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NOTE AND FOREWORD ii

FOREWORD

The Accra Accord, adopted at UNCTAD XII, calls for UNCTAD to assist developing and transition economies
in establishing regulatory and institutional frameworks and cooperative mechanisms to help strengthen their
domestic services capacity, efficiency and competitiveness. As part of its efforts in that regard, UNCTAD has
convened two sessions of in-depth multi-year expert meetings on key trade and development challenges
with focus on the regulatory and institutional dimensions of infrastructure services, such as financial services,
electricity, water, telecommunications and transportation services. This publication reflects the deliberations
and results of the two sessions with a view to enhancing understanding of the various issues and identifying
operational options in relation to efficient and effective regulatory and institutional frameworks for infrastructure
services, in particular in developing countries and least developed countries (LDCs). The analysis report prepared
by the UNCTAD secretariat on the results of an UNCTAD survey targeted at national regulators concerning key
regulatory and institutional issues is also contained in the publication.

Infrastructure services are crucial for supporting other economic sectors (i.e. agriculture, manufacturing and
other services sectors). In this respect, they form the backbone of national economies. At the same time, they
are also major economic sectors in their own right with their global combined annual revenue accounting for
24 per cent of total world output. They account for one tenth of worldwide employment (310 million workers),
and over 35 per cent of global services trade ($1.1 trillion). Moreover, these services are essential to accelerate
social development and enhance human welfare. Universal access to these services thus becomes an important
objective of national and international development efforts, including those aimed at the Millennium Development
Goals (MDGs), especially in the LDCs.

Over the past three decades, there have been efforts to increase the efficiency, productivity, quality and
sustainability of national infrastructure services markets through improved policies, regulations and institutions
that devise, monitor and enforce them. In many sectors, reforms have involved identifying and implementing
regulatory and institutional frameworks needed for markets to work properly. This has been done by correcting
market failures, including information asymmetries, natural monopolies and externalities; creating stable and
competitive market environments; building domestic supply capacity; promoting environmental protection; and
enhancing access to essential services by the poor through universal access policies.

Growing recognition of the need to strengthen regulatory and institutional frameworks has been a part of a
paradigm shift in development policy thinking, particularly on the role of the State. An adequate regulatory and
institutional framework is now viewed as a precondition for achieving better outcomes in terms of delivering
efficiency, building competitive supply capacities and generating tangible benefits for consumers, as well as
providing solutions for anti-competitive behaviour and addressing social concerns.

While the case for regulating services is widely acknowledged, less agreement exists about what constitutes good
regulation. National experiences with regulatory systems have revealed both successes and failures, including
the more recent regulatory failures in both developed and developing countries. There are no simple recipes for
regulatory and institutional frameworks. Developing countries, therefore, face significant challenges when striving
to build capacity to regulate effectively. Capacity-building, resource-sharing, training, and a gradual approach
to regulatory and institutional framework development are, indeed, vital for improving regulatory performance in
these countries. Strengthened capacity-building and donor support are also essential. It is hoped that this report
will assist developing and least developed countries to address those challenges and strengthen their regulatory

and institutional frameworks.

Supachai Panitchpakdi
Secretary-General of UNCTAD
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I. MANAGING THE INTERFACE BETWEEN
REGULATION AND TRADE IN INFRASTRUCTURE
SERVICES

Introduction

Infrastructure  services sectors (ISS) such as
telecommunications, transport, energy and financial
services are fundamental for the efficiency, growth
and competitiveness of economies, for human
development and for the attainment of the Millennium
Development Goals (MDGs). Vibrant ISS can catalyse
economic diversification and enhance domestic
supply capacity and competitiveness, while providing
opportunities for employment, investment and trade.
In increasingly competitive and liberalized economic
environments. Governments need to focus on how
key developmental, social, environmental and other
national policy objectives can be achieved through
regulatory and institutional frameworks (RIFs) for
ISS. Trade, industrial, services and macroeconomic
policies need to be carefully tuned to achieve the
desired combination of goals associated with the
development of ISS.

ISS are closely linked to and are central inputs for
other economic activities, including for industrial
uses and households. They also constitute important
economic sectors by themselves, as world ISS
markets are extremely large and are expanding
rapidly in response to growing population and
climbing income levels, particularly in developing
countries. The combined annual revenue of ISS
services has been estimated at $14.5 trillion or 20 per
cent of total world GDP in 2008". Only in the United
States, ISS directly contribute $3.8 trillion and 37 per
cent of United States GDP2. Transport, storage and
communications services in developing countries
represented about 7 per cent of GDP while wholesale,
retail trade, restaurants and hotels were 13 per cent of
GDP in 2008. In this regard, ISS do not only exercise a
fundamental support function on the overall economy
but they also represent an important component of
the worldwide GDP in itself. ISS are a major source
of employment, accounting directly for roughly 10 per
cent of worldwide employment (telecommunications
0.5 per cent, electricity and water together 1 per
cent, transportation 6 per cent, and FS 3 per cent of
world employment). Trade in ISS is substantial and
continues to increase. Together, ISS account for over
35 per cent of global services trade, with transportation
representing 22.5 per cent, financial services 10.2 per
cent, telecommunications 2.3 per cent and electricity
and water over 2 per cent (2007).

Among the key characteristics of some ISS are the
fact that they are network services; natural monopolies
and the backbone of economic development.
Some ISS are public goods or feature specific
characteristics (e.g. economies of scale or scope).
Many are highly capital-intensive, with sunk assets
that cannot be easily redeployed in other activities.
In selected ISS, technological progress has diffused
these characteristics (e.g. novel telecommunications
services). Financial services, while neither typical
network services nor natural monopolies, deserve
particular attention, because of the importance of
viable and stable financial systems for economic
growth and development.

1. The Evolution of ISS Regulation

Historically, many ISS were provided by Governments.
Three decades ago emerged a global trend towards

increasing commercialization and  privatization
(including  public—private  partnerships  (PPPs),
concessions or built-operate-transfer  contracts

(BOTs)), competition and trade in ISS. In some
cases, the participation of foreign service suppliers
was encouraged through trade liberalization policies
so as to supplement domestic supply when this
one was not considered sufficient or as a means to
increasing access to most efficient suppliers and best
technologies. The reasons behind these shifts are
several and include insufficient financial capacity of
Government or the need to redirect budgets to other
needs, less than optimal services management, as
well as attempts to increase productivity and access
to new technologies. Countries developed national
regulatory systems as important components of these
reforms. Regulatory systems include both regulatory
measures, namely legislation, directives, standards
and procedures that direct market transactions
towards desired results (i.e., regulatory substance),
and regulatory institutions that have the responsibility
of developing, implementing, monitoring and
enforcing regulations (i.e., regulatory governance).

Effective policy, legal and regulatory frameworks,
backed by institutional support, can contribute to
efficient provision of ISS and higher social welfare
by promoting development of services sectors,
responding to market failures and mitigating
economically and socially undesirable results. The
State’s ability to provide effective RIFs for ISS is
central for overall economic performance. Frequently,
the establishment of independent regulatory agencies
(IRAs) is central to such reforms. However, the
infrastructure reforms to increase the quality and
efficiency of ISS which many developing countries
and countries with economies in transition embarked
on in the 1990s lead to mixed outcomes. Regulatory
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systems were not successful or sufficient in all
countries, and significant gaps remain regarding the
quality and availability of ISS between developing and
developed countries. The recent financial crisis is the
latest example of the risk for all countries even those
with strong and sophisticated RIFs of experiencing
regulatory failures. This underlines the need for a
rethink and proper design of RIFs and points to the
enabling and developmental role that Governments
continue to assume.

2. Key Regulatory and Institutional Issues

ISS regulation can be organized into several broad
and sometimes overlapping categories, including
technical regulation, economic regulation, and
competition regulation. Technical regulation is
often specific to each sector. It involves setting and
enforcing production and process standards dealing
with e.g. safety/security, quality, reliability, customer
relations or environment/climate change. Technical
standards tend to be linked to physical aspects
and the maintenance of infrastructure networks and
services.

Economic regulation aims at ensuring competitive
market structures in industries characterized by
market failures (e.g. information asymmetries, natural
monopolies, externalities) and at creating stable and
competitive market environments which encourage
investment, private participation and efficient 1SS
provision. It also aims at achieving other key domestic
policy objectives (e.g. protecting consumers,
developing domestic supply capacity, protecting the
environment, mitigating climate change) and ensuring
universal access to essential services.

Price regulation - a key component of economic
regulation - for example has implications for market
structures, inter-firm competition, investment and
consumer welfare. The challenge lies in determining
prices that strike a socially acceptable balance
between the interests of investors and consumers.
Sufficientrates of return (RoR) would allowtransnational
corporations (TNCs) to implement sustained physical
investment programmes to serve future consumers.
Price regulation is at the core of ISS regulation. In the
past, under-pricing, while required for public policy
reasons including universal access, was a common
policy issue, often resulting in under-supply, sub-
optimal quality of services and government subsidies.
The two main pricing approaches are (a) RoRand
(b) price caps. There also is a hybrid approach in
which some cost changes are automatically passed
through to tariffs. Existing research shows that the
type of pricing regime has a bearing on overall ISS
performance.

With RoR regulation, prices are set to cover firms’
capital and operating costs and an agreed “fair”
return on investment. The cost estimation is based on
past costs and future forecasts adjusted for inflation.
For the regulated company, this method provides
predictability and stability for future levels of profit. For
the regulator, the approach allows it to attract investors
as returns are subject to less risk than those of an
average firm. RoR regulation has been questioned
on several grounds: it could create a negative public
opinion of regulators as the regulated companies may
seek to maintain high profits. It could underestimate
capital depreciation, which is problematic in industries
needing to adaptto exogenous technological progress
(telecommunications). It may create incentives to
inflate costs to raise revenues.

With price cap regulation, prices for services are set
upfront and firms’ returns vary according to the level
of incurred capital and operating costs. This approach
is used in industries that regularly need to adapt to
exogenous technological changes. In this case,
the approach provides better incentives for capital
replacement. It has proven effective in sectors where
information asymmetry is prevalent between the
regulator and the regulated. Price caps can promote
cost reduction and productive efficiency. The main
challenge is designing an incentive that motivates a
cost-reducing attitude and an optimal level of effort
during the whole period of the concession. This
aspect is particularly relevant for monopolies.

A third and more sophisticated methodology of
‘revenue cap” puts a ceiling on the revenue that
operators can obtain over a given period. This
methodology is based on cost, but the revenue
is adjusted for end-use efficiency gains. Energy
saving by consumers is therefore encouraged by the
operator. Out of the three pricing options, revenue
cap may appear to be the most attractive. Reasons
include that it promotes demand-side efficient use of
utilities. This feature is particularly relevant in a time
where countries are striving for energy efficiency as
part of the responses to climate change. No rule of
thumb exists, however, as to which pricing approach
is most suitable for any given country.

With price regulation a key operational challenge
remains limited data availability. Regulators are
faced with the problem of information asymmetry
between them and the service providers while data
requirements for determining the appropriate tariffs
are demanding. One means to address this situation
is by measures promoting enhanced transparency,
e.g., through independent reporting or auditing.

Universal access regulation aims at enhancing
access to essential services for the poor, remote and
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marginalized. Frequently, poor consumers remain left
out of network services and hence, a key policy choice
addresses the balance between connecting the
unconnected and making services more affordable
for those already connected. Sometimes, additional,
new providers in the market can help expand
services delivery to the un-served. Often, regulation is
needed, e.g., to support community-based initiatives;
subsidies; and universal service obligations (USOs)
imposed on the service provider to expand service
delivery to certain unserved areas or to deliver at
affordable prices. The allocation of subsidies to, or
imposes universal service obligations on, service
providers to extend service delivery at an affordable
price to otherwise un-served remote areas or poorer
segments of the population are among the means to
achieve universal access. Many countries have opted
to create a fund to help advance universal access
objectives. Such funds are often used to provide
subsidy support to firms to undertake additional
investment in extending infrastructure and improving
maintenance operations in poor urban and rural areas.
A large proportion of subsidies in ISS are captured by
the energy sector. Governments generally subsidize
sectors or activities that exhibit positive externality
such as high potential to boost economy-wide
productivity growth, technological progress or support
human development. Subsidies can have negative
side effects given their fiscal implications and the
risk that they may unduly favour some groups at the
expense of others. A key issue in developing countries
is targeting subsidies towards those that need them.
Subsidies are allocated in ISS markets either in the
form of consumption subsidies or access subsidies.
Problems arise as subsidies can be regressive as the
larger proportion are allocated to richer users and it
is difficult to measure the consumption of poor users,
hence they are unable to take advantage of subsidies
based on quantities consumed. Mistargeting access
subsidies is a major problem.

USOs are central when, under normal commercial
profitability considerations, suppliers would not provide
the service. Ifthey are to offer workable solutions, USOs
should be realistic and clearly defined; leave sufficient
incentives for implementation; be adaptable — though
not arbitrary — and take account of technological
changes. In addition, procedural aspects matter,
including multi-stakeholder processes for developing
USOs; consumer protection; proper monitoring of
targets; information requirements. Challenges relate
to funding and financing USQOs, e.g., through transfer
programmes, including subsidies, universal service
funds, welfare payments or special budget allocations.
USOs raise concerns, including because they might
not be efficient and effective; impede competition
in markets; impact on companies’ financial viability

(when firms cannot recover investments); or fail to
protect consumers. Implementation difficulties relate
to inadequate enforcement mechanisms and overly
ambitious targets. Therefore, developing countries
require flexibilities and the possibility for trial and error
when implementing USOs.

Competition-related considerations aim at introduc-
ing competitive market structures in industries char-
acterized by market failures resulting from economies
of scale or scope, information asymmetries, exter-
nalities, natural monopolies and attendant income
and wealth distribution effects. In most ISS, reforms
(e.g., privatization, corporatization, break-up of verti-
cally integrated state-owned-utilities) have led to in-
creased need for competition policy and regulation.
In markets where competition is unlikely to develop
(e.g., natural monopolies), price and services regula-
tion becomes particularly important. The unbundling
of services and technological innovations often allows
for competition in most segments of the value chain.
In some ISS, ensuring access to bottleneck facilities is
a key challenge to be addressed through competition
regulation. In a number of countries, telecommunica-
tions regulation is almost entirely applied competition
policy (EU telecommunications directives are based
on EU competition policy rules). In financial services,
competition concerns relate to switching costs (e.g.
consumer finance); externalities (e.g. e-finance); ac-
cess to network services (e.g. payments, distribution
and information systems) and challenges arising from
trends towards mergers and acquisitions (M&ASs)
and from more complex and global financial services
markets. Cross-cutting concerns arise from firms that
charge excessive prices or adopt tactics to prevent
new competitors from entering the market.

One of the main challenges with investment policies
and regulations relate to the size of infrastructure in-
vestment needs; gaps in financing and the need for
balancing different policy objectives to ensure that
investment positively contributes to host countries,
e.g. their productive capacities. Costs and benefits of
TNC participation depend on host country policies and
regulations (including price regulations). While foreign
direct investment (FDI) and other TNC participation can
complement developing countries’ domestic ISS firms,
TNC participation can also bring new regulatory chal-
lenges (e.g. increasing number of stakeholders in reg-
ulation; market power; crowding-out; State monopolies
turned into foreign private monopolies; renegotiation
of concession contracts; TNC withdrawal). While par-
ticularly pronounced in developing countries, more ad-
vanced regulatory systems also face such challenges.
Adequate RIFs are required to enhance TNC participa-
tion and generate optimal outcomes regarding afford-
ability, access and other pro-development outcomes.
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Consumer protection regulations address inter alia
answering and resolving consumer complaints;
offering fair billing/payment options; number
portability (telecommunications), quality of service
and universal service; installation or repair time; or
service cancellation conditions. Frequently, consumer
protection regulations are cross-cutting, relating to
the purchase of numerous goods and services, and
hence to IS as well. Specific instruments can enhance
consumers’ participation in regulation, e.g. citizen
report cards allow consumers to express their opinion
on service provision (e.g., price, quality, efficiency,
adequacy of services).

While the case for regulating ISS is widely
acknowledged, less agreement exists about what
constitutes good regulation. For regulation to promote
economic growth, social welfare and environmental
sustainability and to result in outcomes that meet the
expectations of key stakeholders (e.g. consumers,
operators, investors), it needs to be effective
(achieving planned goals) and efficient (achieving

goals at minimum cost). Effectiveness depends on
two aspects: the first concerns regulations: the quality
of regulatory decisions, while the second relates to
institutions and procedures: the quality of regulatory
governance. Efficiency and effectiveness need to
be pursued in the context of other public policy
objectives, such as health/safety, poverty eradication,
universal access, environmental quality and cultural or
ethical goals.

Technology and innovations, leading to more
complex and new services, have altered the context
and content of ISS regulation. In the information and
communication technology (ICT) sector for example,
rapid technological evolution has acted as a driver
and enabler of reform. Voice-over-Internet-Protocol
services have gradually replaced traditional public
switched telephone networks, requiring technological
neutrality of regulatory practices. In financial services,
e-finance and technological advances have reduced
the role of financial intermediaries, facilitated cross-
border trade and spurred innovative retail financial

Box I.1. The Importance of ISS Regulation - The Case of FS

The global financial crisis exemplified the paramount importance of adequate RIFs in financial services where the cost of
market and regulatory failure can be extremely high. Reasons for regulating include addressing market failures; avoiding
moral hazard; achieving prudential objectives of ensuring the viability, integrity and stability of financial systems; pursuing
domestic development objectives, including UA; and other objectives. Financial deregulation took place among broader
trends, including intensifying financial globalization; integration/consolidation of FS suppliers; proliferation of financial in-
struments often beyond control and understanding of regulators; growing equity markets and innovation in information
technology. The attendant challenges resulted in a parallel trend to adopt new regulations — so called “re-regulation” — with
focused instruments, institutions and practices that have become more important in the new deregulated environment.
Rapid developments have made it difficult for both developed and DC regulators to keep up, as highlighted by the current
crisis. Many cite regulatory and institutional failures as major reasons for the current financial crisis (e.g. lack of effective
regulation for new, complex and opaque financial products, hedge funds and credit rating agencies; excessive lever-
age creating vulnerabilities). Use of derivatives to spread financial risk was largely unregulated and untransparent. Weak
underwriting standards combined with unsound risk management added to the problem. Even in advanced countries,
policymakers, regulators and supervisors did not appreciate and address the build-up of risks, spurring calls for proper
reform, regulation and oversight. Some point to what they perceive as other weaknesses of regulatory systems: moral
hazard (regulators shying away from setting strict industry standards and instead opting for self-regulation; excessive trust
in the corrective forces of the market and consequent pursuit of policies of minimum interference with open markets and
international trade; and overly close relations between FS suppliers and regulators (distorting and reducing the effective-
ness of regulation). The current crisis also shows deficiencies of the international FS governance system. Challenges are
particularly serious for DCs and countries with economies in transition, given their special needs regarding financial de-
velopment and stability. However, it is these countries which may have the greatest difficulty in developing the institutional
and regulatory frameworks for their FS. Even in successful industrialized countries, establishing these frameworks required
considerable resources and a great deal of time. The various reform options are mainly aimed at bringing about a more
stable financial sector which can provide long-term financing to productive investment projects. Many also seek to achieve
a more socially efficient and equitable market through regulation. There is a need for international coordination, sharing of
information, and for regulators to aim at similar standards to avoid a race to the bottom in financial regulations. However
it would be a mistake to impose a common regulatory standard given there is no single regulatory system that is right
for all countries. Countries with different levels of development and regulatory capacity need to adopt different regulatory
approaches. By increasing the participation of developing countries in various agencies responsible for financial regula-
tion and for guaranteeing international financial stability, those agencies may develop a better understanding of different
regulatory requirements.
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products (e.g., derivatives, swaps, etc.) and financial
entities (hedge funds). While attractive (higher
yields) these products are also more risky, requiring
regulators to adapt to these new realities.

