responsibility for state forest management to an independent agency subordinated to the Council of Ministers.  The changes maintained the 3-tier structure for forest management which had earlier existed, but now comprised of the State Forestry Agency, 16 Regional Forestry Directorates, 141 State Forest Enterprises (variously referred to as “State Forestries” or “State Forest Farms”) and 37 State Hunting Areas
.  It provided for the registration of Forest Enterprises under commercial law as financially independent state companies to be operated on commercial principles, but (as state companies) unable to be legally declared insolvent.  Under the new system, State Forest Enterprises operate under contract to the SFA. The management authority for each SFE is comprised of the chairman of the SFA and the director of each enterprise. Control functions are the responsibility of the Regional Forestry Directorates. Subsequent amendments of the Forest Act, in May 2008, formalized the reform process and provided the framework for subordinate legislation (regulations, ordinances, orders, etc.).13. Institutional and legislative changes also provided for the establishment of the National Fund “Bulgarian Forest”, which has operated since April 2008.  The Forest Fund is expected to receive financing from a wide range of sources, including from a percentage of the sales price of wood, various fees and fines, as well as direct financing from the SFA, international donors, the private sector, and other public and private sponsors.  Legislation provides for the Forest Fund to be used for a wide range of activities, including afforestation, forest road construction, forest certification, infrastructure and equipment, land acquisition, and other activities on application from Forest Enterprises and approved by the Forest Fund’s management board. Although the law establishing the Forest Fund importantly allowed for the rollover of surpluses from one financial year to the next, this is in contravention of the public budget law, which is expected to take precedence.Immediate issues resulting from the reform process
14. The creation of the network of 141 Forest Enterprises took place without full consideration of their financial viability or of the capacity of SFE staff to undertake management on commercial terms.  Anecdotal evidence, suggests that only a third of SFEs are expected to be profit-making and will be able to reinvest in their operations, another third are likely just to break even, and the remaining enterprises will be unable to cover their costs.  The legal framework does not provide for transferring revenues from profit making SFEs to loss-making ones, and the only explicit mechanism for reallocating revenues at the moment is the Forest Fund – which, though, was never designed or intended to be an allocative mechanism of this sort and cannot be used to cover day to day running costs, overheads or salaries. 15. There is a growing consensus that this problem will have to be tackled as a matter of urgency.  It is quite possible that a financial crisis could ensue, as the least viable SFEs will be unable to pay their workers, and as the incentive to liquidate the assets of individual enterprises in financial straits increases.  The outcome could seriously undermine the sector’s longer term ability to perform. As an intermediate planning step, and better to understand the scope of the problem, the SFA has asked each of the Enterprises to prepare forward financial plans to cover the next 2 years, and these are expected to be completed by December 2008.  The nature of SFEs and SHAs as state corporations which are unable to be declared bankrupt, however, means that salaries will have to be covered in any event by a state budget allocation, which will, presumably, be transferred by the SFA.  Ultimately, though, this is no way to manage public spending: if public funds are to be allocated to the forestry sector, they should be planned and budgeted up front on the basis of forest policy objectives, rather than as an emergency funding measure.16. There are two characteristics in particular which affect the financial viability of SFEs: the extent/quality of their forest assets, and their wage bill. Assuming the state is managing around 3 million ha of forests through the 141 SFEs and 37 State Hunting Areas, each Enterprise would have responsibility for an average of less than 20,000 ha.  As a management unit, this is small, and there is an argument for aggregating SFEs into larger business units simply to achieve greater economies of scale (helping to reduce the wage bill and other overheads). While consolidation could help tackle part of the problem, it is unlikely to be a panacea for the state forest sector as a whole.17. Part of the problem is related to the quality of productive forest assets for each enterprise – a problem which aggregation will not solve.  In some regions, the dominant forest type is comprised of plantations, and across large areas, these are of relatively young age-classes.  These plantations have high fixed costs (for guarding, thinning, and maintenance operations), compared to their low revenues, and their potential for financial viability in the near future is limited.  Even if SFEs managing these plantations are able to retain their revenues, they will be unable to reinvest or substantially to grow their businesses.  Other enterprises are managing large areas of productive forests, and may have diversified income sources from hunting operations.  Not only can they reinvest, they can pay their workers higher wages.  Each of these operations are ‘ring-fenced’ by the new legislation: profits and losses can’t be transferred between enterprises to equalize the situation.18. Equally problematic is the nature of the forest management planning.  Forest management plans (FMPs), as traditionally prepared, are based on fundamental silvicultural principles, and not necessarily on sound commercial or business principles.  SFEs and SHAs are compelled by legislation strictly to follow harvesting and development plans as laid out in approved FMPs.  Measures which, by any measure, would be considered to be good forest management, sometimes make less sense as good business practice.
19. For example, FMPs usually define harvesting schedules irrespective of whether or not there is a good market for the timber, the timber is accessible, or the market price covers production costs.  An individual enterprise should have the flexibility to withhold timber from the market if there is a belief that its sale is not economic.
20. Afforestation may be a good public investment if there are concerns about soil erosion control or about long term timber supply.  FMPs often define planting schedules and afforestation plans, which compel an enterprise to make these investments.  But it doesn’t help an enterprise’s bottom line in the short or medium term because it simply increases its fixed costs, as well as requiring significant investment.  The last thing a poorly performing SFE should be doing is afforestation, but this seems to be the policy which is being encouraged by the planned use of the Forest Fund, as well as the expectations some of these enterprises seem to have that afforestation will be a solution to their cash flow problems.
21. Perhaps most importantly, the priority on commercial viability should not be allowed to become the rationale for undermining environmental sustainability, nor should it be allowed to increase the already significant threats to Bulgaria’s biodiversity.  Some forests should simply not be harvested to any significant extent because of their importance as critical natural habitats, or because of their importance as watershed catchments.  An emphasis on undertaking commercial activities could easily result in this fact being overlooked. Some observers have indeed suggested that recent institutional reforms could result in the wholesale destruction of forests with important natural values.22. Other immediate issues have arisen from the reform process.  These include questions surrounding the extent to which SFEs are really able to be autonomous from other state structures.  For example, commercial law should allow for individual SFEs to enter into contracts with private parties, or to take out loans to cover un-even cash flow, but, understandably, the SFA has indicated that individual SFEs should not be entering into contracts without its approval. Around a quarter of forests in Bulgaria are privately owned, but SFEs continue to undertake various control functions on private forest lands.  This is provided for in the framework of the SFA which, in addition to its responsibilities for contracting with SFEs for the management of State Forests, apparently also has responsibility for ‘governance and management’ of private forests.  Although the reforms were intended to separate control from management functions, these kinds of overlapping responsibilities confuse the situation and create a real conflict of interest.
23. Simply from an administrative perspective, the idea that each of the independent SFEs/SHAs could operate with their own management structures, accounting systems, and reporting frameworks, as provided for under commercial law, is a daunting one.  Without further early reforms and the creation of clear management structures and oversight functions, the SFA is unlikely to be able to enforce or to monitor performance of the contracts it has entered in to with the SFEs.24. Given these immediate issues which have arisen as a result of institutional reform, there is a narrow window of opportunity for tackling some significant challenges.  The election and legislative timetable also poses particular challenges for reaching a consensus about the way forward.  At the same time, if action is delayed, a financial and institutional crisis could be precipitated, ultimately with political implications.  In many respects, the goal for Bulgaria is to aspire to a post-political future for its forests, where decisions about forest management are made in a manner which reflects a desire to develop their long-term environmental, economic, and social viability, rather than the potential for immediate economic or political gain.
25. Table 1 summarizes some of the intentions and outcomes of the Forest Sector Reform Process in Bulgaria, and reflects on the opportunities for improving the reform process.
	Table 1: Intentions and Outcomes of the Forest Sector Reform Process

	Intentions
	Outcomes
	Impacts
	How can this be fixed?

	Introduce forest sectoral reforms to support development of an economically viable forest sector based on principles of multifunctional and sustainable forest management. 
	Reforms were launched in 2007, but without much discussion or public consultation.  There is no widely understood or clear and monitorable roadmap for the reform process.  
	Risk that none of the key stakeholders will be motivated fully to embrace the reforms because of the lack of a shared vision, clear policy, or road map.  No monitorable outcomes established to determine if reform process is successful.
	Begin process of drafting a vision statement and road map for reform, with extensive public sector and civil society engagement.  Consultation, accountability, and information dissemination should be hallmarks of such a process.

	Separate management from regulatory responsibilities to limit conflicts of interest, to provide for competition, and improved control and oversight
	SFA established. SFEs and SHAs to be mostly financially autonomous and to be operated as businesses. RFDs have control functions.
	Separation of control from management functions is incomplete.  RFDs have a conflict of interest in regulating, and to some extent, in managing both public and private forest owners. No independent oversite capacity.
	Limit RFDs responsibilities only to control of SFEs and SHAs, and exclude responsibilities for private sector oversite or other management functions.  Establish truly independent oversight institution for all categories of forest ownership. Improve civil society engagement in independent forest monitoring.

	Improve funding position by allowing forest institutions to retain revenues, rather than to rely on formal central budget allocation
	Some SFEs and SHAs are likely to become insolvent because they are unable to be competitive, given the extent of their forest assets. Weak policy framework toward private forest owners place them at a competitive disadvantage.
	Areas with less financially productive assets (plantations and protected natural habitats) likely to suffer from underinvestment, and staff redeployment, or alternatively will be overharvested in a manner inconsistent with good forest management practices.  Management of privately owned forests deteriorates.
	Establish mechanism for transferring resources from profit making to loss leading SFEs and SHAs.  Provide adequate budget funding for critically needed investments like forest roads, fire control, afforestation, and nature protection.

Improve policy framework for private forest owners.

	Provide a mechanisms for forest investment
	Forest Fund established with multiple potential funding sources and financing responsibilities.
	Incorrectly viewed as a resource reallocation mechanism, but unable to finance recurrent costs. Budget law limits capacity to retain revenues from one year to the next.  Funding insufficient to meet the needs of poorly performing SFAs and SHAs or legitimate public goods functions (forest roads, forest pests, fire control, nature conservation).  Possibly exacerbating the financial position of poor performing SFAs if investments result in higher recurrent costs.
	Ensure key stakeholders are more fully aware of the constraints of the Forest Fund, and develop alternative financing mechanisms to meet needs which cannot be serviced by the Fund.  This is likely to require budget financing for areas of critical investment, such as forest roads.

	Improve strategic and business plan​ning at the level of the SFE and SHA
	SFEs and SHAs have limited capacity for delivering on this responsibility. Forest management plans are not based on business principles and so hinder the capacity of some SFEs to earn reve​nues and to have a business or commer​cial orientation..
	Management of SFAs and SHAs is not being opti​mized to reflect business principles (and possibly should not be optimized with this objective in mind.). Environmental ob​jectives of forest manage​ment and habitat protection are discounted by focus on commercial principles.
	Need to put in place institutional incentives for environmentally sustainable forest management, and to de-emphasize in some cases commercial orientation of SFEs and SHAs where natural habitats are threatened by overexploitation.
Possible need to centralize business planning responsi​bilities to rationalize frame​work for income/expenditure and to establish performance benchmarks and standards.  Scope for greater institutional integration/consolidation so costs/benefits can be more widely distributed across SFEs/SHAs.

	Encourage consolidation of fragmented forest ownership in non-state owned forests
	Land swaps have been allowed to encourage consolidation
	Process has been misused to swap land, ultimately for commercial development, at significant cost to the state
	Disallow changes in land use without Environmental Assessment.  Subject to full and transparent review and improve mechanism for valuation.


Tackling the next six months
26. One of the problems with the reform process so far has been that the sequencing was probably not optimal.  While the 2003 restructuring study provided some guidance about how forest institutions could improve their financial viability, a great deal has changed since then, including EU Accession, extensive market liberalization, and the further opening of markets.  A full and detailed sectoral analysis is expected to be initiated in November 2008, to provide guidance about further reforms.  It is likely the proposed sectoral analysis (to be launched by the EBRD with financial support from the Government of Austria), will provide the analytic framework for addressing questions concerning the consolidation of SFEs, options for improving the financial viability of non-performing SFEs, the scope for improving SFE oversight, and how control and management functions can be more clearly separated to improve transparency, accountability, and institutional performance.D. Medium term challenges and risk mitigation in the reform process
Improving consultation processes
27. To date, consultations about the reform process with stakeholders outside of state forestry organizations (and arguably even within them) has been limited. The Act for Amendment and Supplement of the Forest Act passed in April 2008 and the proposals for restructuring of the National Forestry Board (NFB) into the State Forest Agency (SFA) for example were drafted with apparently little consultation. This has left key stakeholders (for example, environmental NGOs, industry, some employees) with the perception that their views are not adequately valued, that their legitimate concerns are not being properly considered, and that the motives behind the changes are more political than for the benefit of the forests or for the sector as a whole. 
28. Weak consultative processes often create more problems than they solve  For example, when stakeholder consultation is shallow,· the process fails to identify potential problems – and solutions – during the reform and transition process, and there is often a need retroactively to amend legislation and regulations to address these issues.  This can be both costly and difficult;· the process fails to build the trust which is needed between different groups of stakeholders to achieve credible and mutually agreed outcomes;· a perception may form that the reform process will worsen the situation rather than improve it.
29. There is therefore an urgent need both to improve the perception that stakeholders are actually being consulted and more fully engaged in helping to define the shape and nature of reforms, and to increase the level of awareness about the changes which are ongoing and proposed.  There is a need to have a publicly available document which describes the changes to date and future changes which are in the works for the short and medium term. There is a need to re-engage in dialogue with the key stakeholders. Increased transparency will lead to greater buy-in, motivation and understanding of the process.
Deepening the reform process
Increasing the capacity for business management and planning
30. Although State Forest Enterprises (SFEs) and State Hunting Areas (SHAs) are registered as independent state-owned companies, some stakeholders are concerned that these companies are still controlled by the traditional hierarchy and are far from independent.  SFE directors informally report to the directors of the Regional Forestry Directorates (RFDs) of the SFA. The directors of the SFEs are appointed by the Chairman of the SFA and the expenditures of the SFEs paid for by the SFA budget are controlled by the RFD. One benefit of creating commercially independent SFEs should be that they should be able to use their own initiative to develop commercial activities. With this level of control and supervision it is likely that initiative to do so will be stifled.31. SHAs and SFEs have to return a proportion of the revenue from timber sales to the SFA as taxation, and the level of this taxation varies both with the size and quality of the product but also with the type of timber sales method. Currently the level of taxation for standing (on-the-stump) sales are taxed at much higher rates than felled yard sales. This has the effect of making SFE managers sell most of their timber ex-yard. Although there may be many reasons for encouraging yard as opposed to standing sales, this is a decision that should really be made at the SFE level, by the SFE Director, as there may be instances when standing sales are far more pragmatic.
 32. Most SFE directors formerly had their operations funded from the state budget and are not familiar with how to operate a commercial enterprise, where expenditures need to be financed from revenues. This lack of commercial experience is likely to lead to increased operational problems and missed commercial opportunities for some of the new SFEs. A training and capacity building program for business planning, commercial management and accountancy is urgently required.33. With 178 SFEs and SHAs, each with their own financial systems and timber sales programs stakeholders are worried that there can be little transparency and that there is a chance that accountability will be difficult to monitor.
Completing the reform process
34. Although the main legislative acts are in place some subsidiary legislation still needs to be prepared. By June 2008, 90 percent of the SFEs and SHAs had been registered as independent bodies. At this stage it is unclear as to what reforms are still planned. 
35. In light of the questionable financial viability of some of the SFEs, it is likely that a significant number will need to be either wound up or merged with larger more viable SFEs. Staff of some of the less viable SFEs appeared to be simply waiting to see how things would develop. There is the impression that, as the SFEs cannot go bankrupt, salaries would still be paid regardless of whether the SFEs can generate enough revenue or not. The process of liquidation and consolidation needs to be carefully planned. If it is left to evolve naturally, significant problems could arise.  These could include problems associated with the accrual of debts, an inability to pay staff their salaries, labor disputes, increased incidence of illegal logging and/or corruption, failures to meet contractual obligations to other stakeholders, and weaknesses in the ability of SFEs to provide public goods and services and protection functions.36. Many stakeholders believe that whilst some of the reforms have been good in principle (such as the theoretical split of control functions from management of state forest assets), the situation may deteriorate if the process is not completed.Rationalizing budgets for the forestry sector 
37. The overall level of funding for the state forest sector has remained roughly the same, before and after the reforms. Prior to the changes, funding from the state budget was more or less equal to the total revenue from timber sales (approximately 110 million Bulgarian Leva per year). Now the sector has to fund itself from timber sales, with the major differences being that the profitable enterprises get to keep a larger proportion of the income for their own investment.  A levy (the tariff tax) is assessed to fund the State Forest Agency and there is a contribution to the Forest Fund. All this means that the less commercially viable SFEs will have significantly less access to the funds going into the sector.  An analysis is needed in order to prepare a plan to address the issue of how SFEs can be cross-financed, or how additional state subsidies can be mobilized and fairly allocated to support areas where there is a need for greater provision of public goods and services from state forests. Taking care of global and public goods
38. Forests provide a variety of goods and services which are not traded in traditional markets, such as the protection of soils from erosion, protection of water catchments, management of biodiversity etc. The cost of these management services (for public goods) can be high.  There is no systematic means for compensating SFEs for these. As Forest Enterprises are supposed to be financially independent there is the risk that important public good functions will be under funded, and will pose constraints to an SFEs financial viability.
39. An analysis is needed to: i) identify on a case-by-case basis the public good functions which SFEs and SHAs do or should provide; ii) develop norms and standards which reflect the real costs of providing these service; and, iii) developing a means for explicitly contracting and financing SFEs and SHAs for service provision, using whatever financial mechanisms are possible.
40. There is scope for accessing this type of financing when so-called ‘sites of community interest’ under the EU Habitats Directive fall within the boundaries of an SFE or SHA. Indeed, the fact that SFEs and SHAs have legal status, under commercial law, may enhance their eligibility to access these funds.  Having said this, there is also some evidence from elsewhere in the EU that direct financing for habitat conservation may contravene EU regulations on the provision of State Aid – an issue which will have to be examined and resolved as part of the reform process.Developing a clearer strategy for use of the Forest Fund

41. The Forest Fund, established under the 2007 Act amending and supplementing the Forest Law, is dependent on revenues from a number of sources.  These include direct financing from the SFA, fines from infringements against the forest act, and a timber tariff comprised of a percent of revenues from timber sales, among other sources. The fund started to function in April 2008. The Forest Fund is managed by an 11 member board, which decides how the funds can be spent. Current priorities include afforestation (all proposals to date for 2008 are for afforestation), forest management, certification, and the acquisition of new forest areas. In the absence of an approved national forest policy and strategy there is a risk that the funds are not allocated for high priority areas. (Indeed, it is not at all clear why the priority has been placed on afforestation, when one could argue that it should be a higher priority to get economically viable SFEs in place). There is also a view that afforestation activities may help to address the liquidity problems which are being encountered by the less viable SFEs.42. There are three concerns which arise from near-term plans for the use of the Forest Fund. Firstly, afforestation, as a short term priority for the use of the Fund,  increases an Enterprise’s recurrent costs, for maintenance and guarding, without any immediate prospect of improving their revenue flows.  The outcome will be that the financial viability of weak SFEs will be even further undermined.
43. The Forest Fund operates under the public procurement law, and is to be responsible for contracting the activities which it is expecting to finance.  This raises a second concern, that Forest Enterprises which apply to the fund will actually not be eligible for tendering on the services which are to be provided with Forest Fund financing.  The structure of the Fund, and the expectations of SFEs to finance their own activities using the fund, raises some clear questions about the potential for a conflict of interest.44. Forest legislation provides for retaining unspent revenues and rolling these over to the next fiscal year.  This raises a third concern, that this practice is incompatible with legislation on public spending.  In any event, revenue earmarking of the type envisaged under the Forest Fund is not compatible with prevailing good practices for public budget management, and this is an issue which will need to be resolved in near-term reforms.Strengthening the framework for regulation and control