Several approaches and criteria have been identified
to assess RIFs’ effectiveness including (a) autonomy
from political authorities; (b) transparency before
institutional and  non-institutional  stakeholders;
(c) accountability to the executive, legislative and
judiciary; and (d) tools for institutional development.
Several institutional factors are prone to regulatory
failure. These comprise (a) limited regulatory
capacity; (b) limited accountability (leading to the
risk of collusion between various interested parties);
(c) limited commitment (often evidenced by the
recurrence of contract renegotiation); and (d) limited
fiscal efficiency. Institutional capacities of national
regulatory authorities can considerably compromise
regulatory process and outcome.

Institutions and procedures (regulatory governance)
are amongst the central determinants for the quality
of regulations. Specific institutions for implementing
and supervising sectoral policies and regulations
are novel: until the 1990s, most ISS were public and
self-regulated or regulated by a ministry. Policies and
tariffs reflected political concerns more than efficiency
and economic sustainability considerations.

There are two main institutional approaches: regulation
by contract and regulation by agency. The two can also
be combined. Under the first, objectives are pursued
through the establishment of contracts outsourcing
service provision, often via tenders or PPPs. Under the
second, a regulatory agency/institution is established
to oversee the functioning of a given sector. The
choice of the “best-fit” system depends on the sector’s
economic attributes; technological considerations,
countries’ economic, social, institutional and political
endowment and human and administrative resources.

Regulatory contracts (including PPPs, service
contracts, management contracts, leases/affermages
and concessions) are typically used in the context of
private sector participation, but can also help improve
the performance of state-owned utilities. When
regulating by contract, investment decisions are
directly made by the Government, requiring a good
understanding of the functioning of the market and
anticipation of different situations that may arise. Given
the difficulty of providing for all possible scenarios,
contracts should include re-opener clauses. Contract
implementation and enforcement require monitoring
which can pose capacity-related problems in
developing countries. Difficulties in regulating by
contract without pre-existing regulatory agencies were
experienced in Latin America and the Caribbean. Key
challenges relate to possibilities that investors behave
strategically. In the case of PPPs it is particularly
important that the private partner’s objective (i.e. to
maximize its profits) be aligned with the Government’s
objective to deliver efficient and effective services.
This can be done by the Government specifying the
quantity and quality of the services it requires, and by
the two parties agreeing upon the price of the services
concerned when concluding the contract. Various
forms of PPPs can be considered, including through
management contracts or investment funds. However,
there may also be some trends across sectors. PPPs
have yielded good results in telecommunications, but
less so in electricity and water.®

When regulating by agency, the Government
establishes a legally defined process by which terms
of supply (including prices) are formulated and
enforced. The regulatory agency has the capacity to
adapt to changing conditions; as a result, there is less
need to anticipate all eventualities. The responsibility
of institutions’ regulators varies between advisory
and decision-making powers, authority over few or
many issues and regulating private or public entities.

Box 1.2. Regulatory Impact Assessments

An important tool for improving the competence, credibility and legitimacy of regulatory institutions are regulatory impact
assessments (RIAs). These can be performed on an ex ante or ex post basis. In the first case the RIAs contribute to
refining regulatory reforms by systematically assessing benefits and costs of regulations, usually prior to implementation.
Such ex ante RIAs are promoted by in OECD countries through the OECD Guiding Principles for Regulatory Quality
and Performance. They are also increasingly used in DCs and can support capacity-building. Ex post reviews are pre-
scheduled, periodic, independent reviews of regulatory performance and impact, which look at both substantive and
governance-related issues. Such reviews, particularly when they involve the publication of recommendations, can offer
important lessons learnt. For example, the reviews of the Presidency and National Treasury in South Africa, have evaluated
the national electricity regulatory authority, concluding that it had not yet implemented a robust approach to price regulation.
Questions have been raised whether complex and resource intensive ex ante RIAs are the best use of DCs’ scarce human
and administrative resources. Ex post assessments and attendant lessons learnt can provide useful and pro-development
alternatives.
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Sometimes regulators are closely linked to policy-
making, with regulators determining — together with
Government — the right “policy mix” for achieving a
particular “objective mix”.

Some IRAs have been in place for several decades,
while others were established recently. Generally, IRAs
are established to facilitate private participation in
ISS. Many IRAs have had positive results, particularly
in telecommunications and electricity, but less so in
water and transport. Formally establishing IRAs is not
sufficient to ensure the expected outcomes. Instead,
what matters is credibility and stability, and recently
established IRAs must begin by building their role and
reputation and overcoming institutional fragility. It can
take time to effectively build and entrench governance,
management and organizational systems and
practices, particularly in developing countries that lack
qualified staff, funding, and legal traditions supporting
IRAs. Large gaps can exist between “law” and
“practice”, e.g., regarding regulatory independence.
High turnover of commissioners suggests evidence

for political expediency undermining regulatory
independence.
RIFs entail costs, through administrative and

human resources required for their implementation
and for businesses who have to comply with
them. Governments face numerous choices when
establishing IRAs. One such choice is between a
single-sector and a multi-sector regulator (for two
or more sectors). Benefits cited for multi-sector
regulators include: the potential to take advantage
of commonalities in different ISS, leading to similar
regulatory issues; economies of scope in regulating
sectors together; and better use of scarce human and
financial resources shared across sectors; effective
management of firms operating in more than one
sector; greater facility in addressing linkages between
sectors; better ability to resist political interference
(because broader constituencies give IRAs greater
independence from sectoral ministries). Moreover, a
focus on a single sector can prove difficult as sectors
are interlinked and mutually influence each other.
Given resource constraints, particularly in professional
and human capital, developing countries might benefit
from multi-sector regulators. Other choices relate to
establishing functional regulators (e.g. dealing with
functional issues such as universal service across
sectors instead of numerous issues specific for a
particular industry); industry-specific regulators (e.g.
infrastructure regulators regulating only infrastructure)
or infrastructure and content regulator.

The coordination between regulators and between
competition  authorities and  other  regulatory
authorities is important for achieving coherence
and improvements to ISS. The case of Indonesia’s

Commission for the Supervision of Business
Competition (KPPU) demonstrates the relevance
of harmonizing competition law and regulation
governing the sector and signing a memorandum
of understanding to facilitate cooperation between
competition authorities, regulatory agencies and the
Government. The memorandum of understanding
can be used to raise sector regulators’ awareness
of the existence of competition law and allow early
involvement by the competition authority in the
drafting of regulations to ensure compliance with
the competition law. KPPU also took the initiative of
monitoring implementation of the competition-related
provisions after the regulations had entered into
force. Regular interaction and collaboration between
services policymakers, regulators, trade negotiators
and civil society are essential to improve regulatory
outcomes.

Countries’ broader policy and legal realities matter,
as even well-staffed IRAs have difficulties operating in
environments where courts, commercial law systems
and other government institutions are dysfunctional.
Moreover, regulators can be driven into policy debates
and policy development, leading to further strains for
fragile institutions.

3. Developing Countries’ Constraints in ISS
Regulation

The quality and credibility of regulatory decisions
largely depend on the competence of regulatory staff.
The more is the discretion enjoyed by the regulator,
the greater is the need for trained, experienced and
competent staff. Scarcity of qualified staff is among
the most serious constraints faced by regulators.
Capacity-building and high-quality, relevant training
are thus vital for improving regulatory performance.

A recent global survey of regulators identified lack
of specialized skills as a major problem (30 per
cent of respondents cited insufficient training as a
significant constraint, and 61 per cent viewed training
as deficient and lacking continuity).* ISS regulators
often require significant numbers of highly skilled
professional staff, including accountants, economists,
lawyers and engineers. However, the problem of
certain low-income and small countries is not only
finding sufficient staff but also having staff-related
costs which are in line with the number of consumers
to which services are provided. A study of 13 Asian
countries found that 80 per cent of regulators had no
access to training and that regulatory offices were
usually understaffed.® Properly staffing regulatory
institutions carries high fixed costs, particularly for
small, low-income developing countries, and is
difficult to achieve. Skills and experiences required
for regulators are highly specific, and the most
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competent and qualified staff are often attracted to the
private sector. Targeted training and human capacity-
building, attractive employment conditions and hiring
from diverse backgrounds can help to improve the
situation.

Capacity-building are central to developing the human
capital of developing countries. Often, curricula
with trainers from industrialized countries and little
opportunity for subsequent learning and ongoing
professional networking give insufficient attention to
the specific needs of developing country regulators.
Regional training centres (e.g. South Asia Forum for
Infrastructure Regulation (SAFIR); African Forum for
Utility Regulators (AFUR) and Regional Electricity
Regulators Association (RERA)) can provide courses
and programmes tailored to the needs of the
beneficiaries.

Outsourcing  regulatory  functions to  external
contractors is common in developed and developing
countries alike, with regulators sometimes dedicating
up to one-third of their budgets to it. According to
a 2004 World Bank survey, most regulators (75 per
cent) outsource regulatory tasks and plan to continue
doing s0.6 Of regulators that do not yet outsource,
90 per cent plan to do so. Outsourcing can enhance
institutional effectiveness by improving regulatory
competence, independence and legitimacy. Decisions
about which functions to be outsourced can vary over
time. Outsourced functions include consulting or
technical support for regulators; advisory services or
expert panels; performance auditing; preparation of
public consultation documents; dispute resolution,
etc. Outsourcing, including that to expert panels, can
be particularly attractive in the short to medium term,
but can also be politically sensitive. It requires sound
contract management and effective skill transfer, and
should complement rather than substitute the building
of local regulatory capacity.

Twinning involves pairing regulatory institutions and
staff with similar mandates and goals. It can promote
effective institutional capacity-building, and has been
used by different bilateral cooperation agencies since
the early 1980s. Twinning has proved successful for
cross-country transfer of technical skills, knowledge
and best practices. Twinning commonly occurs on a
North-South basis but is it also increasingly common
on a South-South basis, as exemplified the twinning
arrangement between Jamaica and the United
Republic of Tanzania on utilities regulation.

Combining international and local expertise: Many
developing countries rely on international consultants
for drafting new regulations based on elements of
RIFs that are successfully applied across countries.
Instead of replicating key structural attributes of other

countries” RIFs, developing countries benefit from
adapting solutions to national human and institutional
capacities, varied market structures and different
degrees of government participation. Sometimes,
the local expertise needed to do so remains to be
developed. Costa Rica offers an example where local
expertise was developed by including training for
government/industry staff into the terms of reference
of external consultants.

If combined with a phased approach, hybrid
approaches allow for experimentation and a gradual
build-up of human and institutional capacity. Many
African countries initially establish hybrid regulatory
structures, often linked to sectoral ministries. Such
structures then tend to evolve into fully independent
and effective regulatory agencies. Hybrid approaches
are also implemented in price-setting: Thailand
successfully combined price-caps and rate-of-return
approaches.

Adopting a gradual approach: Sometimes, regulators
begin with the minimum RIF necessary to achieve
certain objectives. This allows developing countries
to establish a regulatory agency which initially
enjoys limited regulatory discretion and outsources
certain functions. As staff members become more
experienced, monitoring capacities are developed
and credibility acquired, the regulator gradually takes
on further responsibilities.

Research shows that effective RIFs can be greater
determinants of ISS performance than ownership or
management style. So both state-owned enterprises
(SOEs) and the private sector provision can be
relevant for specific infrastructure services depending
on the sector and specific country condition. However,
differential regulation may be required in each case.
It is therefore important that adequate attention be
given to developing and monitoring the institutional
dimensions of regulation. The corollary to the need
for regulations to be best fit to prevailing national
conditions is the need to constantly adapt the
institutional structure and process to new conditions.
Regulators are faced with the challenge of maintaining
a predictable environment in a time of unpredictable
economic, social, technological and environmental
changes. The institutional design of the regulator
needs to be flexible enough to adapt to market and
other realities while not compromising its credibility.

4. The Interface between Trade Agreements
and ISS Regulation

Regulation exists at different levels — national,
regional and international. The global trend towards
regionalism also manifests itself in ISS, with regional
trade in IS increasing (including South-South) and
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regional trade agreements (RTAs) covering ISS
(particularly through services and/or investment
liberalization chapters). Many RTAs contain specific
provisions on regulatory and institutional issues,
including cooperative mechanisms, training, regional
centres of excellence, etc. In EU integration, capacity-
building and technical assistance are offered to
assist new or future members implement the “acquis
communautaire”, which covers key aspects of ISS
regulations and institutions in a more liberalized
and competitive environment. Regional cooperation
continues to play an important role in building effective
RIFs. Regional regulation is often associated with
regional integration, harmonization and cooperation.
The development of cross-border infrastructure
networks, or infrastructure sharing, often occurs at the
regional level underpinning regional integration.

Pooling resources also occurs for regional training
centres that disseminate local knowledge in regional
context. They can help create networks of regulators
and improve understanding of local challenges and
problems through research and training on sector
reforms and regulatory trends to ensure relevance
to the needs of regulators in the region. Successful
examples include the Southern Africa Development
Community (SADC), South Asia (the South Asian
Telecommunications Regulators’ Council) and Latin
America (the Inter-American Telecommunication
Commission).

Regional expert panels allow for more efficient
use of scare resources and greater continuity and
consistency in technical assistance. They can assist
with the development of harmonized regulatory
regimes in support of regional integration. There
are also regional associations of regulators.
SADC actively pursues regional cooperation in IS
regulation. In the telecommunications sector, national
telecommunications regulatory authorities cooperate
through  the  Telecommunication  Regulators’
Association of Southern Africa on regulatory
harmonization and on capacity-building through a
regional training network. A framework for developing
capacity of the regulator at both national and regional
levels is therefore important.

International regulatory cooperation and cooperative
mechanisms are important in addressing cross-
border externalities, and overcoming regulatory
and institutional constraints, including resource
and capacity constraints at the national level. The
substantial majority of countries today are engaged
in some form of bilateral, regional or international
cooperation. Formal and informal cooperation
focuses on “hard” infrastructure facilities and policies
and regulations. “Softer” forms of cooperation
include regional regulatory agencies, expert panels

and associations, information exchange, regional
training and research, and “twinning” activities.
These forms of cooperation are not an alternative to
regulation. An UNCTAD survey using questionnaires
covering 66 regulatory authorities in ISS shows that
information exchange and participation in international
associations are the most frequently used forms of
such cooperation, followed by participation in regional
agencies and expert panels.’

There are close linkages between international rules
to liberalize services trade and RIFs for ISS. Typically,
barriers to services trade are not tariffs, but rather
domestic regulations. Hence, when liberalizing trade
in services, multilateral and regional negotiations
directly address countries’ regulatory measures.
The inclusion of services in the multilateral trading
system and regional trade agreements (RTAs) has
raised concerns over the potential conflict between
the liberalization and regulation of services and the
impact of trade rules on national regulatory autonomy,
i.e. whether trade agreements limit regulators’ ability
to regulate, if so to what extent and whether such
interaction is justifiable.

The General Agreement on Trade in Services
(GATS) recognizes Governments’ right to regulate in
numerous places, including the Preamble and Article
XIX (progressive liberalization), both stressing the
particular need of developing countries to exercise this
right. Also, the GATS’ positive list approach of taking
market access and national treatment commitments
and Members’ right to attach conditions and limitations
to commitments can help preclude undue constraints
on sovereignty and regulatory prerogatives.

Further issues regarding the right to regulate arise
from the GATS' coverage of key regulatory tools
(e.g. laws, regulations, rules, procedures, decisions,
administrative actions, or measure of any other
form) and institutions (e.g. central, regional or local
Governments and authorities; non-governmental
bodies in the exercise of powers delegated by
central, regional or local Governments or authorities)
and provisions for specific institutions (e.g.
Telecommunications Reference Paper (RP) requiring
IRAs). The GATS also affects regulatory flexibilities —
including for dynamic evolvement of RIFs — through
market access and national treatment commitments.
Experience with modifying commitments - and
attendant compensation requirements — remains
limited.

GATS obligations can guide towards good regulatory
practices. Provisions on transparency (article lll),
to avoid arbitrariness (article VI.1 on administering
measures in a reasonable, objective and impartial
manner); for due process (article VI on judicial,




10 THE REGULATORY AND INSTITUTIONAL DIMENSION OF INFRASTRUCTURE SERVICES - VOL. |

arbitral or administrative tribunals or procedures for
prompt review of administrative decisions affecting
trade in services — albeit subject to compatibility
with constitutions) serve as examples. Some GATS
provisions go beyond procedural and institutional
elements and also address the substance of regulatory
measures (Financial Services Understanding requiring
access for new financial services).

As part of the Doha negotiations, negotiations
are underway for the establishment of multilateral
disciplines on domestic regulations regarding
licensing requirements and procedures, qualification
requirements and procedures and technical
standards, so as to ensure that they are, inter alia,
consistent with the criteria listed above and do not
constitute unnecessary barriers to trade in services.
One outstanding issue is whether there should be
a “necessity test”, which some consider likely to
pose greater strains on the domestic regulatory
autonomy, and, if so, whether it should apply to all
services sectors where liberalization commitments are
made, or only to specific sectors (e.g. accounting).
Special and differential treatment (SDT) would be
part of disciplines, e.g. transition periods. Developing
countries have expressed that they need more room for
adapting their regulation to changing circumstances
given their lower levels of development of domestic
regulation, effective SDT and support in building their
RIFs.

Some bilateral and multilateral liberalization requests
focusing on the telecommunications sector contain

regulatory elements and a call for commitments to
all provisions of the Reference Paper, and that there
be no limitations on the establishment or number
of service suppliers (e.g. quotas, exclusive service
suppliers or geographic restrictions within a WTO
member’s territory). Negotiations on market access,
rules (subsidies and government procurement) and
domestic regulations all need to provide flexibility
and policy space for developing countries’ regulatory
experimentation and right to regulate.