Clarifying the roles of state forest institutions
45. The roles of the new institutions need to be more clearly defined.  It is apparent that many of the old relationships from the National Forestry Board and Regional Forestry Board and former forest entities still exist, despite the fact that the new SFEs and SHAs are supposed to be independent entities. This will lead to the risk that SFEs and SHAs are unable to benefit to the fullest extent from market and business opportunities.46. One of the original objectives of the reforms first proposed in 2003 was to clearly separate control and regulatory functions from day-to-day forest management functions.  The current institutional structure does not do this.
47. It is probably useful to say explicitly what we mean by control and regulatory functions.  We see two types of functions.  Firstly, individual SFEs have a responsibility under commercial law to manage and protect their stocks and inventories.  Their interest, as a commercial entity, should be to improve their bottom line also by limiting fraud and corruption, and by seeking to get the highest and best prices for their product in a competitive, open, and transparent market, and by seeking to increase the value of their assets (i.e. of their forests).  As such, individual SFEs need to guard their forests, manage their inventory, work the market to their best advantage, and exert control responsibilities over their own business.
48. Secondly, there are wider regulatory and control functions for which a separate body normally has responsibility regardless of the type of forest ownership – public or private.  These include responsibilities for ensuring Forest Management Plans are consistent with the regulatory framework, for monitoring whether or not FMPs are being implemented as described and regulated, for ensuring that taxes due to the state are remitted, and for putting in place measures to see that the market is operating transparently, competitively and efficiently. There are additional responsibilities for tackling illegal logging, corruption, and collusion (in some countries independent forest monitoring bodies have been established to perform this role). Multiple institutions (particularly the SFA and Regional Forestry Directorates) seem to be performing these responsibilities, in addition to exerting management authority over SFEs and SHAs.  The relationship between SFEs and the SFA is defined in the contract between the two bodies and there are clear control functions which are an outcome of that contract. However, there are many other regulatory responsibilities which extend far beyond this contractual relationship, irrespective of forest ownership.  For example, there needs to be a clear and independent regulatory and control body with responsibility for private and municipal forest lands.
49. At the moment, it seems that SFEs are also performing control functions over private forest owners - approving and checking management plans, felling permissions, and transport of timber..  Besides the fact that, as commercial entities, they should be charging for services provided to private forest owners, their involvement in providing control functions over their primary competitors in the private sector is a conflict of interest. Where the SFEs/SHAs are competing for the same markets, the control function is not perceived by the private owners as fair.
50. There is an additional problem which also needs to be tackled as a matter of urgency.  Although diagnostic work about the incidence of illegal logging has not been carried out there is a deeply held perception amongst civil society organizations that corruption in the forest sector is endemic. Various NGOs mentioned to the mission that their own surveys highlight this very widely held perception.  There are also widespread concerns about the legitimacy of so-called land swaps (outlined below), which appear to be legal, but which undermine the viability of important natural habitats. For institutional reforms to be successful and to be perceived by the public and stakeholders as successful, it will be necessary to address the issues of illegal logging and corruption in an aggressive, open and transparent manner.Tackling the problem of forest consolidation
51. Recently, in an effort to encourage consolidation of fragmented forest ownership in non-state owned forests, Government has allowed the swap of small blocks of non-state owned forest for alternative larger contiguous blocks of state forest of the same total area or nominal value. This has been abused by some entrepreneurs who have swapped private forest for state forest adjacent to areas with high development potential in seaside and ski resort areas. Once acquired, formal zoning changes in land use have been sought, and the property is then either developed or sold off for development purposes. Clearly the state forest sector is either losing significant sums (estimated by NGOs to be in the region of € 0.5 billion) or ecologically important areas of forest are being destroyed. The principle of consolidating forest ownership is a pragmatic and sensible one. However the practice of allowing a change in land use, post consolidation should be stopped. If state forests are to be sold for development purposes then it should be sold to benefit the state and should be subject to a proper review and publicly available environmental assessment.Using environmental assessment to improve forest management outcomes
52. Under EU legislation, Government needs to make an explicit determination of whether or not land that has been afforested or deforested for the purposes of conversion to another land use should be the subject of an environmental assessment (EA). It is not at all clear that this determination has been made in a systematic manner (EU regulations allow for establishing thresholds), and there is the appearance that compliance has been highly ad hoc. 
53. Under existing practices, EAs are prepared by the developer, which means that for it to be objective, there needs to a strong and critical review undertaken by the Ministry of Environment and Waters and other interested stakeholders. Conversion of Protected Areas to tourist developments should obviously be questioned by an EA. Without strong EA implementation and a change in the regulations to prevent land use change post consolidation, there is the risk that there will be continued conversion and loss of ecologically important forest areas.
Improving the forest cadaster
54. Many forest boundaries are not clearly defined either in the terms of maps, or in title definitions. With increased commercial activity of both SFEs/SHAs and of private forest owners, border and ownership disputes are bound to increasingly occur. A forest cadastre should be completed as a matter of urgency, to ensure that there is clarity about which institution or owner is responsible for managing which forests.  While the issuance of title per se to holdings managed by SFEs and SHAs, is problematic (because SFEs are only management institutions, rather than ownership institutions), it remains a clear need for private forest owners, who would be able to purchase and sell holdings for consolidation purposes and to improve scale economies.E. What does the private sector want?
55. A quarter of Bulgaria’s forests are owned privately: by individuals (10%), municipalities (12%), and institutions (2%). Although the municipal forests can be in fairly large blocks, individual ownership is fragmented and typically blocks are less than one hectare in size. The private sector has four primary concerns about the current state of the forest sector, and the impact of the reform process.
56. First, policy toward private forest owners is weak, or is entirely absent.  There is virtually no policy framework in place, which recognizes the importance or viability of private forest owners. The same, more or less, applies to the forest industry.  The focus on state forest ownership, and the reform process which has supported the emergence of SFEs as commercial entities, has greatly marginalized the role of private forest owners.
57. Second, there are concerns that the current institutional structure fails to separate control from management functions clearly enough, and that management institutions (SFEs) are exerting control functions over private forest owners. Indeed, SFEs/SHAs are controlling the activities of private owners, and in some cases are providing guards and assuming the role of approving and checking management plans, felling permissions and transport of timber. In some areas where the SFE/SHA is competing in the same markets, the control function is clearly unfair, and represents a significant conflict of interest. There have already been a number of cases alleged where felling permissions, issued by SFEs, have been delayed in a manner lacking in transparency.58. Third, the industry has major concerns about how timber is marketed and priced.  Much of the market appears to be geared to small, local timber consumers.  But at the national level, the forest industry is dominated by only a few large players.  Fewer than 10 large buyers purchase around 35 percnet of the timber offered for sale by the SFEs/SHAs. These buyers need to have an assured supply of large volumes, usually of smaller pulpwood sized logs.  Some of these large buyers need around a million cubic meters per year.  Access to assured supplies of timber is hampered because of:
· frequent auctions, where small quantities of wood are offered for sale at sites scattered throughout the country (e.g. there 180 SFEs/SHAs, and many will hold up to 20 auctions per year often with less than 1000 m³ offered for sale at a time).  While this is great for small, local timber industries, it greatly increases the costs to larger industries.· the lack of alternative competitive timber sales methods.  Because of the SFA’s taxation system, preference is given to auctions of felled timber in a yard or at roadside; standing sales or long term contracts are not favored; storage depots can seldom hold sufficient quantities to meet large scale demands, and the use of storage depots increases the factory gate price because of dual handling costs (removal from the forest to the depot, and then removal from the depot to the factory);
· although auctions are covered by the public procurement legislation, these are not effectively being regulated.  There is inconsistency as to how auctions are being advertised; reserve prices do not serve the purpose of stabilizing prices; there is a reported lack of transparency and collusion in the market both between buyers and between buyers and sellers;
59. Due to these factors some large scale buyers are:
· entering into negotiated purchase agreements with SFEs, which are neither transparent nor competitive, limiting the revenue potential for SFEs and increasing the perception that the sector is deeply corrupt;
· increasing their own stocks of forests, by purchasing forests from municipalities and private owners to guarantee a steady supply from their own forests throughout the year;
· importing timber supplies from Romania, Ukraine and Russia (even though there is surplus harvestable timber in Bulgaria).
60. Clearly newly independent forest enterprises need to develop their markets to maximize their returns, improve their efficiency and stabilize their cashflow. This means that they need to cultivate bulk markets as well as the smaller scale buyers. To do this, a pragmatic and organized approach needs to be developed to timber marketing that is fair to both seller and buyer, is transparent, competitive and yet flexible enough to adjust to climatic factors and other supply chain constraints.
61. Fourth, the way the market is organized, timber harvesting practices tend to be inefficient and, ultimately, increase the cost to the industry.  Timber harvesting, is mainly undertaken by private sector contractors contracted by SFEs and SHAs  through competitive procedures in accordance with procurement legislation. The common practice is to tender specific lots prior to auction, and the contractor fells, trims, cross-cuts, extracts and hauls the timber to the Enterprise’s log yard. Most contractors do not have modern harvesting equipment and rely on chainsaws, horses, agricultural tractors and second hand trucks. It is likely that most of the workers have received no formal training. Efficiency (and cost savings) should be greatly enhanced through investment in appropriate technology and training. The lack of continuity of contracts is perhaps the main reason preventing investment in this sector, and preventing efficiency gains.
F. Opportunities for improving performance in the forest sector
Improving the investment climate
62. Irrespective of the structural changes which are made to the SFA, to the Regional Forestry Directorates, and the SFEs – which could contribute to improving their financial performance – various mechanisms have the potential for improving the financial viability of the sector. We identify four specific mechanisms for doing this, which could be addressed by explicit legislative, regulatory, or policy measures:
Timber markets and their operation

63. Probably the greatest scope for this could be achieved by improving the operation of the timber market. The stumpage price is the most fundamental price in the forest sector.  It affects all subsequent prices along the wood processing chain.  Its level signals the scarcity of wood, inducing both supply-side and demand-side responses.  Equally important are variations in stumpage prices across tracts.  These variations reflect differences in relative timber values, indicating the economically best end uses for wood out of the many that are technically possible (pulp and paper, construction-grade lumber, decorative veneers, furniture, etc.).  The dominant mechanisms used for selling timber from state forests in Bulgaria are through auction (since 2000) and through negotiated sales.
64. The adoption of auction markets was an important step in improving market competitiveness. Allowing auctions to determine stumpage prices helps ensure that the economic signals they transmit, in terms of both overall level and variation, reflect market realities as accurately as possible. Evidence from around the world indicates that high stumpage prices increase the competitiveness of wood-processing industries, which tend to gain their competitive advantage not from the price of raw materials, but rather from the efficiency and quality of their processing.65. Discussions with industry representatives in Bulgaria suggested that serious problems are being encountered with the auction market. When badly regulated, lacking in transparency, and when subject to weak oversight, timber auction markets can significantly hinder market competitiveness. On the other hand, when attention is given to improving the auction market performance, revenues can be increased, collusion in limiting the price of timber can be reduced, and better market prices can be recovered. 66. International best practices for timber auction markets reflect:
· Uniform application of a consistent and comprehensive set of auction market rules and regulations;
· Strict compliance of Forest Enterprises with harvesting schedules (derived from forest management plans, and inventories);
· Volumes auctioned are sold standing, and are limited to specific and identifiable timber tracts, rather than by standing volume alone;
· SFEs are responsible for providing accurate and credible estimates of timber volumes to be marketed per tract (within 5 percent); bidders have easily accessible legal recourse if a tract holds less timber than auctioned;
· Auction markets are held in a limited number of centralized venues which are easily accessible, and a limited number of auction markets are held during the year (for example, only during two - four week periods in the spring and fall)· Providing sufficient and timely information to interested bidders well in advance of scheduled auctions (for example a minimum of 2 months in advance);· The establishment of reserve prices to ensure the costs of forest administration are covered, and that differential prices are set to account for higher quality timber;
· The establishment of minimum qualifications for participation in auction markets, not to limit entry, but to limit the SFE’s exposure to risk.  These typically include that the firm must be legally constituted; it must have timber harvesting or processing as its business; it must not have outstanding debts to any SFE; and it must have the physical capacity (or can contract the capacity) to harvest the timber it is bidding on.· Prohibitions on auction sales which fall below the reserve price, or which fail to attract at least 3 qualified bidders;
· Collection of a timber harvest warranty by the SFE, which is held until harvesting is complete, and then is returned to the harvesting company on the condition that adjacent forest stands have not been damaged.
67. Other innovations in timber auction markets include a move to internet auctions, where participants can bid on-line.  Some countries rely solely on sealed bids, and do not allow oral auctions.  In other countries, local forest enterprises aggressively seek to attract more firms to participate in their auctions, by publicizing auctions a year in advance, promoting lesser-known timber varieties, and meeting with representatives of harvesting firms to better understand their needs.  It could also be argued in Bulgaria that auction markets should be operated by a separate service provider, independently of SFEs or of the SFA.  This would enable private forest owners also to auction their supplies on the open market in competition with SFEs, rather than to rely on private auctions or negotiated sales.
68. Provided auction markets are made more efficient and effective in capturing timber value, other innovations in marketing would also be possible, including, for example, the development of a timber futures market on the commodity exchange, which would enable individual SFEs better to plan production to meet specific market demands.
Forest Certification

69. Bulgaria exports relatively little unprocessed timber.  The forest industry is increasingly dependent on access to timber supplies which comply with internationally accepted standards of sustainable forest management.  The European market for timber products (paper, sawn and processed timber, fibreboard, plywood, etc.) is becoming increasingly responsive to consumer demand for certified products.  In a way, entry into European markets requires production of timber products from certified supplies. As certification standards require forest management practices to comply with the rule of law, it can also become an important complement to state control and regulatory functions, improving transparency and governance in the sector, Through the use of independent third party verifiers, it can even shift some of the burden of some of the monitoring tasks to the private sector.70. In 2006, Government made a commitment to place at least 30 percent of state forests under certified management.  Although a noteworthy commitment, there has been little progress.  To date, 5 certificates have been issued for the management of around 104,000 ha of to Forest Stewardship Council standards (representing around 3 percent of the total area of state forests).
71. If Bulgaria is going to make any progress whatsoever in meeting its target, to bring around a million ha under management, it will need to be much more aggressive in encouraging SFEs to adopt certification.  While the Forest Fund proposes to make available financing for certification, this appears to be a low priority (after afforestation and other activities).  Options for encouraging the adoption of certification could include: 
· tax policy, which provides tax exemptions to public and private firms which comply with an accepted certification standard;· more aggressive use of direct subsidies through financial mechanisms such as the Forest Fund;
· public procurement policies which require the use of certified product in government building contracts.
Investments in public goods and services
72. Despite the perception that the forest sector in Bulgaria should become self-financing, there is enormous scope for improving performance in the sector by investing in various public goods and services.  These are investments which either reflect Government’s greater capacity to mitigate risk, or the scale economies which can be gained by the public provision of services.  These could include,
· forest road rehabilitation.  The capital costs of forest roads rehabilitation likely greatly exceeds the capacity of individual SFEs for investment.  When private firms are required to construct forest roads as part of their harvesting license, their incentive is to rely more on poorly designed skidding trails rather than well designed forest roads.  The rehabilitation and construction of forest roads should be financed and implemented to high standards, independently of who is harvesting timber.  Benefits will accrue over time from lower extraction costs and higher auction prices.
· fire control.  Between 1990 and 2002, Bulgaria lost an average of 11,200 ha per year to forest fire.  Even assuming very low losses (say, 20 m³ per ha) and low economic costs (say $15 per cubic meter after salvage), economic losses in aggregate are significant – around $3 million per year.  This alone makes a compelling case for much larger investments in fire control and management.  (We should note that good progress has already been made with fire management in Bulgaria.  Losses in 2008 were reported to be only around 3,547 ha.)· diversifying forest management objectives and outcomes.  One of the key objectives of management of the EU Forest Strategy is increasing the multi-functional role of forests. Forests in Bulgaria have many roles but at the moment the two main income generating activities are sale of timber and hunting resources. Sustainable forest management includes the provision of many goods and services some of which are direct and could generate income. These could include income from tourism and recreation activities, from provision of clean water, and stabilization of fragile landscapes. · investing in IT services.  The efficiency of management and control of the forest sector could be greatly increased through investment in modern IT systems and the development of forest and management information systems, including Geographic Information Systems.· capitalizing on Bulgaria’s natural habitats.  Approximately two thirds of SFEs are responsible for the management of Natura 2000 sites, which cover extensive areas of Bulgaria. As such, special provision for nature conservation and guarantees that habitats will be maintained should be followed in the preparation and implementation of the management plans. The regulatory framework for management of Natura 2000 sites is weak, and there are problems regarding the boundary definition with respect to ownership. It is also unclear if state owned companies can benefit from compensation payments from the Rural Development funds for Natura 2000 site protection. Nonetheless, the extent of these sites, under the control of SFEs, suggests they provide an important opportunity for diversifying uses and revenues.Carbon markets and climate change
73. The Kyoto Protocol commits participating countries, including Bulgaria, to reduce their current greenhouse gas (GHG) emissions compared to the baseline year of 1990. Included under the Protocol are the so-called flexible mechanisms to help meet these emission reduction targets. The flexible instruments include the Clean Development Mechanism (CDM) and Joint Implementation (JI). In addition, given the slowing economic activity in Bulgaria and other countries in transition in the early 1990s, most of these countries currently have a lower level of GHG emissions than in 1990. This creates an opportunity for Bulgaria to sell their excess emission rights, calculated in Assigned Amount Units (AAUs), to other signatories to the Kyoto Protocol. However, countries interested in buying these emission reduction credits have indicated that they would only be willing to do so if the selling country invests the proceeds in projects and programs that reduce emissions – so called Green Investment Schemes (GIS). 
74. In addition to the regulatory carbon market described above there is also an active voluntary carbon market. The voluntary carbon market is characterized by transactions of GHG emission reductions that are not driven by any mandatory emission cap from the buyers side, and do not, for the most part trade on a formal exchange. The size of this market is currently substantially lower than the regulated market (CDM, JI, and AAU trading), but has been growing rapidly over the past couple of years. The voluntary market is mediated by third party verifiers who monitor compliance with a range of voluntary standards.
75. In the context of the regulated carbon markets, forestry and land-use projects have played a very small role in producing emission reductions so far, even though it is estimated that around 20 percent of GHG emissions globally are linked to the forestry and land-use sector. On the voluntary market the picture is quite different, with forestry projects representing as much as 15 percent of all projects in 2007. 
76. Given Bulgaria’s relatively recent accession to the EU, much of its focus has been on the implementation of the EU Emission Trading Scheme (ETS) platform in Bulgaria, rather than Joint Implementation projects or the development of a GIS. The European Commission (EC) approves the amount of carbon allowances that a member country can allocate to companies under the EU ETS. In the case of Bulgaria the volume of allowances (National Allocation Plan – NAP) is lower than what the Government proposed, and Bulgaria has filed a lawsuit against the EC to increase its cap. One of the implications of the reduced allowances is that excess emission rights in Bulgaria compared to the 1990 level will be smaller, and consequently the size of a potential GIS would be less. 
77. Credits from JI projects can be used in meeting targets under the EU ETS. However, forestry and land use JI projects are currently excluded from the EU ETS. There would still be a demand for forestry JI projects in the market however, as they can be used by National Governments in meeting targets under the Kyoto Protocol. Bulgaria has some experience with development of JI projects. To date 19 JI projects have been approved and about 20 other projects are in the pipeline. These projects are mainly in the energy sector, and no forestry projects have been approved so far. Importantly, Bulgaria has chosen to include only afforestation/reforestation and deforestation activities in its reporting under the Kyoto Protocol for the first commitment period of 2008-12 (Article 3.3 of the Kyoto Protocol). In fact, at this point, there is not much time left to establish JI afforestation projects before the end of the first commitment period in 2012. A requirement under the Kyoto Protocol and JI is that for the first commitment period, reforestation activities are limited to reforestation occurring on lands that did not contain forest on 31 December, 1989. In Bulgaria this means that eligible areas to a great extent are limited to abandoned agricultural lands.
78. The better management of carbon, through forest, cropland, and grazing land management (Article 3.4 of the Kyoto Protocol), is currently not eligible for JI activities in Bulgaria. This could be a lost opportunity since the potential for improvements in forest and fire management are considerable.  From a carbon revenue perspective, carbon management activities are more attractive compared to afforestation, since investment costs are often lower and emission reductions are generated more quickly.  This means that the associated carbon payments are available sooner. The methodology for quantifying the emission reductions, however, would normally be more complicated for forest management type projects. 
79. Procedures and guidelines which would provide simplified approval, documentation, and verification of emission reductions for JI projects (JI track 1 procedures) are not in yet in place in Bulgaria, but apparently work on developing such procedures has begun. The Ministry of Environment and Water Management (MOEW) expressed some skepticism toward forestry JI projects, mainly related to uncertainties in measuring the emission reductions in this sector as well as general problems with illegal logging, forest fires, etc. This could complicate the development of JI forestry projects since a letter of approval has to be obtained from MOEW, as the National Focal Point for climate change activities, for any JI project. 
80. Developing both reforestation and forest management projects under a GIS would, to a large extent, tackle some of the limitations related to JI forestry projects mentioned above. Under a GIS the period of implementation and generation of the emission reduction can go beyond 2012. A GIS would also not be limited to afforestation activities, and potentially simplified methodologies for measuring emission reductions could be applied. However, the development of a GIS in Bulgaria is uncertain at this point. 
81. Developing carbon forestry projects for the voluntary market is another possibility that should be explored. Again some of the limitations associated with JI projects could be mitigated. Since buyers on the voluntary market are not necessarily time bound by a dated emissions reduction target, the project implementation period can be longer. The range of activities which could be supported by the voluntary market is not necessarily limited to reforestation, and a letter of approval is not required from MOEW. Furthermore, methodologies for quantifying emission reductions and verification procedures are in most cases simpler and easier to apply, although more stringent standards have emerged recently due to criticism of the environmental integrity of some of the projects developed for the voluntary market (especially for the forestry sector). Forestry projects have also been popular on the voluntary market because of the social and local environmental benefits often associated with such projects. The reason for this is that many of the buyers are mainly buying emission reductions for corporate responsibility and public relation reasons. 
82. Another opportunity that needs to be considered in the forestry sector is the use of biomass in energy production. The use of local fuel-wood and wood waste (bark, shavings, etc.), industrial waste wood, or agricultural residues for heating, energy production, or combined heat and power plants (CHP) could have a large potential in rural areas in Bulgaria. Municipal buildings heated with local boilers using liquid fuels could benefit from switching to the use of biomass. Improved forest management and thinning operations could increase the access to fuel-wood and wood waste. The benefits would potentially include lower fuel costs, reduced local air pollution, and access to locally-produced energy sources. The GHG emission reductions depend on the fuel that is replaced. In addition methane emissions from the decay of wood waste would be reduced, which could also have large emission reduction and carbon revenue potential. All biomass plants with thermal capacity over 20MW are included under the EU ETS. This means that JI projects or projects for the voluntary markets are only feasible for biomass installation under 20MW. However, most fuel switch projects at the municipal level in rural areas would never reach this size and would therefore not be affected by the EU ETS rules. There is already an example of such a project in Bulgaria, although for industrial use – the Svilosa Biomass project.  
83. Development of afforestation or forest management carbon projects under JI, GIS, or the voluntary market could have some implications for how the forestry sector is managed. The monitoring of afforestation and forest management activities, in particular, would probably need to be improved in order to manage and report on the implementation and results of GHG reduction projects. The development of fuel switch projects at a reasonable scale would also have implications for how forest management is structured, and potentially also forest infrastructure like forest roads and thinning and felling operations.  84. Establishment of forest enterprises as commercially-independent state companies could facilitate the development of carbon finance projects in the forestry sector. If forest enterprises are able to truly operate as independent commercial entities (which is not entirely clear at this point), they should be able to enter into legal contracts with potential buyers of emission reductions generated through their operations. This could provide opportunities for forest enterprises to generate additional income and to improve their financial viability by incorporating a carbon component into their afforestation or forest management activities.
85. An opportunity of particular promise could be to develop fuel switch projects in cooperation with municipalities. Such a partnership could produce benefits for the forest enterprises through increased demand for their wood products extracted during thinning and for the municipalities through reduced fuel costs for public buildings. Carbon revenues generated from the emission reductions associated with switching fuels (from a carbon intensive fuel like mazut to a relatively less carbon intensive fuel source like wood) could be used to directly compensate forest enterprises for the extraction and transportation of the wood from thinning operations. 
86. It is important to note that, for forest enterprises, or municipalities, to take advantage of international carbon markets there is a strong need for capacity building and training. In order to access carbon financing, whether through the regulatory or voluntary markets, forest enterprises will need to be able to market their potential projects to interested buyers, which most likely will be found outside Bulgaria, and develop the necessary documentation to demonstrate the emission reductions from their activities. To the extent that the Forest Fund is able to also provide funding for technical assistance on issues like certification and carbon financing it could help address the capacity building and support needed in developing carbon finance projects in the forest enterprises.
Moving towards Europe
87. To a great extent, Government’s approach to the forestry sector will have to take on new priorities and initiatives as a result of EU accession. The explicit framework for Bulgaria to do so is not very well developed, as there are relatively few Directives or regulations on the use and management of forests in the EU.  Potential EU funding for the forest sector is also quite limited.
88. The EU Council Resolution on a Forestry Strategy for the European Union outlines what is probably the most comprehensive framework in support of sustainable forest management (SFM) and emphasizes the importance of the multifunctional role of forests and SFM for the development of society.  This is consistent with Bulgaria’s wider strategy toward forest sector development. The EU Forest Strategy places an emphasis on the competence of Member States, on the principle of subsidiarity, and the concept of shared responsibility but provides few mechanisms for explicit action, for oversight, or for enforcement.  The related EU Forest Action Plan, which was prepared and adopted in 2006 as an outcome of the Strategy, focuses on four main objectives for the forest sector: (1) to improve long-term competitiveness; (2) to improve and protect the environment; (3) to contribute to the quality of life; and (4) to foster coordination and communication.89. Bulgaria’s actions with respect to the forestry sector, as a new Accession country, are described in its National Strategy Plan for Rural Development 2007-2013 which, for the most part, focuses on agriculture. Organized around four major ‘Axes,’ its objectives are: 1) to develop a competitive and innovation based agriculture, forestry and food processing industry; 2) to protect natural resources and environment of rural areas; 3) to improve the quality of life and diversify job opportunities in rural areas; and 4) to build local capacity and to improve local governance. The bulk of funds (69 percent, or around € 1.8 billion over the plan period) for implementation of the Strategy are meant to address the first two objectives.  Axis 2 in particular is expected to contribute to compliance with international conventions such as the Kyoto Protocol and Convention on Biodiversity, as well as the EC action plan for biomass and the EU Biofuel Strategy. The total budget envisaged in the National Strategy Development Plan for Rural Development under the European Agriculture Fund for Rural Development for the period 2007 to 2013 amounts to € 2.6 billion.  Support for state forest institutions under the Plan is quite limited, and mostly involves just two measures: initial afforestation of non-agricultural lands, and rehabilitation of forests damaged by fire.Summary findings