Many South-South and North-South Agreements
include provisions relating to RIFs, including
cooperative mechanisms. The EU-CARIFORUM
Economic Partnership Agreement (EPA) — particularly
the telecommunications and financial chapters —
contains regulatory provisions (e.g., transparency,
public participation, multi-stakeholder approach to
regulation, international harmonization, definitions for
“regulatory authority” and suggestions for designating
universal access policies in telecommunications.
South-South Agreements, e.g. the Andean Free
Trade Agreement and MERCOSUR contain sector-

specific  regulatory frameworks (e.g., for the
telecommunications sector) which complement
liberalization.

While barriers to international trade in services appear
to stem largely from the differences in regulatory
systems the emphasis of trade agreements and
focus of policy-makers should not be on a reduction
of regulations per se, but on the management of
regulatory diversity reflecting each country’s legal

Box I.3. Regulatory Issues in the Two GATS Disputes

Several core issues raised in the only two GATS dispute settlement cases, the Mexico — Telecommunications (Telmex) case
and the United States — Betting and Gambling case also relate to the impact of GATS on national regulation. In the first
dispute the United States contended amongst other things that Mexico failed to ensure that Telmex, the largest operator,
interconnected United States cross-border suppliers of services on cost-oriented and sufficiently unbundled charges as
is required by the Telecom Reference Paper which Mexico had adopted. The Panel concluded that the difference between
the costs presented to it and the settlement rates was “unlikely to be within the scope of regulatory flexibility allowed by
the notion of cost-oriented rates” of the Reference Paper. Only costs related to interconnection itself can be reflected in
prices and costs for general development of the network and for universal service programmes were not considered rel-
evant to determining the cost basis for interconnection rates. While it was acknowledged that a Member State’s regulator
can choose from several pricing approaches to regulate interconnection rates and the requirement for reasonable, cost-
oriented and unbundled rates suggests a limited flexibility in terms of the ultimate results of the pricing approach selected.
The case illustrates the need for Governments to involve their trade and telecommunications authorities to work closely
together to make sure the trade commitments under the GATS are consistent with realistic telecommunications reform
agendas.

The United States-Gambling case which focused inter alia on whether the United States measures fell within the scope
of GATS Article XIV's general exceptions relating to the protection of public morals and/or public order and whether these
measures were a disguised restriction on trade in services demonstrated that specific commitments on market access
preclude even non-discriminatory (regulatory) prohibitions. This second case also points to the need for regulatory authori-
ties to pay attention to their country’s WTO commitments when they design or implement regulatory measures in sectors
liberalized under the GATS.
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Box I.4. Temporary Movement of Persons to Supply ISS

The liberalization of the temporary movement of natural persons (mode 4) in such professional categories as accountants,
engineers and technicians could be particularly relevant for the development of ISS. However, managing this liberalization
may remain a challenge as long as national laws and regulations dealing with immigration and labour do not distinguish
between mode 4 categories and the general pool of immigration. Moreover, where market access exist it is often rendered
meaningless by the non-recognition of the qualifications of services suppliers. Mexico's experience with its free trade
agreements (FTAS) in relation to professional services illustrated how trade agreements can contribute to liberalizing the
movement of categories of persons relevant for supplying ISS. It also reveals that developing countries should encourage
their professionals in various sectors to form strong national associations to express their interest in the FTA negotiations.®

traditions on the content and form of its regulations.
This fact makes the harmonization of services
regulation through trade agreements, especially at the
multilateral level, difficult and raises questions about
its desirability. Close collaboration between regulatory
authorities (including competition authorities in charge
of sector regulations) and trade ministries but also of
policy advice and assistance for RIFs in relation to
trade liberalization negotiations are crucial.

Addressing the interface between trade and
regulatory issues goes beyond the analysis of
how trade agreements affect regulation and policy
space. It requires the coordination of services trade
liberalization and regulatory reforms and the promotion
of information exchange and dialogue between
the trade and regulatory communities. lrrespective
of whether the impetus is provided by a trade
negotiation (at bilateral, regional or multilateral level)
or by a regulatory reform initiated autonomously by a
Government in ISS it is essential that policy-makers/
regulators consider the trade implications of regulation
and for trade negotiators to assess the impact of trade
commitments on policy space. This leads to the need
for policy-makers, regulators, and trade negotiators to
learn to speak the same language. For some this will
require moving beyond a sole focus on market access
and non-discrimination while for others this will imply
learning to integrate trade-related impacts in a cost-
benefit analysis of regulatory reforms.

International regulatory and trade cooperation can
play an important role in support of national efforts
to create effective, efficient and workable RIFs in
developing countries.

Conclusion

For reform of and trade in ISS to generate pro-
development outcomes, they need to be accompanied
by appropriate policies and RIFs. The latter must
be credible, sustainable and able to face multiple
challenges arising from the increasingly heterogenic
and complex characteristics of IS markets. Hence,
Government has a primordial role to play.

RIFs need to be adapted to local realities. A RIF’s
success depends on its compatibility with a country’s
needs and circumstances, and institutional and human
resource endowment. developing countries may wish
to select from different regulatory options, creating
hybrid models that are appropriate for their individual
country contexts. Effectively adapting best-practice
blueprints to local needs requires local expertise and
knowledge. Best-fit models can change over time, as
regulatory independence and capacity are built, turning
gradualism and experimentalism into key success
factors. RIFs need also be securely located within
the political, constitutional and legal arrangements
of individual countries. Complementarities between
different institutional arrangements make it difficult
to alter national systems in a piecemeal fashion.
Unorthodox, home-grown solutions, as suggested
by Rodrik8, could achieve desired outcomes at lower
costs for developing countries. Multi-stakeholder
consultations, including on poverty aspects and
involving civil society, consumer groups and the
private sector, are also important.

International trade agreements affect RIFs, by e.g.
removing regulatory measures, placing constraints
on Governments’ regulatory  prerogatives  or
inducing good regulatory practices. The suitability
of international commitments for local economic,
social and regulatory specificities is decisive for
overall outcomes. Concerns arise when international
obligations mandate one particular approach that
might not be well-suited for all. developing countries
require flexibilities for choosing the commitments
that best suit them. As RIFs evolve, trade rules
might lag behind and include outdated obligations.
Accordingly, agreements would need to be sensitive
to countries’ specific regulatory, economic and
social requirements. Regular interaction and cross-
fertilization between trade negotiators and services
policymakers, regulators and civil society can help
improve regulatory and pro-development outcomes.

Additional research is needed to assist developing
countries to identify and implement RIFs that can best
deliver development gains. Focus areas could include:
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identifying the different policy regimes required for
regulating privately and publicly owned enterprises,
understanding how RIFs need to evolve as countries
move along the development path and clarifying
whether trade liberalization commitments in ISS have
impacted economic and regulatory developments.
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Il. REPORT ON THE UNCTAD SURVEY
OF INFRASTRUCTURE SERVICES
REGULATORS: ENERGY, FINANCIAL, UWATER,
TELECOMMUNICATIONS, TRANSPORT SECTOR
REGULATORS AND COMPETITION AUTHORITIES®

Introduction

The United Nations Conference on Trade and
Development (UNCTAD) designed a survey'™ to
collect and disseminate data on regulatory agencies
in accordance with the recommendations of the
first session of the Multi-Year Expert Meeting on
Services, Development and Trade: the Regulatory and
Institutional Dimension, which was held in Geneva 17-
19 March 2009. The survey is annexed to this report.

The goal of the survey was to take stock of the
regulatory environment in key infrastructure services
(IS) in order to ascertain regulatory and institutional
practices, and challenges faced by regulators in
developed, developing and least developed countries.

The survey was sent out to all UNCTAD Member
States. Questionnaires were distributed through
emails to three groups of recipients:

* UNCTAD Member States through Permanent
Missions in Geneva;

* Selected national regulatory agencies;

* Selected regional organizations dealing with
infrastructure regulatory issues.

In total, the number of questionnaires sent out was
about 350. The number of responses received was 85.
The following tables provide some general information
on the responses received.

The survey was composed of 6 sections and 47
questions. Regulators were invited to answer each
question to the best of their knowledge.

The following sections of the report review and analyze
the responses received. Specific questions of the
questionnaire are used as headings for the discussion
of the various issues addressed. Responses received
are treated confidentially in that they are not attributed
to individual persons and/or organizations.

This report is divided into 6 sections. Section 1 covers
Institutional Issues. Section 2 addresses Regulatory
Substance and particularly issues relating to pricing,
universal access and the participation of foreign
service suppliers in domestic markets. Sections 3
deals with Staff and Staff Development Issues while
section 4 deals with Financial and other Resources
respectively. Finally, section 5 focuses on Various
Forms of Cooperation, including inter-governmental
and public-private cooperation, as well as cooperation
at bilateral, regional and international levels before
some general conclusions are offered in section 6.

Table I.1. Number of Responses according to Country Development Level and Sector

Development

Sector

Status Finance Telecom Multi-sector
1.Developed 6

2.Developing 13

3.LDC 2

Grand Total 21 21 16

Transport
3 3 29
4 4 44
1 12
12 8 7 85

Table 11.2. List of Countries according to the Number of Responses

Lcounty Tl

Algeria, Argentina, Barbados, Bhutan, Burkina Faso, China, Dominica, Grenada, St. Kitts and Nevis, St Lucia, St.

Vincent and the Grenadines, Finland, France, Germany, Ghana, Guyana, Kyrgyz Republic, Lithuania, Netherlands, 1

Nigeria, Romania, Trinidad and Tobago, Uganda, United Kingdom, United Arab Emirates, United States
Australia, Brazil, Canada, Chile, Egypt, Estonia, India, Jamaica, Japan, Kenya, Lesotho, Morocco, Peru, United

Republic of Tanzania, Zambia
Nepal

South Africa

Colombia, Switzerland
Mexico, Portugal

N

o o1 B w

Grand Total

85
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1. Institutional Issues

Is the regulator and independent regulatory
agency, an independent advisory agency
reporting to a ministry, a regulatory department
within a ministry, or other?

The independent regulator (i.e. the establishment of
an entity/institution separate from the policy maker/
ministry and the service providers) is a relatively recent
phenomenon in many countries and accompanied
the wave of reforms in infrastructures services in
the 1980s. By establishing independent regulators,
Governments seek to signal their commitments
to eliminating the influence of government entities
and dominant firms in IS markets. There is a clear
tendency in the increase in numbers of independent
regulators over time. However there remains a notable
difference in the prevalence of independent regulators
across sectors. While they are very common in the
telecommunications and financial services sectors
they tend to be less common in the electricity and
water sectors.

The results of the survey are consistent with the
literature and what has been observed in most
countries. The vast majority of respondents are IRAs
though some 30 per cent are still institutionally linked
to the relevant sector/line ministry in some form or
another.

As the above graph indicates the pattern is not
substantially different across respondents in function
of their development level. LDCs, however, reported
having less diversity in the type of entities in charge
of regulations as they did not report being either a
regulatory department within a ministry or another
form of regulator.

The results of the survey indicate that energy, finance
and telecommunications sectors all have more than
50 per cent of respondents that are IRAs. As expected
the transport and water sectors still seem to be largely
regulated by some form of arrangement within a
relevant sector/line ministry. As for agencies active in
several sectors (the multi-sector agencies) the very
fact that they were created to cover several sectors
implies that they are in their vast majority separate
from the different sector/line ministries involved.

When was the agency created?

The above graph was plotted on the basis of the
responses received to the question of when the
responding entity had been creating. It is interesting to
note that the regulatory entities that were created the
earliest are generally those that relate to the financial
services sector (e.g. central banks). The majority of
respondents, however, indicate that their institution

Figure I1.1. Level of independence of regulatory
agencies (IRAs) (%)

m Independent regulatory agency
= Independent advisory agency reporting to ministry
m Regulatory department within a ministry

Other

Note: Category “Other” includes. (a) the agecy is separte
from the decision-making process of the Ministry but annexed
to it and therefore has no legal personality; (b) the agency is
semi-independent with participation of the Ministry; and (c)
the agency is subject to public law in terms of legal entity, but
autonomous in operation.

Figure 1.2.  Degree level of independence of regulatory
agencies (IRAs) (Breakdown by development

status) (%

m Independent regulatory agency
m Independent advisory agency reporting to ministry
m Regulatory department within a ministry

Other

100 -
90 -
80 -
70 1
60 -
50 -
40
30 1
20 1
10 1

Developed Grand Total

Developing LDC
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Figure 11.3. Level of independence of regulatory agencies per sector (%)

90 -

80 -

70 A

60 -

50 -

40

30 -

20 -

10 1 Other
0 - : : : : ;

m Independent regulatory
agency

m Independent advisory
agency reporting to ministry

m Regulatory department
within a ministry

Energy Finance Multisector Telecom

was created in the 1980s. The regulators that reported
their creation date to be before 1980 include 9
regulators in the finance sector, 1 energy regulator, 1
multi-sector regulator and 2 water regulators.

How does the regulatory agency rate its level
of autonomy and from what source does it
derive the legal authority to carry out economic
regulation?

The concept of autonomy of the regulator as it is used
in this questionnaire is a slightly more complex or
subjective notion as it is based on self-assessment
by the institutions concerned. The independence/

Transport Water

autonomy of the regulator can be associated inter
alia with the source from which the institution derives
the legal authority to carry out economic regulation.
For the independence/autonomy of the regulator
to be real the institution must be established within
a broader legal framework. However, absolute
independence of regulatory bodies is neither possible
nor desirable.’™ Moreover, the independence and
autonomy of regulators can be related to staffing
issues (discussed in section 3) as occurrences such
as a high turnover of commissioners may undermine
regulatory independence.

Figure 11.4. Number of regulatory institutions over time

2050 -

2000 +

1950 -

1900 -

1850 -

1800 LI I

1 4 7 10 13 16 19 22 25 28 31

34 37 40 43 46 49 52 55

58 61 64 67 70 73
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It is generally considered that one of the criteria of
regulatory independence is that the regulatory agency
be created by law (or constitution), rather than by
decree or other subsidiary legislation. The inclusion
in the constitution of a country may be a more
burdensome and lengthy process which probably
explains why the majority of respondents answered
that they drew their legal authority from a law or statute
as opposed to the Constitution itself. Only a minority of
respondents (4 per cent) indicated getting their legal
authority from a governmental decree while almost 20
per cent indicated that their authority derived from a
combination of sources.

It is important, however, to consider whether the
institutional model is being contemplated for adoption
may be incompatible with established and accepted
legal or cultural norms in a country. One example is that
of a country’s constitution which prohibits a minister
from delegating final decision-making authority to a
non-ministerial body. Alternatives must in this case
be considered such as the creation of a body that
provides advisory opinions even if all final decisions
are legally required to remain with the minister.'?

Almost half of the respondents considered themselves
to be “completely autonomous” while a slightly smaller
proportion of them stated that they were “somewhat
autonomous”. All responding organizations which
considered that they were not autonomous were
of the category “Regulatory departments within a
ministry”. If one considers the answers of this group
more closely, 50 per cent of them consider themselves

Figure 11.5. Source of legal authority (%)

m Constitution = Combination
m Law/statute QOther
m Goverment Decree

as “not autonomous”, 37.5 per cent as “somewhat
autonomous” and only in 12.5 percent as “completely
autonomous”. Those who have declared themselves as
not autonomous strongly believe that being autonomous
is important for a regulator.

What sectors is the regulator directly involved in?

There are several options when establishing regulatory
institutions for infrastructure services. For example, it
is possible to choose between a single-sector and a
multi-sector regulator (for various sectors). For devel-
oping countries in particular there can be advantages
to establishing a multi-sector regulators linked with
the commonalities in the handling of economic issues
for various infrastructure services sectors: economies
of scope in regulating sectors together; better use of
scarce human/financial resources shared across sec-
tors; effective management of firms operating in more
than one sector; and greater facility in addressing link-
ages between sectors. One additional benefit that is
sometimes cited is a better ability to resist political in-
terference (because broader constituencies give the
institution a greater independence from sector or line
ministries).

The results of the survey show that many regulators
are involved in multi-sector agencies, or in regulating
several sub-sectors within a same sector (e.g. an
energy regulator active in the electricity and gas sub-
sectors). Also, many indicate that they are involved in
dealing with competition issues. These results reflect
both the interlinkages between sectors and sub-

Figure 11.6. Self-declared level of autonomy (%)

= Not autonomous
Omitted

m Completely autonomous
= Somewhat autonomous
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Table 11.3. Involvement of Regulators across Sectors

Direct sectors Number
regulated of regulators

Multi-sector
Competition 1 1
These
Energy " regulators 1
Finance 23 _ also 7
indirectly
Multi-sector 16 regulate the 3
Telecom 20 fgggn’,'r"sg 3
Transport 1
Water 1
Grand Total 85 17

Same sector, o No
bqubd_lstil’t%l:l Competition information

2 8 3
7 1 7
3 3 7
4 5 7
3 3
2 2
15 7 17 29

sectors as well as between work of sector regulators
and competition authorities.

Does a separate competition authority exist in
the country and do regulators and competition
authorities collaborate with one another?

In most countries sector regulators were established
in parallel to competition authorities. The work of
regulators tends to be of a general nature and to take
place ex ante (e.g. incentives for investors, granting
of concessions, determination of acceptable prices
levels), while competition authorities tend to intervene
ex post and on a case-by-case basis.

Given potentially overlapping functions, there is a
need for effective coordination to minimize uncertainty
regarding the jurisdiction of particular regulators and

Figure I1.7. Existence of a separate competition agency (%)

m Exists m Doesn't Exist

Table 11.4. Share of Respondents that Collaborate with

Competition Agencies (%)

1] Don't
Collaborate collaborate
7 2w | T4

Grand
| 100

to avoid confusion for consumers and the business
community.

The results of the survey suggest that in most
responding countries, sector regulators and
competition authorities do not collaborate with each
other. In cases where collaboration does exist, it
takes various forms, such as regular meetings and
exchange of information, ad hoc informal meetings
on topics of common interest, consultation with the
competition authority on draft regulations that may
have an impact on competition, providing opinions
upon formal requests from the competition authority.
In a few cases, collaboration is done through such
mechanisms as interface agreement, a protocol
or memorandum of understanding between the
competition authority and the sectoral regulator,
regular meetings and exchange of information.

2. Regulatory Substance

What pricing method does the regulator use and
what are challenges encountered?

Main targets of regulation in infrastructure services
sectors cover such aspects as market structure and
entry, pricing and universal access. Pricing is at the
core of economic regulation. The two main pricing
approaches are (a) rate of return and (b) price caps.
There also exists a hybrid approach in which some
cost changes are automatically passed through to
tariffs. Existing research shows that the type of pricing
regime has a bearing on overall infrastructure services
sectors performance.