90. Table 2 summarizes some of the findings in this Note, in an effort to identify some of the circumstances which are limiting the effectiveness of the reform program, outcomes which are a result of these circumstances, and some of the measures which could be taken deepen the impact of the reform program.  It is certainly not a comprehensive table, but gives a quick assessment of where there are some immediate opportunities for deepening and increasing the credibility of the reform process.
	Table 2: Deepening the Impact of Forest Sector Reforms

	Condition
	Outcome
	Action Needed

	There are no benchmarks for establishing the effectiveness of the reform process
	No one knows whether or not the reforms which are underway are ‘successful’ or not. No basis for refining the program of SFE/SHA and/or public spending to improve the reform process.
	Undertake a comprehensive and consultative forest policy and strategy process, which identifies the outcomes expected of the reform process.  Undertake a benchmarking exercise, not unlike those adopted by other state forest companies in Europe (Metsahallitus, OBF, Coillte, and others).

	There is no explicit policy framework for strengthening the management of privately owned forests
	Privately-owned forests are being mismanaged and operate outside a transparent and fair regulatory regime.
	Develop a policy, institutional, and legal framework for improving the management of privately owned forests, as an outcome of an intensive and comprehensive consultation exercise. Policy framework should seek to place private forest owners on an equal footing with SFEs/SHAs.

	Timber is being sold in a manner which is neither competitive, transparent, nor is able to meet industrial demands for major consumers and employers in the timber industry.
	SFEs/SHAs are not obtaining maximum value for their products.  Lack of transparency in negotiated agreements provides opportunities for corruption. Sale of timber from yards increases delivered cost of timber. Auction markets are not structured to meet large industrial demands. 
	Reform and properly regulate the operation of auction markets. Better disseminating information about future auction markets. Limiting them to a number of centralized venues which are easily accessible and during specific times of the year. Improving the effectiveness of the reserve pricing system.  Publication of auction market information (volumes sold/quality/prices) ex post.

	European markets for processed timber products are increasingly depending on certified inputs.
	Export markets for Bulgarian forest products are relatively constrained because of the lack of certified production.
	Improve the framework for forest certification through changes in the tax code, public procurement legislation, and subsidies (which are available equally to public and private forest owners) for the certification process.  Encourage economies of scale in certification schemes by aiming for group certification.

	Widespread perception among civil society organizations and in the press that the forest sector is deeply corrupt and is being badly mismanaged.
	The credibility of the reform process will be undermined if there is a perception that the reforms are not being accompanied by explicit, transparent, and aggressive measures to tackle corruption.
	Improve transparency in all dimensions of forest management, particularly with respect to markets, land transfers, revenue collection, etc. Undertake comprehensive measures to improve forest governance outline in internationally accepted agreements such as the St. Petersburg Declaration.

	Timber is harvested under contract by harvesting companies which tend to use outdated and outmoded equipment
	Costs of extraction are high, and efficiency is low.  Inaccessible areas are either not harvested or are badly harvested, increasing environmental damage
	Options include promoting integrated marketing of timber by auctioning timber on-the-stump on a scale and over a sufficient period to encourage investment in new equipment.

	Forest road infrastructure has badly deteriorated, and large areas of forests are excluded from harvesting access.
	Harvesting costs are higher, and extraction efficiency is low. Forest management is inefficient because large areas are overmature, but can’t be harvested because they are inaccessible.
	Develop a master plan for forest road rehabilitation and development.  Improve engineering standards of forest road design, with a focus on environmental and social impacts.  Mobilize finance for investment in forest roads development

	Forest fires cause losses of around 11,200 ha per year (average from 1990 to 2002)
	Fires result in extensive revenue losses, which could be mitigated by better fire management and control.
	Develop and implement a comprehensive and centrally financed fire control and management program.

	The framework for environmental regula​tion (especially re​garding environmental assessment) is not a credible tool for lim​iting environmental damage from bad for​estry practices 
	Forests which should, from an environmental perspective, be maintained in the public interest (for example as a watershed catchment) or as a global public good, are converted to other land-uses. Afforestation and reforesta​tion are being undertaken in areas where this is not an appropriate or cost-effective land-use.
	Establish clear thresholds, consistent with Article 2 of the EC regulation on Environmental Assessment, above which EA will be required in cases of land conversion or initial afforestation or deforestation. Put in place effective enforcement and oversight mechanisms

	The scope for nature protection in forest areas is potentially undermined by an emphasis on strengthening the commercial viability of SFEs/SHAs
	Potentially important sites are being managed for timber production, rather than for nature protection.
	Options include budget financing for SFEs/SHAs with responsibilities for managing important natural habitats and removing their compulsion to generate revenues.  More fully tap EU CAP Pillar 2 financing to encourage better management of natural habitats by private forest owners. 

	Real-time knowledge about the extent of forest cover and the state of forest management is poor.
	Lack of good real-time information hinders the ability to understand on a macro scale where investments are needed and where harvesting is possible.
	Develop a comprehensive Forest Monitoring and Management Information System, which integrates forest management plans, with real-time harvesting information, and with markets.


G. How can Bulgaria improve the effectiveness of its forest institutions?
91. We have summarized a series of concerns about the process of reform, some of its short and medium term outcomes and how these could be mitigated by policy action and investment. We have also emphasized that there are a number of significant short term challenges.  To summarize, these reflect the need:
· for a clearer vision underpinning, driving, and supporting the reform process, developed through a process that encourages stakeholders to buy-in to the process and gives them the possibility to participate and to contribute to the process, and results in the development of a consensus about the road map forward, with performance benchmarks, so that the impacts and outcomes of the reform process can be more fully monitored and reported on;

· to take urgent steps rationalizing the network of profit-making and loss-leading enterprises in a way which ensures that resources are allocated to where they are most needed, that the institutional framework is financially sustainable, and that environmental dimensions (in particular nature conservation and watershed protection), are fully accounted for and properly financed (with public funds if needed);

· to define with much greater clarity the specific responsibilities of the institutions involved in the reform, clarifying whom is accountable to whom, and how reporting relationships are to be managed and mediated;

· to more clearly separate regulatory responsibilities from responsibilities for day-to-day forest management, and to take clear steps to tackle problems posed by corruption, collusion, and illegal logging in the forest sector;

· to provide greater information about the operation of the Forest Fund to all key stakeholders so there is a clearer understanding of the opportunities it poses as well as its limitations;

· to improve the operation of the timber market, to make it a far more competitive, transparent, and reliable source of timber than is currently the case, and to remove constraints on investment in timber harvesting; and 

· to find ways of diversifying and expanding markets, for example, by exploiting new markets for environmental goods and services (such as carbon and certified timber).

92. The central question underlying each of these issues is an institutional one: how can the effectiveness of forest institutions and organizations in Bulgaria be enhanced?  And like virtually all forest organizations in other transition economies in Europe, the key challenge for Bulgaria’s forest institutions has been this: how to transform a forest organization from a centrally planned, financially secure, and vertically integrated institution with strong regulatory and production functions, to an organization with roles which are fundamentally service delivery ones and for which expenditures (public and otherwise) have to be mobilized from increasingly constrained sources.93. There is a growing body of experience with the process of institutional reform in the forest sector (See Annex 1).  How the many functions of forest organizations are distributed and financed is often thought to be the central objective of institutional reform.  In fact, there is very little empirical research which shows that organizational structures, by themselves and in isolation, are the key element to a successful reform process.  To the contrary, the evidence strongly suggests that the functional form of a forest organization plays a fairly minor role in increasing its effectiveness.
94. If this is the case, then the question becomes this: what is it about institutional change that really matters when it comes to forest organizations?  Experience has shown that what matters is that forest organizations operate in a way which is geared toward service delivery, whether those services are provided to the private sector (in the form of timber to the forest industry, or for consumers of non-timber forest products such as firewood) or for public goods (for biodiversity conservation, watershed management, insect and fire control, etc.).  When service delivery objectives are clearly articulated, the organizational principles which can help deliver on these objectives become more straightforward.95. Indeed, a number of organizational and management principles help to define good performers.  We focus here on 5 themes – delegation, financing, performing, information, and enforceability – which can guide the process of transforming forest organizations.
Delegating responsibilities in the forest sector
96. Clarity in the objectives of forest organizations, and the definition of services to be delivered, is central to how organizations can and should reform. This definition should derive from long-term forest development objectives as defined in policy – policy which should be derived from an iterative process of discussion and dialogue amongst a wide range of public, private, and civil society stakeholders. The political economy of effective delegation requires policy leadership.  If proposed reforms are going to succeed, they must not be orphans in the political process (which would increase the likelihood that narrow sectoral interests would capture the reform agenda.)
97. The role of policy makers in assigning and allocating specific responsibilities to service providers also needs to be spelled out: the confusion of responsibilities held by various actors (policy makers vs. frontline organizations, for instance) should be avoided and self-serving objectives should not be allowed to emerge. Reform processes should define (i) the services which are expected to be delivered and then (ii) which organizations are responsible for them, with no overlapping of functions and responsibilities nor conflicts of interests. The separation of policy roles from service provision is important because of the conflict of interest problem. Delegation for provision of public goods services should also be articulated.
98. In Bulgaria, the process of delegation has been launched, but is incomplete.  It needs to be strengthened by extensive public consultation and by much deeper stakeholder involvement, formalized in a widely accepted and nationally adopted update of Bulgaria’s forest policy and strategy, and then mapped out, to help guide the reform process and sectoral development over the next 10 years or so.  The process of delegation needs much more explicitly to address service delivery expectations of forest institutions, and needs to establish a clear link with other objectives in support of private investment in forestry and the forest industry.Financing service provision in the forest sector
99. Adequate financing should be identified and made available to undertake the services which are identified through the delegation process. If financing cannot be fully aligned with policy, then the policy needs to be modified to reflect this.  The extent to which an organization is to be dependent on its own revenues to finance its operations should be clearly stated. Principles of public funding for the delivery of public goods should be specified, indicating that certain other services may be subsidized wholly or in part to reflect forest policy objectives, or that commercially viable enterprises might be expected to be self-financing. In terms of salary levels, these should be commensurate with the market for these services  -- and if the wage bill needed effectively to deliver proposed services exceeds an institution’s financing capacity, then a more rational public spending framework should be developed.
100. In Bulgaria, initial steps have been taken to clarify forest sector financing, with SFEs and SHAs mostly dependent on their own revenues.  Additional measures were taken in October 2008 to establish rules for managing the flow of funds from the SFA to SFEs and SHAs.  Steps are being taken explicitly to identify SFEs and SHAs which will be fully dependent on their own revenues, and commitments should be made to generate financing for Enterprises which will be unable to be self-financing.  New investments are partly to be financed by mechanisms such as the Forest Fund, but the fact that resources in the Forest Fund are unlikely to roll over from one fiscal year to the next makes it a poor vehicle for long term financing.  There is no obvious mechanism in place for financing public services, such as the management of natural habitats, important watershed catchments, or areas prone to soil erosion and this needs to be explicitly defined and resources mobilized.  Income generation needs to focus on diversifying sources of revenue, rather than on timber alone. The role of service provision to the private sector needs to be articulated more clearly, with fee-for-services expected when SFEs undertake management functions on private forests.  These responsibilities need to be clearly separated from control and regulatory functions to enhance transparency and to limit the potential for conflicts of interest.Performance in the forest sector
101. Services are actually delivered in a way which meets expectations established by delegation. Institutional reforms should provide for a clear control and reporting system, which should allow management to set performance standards. 102. In Bulgaria, the focus has been on financial performance, but the effectiveness of forest institutions must extend far beyond their capacity for revenue generation.  There are expectations that Forest Enterprises will have responsibility for nature protection, but these may conflict with the priority on financial sustainability.  In addition, control and reporting responsibilities are not clear, and multiple institutions have overlapping and contradictory roles. Even the priority on financial performance has been hindered because of weak regulation and oversight of timber markets, which operate without much transparency and which are geared to meeting relatively small and decentralized demands for timber.  Staffing levels need to be rationalized to become commensurate with financial resources.Improving information flows
103. Information on the activities and performance of service providers (budgets, outputs, outcomes, staffing levels, benchmarking results, audit reports) should be made available to clients, policy makers/politicians, and to civil society. Plans for institutional reforms should include mechanisms to ensure that information will be made available to key stakeholders (e.g. publication of the annual budget, annual report, audit report, etc. which covers the institution’s overall performance).
104. Information should be developed to address agreed performance standards. A reform process should not be launched without establishing fairly well-defined performance indicators. Many reforms have been launched in forest organizations because they ‘seemed like a good idea.’ In fact, we don't really know if they have succeeded because the parameters for evaluating their impact were never defined. The establishment of performance standards which consider the impact of the organization on the sector, as well as the use of financial, social, and environmental benchmarking are several of the approaches which can be taken.
105. Organizational reforms should provide for transparent accounting systems (and an independent external auditing system in case of a company) to ensure that funding is correctly spent.
106. With respect to the problem of illegal logging and corruption, the perception of serious problems in the sector should be addressed by increasing the transparency of marketing and management systems, limiting irregular public land transfers, and developing an independent mechanism for monitoring and reporting on illegal logging.
107. In Bulgaria, as the reform process is at a relatively early stage, reporting mechanisms are not well developed.  There is a clear need for investments in improving information flows, linking forest management plans, with harvesting schedules, income flows, salaries, and auction markets. Performance indicators need to be developed, and regularly reported upon.  The development of better information, to determine the effectiveness of institutional functioning, should also be generated by service delivery surveys of forest users (industry, communities, private forest owners); estimates of expenditure efficiency; environment expenditure reviews; audited public accounts; benchmarking; reporting performance against criteria and indicators for sustainable forest management (in conjunction with forest inventories); forest certification and audits; independent sectoral monitoring; and, for natural habitats, use of monitoring tools such as the protected area Management Effectiveness Tracking Tool.  The collection and reporting of information about illegal logging is largely the responsibility of the SFA, but there needs to be an independent and transparent oversight mechanism for this process.  The is a widespread perception amongst NGOs and civil society organizations that illegal logging and corruption in the forest sector is endemic, and this should be addressed much more proactively, through civil engagement, publicity, awareness raising, and through other tools.Enforcing good performance
108. Poor organizational performance should be penalized and good performance should be rewarded. Plans for institutional reform should provide for mechanisms ensuring such enforceability. Without clear information on organizational objectives and progress, it becomes impossible to create enforceability. This also discourages innovation and responsiveness. There may be many isolated successes in service provision and good examples of public servants succeeding even against the odds. But without enforceability, nothing in the system encourages the replication of successful innovations.
109. In Bulgaria,  the process of reform is not far enough advanced to find ways of enforcing good performance.  Significant attention needs to be given to developing clear information on organizational objectives and progress, and mechanisms for encouraging innovation.Annex 1:  Forest Institutions in Transition Economies
110. This Annex reviews the findings from a study of changes in forest institutions in transition economies.
 The aim of the study was to provide an overview of forest sector organizations and reform processes within Europe’s transition economies and to provide strategic guidance on criteria for meeting the objective of multi-functional and environmentally sustainable forest management. The process of political and economic reform in Europe’s transition economies created significant incentives for changing the way forest institutions conserve and manage Europe’s forests. These incentives are strong both at the country level, because of the need for institutions which are responsive to local demands for forest services and products, but also within the global context, where various international commitments for forest and biodiversity conservation have created incentives to develop institutional systems which are more responsive to these demands as well.
111. The prospect of institutional reform has brought with it new possibilities for improving forest sector governance.  Improved forest governance at the local and global level can have profound impacts. At the local level, forests have the potential to catalyze action with respect to transparency and public accountability, local participation, and private sector development. With respect to the global environment, the adoption of high standards of forest conservation and management is consistent with a range of international agreements and conventions of special relevance, such as the Biodiversity Convention and the Kyoto Protocol.
112. What quickly emerged in this review is that there is a need for forest organizations to define with greater clarity the performance standards against which organizational reforms are to be assessed. One would think that the success of institutional reforms should be judged by the extent to which overall sectoral performance is improved – better forest management, greater investment and job creation in the industry, stronger financial performance of both private and public institutions, better environmental protection, improved protected area management, and some greater benefit for civil society resulting from better forest management. Even in the best run forest management organizations, however, these parameters are seldom assessed in any systematic way.
113. This is an important difference if we compare with how performance is assessed in other sectors. In the social sectors, for example, performance parameters are usually clearly understood. Schools and health clinics operate as so-called ‘service delivery institutions,’ where indicators such as literacy, access to primary education, maternal health, and child mortality, are often rigorously measured and assessed to enable policy makers to determine whether public expenditures are achieving desired outcomes.
114. In contrast, forest organizations in transition economies historically seldom had clear service delivery functions nor were there performance standards in place to assess the effectiveness of their wider functions. The performance of a forest organization was often measured quite narrowly, for example, in terms of timber production for the timber industry, with less attention to financial sustainability or to social objectives. What the transition has brought has been a conflict between these earlier narrowly defined performance parameters, and the wider needs of society for good forest and environmental management which can be afforded within a rational public expenditure framework. It is this aspect of the organizational transition which has perhaps been most difficult: how to transform financially secure forest organizations from centrally planned institutions with strong regulatory functions, to organizations with roles which are fundamentally service delivery ones and for which public expenditures have to be mobilized from increasingly constrained sources.
Structures of forest organizations
115. How the many functions of forest organizations are distributed and financed is often thought to be the central objective of institutional reform, and to improving their efficiency and effectiveness. In fact, there is very little empirical research which shows that organizational structures, by themselves and in isolation, are the key element to a successful reform process. To the contrary, the evidence strongly suggests that the functional form of a forest organization simply does not matter.  Very different models can succeed, and very different models can fail.
116. Indeed, there is no consistent model of a ‘good’ forest organization, or of how forest organizations are financed, either amongst transition economies or among OECD countries. Key variables which influence the structure of a country’s forest organization include whether the country is forest rich or forest poor (Slovakia versus Kazakhstan), the depth of overall market reforms (Moldova versus Croatia), the sophistication of the forest industry (Estonia versus Georgia), the extent to which forests remain nationalized or have been returned to their former private owners (Poland versus Slovenia).
117. Arguably, the separation of commercial functions from policy and regulatory ones, within a wider framework of accountability and governance, has in some instances led to increased efficiencies in state forest management. The more successful of these reforms have been introduced either in forest rich economies where private forest ownership has a long tradition and accounts for a dominant share of overall production (Austria, Finland), and sometimes in forest poor economies where the commercialized state organization has retained nearly all the dominant share of the market and where private forest owners do not feature significantly in the timber economy (Ireland).  When commercialized state organizations operate in economies where the share of private forest ownership is low or is expected to increase over time, they can pose a threat to private producers because of their monopoly position in the market, which they are unlikely to yield. In these circumstances, optimizing sectoral performance by supporting state and private production is exceptionally difficult, though there have been some modest successes partly as a result of voluntarily limiting production in the state sector (Latvia).
118. Amongst OECD countries, there is a varied range of forest management and regulatory institutions. There are good examples of forest management organizations which are heavily market oriented, such as in New Zealand, and others with a strong emphasis on public goods service delivery, such as in Germany. In some countries, private forest owners are dominant players in providing roundwood for the timber industry (US, Austria, and France), while in others, public forests remain important assets subject to public management (Canada). Protected areas and national parks management are also split between public ownership and control (US) and private ownership (Austria). To argue that any of these models are ‘better’ than others is to ignore the frameworks of accountability and governance which underpin each of them, and which are derived from a range of political, economic, and physical factors which are in many respects unique and which have historical, social, and cultural elements to them.
Regulating forest management
119. Organizational reforms often focus heavily on how forest management is to be regulated.  The effectiveness of any regulatory regime depends in part on the extent to which it can be enforced. Enforcement is usually the responsibility of some sort of forest inspection services, which are charged with limiting theft from state-owned forests and with ensuring that private forests are effectively managed. The effectiveness of inspection services to act as a deterrent or to otherwise limit illegal logging in transition economies is very much linked to the more general effectiveness of measures to improve governance and to limit corruption (including civil service reform measures). To argue that one model of forest inspection services is more appropriate than another begs the question – no model will be effective if the rule of law is not respected more generally.
120. Typically, private forest owners in transition economies tend to be subject to heavy regulation, though much of it is largely unenforceable because of limited institutional capacity for implementation.  The outcome is that bad forest management gains a competitive advantage over good management. Much illegal logging could be made legal if the regulatory framework were easier to implement. Indeed, the nature of regulation in transition economies is often such that it encourages corrupt and illegal practices, rather than limiting them.
121. An alternative to the enforcement by the state of compulsory standards of forest management is the use of voluntary instruments, such as forest certification. Different certification regimes either endorse national standards or specify the criteria which must be met for a forest to be certified to its own management standards. Certification relies on economic instruments for its effectiveness rather than on legal sanctions, in particular, the growing part of the forest products market (especially in Northern Europe) which depends on timber which is produced from sustainably managed forests.
122. So far, voluntary regulation, such as that offered by various forest certification schemes, tends not to be well-suited to private forest owners. Some have argued that forest certification schemes are used mostly to confirm the superiority of state forest management systems, creating a negative climate for new legislation which could help to improve private forest management. So-called ‘group certification’ efforts will help to address the particular needs of private forest owners to enable them to access markets for certified timber, but these efforts are only nascent.
Public and private ownership
123. Amongst OECD countries, private forest ownership is extremely common, accounting for between 30 and 80 percent of the total forest area (with the single exception of Canada where private forests account for around 6 percent of the total area).  In transition economies (among countries reviewed in this study) in contrast, private forest ownership remains relatively less common, accounting for between 0 and 20 percent of the total forest area (with the exception of Latvia, where private forests account for 42 percent of the land area). The extent of private forest ownership has important implications for how forest organizations are structured and operate. Institutional models which may be relevant in regions where forests are largely privately owned are of limited relevance when forests remain under state control.