The results of survey show that price cap seems to
be more common in all countries irrespective of
their development status, but it is more common in
developing countries than in developed countries and
LDCs. LDCs use the rate of return approach more
than developed and developing countries.
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Figure 11.8. Applied pricing methods
(Rate of return, price cap)

m Rate of Return (A) m Price cap and other (B)

m Price cap (B) Other methods (C)
Both (A and B) n/a
100 -
80 -
60 -
40 -
A and B
A and B [
C
20 - ¢ Aand B
n/a
n/a n/a
0 .
Developed Developing LDC

Table 11.5. Challenges in Price Regulation

(Multiple choices possible) (%)

] Share from total
List of challenges

a. Insufficient data availability 59.7
b. Unforeseen changes to market
" 371
conditions
c. Negative reactions by investors 25.8
d. Negative reactions by consumers 27.4
e. Other 14.5

The challenge lay in determining prices that struck a
socially acceptable balance between the interests of
investors and those of consumers. However, there are
anumber of difficulties associated with identifying such
socially-balanced prices. Among the key operational
challenges associated with price regulation is limited
data availability. Data requirements are demanding
and complicated by problems of information
asymmetry between regulators and service providers.
Enhanced transparency through independent
reporting or auditing is thus important.'®

Two other challenges need to be taken into account:
how to treat extraordinary events that impact earnings
and the treatment of controllable and non-controllable
costs.™ In some instances the regulator allows the
operator to pass through to customers changes in
non-controllable costs. A typical example of non-

controllable costs is the cost of fuel for electricity
generation which is traditionally considered beyond
the control of the electricity generator.'®

The results of the survey indicate that most
respondents agreed that insufficient data availability is
the major challenge in price regulation (accounting of
60 per cent of the responses) followed by unforeseen
changes to market conditions (37 per cent of the
responses).

Does the regulator have a specific universal
access policy for its sector and how are universal
access UA goals achieved?

Universal access is also an important aspect of infra-
structure services regulation as it used not only for
promoting investment and expanding these sectors
but also to achieve a country’s social objectives such
as ensuring access by all to essential services, to ex-
pand service delivery to certain un-served areas or to
deliver at affordable prices.

The results of the survey show that in all categories
of countries (developed, developing and LDCs) the
majority of respondents did have a specific universal
access policy. The percentage of respondents stating
that they have such a policy is significantly larger in
LDCs and developing countries than in developed
countries. One explanation for this may be that
universal access has already been achieved in certain
sectors in developed countries - through earlier market
development and reforms - so a specific policy is no
longer needed.

Regulation in this regard takes several forms including
universal service obligations, which can be imposed
on all or some of the services providers or subsidies to
either infrastructure services providers or consumers
or statutory universal services obligations on service
providers with a view to ensuring service delivery

Figure 11.9. Existence of a Universal Access Policy (%)

m No = Yes mn/a

LDC = 80 '
Developing = 81 .
Developed = 59 .
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Figure 11.10. Various options for universal service funding (%)
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suppliers

Obligation for some
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at an affordable price or to otherwise un-served
remote areas or poorer segments of the population.
Alternatively, many countries have opted to create a
fund to help advance universal access objectives.

The results of the survey suggest that universal access
obligations for some or all suppliers is the main approach
to achieve universal access goals (accounting for 72
per cent of the responses) followed by universal service
fund (32 per cent of the responses) and subsidies to
consumers (22 per cent of the responses).

The regulation and liberalization of services are two
phenomena that for a long time were kept separate.
Regulators did not normally have to worry about
the trade-related or discriminatory impact of their
regulations on foreign service suppliers. Moreover,
infrastructure services have traditionally been provided
by Governments. However, over the past decades,
with a world economy that is increasingly globalized,
reforms in countries to unbundle and open most
infrastructure services sectors to private participation
- including through privatization, PPPs, concessions,
build-operate-transfer, ~ foreign  investment  and
international trade - and the inclusion of liberalization
principles covering key infrastructure services sectors
in the multilateral trading system as well as the
bilateral, and regional services trade agreements
have led to the entry into domestic markets of foreign
services providers. This entry can take the form of

Figure 11.11. Entry into markets of foreign service suppliers

m Allowed (%) m Not allowed (%)

firms establishing themselves through commercial
presence of natural persons present in the market of
another country than his/her own to provide services
on a temporary basis.

The responses to the questionnaire indicate that in
the vast majority of cases foreign service suppliers
are allowed to enter into the domestic market, with the
financial sector and telecommunications taking the
lead in absorbing foreign presence. Foreign operators
are generally allowed to bring in their management and
expert personnel from abroad on a temporary basis.
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3. Staff and Staff Development Issues

Significant human resources and skills are required
in designing and implementing effective and efficient
infrastructure frameworks.

How is the regulatory agency managed?

Studies suggestthatbeingresponsivetobroad policies
of the government and ensuring independence is
important for effective regulation. In this sense, having
well defined professional criteria and transparent
process of appointments, ensuring appointments
for fixed periods and providing for the removal of
staff only for serious causes such as irresponsibility,
illegal act, or misconduct are key elements to gauge
independence from political intervention and being
subject to system of check and balances.

The results of the survey suggests that most of
the regulatory agencies are managed (a) through
a multimember board, chaired by board and
commissioners or (b) by a Director General, President
or Chairman.

Are terms the regulatory agency’s head(s) fixed
or infinite, who determines this and how can they
be removed?

The results of the survey also suggest that, in most
developing countries, the head or board of the
agency is selected by presidential appointment or
by departmental minister appointment (particularly
in developing countries). In developed countries
departmental minister appointments are fewer than in
LDCs. The survey also shows that the category “other”
captured the involvement of other stakeholders
such as the Head of State (the King), the Board of
Commissioners, the Supervision Board, or a public
contest.

Figure 11.12. The management of regulatory agencies

m Director General / President/Chairman
= Multimember body (Board/Commissioners)
m Other
Combination (A &B,A&C,A&B&C,B &C)

40
£ 32
30
2
20
15
10

35

Most of the surveyed independent regulatory agencies
indicated that the term of the head of the regulatory
agency is fixed. The maximum length of cumulated
terms for a head with fixed term contracts is 16 years.
When appointments of head of the regulatory agency
are indefinite, it is at the discretion of the president or
the department minister.

In most cases, respondents indicated that the head of
the regulatory agencies could be removed by the state
court of justice, the attorney general, the parliament or
the board of governors. The survey also shows that in
case the terms are fixed the regulatory agencies’ head

Figure 11.13. Involvement of different actors in the

selection of the head or board of the
regulatory agency (%)

m Presidential = Prime minister
m Cabinet Departmental minister
Parliament Other
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Figure 11.14. Maximum length of term for head of
agencies with fixed-term contracts

m Number of agencies

Developed
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Figure 11.15. The entity with the legal power to remove
the head of the regulatory agency (%)

m President Departmental minister
= Cabinet Other
Parliament m Several entities

m Prime minister

27
Kl
‘1
7
12 18
1/
14

can be removed for causes such as irresponsibility,
illegal act, misconduct, etc.

What is the number of total staff employed by the
regulator and what professions are represented
among the agency’s staff?

The following results were obtained in the survey
concerning composition of staff and term of
employment:

» Average number of staff employed is 678.

* The highest number of staff employed was 17
000 (an environmental protection agency) and the
lowest 8 (a regulator for postal services).

* 60 per cent of staff are employed for more than 5
years.

* In developed countries the staff is mainly composed
of economists, followed in importance by
administrative and lawyers. In developing countries,
most of them are engineers and administrative and
in LDCs, they are mostly accountants, engineers
and administrative.

* Most of the staff in regulatory agencies are
permanent.

Concerning staffing needs, the survey results indicate
that developed and developing country respondents
believe their total amount of staff is sufficient to fulfil
the agency’s responsibilities, while this is not the case
of LDC respondents. It is worth noting that, in the case
of developing countries, a large number of agencies
surveyed indicated that the total number of staff was
not sufficient to fulfil its responsibilities.

Is the total number of staff in your agency
sufficient to fulfil the regulator’s responsibilities
and which categories of professional staff does
the regulator lack?

The results of the survey indicate that over 60 per cent
of developed and developing country respondents
consider that they have a total number of staff which
is sufficient to allow them to fulfil their responsibilities.
In contrast less than 20 per cent of LDC respondents
consider that they are in that case.

When asked why regulatory agencies believed they
did not have the sufficient staff to fulfil the agencies
responsibilities, respondents indicated this was due
to lack of financial resources (they cited uncompetitive
pay, growing demand in tasks and responsibilities not
matched with budget increases and public sector
cutbacks) and lack of qualified professionals in the
labour market.

Building regulatory capacity is an essential element to
making regulation effective. Various organizations and

Table 11.6. Composition of Specialists in the Regulatory Agency (Simple average in percentage) (%)

a. Economists 17.7 11.6 11.8
b. Lawyers 13.8 8.3 5.1 9.7
¢. Accountants 1.6 71 18.7 6.8
d. Technicians 11.2 9.0% 6.5 9.4
e. Engineers 12.7 14.8 14.2 141
f. Advisors 1.9 4.4 34 3.5
g. Administrative 14.5 14.0 13.6 141
h. Other 13.4 21.5 18.3 18.6
Not defined/missing 13.4 12.5 8.6 12.0
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Figure 11.16. Evaluation of whether existing number of

staff is sufficient to fulfill the regulatory
agency’s responsibilities (%)

m Ambiguous m Omitted
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Developed Developing

Figure 11.17. Evaluation of whether the number of high-

level professional staff is sufficient to fulfill
the regulatory agency’s responsibilities (%)

m Ambiguous m Omitted = No Yes
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Figure 11.18. Nationality of consultants

m National and

National consultants (A)
Foreign (A and B)

m Foreign consultants (B)
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donor countries have devoted resources to enable
developing countries retain the services of consulting
experts to work with and to train regulators. Others
have made this a conditionality for loans or grants.
However, while all of these programs are useful, they
are not necessarily fully sustainable on their own and
sufficient efforts have not necessarily been expended
to ensure effective capacity building. It is important,
therefore, for countries with functioning regulatory
systems, or even contemplating them, to fully support
the requisite intellectual infrastructure that will not only
assist in the building human resource capacity, but
will also enrich the debate on regulatory matters.'®

With respect to high level professional staff, the
majority of regulatory agencies in developed and
developing countries (75 and 68 per cent respectively)
believed their number of staff is sufficient to fulfil the
agency responsibilities. This was not the case in
LDC respondents (only 25 per cent thought they had
enough professional staff members).

When asked about how does insufficient number of
high level professional staff limit their performance, the
agencies responded that it affects their monitoring,
analysis and enforcement capacity, delays decisions
and affects the quality and coverage of activities. The
data collected in the survey indicates that high level
professional staff specialized in economics and law
are most needed.

What has been the experience of the regulator
with private consultants?

The use of consultants can complement regulatory
capacity and help improve regulatory performance,
particularly in IRAs that are intensive in knowledge
and information technologies. Ensuring an effective
transfer of skills between the consultant and regular
staff of the regulatory agency is important to avoid
substituting the local regulatory capacity.

With respect to the services of consultants by
regulatory agencies, the survey indicates a high
percentage (98 per cent) of regulators of use of
consultants irrespective of the development status.
Agencies also indicated they generally believed their
experience with consultant services was good.

Results of the survey also indicate that among LDC
respondents none indicated relying solely on nationals
consultants.

Outsourcing of certain functions can be an efficient
manner to make up for they lack of human resources.
External experts can for example provide inputs as
advisors to improve competence or as decision-
makers in order to enhance the independence
and legitimacy of the regulator when necessary.
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Figure 11.19. Type of functions outsourced to
consultants (%)

m Drafting new regulation
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However, this does give rise to a number of issues
including potential conflicts of interest introduced by
outsourcing. While it is expected that the consultants
recruited will be independent politically, they can in
some case represent certain interests (i.e. favouring
a particular company), thus putting into question the
legitimacy and independence of their services. For
outsourcing to be successful, several criteria can
be used including ensuring: (a) clear criteria of what
needed to be done; (b) engagement of an appropriate
consultant familiar with the issues at hand; and (c) a
consulting contract with clear terms of reference and
provisions spelling out criteria for the dismissal of
consultants if the terms of reference were not met."”

The results of the survey show that the functions that

are mostly outsourced to private consultants include
technical and advisory services, followed by drafting
of new regulations and performance auditing.

An alternative reason for periodically retaining the
services of outside consultants (both nationals and
foreigners) would be to provide an independent
assessment of the regulatory system and assess
the performance not only of regulatory agencies, but
the entire regulatory system, including the relevant
laws, processes, resources, governmental actions,
institutional arrangements, substantive provisions
such as ratemaking and tariffs, market rules, and
other issues.'®

What incentives does the regulator use for new
recruits?

Staff incentives are important in terms of recruiting and
retaining staff and securing national competencies
with respect to regulation, particularly in cases where
the number of professionals is limited. The results of
the survey indicate that health insurance (59 per cent),
competitive pay with respect to the private sector (58
per cent) and vacation time (45 per cent) are cited as
the most common

How does the regulator ensure staff
development?

The competence of regulatory staff is important for
having an effective regulatory quality and the credibility
of regulatory decisions. Capacity building efforts
therefore need to be continuous to have a real impact
on human resources. In this sense, ensuring staff
development is a key aspect to building skills related
to guiding, negotiating, regulating and monitoring
infrastructure frameworks.

The results of the survey show that the preferred
training programmes are seminars and conferences
and on the job training workshops, while e-learning
courses and consultant-pairing seem to be less
popular. Regulators indicated the following skills,
shortcomings and training needs in the survey.

Table I1.7. Other Incentives Provided for Recruitment and Retaining of Staff

Prestige Being nominated as a civil servant

Enabling environment, convivial environment, flexible working arrangements,
job security, challenging environment

Working environment

Support for studies
Support for housing

Other types of support (financial)

Non financial support

Specialized training, paying Ph.D. and master’s programs, study aid
Housing allowance, soft loans, repaying water charges consumption,

Fuel allowance, bonuses, pension funds, pension allowances, life insurance,
transport allowance

Paternal leave, parking
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Figure 11.20. Methods used for staff development (%)
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4. Financial and Other Resources

What are the regulator’s sources of revenue and
are these sufficient to fulfill requlatory tasks?

Financial resources are key to establishing effective
and efficient regulatory frameworks in infrastructure
services, particularly in sectors affected by changing
technologies and characterized by sunk costs and
where regular investment for maintenance is required
(i.e. energy and transportation). Budget sufficiency
and reliable sources of funding are key elements
to establishing regulatory credibility and ensuring
universal access.

The survey results indicate that, in most cases, the
revenue comes from the Government. However, there
are differences per sector with respect to the sources
of funding. For instance, the competition authorities
generally rely only on Government funding and most
of the funding for the transport sectors also comes

from Government sources. In the case of energy, most
of the revenue comes from sales and in the case of
telecommunications from license fees.

Regarding whether financial resources were sufficient
to fulfil regulatory tasks, most of the responding
regulatory agencies in developed and developing
countries answered yes (respectively 72 and 66 per
cent), while only 33 per cent of LDC respondents
answered this was the case. The question as to why
agencies believed they were underfunded received
the following responses:

* The industry/sector requires extensive technical
expertise and constant updating of technologies.

e High cost of ensuring universal access to essential
Services.

e Dependence on foreign aid which is sometimes
insufficient.

* License fees/services fees are not sufficient to cover
agencies expenditures.

Table 11.8. Skills Shortcomings and Training Needs

Specific needs

Design of policies

Strategic planning, risk modeling, market analysis and regulatory impact analysis

- Regulatory finance, drafting laws, auditing, renegotiation of concession contracts
- Competition analysis and promotion, including unbundling and significant market
power

Developing empathy capabilities

Regulatory oversight, monitoring performance
and assessment of regulatory systems
Handling consumer complaints

Regular updating of skills in connection in
highly technical issues

Air transportation specifics
Other

Regulation in the Internet and telecommunications sectors

Air safety, training for flight operations, aeronautical cartography, flight transit
Communication skills, teamwork, language, crisis management
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Figure 11.21. Sources of revenue (average, as % of total
revenue)

m Licence fees = Goverment revenues
= Levy from sales revenues Other
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* Having to confront unforeseen expenses due to a
particular circumstance.

Is the regulator adequately equipped to complete
regulatory tasks and what equipment or
technology does it lack the most?

With respect to equipment, most regulatory agencies
in developed (62 per cent) and half of the agencies
in developing countries (52 per cent) indicated they
believed they were adequately equipped to fulfil their
regulatory tasks. The majority of LDC respondents (72

per cent) on the other hand, believed they were only
“somewhat well” equipped to perform their tasks.

Most of the responses (from agencies who con-
sider that they are not adequately equipped) point
out that the lack of software was the most pressing
need among other options. When answering “Other”
respondents clarified that this related inter alia to
video conferencing equipment, testing laboratory for
communication equipments, testing device for Elec-
tromagnetic Radiation (EMR), radio frequency moni-
toring equipments, software for billing and Human Re-
source management, monitoring equipment, security
equipment, and specialist quality testing equipment.

5. Various Forms of Cooperation

Does the regulator cooperate with other
countries, under what form and how would it rate
its experience to date?

Cooperation  (including inter-governmental and
public-private cooperation, as well as cooperation
at bilateral, regional and international levels) offers
opportunities with respect to regulation, such as:

* developing harmonized regulatory regimes;

e transferring technical skills, knowledge and best
practices; and

e pooling regional resources, to increase the

effectiveness of regulatory institutions and reduce
costs.

It is also possible for regulators to coordinate in a
very formal way, e.g. by developing a joint manual on
regulatory accounting, common practices on service

Figure 11.22. Sources of revenue (Average, Breakdown by sector) (%)
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Figure 11.23. Evaluation of Whether the Agency’s

Financial Resources are Sufficient to Fulfill
Regulatory Tasks (%)

m Yes = No = Omitted

DevelopedD eveloping LDCs All
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quality information, common filing and reporting
requirements, and other matters. This reduces the
work burden on individual regulatory agencies and
personnel. That type of formal cooperation might be
very useful for regulators in developing countries.
It might also lead to more meaningful interaction
betweenregulators thanis customary (e.g. interactions
during conferences). Another means of interaction,
which has recently been tested, is a peer review
process where a team of regulators from a group of
countries, visit a regulatory agency and evaluate its

Figure 11.25. Equipment or Technology that the
Regulatory Agency is Lacking

m Computers m Access to Internet
m Software Other

o1 15
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performance, processes, structure, and issues. While
the process is too new to be able to fully assess its
effectiveness, the concept holds promise.'®

In developing countries, international regulatory and
trade cooperation play an important role in support
of national efforts to create effective, efficient and
workable infrastructure framework, as it can address
cross border externalities and overcoming regulatory
and institutional constraint at the national level.