124. For the most part, private forest owners in transition economies have only benefited in a limited way from the timber market, and this primarily where they have been able to organize in a way which generates economies of scale or where the share of the state in the market is regulated.  State forest enterprises continue to dominate the market, even where rates of private ownership are higher.  This is likely to change slowly, as market entry is sometimes constrained by the monopoly position of state enterprises. Moreover, large industries are more often interested in working with single, large and reliable suppliers of timber, rather than with fragmented individual private forest owners, making market entry even more difficult.
125. Despite the fact that the area under private ownership relative to the total amount of forest land is small, the implications of private forest ownership in transition economies are profound. On the one hand, the area of state forests has declined as a result, forcing state institutions to adjust to lower revenues and to reduce staffing accordingly (and in some cases creating incentives to develop new markets for other products or to otherwise consolidate their market position).  On the other hand, new private forest owners seldom have enough experience with either management or marketing to adjust to the transition, and the outcome is that, at least in the short term, these forests are either not being used to their full potential or are otherwise being mismanaged and overharvested.
126. When state forest enterprises do operate in such a way as to provide services, for hire, for private forest owners, they often do so as monopoly providers, seldom operating in a competitive market where alternative providers might be able to provide the same service at a lower price.
127. This is one reason why it is extremely important that service delivery functions of forest organizations are clearly defined and allocated in a manner which limits the potential for conflicts of interest.  Particularly when a state forest enterprise is driven by motives for short term profits, it operates at a serious advantage over private owners and competitors. The implication in these circumstances, of course, is that the position of the state forest enterprise undermines any real effort to enable private forest owners to become players in the industry or to benefit from forest ownership.
Timber pricing and the financing of forest management
128. Timber is sold at prices based on widely varying pricing and marketing mechanisms. These include auctions, administered prices, and tenders based on market reference prices, or prices reflecting the cost of production and forest management. A dynamic timber pricing system would, in the ideal world, reflect demand, and would incorporate characteristics of quality, volume, harvesting costs, and the distance from the processing facility, as well as an environmental premium if timber is to be harvested from independently certified sustainably managed resources. This outcome is sometimes achieved through timber auction markets, which operate in a limited number of transition economies.  Timber auction markets may not be appropriate where problems of accountability persist. Indeed, the effectiveness of auction markets in increasing revenues and in improving forest management overall is critically dependent on the framework of accountability within which these markets are introduced.
129. In North America, for state-owned forests, timber sales are managed through concessions -- a contract between the forest owner and another party which gives the right to harvest specified resources from a given forest area (forest utilization contracts).  Concession arrangements are uncommon in Europe. More commonly, timber sales to the timber industry are handled by state forest enterprises, usually on the basis of administratively fixed prices, or to supply internal markets (timber processing units) within the enterprise itself so that the enterprise can capture the value-added from processing.
130. Revenues from the management of forests are an important source of income for most transition economies as well as in many OECD ones. Particularly when management responsibilities are held by single organizations, these tend to be financially autonomous to some extent. The crux of the problem with respect to financing is how public goods functions are to be financed, particularly, whether these are to be financed from retained revenues from timber sales, or from the public budget.
131. Indeed, why is it that public goods functions sometimes have to be financed from forest revenues, rather than by separate allocations from state budgets? More often than not, this is simply an outcome of a weak public expenditure management framework.  In addition, an institution which is loosely regulated, but ultimately dependent on its own revenues, is more likely to spend its own resources to achieve particular outcomes rather than to have to argue through the political process to do so. When institutions are able to take advantage of the profile raised by single-issue events (for example a forest fire decimates large areas of forest cover), there may be the political will specifically to allocate resources to tackle these problems, but state forest enterprises which are already generating revenues may view the expenditure of the political capital required to seek additional resources for public goods functions to be too costly. In other cases, state forest enterprises which take on public good functions without seeking incremental funding from the public budget may be doing this to address other objectives, for example, to improve their public profile or to generate public support for their wider mission.
132. It  may actually be a specific policy objective, that public good functions should be financed by revenues collected by state forest enterprises because they are more efficient at revenue collection and more effective at service delivery. Public resources are fungible in any event, and if revenues from forest management are adequate to cover the costs of public goods functions, the question remains: why should additional funds be allocated from the budget for this, at the expense of health, education, or roads?
133. It is also the case that patterns of public spending do not always reflect the priorities which are described in policy. The budget process may be co-opted by vested sectoral interests keen on maintaining the status quo. Policies may change, and public spending to adapt to these changes may lag over several budget cycles. It is as likely that there is more to be gained by making virtuous policy pronouncements than there is in actually implementing them. The point is that a good public expenditure framework should reflect a country’s policy priorities. Particularly when the reform of forest organizations follows new policy directives, monitoring the link between budgets and the policies they were intended to implement should give some indication of how reformed institutions are expected to perform.
134. So, is it better to fund public goods functions from the budget, or from revenues from forest management? This remains an open question.
Evaluating performance
135. The performance of forest organizations, whether in OECD or in transition economies, is seldom consistently or rigorously evaluated against clear criteria.  Performance indicators should enable policy makers to assess the extent to which overall sectoral performance is improved (or worsened) by evaluating forest management, investment and job creation in the industry, financial performance of both private and public institutions, environmental protection, protected area management, and the benefit for civil society resulting from forest management.  One of the few countries where these types of parameters are systematically monitored is in Canada, where performance indicators are an explicit feature of the policy compact between forest organizations and key stakeholders.
136. Another approach toward monitoring performance is through ‘benchmarking.’ Financial benchmarking is carried out by a number of forestry enterprises concerned with the management of public forests, particularly in Ireland, Finland, Estonia, Austria and Latvia. Benchmarking based on financial data is relatively straightforward, and is used by some state forest enterprises to establish performance based on financial statistics – turnover, profit, earnings before interest and tax (EBIT), return on investment (ROI). The benchmark could be based on the institution’s own standards of performance, its performance expectations, or could be derived from published statistics of other institution’s performance. For benchmarking to be useful, the forest enterprise needs first to understand its critical success factors and its business environment, and then to develop a benchmark which reflects its overall importance to the organization’s mission, values and strategy. While financial benchmarking is relatively common, it also provides only a narrow perspective. There is a recognized need for social and environmental benchmarking as well 
Managing the transition
137. The drive to change how forest organizations operate brings with it clear opportunities and risks.  While there is widespread consensus that public oversight and effective accountability are needed to ensure that forest organizations work, weak oversight during the transition process itself may mean that the process is captured by vested interests.  Indeed, the transition process provides significant opportunities for rent-seeking and influence peddling. The outcome can be highly asymmetric situations where the private sector has in effect cartelized itself, or set up monopoly or monopsony situations long before the public sector or civil society is able to react.  Once these situations have been established, they can be very difficult to remove, mainly because of the political interests which have been catered to in the process.  A good transitional strategy must anticipate the enormously strong pressure that will very quickly emerge to drive the situation in a particular way.
138. Interim mechanisms, which prevent the capture of the reform process by sectoral interests may have to be quickly established and these should be identified before launching organizational reforms.  These interim mechanisms may bear little resemblance to the final institutional outcome, but will be quite important for putting in place effective oversight.  Such interim mechanisms should ensure that barriers to market entry are not erected, and that self-serving policy decisions are not allowed to emerge. As with any reform process, political economy plays an important role in how forest organizations evolve, and may, in the end, undermine the process.
139. Incrementalism poses an alternative means of managing the reform process, which may help to limit capture by vested interests. Slower organizational change, which is iterative and which builds on previous reforms, may be a more effective instrument to achieve systemic improvements (particularly in economies where oversight mechanisms are weak) than rapid and comprehensive changes. Incrementalism may also provide greater opportunity for civil society organizations more effectively to assess and to react to organizational changes.
Transforming forest organizations into service delivery institutions
140. If, as we argue, the functional form of a reforming forest organization seems unlikely to matter much, if it remains an open question whether forest organizations should be financed by public budgets or by retained revenues, if private forest ownership works well in some places and less well in others – and so on -- then what is it about institutional change that really matters when it comes to forest organizations?
141. What matters is that forest organizations operate in a way which is geared toward service delivery, whether those services are provided for the public good (for biodiversity conservation, watershed management, insect and fire control, etc.) or for private benefits to the forest industry, to private forest owners in need of forest management advice, or to people who need forest products such as firewood and other non-timber forest products.
142. A number of organizational principles help to define institutional performance (and good performers) --  delegation, financing, performing, information, and enforceability -- and these can guide the process of transforming formerly financially secure forest organizations from centrally planned institutions with strong regulatory functions, to organizations with roles which are fundamentally service delivery ones and for which public expenditures have to be mobilized from increasingly constrained sources.
143. Delegating responsibilities in the forest sector. The objectives of forest organizations, and the definition of services to be delivered, is central to how organizations can and should reform. This definition should derive from long-term forest development objectives as defined in policy – policy which should be derived from an iterative process of discussion and dialogue amongst key stakeholders. The political economy of effective delegation requires policy leadership.  If proposed reforms are going to succeed, they must not be orphans in the political process (which would increase the likelihood that narrow sectoral interests would capture the reform agenda.)
144. The role of policy makers in assigning and allocating specific responsibilities to service providers also needs to be spelled out: the confusion of responsibilities held by various actors (policy makers vs. frontline organizations, for instance) should be avoided and self-serving objectives should not be allowed to emerge. Reform processes should define (i) the services which are expected to be delivered and then (ii) which organizations are responsible for them, with no overlapping of functions and responsibilities nor conflicts of interests. The separation of policy roles from service provision is important because of the conflict of interest problem. A robust legal and regulatory framework should be adopted which clearly defines the rights and obligations of each institution. Delegation for provision of public good services should also be articulated.
145. In the process of reform, a focus on organizational structures should be moderated by the need for clarity about their functions and how these are actually going to be delivered. Experience in transition economies has shown that there is no unique correspondence between the functions that good institutions perform and the structures which these institutions introduce. Reformers have substantial room for creatively packaging good management principles into institutional designs that are sensitive to local constraints and take advantage of local opportunities.
146. Examples of mechanisms for delegation: National Forest Programs; National Forest Policy and Strategy processes; European forest policy processes such as MCPFE; forest sector accords and compacts; legislation limiting conflict of interest which separates the roles of the service provider from the policy maker.
147. Financing service provision in the forest sector. Adequate financing should be identified and made available to undertake these services. The extent to which an organization is to be dependent on its own revenues to finance its operations should be clearly stated. Principles of public funding for the delivery of public goods should be specified, indicating that certain other services may be subsidized wholly or in part to reflect forest policy objectives, or that commercially viable enterprises might be expected to be self-financing. Public services could include the preparation of forest management plans for private forest owners, extension services, erosion control, protected area management, inspection services, etc. In terms of salary levels, these should be commensurate with the market for these services  -- and if the wage bill needed effectively to deliver proposed services exceeds an institution’s financing capacity, then a more rational public spending framework should be developed.
148. An institutional reform process should (i) clearly define financing needs related to service provision, (ii) spell out how each specific service is going to be financed, and (iii) make clear provisions that financing is available and timely.
149. Examples of mechanisms for financing forest service provision: public budgets; revenues from timber sales; user fees; donor resources (as transitional measures)
150. Performance in the forest sector. Services are actually delivered in a way which meets expectations established by delegation. Institutional reforms should provide for a clear control and reporting system, which should allow management to set performance standards.
151. Examples of mechanisms for ensuring organizations can perform: staffing levels commensurate with financial resources and tasks which have been defined and allocated; physical infrastructure and equipment; competent organizational management.
152. Improving information flows. Information on the activities and performance of service providers (budgets, outputs, outcomes, staffing levels, benchmarking results, audit reports) should be made available to clients and policy makers/ politicians. Plans for institutional reforms should include mechanisms to ensure that information will be made available to key stakeholders (e.g. publication of the annual budget, annual report, audit report, etc. which covers the institution’s overall performance).
153. Information should be developed to address agreed performance standards. A reform process should not be launched without establishing fairly well-defined performance indicators. Many reforms have been launched in forest organizations because they 'seemed like a good idea.' In fact, we don't really know if they have succeeded because the parameters for evaluating their impact were never defined. The establishment of performance standards which consider the impact of the organization on the sector, as well as the use of financial, social, and environmental benchmarking are several of the approaches which can be taken.
154. Organizational reforms should provide for transparent accounting systems (and an independent external auditing system in case of a company) to ensure that funding is correctly spent.
155. Examples of mechanisms for providing information: service delivery surveys of forest users (industry, communities, private forest owners); tracking surveys; estimates of expenditure efficiency; environment expenditure reviews; audited public accounts; benchmarking; reporting performance against criteria and indicators for sustainable forest management (in conjunction with forest inventories); forest certification and audits; independent sectoral monitoring; protected area management effectiveness tracking tool.
156. Enforcing good performance. Poor organizational performance should be penalized and good performance should be rewarded. Plans for institutional reform should provide for mechanisms ensuring such enforceability. Without clear information on organizational objectives and progress, it becomes impossible to create enforceability. This also discourages innovation and responsiveness. There may be many isolated successes in service provision and good examples of public servants succeeding even against the odds. But without enforceability, nothing in the system encourages the replication of successful innovations.
157. Examples of mechanisms for ensuring enforceability in the forest sector: Performance based budgeting; performance-based human resource policies; action taken against certification audits; independent sectoral reporting; independent forest inspection services.Conclusions
158. The reform of forest organizations is unlikely significantly to change outcomes if these are not accompanied by wider institutional and governance reforms. Formal institutional change in the shape of new laws and organizations may have taken place, but if there is no change in the way people actually operate, then it is difficult to argue that a significant system change has taken place. This, of course, doesn’t mean that nothing should be done until these processes have taken place, but rather, it means that we must inject a greater sense of realism into the expectations which may be raised by the prospect of institutional reform.  Further, this argues for incrementalism in reform processes, and the construction and implementation of careful transition strategies, rather than ‘big bang’ types of reforms.
159. 'Best practices' in institutional reform are worth having a look at, but aren't necessarily the panacea we have come to expect. Indeed, these seem to provide limited help in describing how and when institutions should go about reform because of the lack of their context specificity. Institutional arrangements that have proved successful in one country create both positive and negative spillovers for other countries.160. While looking at forest institutional reform, we should be focusing less on so-called best practices or the supposed superiority of any particular model, and should be more cognizant of the political, economic, silvicultural, and social context for introducing alternative institutional arrangements.
161. Finally, institutional reforms take time. It's clear that effective forest institutions are tremendously important for growth and development in the forest sector. Good reforms take time, and time should be allowed for the process to take place.  Effective organizational reforms are unlikely to happen quickly against a pre-defined timetable.
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� This is because of the additional cost which would have to be incurred because of transporting and delivering timber first to the storage depot, then reloading timber on to vehicles at the storage depot after purchase and delivering to the factory gate.  It would be cheaper simply to harvest timber in the forest, to load it on to transporters, and then to deliver it directly to the factory gate without the intermediate handling costs at the depot.


� 	The Bank team was comprised of Peter Dewees (Task Team Leader, Lead Environment Specialist), Anna Georgieva (Senior Operations Officer), Andrew Mitchell (Senior Forestry Specialist), and Andre Aasrud (Carbon market specialist). 


� The State Hunting Areas, formerly known as State Game Breeding Stations were previously established as independent financial entities in 2003. The Game Breeding Stations were formed from forest entities that had good revenue earning potential both from their forest and hunting resources.


� This is not to say, of course, that FMPs can’t be developed which are more commercially oriented, just that this is not the tradition in Bulgaria.  Huge areas of privately-owned forests in the US, for instance, are managed using sound financial principles, which are outlined in forest management plans.


� 	The argument in favor of yard sales is basically that it gives the SFE greater control over its timber marketing process, and is able to recover higher revenues as a result.  In a way, this is an outcome of wider problems with illegal logging.  The constraints to the approach are that storage depots can seldom hold sufficient quantities to meet large scale demands, and the use of storage depots increases the factory gate price because of dual handling costs (removal from the forest to the depot, and then removal from the depot to the factory). Limiting on-the-stump sales may also discourage large buyers from investing in forest harvesting equipment.


� The dominant voluntary standards include the World Resources Institute/World Business Council for Sustainable Development Green House Gas (WRI/WBCSD GHG) Protocol, the Climate Neutral Network Standard, the ISO 14064 Standard, the Voluntary Carbon Standard (VCS), the VCS Gold Standard, the Climate, Community, and Biodiversity (CCB) Standard, Verified Emission Reductions Standard (VER+), and the Green-e Program Standard. However, not all of these standards cover forestry and land use based projects. 


� 	World Bank (2005).  Forest Institutions in Transition: Experiences and Lessons from Eastern Europe.  Washington, DC.
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