The results of the survey show that cooperation is
present in all sectors analyzed and very widespread.
100 per cent of all respondents representing
competition authorities, telecommunications and
water regulators said they were cooperating with
other countries. Over 80 per cent of regulators from
the energy and finance sectors as well as multi-
sector regulators also indicated that they cooperate
with other countries as do 71 per cent of transport
regulators. Furthermore, this widespread cooperation
exists irrespective of development status.

According to the survey results, the most common
form of cooperation is information exchanges,
followed by participation in international associations
and participation in regional expert panels. Other
forms of cooperation that the regulatory agencies
included: cooperation related to human resources
(internships, training, secondments) and regional
guidelines to develop regulation.

Half of the regulatory agencies (51 per cent) believed
their experience of cooperating with other countries was
“good”, while 39 per cent believed it was “excellent”.
None of the respondents rated their experience as poor.
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The questionnaire sought insights mainly with respect
to cooperation between regulatory agencies from dif-
ferent countries. However, other forms of cooperation
are relevant and include: cooperation between service
providers from different countries leading to the devel-
opment of cross-border infrastructure networks or in-
frastructure sharing as well as regulatory cooperation
between authorities and service providers and other
stakeholders (e.g. self-regulation and co-regulation).

Conclusions

The 85 completed questionnaires provided UNCTAD
with provided very useful insights on key institutional
and regulatory issues affecting infrastructure
services sectors as well as more specific challenges
and constraints faced by sector regulators and
competition authorities in terms of their staffing and
staff development initiatives, financial resources and
the forms of cooperation that they engage in.

Figure 11.26. Cooperation with Other Countries (Breakdown by sector) (%)
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Figure 11.27. Forms of Cooperation (%)
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Figure 11.28. Rating of the Cooperation with Other

Countries (%)

m Excellent = Good m Fair Omitted
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The results of the survey indicate that in many cases the
challenges faced by regulatory agencies are similar,
irrespective of their development status. However, in
several cases LDC respondents answered in a manner
that was significantly different from their developed
and developing counterparts. This was the case for
example, when it comes to staffing needs, particularly
in the professional category, equipment needs and
financial constraints. This points to the necessity

for LDC-specific support and programmes that
promote the development and further strengthening
of regulatory and institutional frameworks.

As concerns an evaluation of the survey itself number
of other difficulties that appeared from the analysis
of responses received (e.g. the need to clarify the
terminology used by providing definitions at the end
of the survey, the need for more “closed” questions
as opposed to asking the respondents to provide an
independent or “open” response, the need to provide
more guidance to the respondents®® and possibly
the need for a section of the questionnaire that can
be answered by all and sector-specific section when
the issues discussed are not relevant for all sectors
or not comparable across regulators). UNCTAD
suggests that the survey become a regular feature of
the next sessions of the Multi-Year Expert Meeting on
Services, Development and Trade: the Regulatory and
Institutional Dimension. This would allow for some
fine-tuning of the questionnaire and the opportunity
to focus on specific issues that will have come out of
the discussions of the second session of the expert
meeting, to be held from 17-19 March 2010. This would
also provide a unique opportunity to assess the extent
to which the ongoing economic and financial crisis
but also the climate change challenges will impact on
countries regulatory and institutional frameworks.
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ANNEX I1.1
QUESTIONNAIRE FOR INFRASTRUCTURE SERVICES REGULATORS

The United Nations Conference on Trade and Development (UNCTAD) has designed this survey to collect and
eventually disseminate data on regulatory agencies in accordance with the recommendations of the Multi-Year
Expert Meeting on Services, Development and Trade: the Regulatory and Institutional Dimension, which held its
first session in Geneva 17-19 March 2009. The goal of this survey is to take stock of the regulatory environment
in key Infrastructural Services (IS) in order to ascertain regulatory and institutional best-practices, and challenges
faced by regulators in developed, developing and least developed countries.

This survey is composed of VI sections and 47 questions. Please answer each question to the best of your
knowledge. Responses will be treated in a confidential manner and will not be attributed to individual persons
and/or organizations.

PLEASE COMPLETE AND RETURN THE SURVEY BEFORE END OF OCTOBER 2009.

LA\ F= T Lo 0T =T o T T 1= o)
Your POSItION OF Tl iR
Name of the agenCyY/MINISIIY: ... e n e s e e e me e e e emm e e e e emn e s e e nmneean

(70T 0 o1 /S

. REGuLATOR
1. Are you:

a. An independent reguIAtONY AQENCY ... ..o..iiiiii e O
b. An independent advisory agency reporting to a MinNiStry .......occcoiiioiiii O
c. Aregulatory department within @ mMiNISIY ..o O
d. OhEr (DIEASE SPECITY) ...ttt O
2. When was the agenCy Created? ........ccooicoccirrreeeererereeesssseeresssmressssneessssssesssssnsesssssneesessnnessessnnesessneessssnnes

3. Does the agency/ministry derive its legal authority to carry out economic regulation from:

. CONSHEULION. ..o O
D LAW/SEAEULE ...ttt O
C. GOVEIMMENT AECTEE ... ...t O
Qe CONIACE ... e O
e. Combination of the above (Please eXPIAIN) ..o O
f. OLNET (PIEASE BXPIAIN) ...ttt O
4. How would you rate your level of autonomy?
A, COMPIELElY AUIONMOMOUS ...ttt O
D. SOMEWNAL QUIONOMOUS .......iiiiiiii e O
C. NOT QUEONOMOUS ..o ettt O

5. How would you rate the importance of autonomy as a prerequisite for an efficient regulator?

Q. VBIY IMIPOITANT ..ottt O
D. SOMEWNAL IMPOMANE ..., O
C. UNIMIPOITANT . O

d. OtEr (DIEASE BXPIAINY ....v.veeeeeeee ettt ettt O
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6. What sectors are you directly involved in?

Q. ENEIGY/EIECIIICITY ..ot
D. TElECOMMUNICATIONS ....oiiiii e e e
G VBT e
. FINANCIAL ..o e

L BANKING o

. INSUFAINCE .o e e
€. TTANSPOMT ..o
B COMPELION .o
G- ONET (PIEASE IS) ...t

7. What sectors are you indirectly involved in (please check all that apply)?

Q. ENEIGY/EIECIICITY .oiiiiiiiie ittt
. TEIECOMMUNICALIONS ... e
O WALET e
. FINANCIAL Lo

L BANKING e

I INSUFAINCE .ot
€. TTANSPONT ittt e e
F COMPELLION et
G ACCOUNTING ottt ettt
N ONEr (DIEASE TIST) ... e

8. Does a separate competition authority exist in the country?

9. If the competition authority exists do you collaborate with it on issues specific to your sector
(e.g. anticompetitive safeguards)?

i. What mechanisms, if any, are in place to avoid overlapping functions and ensure effective

COlADOIAtIONT ..

10. What pricing method is used by your organization?

A, RIS O TEIUIN o e e
. PrICE CaAP .ot

11. What main challenges do you face with price regulation?

a. Insufficient data availabiliy ...
b. Unforeseen changes to market CONAItIONS .........ooiiiiiiiiii e,
C. Negative reactions DY INVESTOIS .......iiiiiii e
d. Negative reactions DY CONSUIMENS ..........oiiiiiiiiiiii e
€. OFher (DIBASE lIST)  1.oiiiiiiiii e

12. Do you have a specific universal access policy for your sector?
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13. If yes to question 12, how are universal access goals achieved?

a. Universal service obligations for SOmMe SUPPIETS ©....o.viiiiiiiiiiii e O
b. Universal service obligations for all SUPPIIEIS .......oviiiiiiii i O
C. Tax and other INCENLIVES TO SUPPIEIS ....iiiiiiiiiii i O
d. SUDSIAIES 1O CONSUMIETS ...t O
€. UNIVEISAI SEIVICE UNG ..ottt O
£, OHNEE (DIEASE lIST) ..o O
14. If you use universal service fund, how would you rate your experience with this mechanism?
A EXCEIIBNT . O
. GIOOM. ... O
G BT L O
e P OO e O
PlEASE COMIMENT: ... e

16. If foreign operators are present in the country, are they allowed to bring in their
management and expert personnel from abroad on a temporary basis?

17. Are you involved with consultations regarding bilateral, regional or international trade
negotiations or in other trade -related work with the ministry in charge of trade agreement
(e.g. Foreign Affairs or Ministry of Trade)?

A N O O
D Y O
L AN WHAE CAPACITY? .
Il. STAFF

1. How is the regulatory agency managed?

a. Director general/President/Chairmman ..........oiiiii e O
b. Multimember body (Board/COMMISSIONETS) .....c..coviiiiiiiiiieie e O
C. Other (DIEASE EXPIAIN) .. ot O
2. How is the head or board of the agency selected?
a. Presidential @ppROINIMENT ...o.viii e O
D. Cabinet @PPOINIMENT ... it O
C. Parliament @pPOINTMENT ... O
d..Prime Minister apPOINTMIENT ... ..o O
e. Departmental minister apPOINTMENT ..........oiiiiii e O
f. Other (DIEASE EXPIAIN) .ot O

3. Are regulatory agency heads’ terms:

a. Fixed (please specify maximum length of term) ... O
b. Indefinite (please specify at WhosSe AISCIELION ... ..ciiiiiiiii i O




PART ONE: OVERVIEW 33
L P ESITBNT O
1. CADINGE ... O
i1, PAIAMENT ... oo O
IV, PrIME MINISTET ..o e e O
V. DEPartMENT IMINISTET ..o O
Vi, Other (DIEASE EXPIAIN) ... vttt O
4. If terms are fixed, are they the same term as the period between elections or different from
the period between elections?
B SAIMIE Lot O
. DIfFEIENT ... O
C. Other (DIEASE EXPIAINY it O
5. Under the law, who has the power to remove regulatory agency heads?
B PTESIABNT ... O
. CADINEL ... O
C. ParliAMEBNT oo e O
. PIIME MINISTET .o O
€. DEPAIMMENT MINISTET ...ttt ettt ettt ettt O
T Other (PIEASE EXPIAIN) ... i O
6. If their terms are fixed, are regulatory agency heads subject to dismissal before the end of
their term?
B N O O
D Y oo e O
L FOT @MY TEASON ...t O
ii. For specific reasons (please list some examples DEIOW)..........coviiiiiiiiiii O
7. What percentage of your staff have you employed for:
Q. LESS TNAN TWO YBAIS ..o %
. TWO 1O TOUF YEAIS ... %
C. MOTE thaN fIVE YEBAIS ..ot %
8. What is the number of TOTAL staff employed in your agency?
9. How many of each of the following specialties are there among your agency’s staff?
. B CONOMISTS i O
. LAWYETS .o O
e ACCOUNTANTS ... O
. TECRNICIANS oo O
€. ENGINEETS ..ottt O
L AGVISOIS L. O
e AAMINISIIALIVE L. .. O
N OTNET (PIBASE TISL) .t O
10. Is the TOTAL number of staff in your agency sufficient to fulfil the agency’s responsibilities?
B Y ittt O
D. NO (DIEASE EXPIAINY ...ttt O
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11. Is the number of high-level professional staff in your agency sufficient to fulfil the agency’s
responsibilities?

B Y oo O
b. No (how does this limit the performance of the agenNCY?) .........ocooviiiiiiiiiii e O
12. What is the ideal number of high-level professional staff that you would like to have? .......................

13. In what fields of specialization are you lacking high-level professional staff?
(== ET= N 1SS = IR (gt =T o] o

14. What is your proportion of permanent to temporary staff?

Q. PEITNANENT oo O

. TEIMIPOTAIY .. O
15. Have you relied on the services of private consultants in the past?

. YOS O

D N e e O
16. If you have used the services of private consultants, are these consultants:

Q. NAONAI CONSUIANTS ... ..o ettt O

D, FOr@IgN CONSUIANTS ...t O

17. Which functions did/do you outsource to private consultants?

a. Drafting NEW FEGUIATION ... ..o O
D. TECNNICAI SUPPOIT ... e O
C. AGVISOTY SEIVICES ...ttt ettt O
Qe EXPEIT PANEIS ..ottt O
€. PerformanCe @UAITING ...ooeii oo O
f.Preparation of public consultation dOCUMENTS .......oiiiiiiiiiicc e O
. DISPULE TESOIULION ... i O
N. Other (DIBASE SPECITY) ..o O
18. How would you rate your experience with their services?
Q. EXCRIIBNT o O
. GOOT. . O
G T e O
e P OO e O

B Y it e O

D NO o O
20. What types of incentives do you provide for new recruits (please check all that apply)?

A HEAIN INSUIANCE. ... e e O

b. Competitive pay With PriVaE SECIOT ... ..ot O

G SIGN=ON DOMUS ...ttt O

A VACEHON HME ..ottt ettt O

€. Other (DIEASE lISEIN AELAI) ... ...ovee oottt O
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I1l. STAFF DEVELOPMENT
1. How do you ensure staff development (please check all that apply)?
. NO SAFF EBVEIOPIMEN ...ttt O
D. SEMINAIS/CONTEIENCES ....iiiiiiiiiiii e O
C. ON-thE-JOD TrAINING. ...t O
Ao WOTKSIOPDS. e O
€. CONSUIANT PAIMING ...ttt O
f. High level university courses (.g. M.A. OF NIGNET) ..o O
G ErCOUISES i O
h. Training abroad (please iNdICAte WNEIE) ..ot O
. OtNET (DIBASE EXPIAIN) ...ttt ettt ettt ettt O
2. What form of training/skills do you mostly lack (please list all that apply)?.....ccccccmiiiiriiicmrreiinsccceeeeeen,
3. If you are not currently engaged in staff development activities, what are your constraints?
[ L= TST= N =3 = I T= L= T o] o Y R
IV. FINANCIAL RESOURCES
1. What percentage of revenue do you get from the following sources?
Q. LICENSE TBES .ttt %
D. LEVY fTOM SAIES TEVENUES ...ttt %
C. GOVEINIMENT TEVENUES ...ttt %
. ONET (PIEASE lIST) it %
2. Are your financial resources sufficient to fulfil your regulatory tasks?
B YOS O
D. NO (RIEASE EXPIAINY ...t O
3. What is your estimated ratio of employee to CUSTOMEr? ... e
V. EQuIPMENT
1.How adequately are you equipped to fulfil your regulatory tasks?
A VBIY WL e O
D. SOMEWNAT WEIL ..o O
C. NOE WEIL e e O
2. What type of equipment or technology do you mostly lack?
B COMPULETS ..ot O
. SOMWAIE ... O
C. ACCESS TO INTEINET ..o e O
d. Other (please list all that @PPIY)......ooviiii e O
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VI. INTERGOVERNMENTAL AND PuBLIC-PRIVATE BILATERAL, REGIONAL AND INTERNATIONAL
COOPERATION

1. Do you cooperate with other countries?

B N D e O
D Y oo O
i. If Yes please list WhiCh COUNIIIES ..o
ii. If Yes please list what form of cooperation:
. TWINNING ettt ettt ettt O
b. Participation in regional @QENCY ........coviiiiiiii e O
C. MURINALIONAI TEQUIBTOTN ... O
d. Regional @XPEIT PANEIS ... ..ot O
e. Participation in international @SSOCIAtIONS ...........oiiiiiiio e O
£ INFOrmMation EXCNANGES ... .ot O
. OhEr (DIEASE SPECITY) ...ttt O
2. How well would you rate your experience with other countries?
B EXCEIIENE ..o e O
D GIOOM .. O
O T e O




PART TWO:
KEY REGULATORY AND INSTITUTIONAL
ISSUES IN INFRASTRUCTURE SERVICES
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l1l. THE REGULATORY AND INSTITUTIONAL
DIMENSION OF INFRASTRUCTURE SERVICES

Jon Stern?’

Introduction and Scope of Paper

This introductory section consists of a short historical
overview to provide a context within which the
chapter discusses the purpose and framework of
infrastructure regulatory industries (“utilities”) such
as telecommunications, electricity, natural gas, water
and sewerage, postal services railways and other
transport industries.??

. . 23
Historical Context

Since 1980, there has been an enormous change in
the methods of operation of infrastructure industries.
For most of the twentieth century, in Europe, in
Australasia and in most developing countries,
infrastructure industries were publicly owned. They
typically operated as full vertical and horizontal
monopolies within their defined national, provincial,
regional or local area. In Western Europe and some
other countries, from the 1950s, these industries
were operated on an increasingly commercial basis,
but subsidies and cross-subsidies were widespread
and much if not all investment was financed by public
revenues, including government tax revenue rather
than from private sector lending. Among developing
countries, with few exceptions, public ownership was
the norm and commercialization was very limited
indeed.

Since 1980, commercialization of the operations of
these industries, and private finance of their invest-
ment have become much more prevalent across the
world. This is true not only of Western Europe and
Australasia, but also of the countries of Central and
Eastern Europe and the Former Soviet Union, in Latin
America, in China and other Asian countries and in-
creasingly in Africa. Sometimes this process has been
via full privatization (particularly in telecommunica-
tions) but, in many countries, the State (or regional/
local Government) has retained partial ownership or
has kept ultimate ownership (via the use of national
or local concession contracts). This latter pattern has
been relatively common in electricity and natural gas
distribution and even more so in water and sewerage.

These post-1980 developments are not, however,
something new. When infrastructure industries
emerged in the nineteenth century (the railways and
later town gas and electricity), they and their networks
were usually developed by private sector operators,
frequently operating under something like a 20-25
year concession contract. This was true of both United
Kingdom and French railways — as well as electricity

and town gas — and this model persisted until 1939
in these countries and others before giving way to
nationalization after 1945. The United States was the
major exception to this pattern where private provision
persisted without a break from the nineteenth to
the twenty-first century but, notably, including
commercialized municipally-owned companies and
some critical public facilities such as the huge 1930s
hydroelectric dams.

The divergence between North America and other
countries arose for a number of reasons. However,
one of the most important was that the United States
in particular successfully evolved a set of economic
regulatory institutions that (a) protected consumers
against monopoly abuse by the infrastructure
companies and kept costs and prices aligned; and
(b) protected investors, providing them with a secure
platform on the basis of which they could roll out
services across the country and earn a sufficient and
secure enough rate of return to support private bond
and equity finance. The United Kingdom, France
and other countries that were strong enough to do
this failed to create such institutions before 1914
— particularly to provide regulatory institutions that
would be sufficiently robust in the circumstances of
the major economic crises and dislocations during
and after the two world wars.

In developing countries, the development of infra-
structure industries was very modest until 1945. After
1945, the State-owned monopoly model became the
norm. This was the case more particularly in Asian and
African countries, including because this model was
common in both the United Kingdom and France, with
whom the newly independent States retained strong
economic ties and aid relationships. In addition, more
or less explicitly socialist planning models provided
the dominant development method from the 1940s
into the 1960s and 1970s.

The new wave of commercialization and privatization
of infrastructure industries in the 1980s started in
Australia, Chile and other countries as well as in the
United Kingdom. It began in telecommunications —
where it has been most successful — but has since
been extended relatively successfully to electricity and
natural gas. This process has almost always been
accompanied by the development of new regulatory
institutions to protect both consumers and investors.
Most often, as in the United Kingdom, this has been
via independent sector-specific regulatory agencies.
These are now mandatory for the European Union
member States in telecommunications as well as for
electricityand natural gas. In other countries, ithasbeen
through specialist chambers in competition agencies
—as in Australia and Germany, although both of these
have now set up separate regulatory agencies, as has
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New Zealand, which was the one early infrastructure
reformer to try to do without explicit sectoral regulators
for telecommunications and energy. New Zealand
initially opted for an economy-wide competition law
rather than sector-specific regulators. This approach
was not necessarily a success. For example, by the
late 1990s, there was widespread dissatisfaction with
the light-handed approach to telecommunications
regulation, due to lengthy disputes, and uncertainty
over interconnection prices. New Zealand has since
introduced a number of sector regulators.

This reform pattern has spread rapidly from the late
1980s to developing countries so that, since 1995,
almost all United Nations member States have some
kind of regulatory agency for telecommunications
and most also have one for electricity/energy. This
is closely associated with the much increased role
of private finance of infrastructure, which has been
the most powerful force for regulatory reform. Even
though (apart from telecommunications) privatization
of infrastructure industries or facilities has become
less important than it was 10 years ago (possibly
because the most obvious reforms have been
undertaken now), private finance of infrastructure
industry investment has remained important, not
least because Governments around the world have
found more urgent calls on scarce tax revenues than
infrastructure industry investment. Private finance
also plays a role via concessions and private—public
partnerships (PPPs) and that has meant a continued,
indeed growing, role for economic regulatory
agencies.

Regulatory agencies exist in some countries for
railways, water and postal services, but in far fewer
countries. This is, to a considerable extent, because
the commercialization and liberalization process
has been more difficult in these industries and, in
many developed countries, restructuring on these
lines has been slow. Hence, even among European
Union member States, public ownership remains
widespread and, more importantly, private investment
in these industries is much less prevalent. In addition,
for various reasons, both direct subsidies and cross-
subsidies still play an important role in these industries
in virtually all countries. This is even more the case in
developing countries.

The performance of the new commercialized model
for infrastructure industries and of the new regulatory
agencies has been relatively good in developed
countries such as European Union (EU) countries
(including the new Central European member States)
and in Australia. However, it has been much more
mixed in developing countries, particularly for the
energy sector. This is true for many successes but
also some moderate and some serious failures.

One major lesson learned over the last 20 years is
that infrastructure regulatory institutions — like other
economic institutions — must be carefully tailored to
the needs and capacities of the countries in which they
are intended to operate.2* Hence, it makes little or no
sense to expect a United States or United Kingdom
regulatory model to be readily transferable to a small,
low-income African country, nor does it make sense
to transfer a regulatory model that depends heavily
on within-country commercial courts to a post-conflict
country or one with poor quality legal institutions.
The design of appropriate institutions for developing
countries with capacity and/or other limitations on
regulatory institutional design will be a major theme in
what follows in the rest of this paper.

Scope of the Paper

This paper is intended to provide general guidance
to assist developing and transition economies in
identifying and establishing regulatory institutional
frameworks (RIFs), which will contribute to supporting
their domestic services capacity and efficiency,
competitiveness and export capacity, and help ensure
the provision of essential services.

To meet this objective, section 1 of the paper
discusses issues such as the key features of
infrastructure industries and why regulation is needed.
It also discusses the appropriate role of regulation as
commercialization, liberalization and unbundling are
taken further.

Section 1 covers the role of regulation in State-
owned infrastructure companies as well as in mixed-
ownership and privately-owned companies, but, it will
focus only on the economic regulation of essentially
commercialized enterprises. These are defined
as enterprises “with significant amounts of private
involvement (or at least private financing of investment)
in some or all elements.” (Brown et al. (2006): 90)=°
Consequently, the discussion in chapter 2 — and in
this paper as a whole — excludes discussion of RIFs
for unincorporated State-owned enterprise operating
under the control of a line ministry or similar. They are
excluded because separate/independent economic
regulation is irrelevant in these circumstances, since
the determination of prices, quality standards and
investment (i.e. the core issues covered by economic
regulation) are effectively handled via bilateral
discussions between the infrastructure company
and the relevant government entity (e.g. line ministry,
presidential office or party secretariat).

Section 2 covers the role of RIFs and regulatory
agencies. This includes discussions of the objectives
and functions of regulation as well as an introduction
to the key issues of regulatory substance. It sets out




40 THE REGULATORY AND INSTITUTIONAL DIMENSION OF INFRASTRUCTURE SERVICES - VOL. |

what can usefully be said in general terms concerning
the core substance of infrastructure regulation which,
of course, varies considerably, between infrastructure
industries and countries. The main focus is on how
regulation can best be used to increase the efficiency
of the infrastructure service suppliers and the volume
(and efficiency) of investment.

Section 3 discusses regulatory governance, including
issues as to what makes for good governance and
the relevant criteria for the evaluation of regulatory
governance. It also covers examples of good and
bad regulatory governance and evidence on the
impact of good and bad regulatory governance on
infrastructure industry performance. This chapter also
covers resource availability for regulatory agencies,
particularly the availability of scarce specialist human
resources in developing countries.

Section 4 covers the main types of regulatory entity.
The discussion includes material on appropriate
intermediate and transitional regulatory arrangements
for countries with weaker legal and other institutions.

Section 5 makes some short concluding comments
and also makes some suggestions as to further work
in this area.

The discussion in the rest of the paper focuses very
heavily on telecommunications and energy (electricity
and natural gas). This is because (a) the bulk of the
available discussion and evidence on regulatory
design and effectiveness concerns these industries;
and (b) because these industries produce outputs
that are traded internationally. Telecommunications
services are included in the General Agreement
on Trade and Services (GATS) and both electricity
and natural gas are widely traded. In consequence,
regulation and energy prices are international trade
issues that have generated controversy within
the World Trade Organization (WTO) (e.g. in the
discussions over Russian Federation entry to WTO).
The same is not true for railways or water — where, in
any event, there are few regulators — so there will be
little explicit discussion of these industries. However, it
is worth noting that there have been several major legal
cases concerning governmental regulatory obligations
over foreign investment in water. These have arisen
from disputes over bilateral investment treaty (BIT)
agreements brought before the International Centre
for the Settlement of Investment Disputes (ICSID).
Examples include cases involving the water industries
of Bolivia and the United Republic of Tanzanian.

Airports and ports (and sometimes roads) are usually
considered as infrastructure elements. However,
they are primarily infrastructure “facilities” rather
than infrastructure “industries”. In addition, there are
very few explicit RIFs for them and their “regulatory”

organization raises very different issues since not
only do they compete with one another, but there is
no explicit physical monopoly network element, as
there is for the utilities discussed above. However, the
discussion of regulatory institutions and governance
in section 3 should be relevant for all regulatory
entities, including concession contract monitoring
and enforcement agencies, and similar institutions
that are often important for overseeing airports, ports
and toll roads.

1. Infrastructure Industries and the Need for
Economic Regulation

The main infrastructure industries are:
* Electricity;

* Natural gas;

e Telecommunications;

* Railways;

* Water and sewerage; and

* Postal services.

These industries share one common feature: they
all supply their services via a physical network.2®
Electricity wires, gas pipelines, railway tracks, water
and sewerage pipe systems provide national and/or
local monopoly facilities that are essential for linking
producers with consumers. Historically, this was also
true for telecommunications and postal services. For
postal services and — to a lesser extent — fixed-line
telecommunications, this is still very largely true, but
the monopoly element is on the local delivery into
the factory/office/dwelling rather than higher up the
supply chain (the local loop).

The dependence of these industries on a natural
monopoly network means that consumers are
potentially subject to monopoly exploitation, which
justifies the need for economic regulation — at least
of the monopolistic network element, if not the whole
industry. This applies to all the industries above other
than telecommunications.

For telecommunications, we are now seeing increased
network competition within fixed-line services, as well
as fixed-line competition with mobile and fixed radio
telephony and substantial competition within mobile
and fixed radio. There are still crucial network access
bottlenecks in telecommunications, but the growth
of network competition — in developing as well as
developed countries —means that telecommunications
regulation is increasingly becoming ever closer to
standard competition (antitrust) policy. It is for this
reason that telecommunications companies are rarely
classed as “utilities”.
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Besides these infrastructure industries, there are also
various infrastructure facilities. These include:

* Roads (particularly toll roads);
e Canals; and
* Airports and ports.

Within each category, there is competition. For
instance, ports and airports compete with one another
both within and between countries. The transport
modes also compete with one another. In addition,
although there may be a “virtual” network of ports,
airports and roads, there is nothing comparable to
the industry networks for electricity, natural gas or
water and sewerage. Further, they do not necessarily
(or usually) employ significant numbers of post-
construction staff. Hence, they are not typically subject
to economic regulation of the same kind, although
they may be subject to quasi-regulatory oversight e.g.
by a concession contract monitoring and enforcement
agency when built and operated under concession
contracts or similar.

The following section discusses economic regulation
for the infrastructure industries listed above.

1.1. The Need for Economic Regulation of
Infrastructure Industries

As explained above, the need for economic regulation
derives mainly from the fact that the infrastructure
industries are critically dependent on a monopolistic
network either centrally (e.g. at the national level)
and/or at the local delivery level. Hence, economic
regulation, although it is primarily concerned with
consumer protection, is very different from other
forms of consumer protection. Essentially, it is a form
of specialist competition policy unlike most other
consumer and citizen protection that is delivered via
regulation. The latter group includes food and drug
safety legislation, environmental regulation, health
and safety regulation, financial services regulation,
health and social service regulation, etc.

Many of the non-infrastructure-related elements cover
allindustries (e.g. health and safety and environmental
standards). Others include only some industries
but do not involve protection against monopoly as
a major concern (e.g. financial regulation and food
and drug safety regulation). It is sometimes the case
that some elements of these other forms of regulation
are the responsibility of an infrastructure industry
economic regulator. In the United Kingdom, health
and safety issues for the railways are handled by the
Office of Rail Regulation, the economic regulator,
and similarly for United Kingdom airports. However,
at least in countries with sufficient specialist staff, the
non-economic elements of infrastructure industry
regulation are handled by other and quite separate

regulatory entities, such as the United Kingdom
Environment Agency and the Health and Safety
Executive.

One crucial difference — as we will explain further
below — is that, for economic regulation, a critical
function is to support investment in general and, in
particular, to ensure that there is sufficient investment
in the network and other elements to ensure continued
universal access at a defined quality. Hence, for a
commercialized infrastructure industry, economic
regulation needs to ensure that investors earn a
sufficient rate of return on their installed capital to
finance and remunerate an ongoing and sustained
physical investment programme. This is necessary
to protect future consumers. There is no equivalent to
this in the other forms of regulation.

The argument above does, of course, depend on the
infrastructure industry(ies) in question being wholly
or very largely commercialized. A relevant set of
commercialization criteria are set out in box Ill.1.

These criteria are typically met for almost all countries
in telecommunications and for many (but by no
means all) countries’ electricity and natural gas
industries. They are, however, met a lot less often for
railways (particularly passenger railways) and postal
services, and even less for water and sewerage,
where unsubsidized private financing of investment
at market rates is the exception rather than the norm.
This has major implications for the regulation of these
industries, as we will discuss later.

Although the existence of a monopolistic network is the
key reason why infrastructure industries are subject
to ex ante (“before the fact”) economic regulated and
others are not, there are some other reasons why they
are regulated:

(@) They are highly capital intensive and the capital
installed is very long-lived e.g. 25-50 years or more;

(b) The capital is very largely comprised of sunk
assets i.e. capital equipment that cannot be
moved or used elsewhere and which have little or
no second-hand value?;

(c) The industries are characterized by considerable
economies of scale and density (particularly in the
network elements) and economies of scope; and

(d) The outputs of these industries provide critical
inputs for all industrial uses and for all households.

The first three of these mean that, for most
infrastructure industries, the market can only
support one commercially viable supplier — at
least for the network element. Consequently, the
network is a natural monopoly. No country has
competing electricity transmission or distribution
grids, or competing grids for natural gas and water
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Box Ill.1. Commerecialization Criteria for Publicly Owned Utility Service Industries and Enterprises

. The relevant company or enterprise should:

. Have corporatized status and not operate as a government department;

. Be governed by a board with a significant number of non-executive board members who should not be govern-
ment officials;

. Be in full compliance with internationally accepted accounting standards, including its own balance sheet;

. Pay taxes at the same rate as other companies or enterprises;

. Borrow at market-based interest rates;

. Earn a commercial rate of return on capital or equity;

. Have the autonomy to borrow within limits set by the board and regulator;

. Have the autonomy to procure equipment consultancy, and other services;

o Have the autonomy to hire and fire staff;

. Adopt commercial salaries and employment conditions (including total level of employees); and

. Raise financing from capital market sources rather than from low-cost government fiscal sources.

Source: Brown et al. (2006): 61.

—but, for telecommunications, network competition is
becoming more important, although whether this will
survive the arrival of Next Generation Network fibre-
based networks is an interesting question.

Point (d) above means that there are major political as
well as economic sensitivities concerning the quantity,
quality and — especially — the price of infrastructure
industry  outputs.  Affordability,  particularly  to
households and peasant farmers, is a major policy
concern. This can be a powerful constraint on
whether or not countries find it acceptable to adopt
economically efficient prices that also provide a rate
of return on capital sufficient for continued privately
financed investment.

In addition, to ensure adequate supply, EU members
and other developed country Governments have
developed universal  service obligations and
developing countries have developed universal
access obligations.?® These obligations may be
financed by explicit government subsidy or by cross-
subsidies between different types of users (e.g. urban
to rural consumers). They are often, however, financed
by a below commercial rate of return on assets — this
is particularly prevalent with public ownership. Hence,
unless financed by separate rural electrification/
telecommunications or similar programmes, these
universal service objectives can again cause problems
or prevent achieving economically efficient prices that
also provide a rate of return on capital sufficient for
continued privately financed investment.

These arguments demonstrate that there can be
complex, difficult and politically sensitive tradeoffs
between (a) economic efficiency, (b) affordability
(c) health or other externalities and (d) universal
service requirements. These tradeoffs become more
difficult where large numbers of existing connected

consumers pay a very low and uneconomic price for
the service. This last is frequent for urban household
electricity and — even more so — for water consumers
and (where they are connected) for peasant
farmers. This makes it much more difficult to extend
developing country electricity and water network
services from higher income urban dwellers to lower
income rural communities. Partly in consequence,
developing country rural consumers typically pay
more for their electricity and water service unless
granted explicit subsidies or implicit cross-subsidies.
(This is particularly notable for electricity consumers
connected to local stand-alone grids rather than the
national grid.)

Reconciling these different claims can be very difficult
indeed, unless sufficient tax-finance subsidy is avail-
able. Where developing and transition country regula-
tors exist, they are typically placed in the extremely
difficult position of having to try to find some work-
able accommodation between the various interests.
Sometimes they are able to find workable solutions to
these problems, but in many cases they are not capa-
ble to do so or the Government does not grant them
the autonomy to do so.

The varying needs for economic regulation of different
infrastructure industries are set out in the table Ill.1.

The relatively low need for regulation in
telecommunications arises from (a)its rapid rate of
growth of technical progress and of desirable new
products (typically faster than national income growth);
and (b) the low level of externalities — universal access
can readily be achieved by mobile phones, which,
in developing countries are increasingly becoming
universal access payphones. The first point means
that capital is much less “sunk” and it will typically have
a life determined by economic obsolescence rather
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than by its physical wearing out. In addition, the capital
stock has a high proportion of computerized digital
switches rather than major physical constructions.
Given these issues, telecommunications regulation,
although it requires careful access rules and pricing,
is much less demanding or price/quality constrained
than for other industries — particularly for mobile
telephony.

Water and sewerage is at the other extreme. Demand
growth and technical progress are slow (typically
slower than national income, particularly in countries
where access to water mains and sewerage is high)
and there are few new products. The capital stock
is of major new physical facilities (reservoirs, pipe
systems, aqueducts, water processing plants, etc.)
that have very long lives — in some cases over 100
years. In addition, there are major externality issues,
e.g. the role of water for public health, firefighting, etc.
Hence, the demand for regulation is high and it can be
very difficult indeed to reconcile the competing policy
objectives, let alone to do so in away that allows prices
which can support privately financed investment.

Railways (at least passenger railways) are closer to
water in its requirements for considerable amounts
of different types of regulation that may be in conflict
with one another. Urban commuter railways are
another area where there are important environmental
externalities but existing consumers typically pay a
price below economic cost.

Electricity is an intermediate case and natural
gas is also an intermediate case, but closer to
telecommunications in its requirements for regulation.
Electricity demand growth is typically around the
same as national income (unless there is a substantial
amount of excess demand arising from shortages of
capacity) and technical progress is relatively slow.
Assets — particularly network assets — are relatively
long-lived and sunk but much less than in water or
railways — generating stations typically have lives
of around 25 years. In addition, electricity requires
complex and virtually instantaneous balancing of

physical flows across networks at constant voltage
and frequency, which imposes difficult technical and
other requirements that need to be integrated into
the regulatory framework. Externalities are moderate,
although more significant in cold countries. This,
however, is changing with an increased focus on
climate change. Consequently, electricity requires
more regulation and this can become complex
when vertically and horizontally integrated electricity
companies are unbundled so that competition is
created in generation and wholesale (and some retail)
supply/sales.

1.2. Regulation in Monopoly and Unbundied
Infrastructure Industries

In the past, infrastructure industries were considered
as natural monopolies and not just the core physical
network elements. Hence, 50 years ago, we had:

* in telecommunications, AT&T (the Bell system) in
the United States, British Telecom and equivalent
national companies in France, Germany, Italy and
around the world;

in electricity, EdF in France and the CEGB in the
United Kingdom, plus vertically integrated state/
province level companies in the United States and
similar around the world;

in natural gas, British Gas and Gaz de France, etc;
and

* in railways, British Rail and Deutsche Bahn, etc.

In some cases (e.g. German electricity and gas), the
vertical integration was by long-tem supply contract
to municipalities rather than by industry structure,
but it was still effectively a vertical monopoly with the
downstream supply part being secured by long-term
franchise contract with local authorities.

In the mid-twentieth century, the vertically integrated
model was frequently associated with State ownership
although not in the United States and much less in
Germany. In developing countries, State ownership
was the norm, as the infrastructure industries began
seriously to expand their coverage after 1945.

Table lll.1. Infrastructure industries and need for regulation industry

Infrastructure Rate of Rate of growth Potential for Degree to Externalities Overall
industries and need demand of technical | competition (including | which assets | (including social importance
for regulation- growth progress competition in products |  are sunk benefits and of effective
Industry and competition relative costs of regulation
between networks) achieving them)
Electricity Low Low Medium High High ool
Natural Gas Medium Low Medium High Medium ol
Telecoms High Very High High Medium Low *x
Water and Sewerage Low Low Very Low Very High Very High Fxxkk
Railways Very Low Low Low Very High Medium FHRFHK
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Regulation in Vertically Integrated Systems

In all countries and systems, there are some
infrastructure regulatory requirements.

For monopoly industries, someone has to approve/
authorize changes in:

* Prices,

e Quality;

e |Investment; and

* Efficiency/cost reduction targets.

However, these are achieved in very different
ways in non-commercialized State systems from
commercialized systems and between vertically
integrated and unbundled companies.

With monopoly State-owned systems, agreement is
reached by bilateral bargaining between the company
and line ministries (or other executive parts of the
Government). Regulation is intimately bound up with
telecommunications/energy/transport policy — and
with other government policy objectives (e.g. anti-
inflation policy, equity policies, development policy,
etc). For water, the equivalent is control by the local
authority (as in France) and this model was important
in energy in the United Kingdom until at least 1914 —
and still has some role in Germany, Scandinavia and
elsewhere.

In the system with State ownership outlined above,
there is little need or room for an independent
regulatory agency, as policy and regulation are
wrapped up together. The key objective is meeting
the Government’s policy goals and consumer
welfare plays little or any role — as illustrated by the
waiting list of months if not years for household
telephone  connections in  non-commercialized
telecommunications systems. This is the system that
prevailed in an extreme form in the pre-1989 regimes
in Central and Eastern Europe (CEE) and in the Soviet
Union.

In Western Europe, there was some movement away
from it, as State-owned enterprises were required to
operate in a more commercial manner and to earn a
positive real rate of return that, became increasingly
similar from the mid-1960s, to a commercial rate of
return. However, even in the United Kingdom, the
breakthrough to having an explicit and independent
regulator only arrived with privatization in the 1980s,
firstly with telecommunications (a vertically integrated
company but with initially limited network competition).
This was followed in the United Kingdom by natural
gas (a vertically integrated company until 1995) and
then with water (a set of vertically integrated regional
companies), electricity and railways (both vertically
unbundled but with some competition form the start in

non-network elements). In both telecommunications
and energy, similar paths were followed by other EU
States and then by CEE accession countries, which
were required to adopt these reforms as a condition
of joining the EU.

However, in the United Kingdom and other European
countries, as well as in developing countries, the arrival
of explicit regulatory agencies for telecommunications
and energy was very largely a product of opening
up to private investment and/or private finance of
investment, either directly or by allowing competitive
entry by other EU member State enterprises. Hence,
we see the emergence of independent regulatory
agencies in previously State-owned infrastructure
monopolies from the late 1980s and through the
1990s.

In this model, policy and regulation are separated
with the setting of policy goals assigned to a ministry
and regulation implemented by the regulatory
agency. However, it needs to be recognized that the
boundary between policy and regulation is not fixed
and varies considerably both (a) between countries;
and (b) within countries over time, and between
Governments. Nevertheless, the introduction of a
genuinely autonomous or independent regulator
does mean that other considerations in infrastructure
investment and pricing are given a lot more weight
relative to government policy objectives (e.g.
consumer welfare and investment profitability). Of
course, benevolent Governments place some weight
on consumer welfare, even with monopolistic State
ownership. However, how far this translates into good
outcomes for consumers varies considerably and the
consumer benefits are inevitably less direct than in a
commercialized, market-based system, whether with
public or private ownership.

There are regulatory agencies with State-owned
facilities and they may be important provided that
the industry has been commercialized.?® However,
regulation of state-owned companies is inherently
more difficult because:

* Commercial incentives are inherently weaker than
for privately owned or financed companies. This
leads to higher costs, lower efficiency as well as
excess investment volume and costs.

e State-owned companies tend to control their
Government/ministry rather than vice versa. This is
because companies have much more knowledge of
their business than does the supposed controlling
entity (as well as considerable political power).

The examples discussed above relate monopoly
with State ownership and private ownership with
competition. However, the United States provides an
example of private ownership with monopoly — but
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with a powerful role for regulation. In the United States,
telecommunications services were provided almost
entirely by the Bell System until its mandatory breakup
in 1984. Similarly, electricity services were supplied
by often weakly interconnected state-level monopoly
electricity systems. In both cases, regulation was the
condition for allowing the monopolies to operate, with
federal and state-level regulation (the latter by multi-
sector State commissions).

The key point about how and why effective regulation
developed in the United States was that, from around
1900, electricity, water and tram companies were able
to negotiate embryonic cost-of-service regulation
by their local municipality in return for a monopoly
franchise. Hence, in contrast to the position of the
United Kingdom or France, where franchisee rights
were heavily protected, United States franchise
contracts often made explicit provisionforrenegotiation
in response to changes in circumstances, subject
to arbitration or reference to an independent
committee. These independent committees could
take the responsibility for monitoring service quality,
either by arbitration or by regulatory review. The
municipal committees gradually evolved into State
public utility commissions with substantial power to
extract concessions from the utility as a condition
of maintaining their franchise without competitive
entry. From around 1920, these arrangements were
gradually codified and, in the 1930s, brought under
federal regulatory agency supervision.3©

The resulting United States regulatory compact lead
to companies having to charge prices that are (a)
based on “just and reasonable costs” and (b) offer the
opportunity to obtain a fair rate of return after recovery
of investment and operating costs. This position was
established by the 1944 Supreme Court ruling in the
Hope Natural Gas Company case. A fair rate of return
is defined, from a 1923 water sector judgement, as
the rate of return that investors can earn in other
sectors, after adjusting for differences in risk, etc.
These rulings plus vertically integrated monopoly or
semi-monopoly provision led to the development of
classic cost-of-service regulation.

Cost-of-service regulation is conceptually very
straightforward but requires large numbers of middle-
skilled people to record and analyze the expenditure
and cost data. However, it has increasingly been
criticized for encouraging excessive investment
and for providing weak incentives for efficiency
improvements. In the United States, the major
introduction of competition in telecommunications
and, to a lesser extent, in electricity and natural gas
(along with the criticisms above), has led to “pure”
cost-of-service regulation being very largely replaced
by forward-looking price cap- or revenue-based

regulation. However, costs and their control still play
an important role.

The United States cost-of-service model provided
a strong basis for rolling out infrastructure services
across the country to all states and all consumers —
and for doing this on a very largely commercialized
basis, with private investment dominant. The key point
was that the cost of service regulation provided the
underpinnings for bond issues by companies and
others. The regulatory guarantees implied low risks
and thereby kept low the debt interest requirements
from the bonds. This, in turn, meant a low cost of
capital to be recovered from costs.

In any privately financed regulatory system, consumer
welfare considerations play an important role.
Furthermore, the United States concept of “just
and reasonable costs” implies cost and investment
supervision to ensure that service providers can only
receive revenues from consumer tariffs in respect of
reasonably incurred costs, as judged by independent
regulatory agencies. This developed under the
monopoly provider environment and represents a
major difference from the state-financed model, where
Government’s policy objectives dominate.

In general, the problems or regulating vertically
integrated private (or privately financed) utilities must
address the following:

(a) Managers have incentives to restrict supply,
reduce quality, not to increase efficiency and to
charge prices much greater than costs.

A standard solution: service obligations to
connect and supply customers within a certain
distance of networks.

(b) Governments have an incentive not to allow
companies to earn a reasonable rate of return on
their investments, e.g. by refusing to allow cost-
justified price increases.

A standard solution: investment plans approved
and price rises agreed by regulator or according
to formula laid down in contract.

Regulation in Unbundled Infrastructure Systems

Technological progress has allowed the unbundling
of monopoly infrastructure industries. In particular, this
has been fostered by the development of computers
and sophisticated information and communication
technology systems. Hence, previously vertically
integrated industries can be vertically separated
into their different elements and, in addition, vertical
unbundling allows the introduction of competition into
upstream production and downstream supply elements.
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The clearest example is in electricity, where the most
fully unbundled industries involve:

* A number of competing generating companies
(plus, typically, imported generation);

* A single monopoly transmission company, owned
and operated separately from both generation and
supply/sales companies;

* A system operator (often part of the transmission
company if the latter operates under full ownership
separation);

* One or more monopoly distribution companies
operating low voltage networks;

* Several competing  wholesale  supply/sales
companies; and
* A number of competing retail supply/sales

companies.

In an electricity system of this type, there would
also typically be a trading exchange, forward and
derivatives markets, electricity traders, etc.

There are relatively few fully unbundled systems of this
type in the world. The England and Wales system is
the best known example, but Scandinavian electricity
markets, some Australian ones and some United
States states (e.g. Texas) represent others. Over the
last few years, the EU has been moving increasingly
towards this type of model, but France and Germany
have been resisting full ownership unbundling of
transmission.

Fully unbundled markets such as the one above require
sophisticated market and other arrangements, and a
large enough market to support genuine competition
in both generation and supply. Hence, fully unbundled
electricity systems only exist in:

* relatively large electricity systems (e.g. the England
and Wales system and Australia); and/or

* highly interconnected smaller systems (e.g. the
United States and, increasingly, the EU).

Consequently, the degree of competition — and
unbundling — is typically much lower in developing
countries. The largest countries (e.g. Brazil and
the Russian Federation) have been moving in this
direction and Chile has long been a pioneer but for
most developing and (non-EU) transition countries,
unbundling is typically limited to:

* Limited generation competition based on costs
rather than market bidding — mainly in middle
income and larger countries, particularly in Latin
America;

* Wholesale competition by generators to sell to
integrated distribution and retail supply companies;

* Generator competition to supply large industrial

consumers, again mainly in middle income and
larger countries; and

e Limited generation competition in relatively vertically
integrated generation and transmission single buyer
companies via power purchase agreements (PPASs)
(common in Asia and increasingly in Africa).31

There may also be some competition for the
market e.g. contracting for generating capacity via
independent power producers (IPPs), frequently to
supplement generation supplied by the incumbent
national power company.

Similar unbundling patterns can be found for natural
gas and, occasionally, in railways but not in water, but
even more focused on the highest income and largest
countries.

In telecommunications, there are more competing
companies. Mobile telecommunications and Internet
service providers are typically highly competitive in
both developed and developing economies. For fixed
line services, there has been less vertical separation
than in electricity and gas but now, at least in the
United Kingdom and some other countries of the
EU, there has been growing interest. In the United
Kingdom, “functional separation” (i.e. business and
management separation but not ownership separation)
has been adopted by the company BT and local loop
unbundling is a major EU policy. In the United States
and Canada, competition in telecommunications is
expected to develop vertically via facilities competition
based on fibre, cable television, fixed radio, etc.,
rather than by unbundling. In developing countries,
there is less fixed line competition (and much less
in Africa and most of Asia) but it is growing e.g. via
leased lines, VSAT (Very Small Aperture Terminal), etc.

The common feature of the electricity and
telecommunications systems discussed above is that
competition policy issues increasingly dominate over
the classic regulatory functions concerning investment
in networks and its financing, plus the costs and
prices of network services. The classic regulatory
functions have been retained for the network — where
there is a monopoly network or there are monopoly
bottlenecks — but even there, the role of competition
policy is much more important than it was 25 years
ago, e.g. as regards access rights and prices. For
upstream and downstream services in unbundled
systems, competition policy provides the main
framework and this area has become progressively
more important; competition policy has also become
more important where there are competing networks.
Indeed, telecommunications regulation in developed
countries is almost entirely applied competition policy,
and EU telecommunications regulation directives are
firmly based on EU competition policy rules.
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For electricity and gas, the more competition-related
aspects of regulation include:

* market power and potential abuses in generation
markets;

* market power and potential abuses in wholesale
and retail supply/sales markets;

e vertical linkages allowing the leverage of market
power from one market to another (e.g. from supply
markets into generation); and

¢ the role of transmission bottlenecks or constraints
on market outcomes.

Access rules and access pricing are crucial issues
for all partially or wholly unbundled infrastructure
industries. For telecommunications, this means
access by companies to other companies’ networks.
Regulators play a major role in developing access
rules and prices, particularly in the early stages of
unbundling and competition. For electricity and
gas, this means third-party access where the EU
now has mandatory regulated third party access to
transmission/transport and distribution systems. For
telecommunications, this means fixed network access
rules and prices, termination charges, roaming
charges, etc.

As vyet, these are issues primarily for richer
developed countries — who typically have established
competition (antitrust) agencies. However, they are
becoming progressively more important in the larger
middle income developing countries (e.g. Mexican
telecommunications) and where countries are setting
up multinational electricity or similar markets.

Even with very limited unbundling, competition
issues are still important for regulation, e.g. in the
Asian Independent Power Provider (IPP) electricity
model. Indeed, some of the hardest entities to
regulate are combined transmission and generation
national power companies but with competing IPPs.
Similar issues can arise with competition where
nationally competitive integrated telecommunications
companies can exercise very substantial market
power. Controlling the market power of the incumbent
is the main problem. It is even harder if, as is often
the case, the incumbent was previously the national or
regional/provincial/State monopoly supplier.

2. Infrastructure Regulation: The Objectives
and Functions of Infrastructure Regulation
and the Substance of Regulation

This chapter first discusses the objectives and
functions of economic regulation of infrastructure
industries and then turns to discussing the main
governance issues that affect the design of regulatory
agencies.

2.1. The Objectives and Functions of Economic
Regulation

The key objective of economic regulation of
infrastructure industries is to ensure the continuous
supply, over the long-term, of specified infrastructure
services of defined quality at the minimum necessary
cost (and prices) to the population and industry of the
country.

Note that consumers’ welfare is paramount in this
objective but meeting that does not mean the lowest
possible price to current consumers. Economic
regulation has to protect the interests of future
consumers as well as current consumers (as in the
United Kingdom Utilities Act 2000). Hence, setting
the “minimum necessary” costs and prices implies
the need for investors to earn a reasonable, risk-
adjusted rate of return on their investments. This last
is necessary to achieve continuous supply of the
service in question and to maintain quality standards
over the long term.

Consequently, investors must be allowed a return over
operating costs to allow for:

* maintenance costs of the existing networks,
* renewal and expansion investment,
* depreciation, and

* the reasonable expectation of a post-investment,
post-depreciation normal, risk-adjusted rate of
return on capital.

The prices that include the elements above are long-
run marginal cost-based prices which are significantly
higher than operating costs or short-run marginal
cost-based prices.

Unless they are allowed to prices at this level,
commercialized infrastructure companies will either
(@) be unable to maintain and renew the network
and industry; or (b) the Government will have to
finance some or all of investment. At the limit, public
ownership and non-commercial operation operates
as the fall-back solution. A classic example of the
first case is the pre-1990s history of the Jamaican
telecommunications industry.32 On (b) as for the
second case, issues of affordability and the position
of current consumers frequently prevent Governments
and regulators from pursuing the objective above. If
that happens, it is not possible to reach the balance
between investors and consumers outlined above.

The key functions of economic regulation are the
regulation of:

* prices/rates of return on assets,

e quality of service, and

 development plans/investment (at least regulating
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the investment
elements).

plans in  monopoly network

In addition, as discussed in section 1 above, economic
regulation also needs to covers anticompetitive
behaviour, economic purchase obligations, dispute
resolution, etc. In addition, for unbundled utilities or
where competition is present, regulation of network
access and pricing are crucial elements.

2.2. Core Regulatory Substance

Regulatory substance (or regulatory content) is the
“‘what” of regulation. The definition of regulatory
substance is how regulatory objectives and functions
are transformed into functioning entities making
substantive decisions.

It should be noted that the list below is a general
list of headings and that no detail is presented on
the individual items. This is deliberate since the
content of what is regulated varies considerably
both between infrastructure industries and between
countries.®® In particular, the list will vary substantially
depending on whether and how far the industry has
been commercialized, liberalized and privatized.
The headings and other lower-level items will also
vary by legal system, by whether or not the relevant
companies are publicly, privately or mutually owned,
and by whether or not there are concession contracts.

It should be remembered that regulation follows —
and is determined by — industry and market structure.
Hence, it is only by careful and detailed consideration
of specific country and industry regulatory frameworks
(laws, concession contracts, guidelines, codes,
etc.) that one can make the list more precise in any
meaningful or useful way. Nevertheless, subject
to the caveats above, most infrastructure industry
regulatory frameworks typically involve many or all the
following:®#

e tariff levels (particularly for network tariffs and
final price tariffs for household and other small
consumers);

e tariff structures (e.g. the balance between fixed
charges and volumetric charges and between
different groups of consumers);

e automatic and non-automatic cost pass-through
mechanisms (e.g. fuel cost adjustments in
electricity);

quality of service standards;

handling of consumer complaints and general
dispute resolution;

investment or connection obligations and reviews
(e.g. network investment requirements, rural
electrification and telephone rollout programmes);
* network access conditions for new and existing
customers:;

competition issues (e.g. in telecommunications
and in wholesale and retail markets in energy and
transport), including both market abuse and merger
issues;

accounting
accounts);
periodic reporting requirements (accounts, annual
reports, consultations, etc.); and

social obligations (e.g. specifying service obligations
for consumers with special needs).

systems  (particularly  regulatory

In addition, regulators are often involved in granting
licences/franchises either with decision-making
powers and/or advising government ministries. They
are also frequently involved in competitive tenders,
e.g. specifying tendering rules and approving specific
tenders, as well as acting as appeals bodies in cases
of tendering disputes.

More generally, regulators have major monitoring
and enforcement responsibilities. The monitoring
responsibilities include all regulated aspects of
the relevant infrastructure industry. Making these
operational and effective is crucial for a well-
functioning regulatory entity.

Annex lll.2 sets out a non-exhaustive list of other
responsibilities, some or all of which can often be
found in regulatory frameworks.

3. Regulatory Governance

This chapter discusses regulatory governance issues.
It starts with a discussion of the principles of good

Box I11.2. Affordability, Capital Costs and Pricing in Infrastructure Industries

For water and sewerage (and, to a lesser extent, railways and postal services), Governments in most countries are unable
and/or unwilling to charge prices that fully cover capital costs that include a normal rate of return so that direct or indirect
public subsidy is required. Direct public finance of water and sewerage is common (e.g. via French-style affermage/lease
contracts or management contracts). In Central and Eastern Europe and many developing countries, indirect public sup-
port was — or still is — achieved by the State providing investment funds, but the Government does not require a normal rate
of return on assets or any dividends. This is then used to maintain prices to households and/or small farmers that do no

more than cover short-term operating costs.
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regulatory governance, and then discusses the
impact of good (and bad) regulatory governance
on infrastructure industry outcomes. It concludes
with a discussion of human and financial resource
requirements for infrastructure regulation.

3.1. Principles of Good Infrastructure Regulatory
Governance

The fullest statement of these is in Brown et al. (2006).
In what follows, we largely follow this handbook.

The handbook sets out three “meta-principles” of
infrastructure industry regulation. These are intended
to apply to all regulatory or similar agencies, including
concession contract monitoring and enforcement
agencies. They are also applicable for all intermediate,
transitional and partially or wholly autonomous
regulatory entities. The three meta-principles are:

e investors must have confidence that the regulatory
system will honour its commitments,

e consumers must be convinced that the regulatory
system will protect them from the exercise of
monopoly power, i.e. excesses from high prices,
poor service or both, and

e the regulatory system must operate transparently
so that investors and consumers know the “rules of
the game” (or the “terms of the deal.”).

From this, one can derive principles of good
infrastructure regulation. The handbook suggests 10
principles. These are:

¢ independence;

e accountability;

e transparency/public participation;

* predictability;

e clarity of roles;

e completeness and clarity of rules;

* proportionality;

* requisite powers;

* appropriate institutional characteristics; and
* integrity and ethical behaviour.

Another relevant criterion often mentioned is adequate

human and financial resources to carry out regulatory
tasks. (We will discuss this later in this chapter.)

From the 10 principles above, the handbook derives
a set of regulatory standards. The headings for these
standards are as follows:

e Legal Framework;

* Legal Powers;

* Property and Contract Rights;

* Clarity of Roles in Regulation and Policy;

e Clarity and Comprehension of Regulatory Decisions;

 Predictability and Flexibility;

* Consumer Rights;

* Proportionality;

* Financing of Regulatory Agencies;

* Regulatory Independence;

* Regulatory Accountability;

* Regulatory Processes and Transparency;

* Public Participation;

* Appellate Review of Regulatory Decisions; and
e Ethics.

The purpose of the regulatory standards is to
provide the basis against which the quality of
regulatory governance can be appraised. For each
of the standards listed above, there are a number of
elements. A full listing of these is set out in chapter 3
and appendix A of Brown et al. (2006).

Of course, these criteria and standards can be met in
various ways and the types of regulatory arrangements
and institution by which they are handled can and will
vary considerably according to local circumstances.
In terms of the means by which the principles and
standards are met, it is emphatically the case that we
are not in a world of “one size fits all”. Nevertheless, the
arguments are extremely powerful for using a single
set of “best practice” principles and standards. These
provide unambiguously the most useful benchmark
for appraising the governance quality different
institutional settings found across countries.®®

3.2. The Impact of Good and Bad Regulatory
Governance

Good regulatory governance is not only desirable
in its own right but, more importantly, it contributes
to good quality regulatory decisions. There is now
abundant — and growing — evidence that better quality
regulatory governance contributes to better outcomes
for infrastructure industries.

Good regulatory governance and practice produce
a flow of good quality decisions with few poor/bad
ones. In addition, with good governance, regulatory
mistakes more likely to be quickly discovered and
rectified and, in particular, regulatory agencies are
much less likely to repeat bad decisions on same
topic. Finally, regulators with good governance are
more likely to implement lessons from best practice
regulation in other countries.

These conjectures have been confirmed in a number
of case studies, in particular for telecommunications
and electricity. There is increasing evidence that
good quality regulatory governance associated
with higher efficiency and investment in developing
country telecommunications and electricity industries.
This evidence is surveyed and reported in Stern and
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Box IlI.3. Principles of Good Practice Regulation

The 10 principles listed above draw on an extensive range of previous similar lists, e.g. by Warrick Smith and by Stern and
Holder (1999). The latter has six principles, three of “formal accountability” (i.e. de jure legal requirements) and three relat-
ing to “informal accountability” (i.e. de facto regulatory practice).

The six principles are:
Formal accountability

1. Clarity of Roles and Objectives:

* Between Ministry, regulator, regulated company and consumers;

* Preferably specified in a primary law:

2. Autonomy:

* Autonomy from political intervention and company capture;
* Appointment & dismissal criteria, funding rules, responsibility to legislature not a specific Minister/Ministry;

3. Legal Accountability:

* Clear specified procedural rules;
» Proper appeals/reconsideration processes.

Informal accountability

4. Participation:

» Opportunity for all relevant parties of contribution to regulatory discussions and influencing decisions before they

are made;

5. Transparency:
* Publication of decisions with reasons;

* Publication of methodologies, procedural rules, etc.;

6. Predictability:

» Consistency in decision-making, continuity in approach;

* Evolution so no sudden break in “rules of the game”.

The 10 handbook principles include the six above but also add more on procedural aspects of regulation. A critical point
for any regulatory framework is that it should be established in a primary law, enacted by the legislature.

Cubbin (2005), along with the results from a number
of econometric studies.3¢

In terms of appraising the impact of regulatory
governance on outcomes, the key point is to consider
whether the decisions of regulatory agencies helped
improve (or hindered) the achievement of good
industry outcomes. Brown et al. (2006) identify the
following as the main relevant outcome indicators:

(a) output and consumption levels and growth rates,

(b) efficiency/productivity levels and growth rates,

(c) quality of supply level and improvement rates,

(d) financial performance of companies in
infrastructure industry,

(e) adequate levels of capacity, investment and
maintenance expenditure,

(f) effective price signals and price levels for
consumers and producers, and

(g) degree of competition.

ltems (a)-(c) are final outputs. Items (d)—(g) are
intermediate outputs. A fuller and more detailed list of
outputs, including subheadings, is set out in annex
..

One essential point to note is that the quality of
regulation (and regulatory governance) is only one
element in delivering good economic outcomes.
Other issues (e.g. industry and market structure)
are at least as important. Using this framework
provides the basis for public evaluations of regulatory
systems. In particular, it provides the basis for single-
country, structured case studies, supplemented
by benchmarking if available, that will help inform
why as well as whether regulatory institutions have
helped or hindered the development of infrastructure
industries.3”
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Impact of Governance Quality on Regulatory
Outcomes: Evidence from Panel Data
Econometric Models

There is now over 10 years of experience with using
econometric models to establish the impact of
infrastructure regulation on (a) telecommunications
and (b) electricity industry outcomes. This literature
focuses primarily on developing countries and will be
summarized in what follows.

These econometric studies do not provide information
on how regulation is carried out, but they do provide
strong cross-country evidence on the impact of
regulatory governance and what aspects seem to be
of most importance. As noted above, although there
has been some work on this for developed countries,
the main focus has been on developing countries and,
in particular, on the impact of the quality of regulatory
governance on investment and on efficiency (e.g.
labour productivity growth) .38

The new standard best practice econometric
procedure is to take a panel data set (e.g. around 20
countries with 10-20 years of data for each) and to
estimate an econometric model for physical investment
(and separately for efficiency) in telecommunications
or electricity that allows for both observable and
unobservable country-specific effects.®® The models
also include terms for regulatory quality, industry
liberalization and competition, as well as country
governance characteristics and other relevant control
variables (e.g. income growth, urbanization rates,
relative prices, etc). Variants of this model have been
estimated for telecommunications (fixed and mobile),
and electricity (generation and distribution).

The power of this method arises from the fact that
countries in the sample established infrastructure
regulatory agencies at different dates. The same
applies to liberalization and privatization (where
relevant). Also, there are a few countries which have
not established a telecommunications or electricity/
energy regulator by the end of the observation period.
Combining these factors provides considerable power
to the panel data economic techniques, which means
that comparisons can effectively be made across
countries over time periods as well as within countries
over lengthy periods.

Initially, the research agenda focused on whether
or not the existence of an independent regulatory
agency significantly improved investment and
efficiency outcomes. However, over the last five years
or so, the research has focused more on whether
the quality of regulatory governance, as measured
by a number of indicators, significantly improves
performance. Unfortunately, as the number of
indicators increases, the harder it is to establish which

are the most important, as the quality of governance
across indicators is typically very similar for any
individual country (i.e. strong — or weak — on most
or all governance variables). Hence, indicators are
usually grouped together e.g. in one or more indices.

Of the first generation of telecommunications
studies, Stern and Cubbin (2005) point to Gutierrez
(2003) as a particularly strong paper on fixed-line
telecommunications in developing countries. He
employs a 12-element regulatory governance index
for a set of Latin American and Caribbean countries.
More recently, Gasmi et al. (2006) and Maiorano and
Stern (2007) have extended the analysis to mobile
telecommunications as well as fixed line. All of these
papers describe the quality of regulatory governance
by the formal, legal aspects of regulation. However,
a forthcoming paper by Montoya and Trillas (2009)
also provides evidence on de facto practical aspects
of the quality of telecommunications regulatory
governance (viz. the security of tenure of regulatory of
commissioners).

In general, this literature suggests positive
effects of the quality of regulatory governance on
telecommunications industry outcomes. Montoya
and Trillas (2009) also show that adding data on the
degree to which legal requirements are actually met in
practice strengthens the estimates of the effect of good
regulatory governance on industry outcomes. In their
model, better performance on de facto governance
significantly improves the association between
regulatory quality and investment. The results on the
tenure of regulatory commissioners (or similar), is very
consistent both with case study work on regulatory
governance and with research on the effectiveness of
independent central banks. It is particularly important
as to whether regulatory commissioners remain in
post following a change of Government.

Competition from liberalization and privatization are
usually (but not always) strongly associated with
better investment and/or efficiency and there is also
some evidence of positive interaction effects between
regulation and competition/privatization (i.e. examples
where better regulation reinforces the positive benefits
of competition and/or privatization — and vice versa).

For electricity, Cubbin and Stern (2006) have carried
out a similar analysis on 28 developing countries using
panel data to explain the determinants of investment
in generation. They find strong evidence of positive
effects of regulation — particularly once regulatory
agencies have been operational for three to five years
or more. Their study suggests that whether or not
the regulatory framework has been established by a
primary law is the single most important governance
characteristic. More recently, Andres et al. (2008) find
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strong impacts of regulation on the performance of
electricity distribution and retail supply companies
in Latin America and the Caribbean. Many of these
involve private investment via concession contracts.

Andres et al. (2008) is an important, state-of-the-art
paper and it is worth summarizing its results here:

* Private sector participation (mainly by concession
contracts) was strongly associated with improved
performance on virtually all of the performance
indicators;4°

The existence of a regulatory agency was strongly
associated with further improved performance on
virtually all of the performance indicators;

The longer the time that the regulator had been in
place, the more performance appeared to improve;
and

Increases in the autonomy and effectiveness as
measured by the various (detailed) components
of regulatory governance were also strongly
associated with improvements in performance.

In addition, they show that some elements of regulatory
governance appear to be more effective at affecting
different aspects of performance than others.

The authors conclude by pointing out (a) that regulators
improved performance for these utilities, whatever
their ownership — including the (small numbers of)
State-owned electricity distribution utilities; and
(b) that “... the highest achievements are reached
with the combination of private sector participation
regulated through a regulatory agency that exhibits
good governance.” (Andres et al. (2008):25.)

Andres et al. (2008)supports earlier work on Latin
American and Caribbean infrastructure concession
contracts by Guasch, Laffont and Straub, which
shows that concession contracts in water and
transport (mainly toll roads) are less susceptible to
major renegotiation if there is a pre-existing regulatory
entity.*! This effect applies both to company-initiated
and Government-initiated  concession  contract
renegotiations.

One major issue that affects the quality of the results
outlined above is that regulatory agencies do not
operate in a vacuum nor are they introduced randomly.
Governments with a strong legal tradition and a history
of generally good country governance are more
likely to introduce good quality regulatory institutions
than others — and vice versa for countries with poor
country governance and/or major problems with
institutionalized corruption. However, it is also the case
that some countries introduce regulatory institutions
for infrastructure because it helps satisfy loan
conditions for assistance from the World Bank and
other multilateral or bilateral development agencies.

These factors give rise to what econometricians
call an “endogeneity” problem. In other words, the
modeling has to take seriously the issue that the
existence of an infrastructure regulatory agency — and
its governance quality — are systematically related to
country governance and other factors in the model
to be estimated. This issue has been much explored
e.g. by Gutierrez (2003) as well as Maiorano and Stern
(2007) for telecommunications and by Cubbin and
Stern (2006) for electricity generation. They find that
endogeneity problems do exist, but that estimating the
models taking account of the potential endogeneity
makes relatively little difference to the results, which
continue to show positive impacts of the quality of
regulatory governance on industry outcomes.#?

Of course, econometric evidence has limitations.
In particular, it does not explain how and why the
results occur and there may well be concerns about
whether the results demonstrate causal impacts or
non-causal statistical associations. Nevertheless,
the use of panel data should reduce this risk and
the results are very consistent between continents,
industries and researchers. However, perhaps the
strongest argument for placing weight on the results
of the studies discussed above is that they are highly
consistent with the results obtained in case studies
of infrastructure industry reform and regulation, as
well as other research that is less dependent on
high-powered statistical methods.*3 Case studies
and similar investigations are very interesting but
cannot provide strong generalized arguments. The
econometric evidence discussed above provides
strong generalized corroboration of the results from
case studies.

3.3. Human and Financial Resource Issues

Availability of human and financial resources both
raise major concerns about the potential supply of
regulatory services. In practice, human resource
issues seem to be much more of an issue. This
section will discuss human resource issues at some
length before making a few comments on financial
resources.

Human Resource Issues and Regulatory Quality

The problem of human resources for effective
infrastructure regulation in developing countries is
one that has been much discussed. The key problem
is to ensure that there are sufficient numbers of
professionally qualified specialist regulatory staff,
including accountants, economists and lawyers.

Stern (2000) discussed this in the context of small and
low income countries, with the specific example of
Botswana, which established a telecommunications
regulator  (the Botswana Telecommunications
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Authority) under a good quality statute. The BTA
had only 22 staff members, of which less than one
half were regulatory professionals. Botswana, in
spite of having a high level of per capita income for
sub-Saharan Africa, is only a very small country with
a population of under 2 million people. Hence, its
annual supply of graduates in 1997 was under 2,000
and the number of new graduates in law, commercial
studies and social sciences was 864. Even allowing
for Botswanans graduating elsewhere, this was a
very small base on which to staff the governmental
organizations and major companies as well as to
find a reasonable number of high-level staff for the
BTA and other regulatory entities. In Botswana, as in
many other countries with small numbers of qualified
professionals, the question arises as to whether
and how far these scarce professionals should be
employed in infrastructure regulatory agencies rather
that in ministries or other government institutions — or
in companies.

Stern (2000) also provided some initial statistics on the
numbers of regulatory staff in a variety of developing
countries. For telecommunications, staff numbers
seemed reasonable — 50-100 or more, except in
Colombia and Jamaica (both of which in 1999 had
under 30 permanent staff). However, for electricity/
energy regulators, the available data showed that
none of the non-ministry African regulatory agencies
had more than 25 staff members in total, and several
had fewer than 10. Of course, many were very
young regulators, but it is difficult to see how any
regulatory agency could be effective with this number
of staff members— and with rather fewer regulatory
professionals.

This analysis was taken a lot further in Domah et al.
(2002), which reported data on professional staff as
well as on total staff.#* The study, which focused on
electricity/energy regulators, again found very small
sizes of regulatory staff — particularly regulatory
professionals — in African countries. However, they
also found quite well-staffed regulators in middle-
income countries in Asia and Latin America.

Absolute staff numbers was not found to be the
main factor in the determining whether staffing was
adequate. The key point was the high level of fixed
costs given that developing countries have a very
much lower level of electrification. These high fixed
costs imply that to be an effective regulatory agency,
there is a need for at least 20 or more qualified
professional staff.

The problem is that the number of regulatory staff
and professional staff per number of connections (or
customers) is much higher in developing countries,
particularly for electricity (and water). This is due to

the much lower number of connections per million
population than in developed countries. In Africa,
several countries have electrification rates of 10 per
cent or lower (e.g. Malawi and Uganda) and others
both in Africa and among the poorer Asian economies
have electrification rates of 10-20 per cent (e.g.
Cambodia and Zambia).*® For such countries, any
regulatory agency, however low-geared to the actual
number of customers and companies, will inevitably
look heavily staffed relative to its developed country
counterpart. Where connection rates are high, those
fixed costs can readily be justified. However, when
connection rates are low, the high fixed costs imply
that to have an effective regulatory agency means that
the scarce specialist staff cannot be used elsewhere
— and that can be hard to justify in small, low-income
developing countries.

It is this last that gives rise to the observed high fixed
costs and leads policymakers to explore alternative
options to regulation by the local agency. These
alternatives include contracting out some regulatory
tasks (and much of the detail of regulation) to
consultants or regulatory swaps with neighbouring
countries that reduce the regulatory burden. Other
alternatives are:

* multisector regulators (covering
telecommunications, energy, water, etc),

* multinational regulators, and
* multinational regulatory collaboration.

Some observers have taken a radical stance, arguing
for non-discretionary regulation with much greater
reliance on expatriate regulatory experts or expert
panels. Another radical option is greatly increased
use of contracts relative to regulatory processes,
sometimes with binding arbitration either in-country
or externally. These radical options potentially offer
the possibility of greatly reducing or even perhaps
eliminating the need for a separate autonomous
regulatory agency. However, they have the obvious
disadvantage that they substitute for domestic
regulatory capabilities rather than enhancing them as
is done by the less radical options listed above.

Considerable and useful progress seems to have
been made by contracting out of regulatory tasks
and regulatory swaps (either by twinning or with
neighbouring countries in regional groups, such as the
Southern Africa Development Community (SADC)).
However, multi-sector regulators seem not to have
been successful except in a few small countries such
as Jamaica. Multinational regulators face an acute
problem of perceived regulatory legitimacy. This is
still a major problem within the European Union, so
the idea of a single and both effective and accepted
Mekong River or Southern Africa regulator seems
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extraordinarily unlikely. There have been attempts at
doing this in the Caribbean (e.g. for small Caribbean
islands over telecommunications regulation), but
they have made very little real, practical progress.
Multinational ad hoc and informal regulatory
cooperation seems to be much more successful.

Another option that has grown considerably in
popularity is the use of “hybrid” regulatory models,
which combine aspects of concession contracts with
regulation. The contract terms are typically relatively
fixed for the first few years, so that the need for
extensive regulatory oversight builds up relatively
slowly and countries have time to build up specialist
regulatory professional staff resources. Eberhard
(2007) has particularly argued for greater use of the
“hybrid” model in Africa for this reason, as well as for
the use of some of the other options listed above.*6

Pollitt and Stern (2009) confirm that many of the African
electricity regulators (and a few of the Caribbean and
Central American regulators) still seem to be very short
on staff, particularly professional staff. This is even
more so for Indian state-level electricity regulators.
However, the size of the African electricity regulators
has grown, so that for the few countries with regulatory
staff data both for 2001 and 2005-07, all had grown
in size and, in the later period, only two regulators
(Namibia and Uganda) had fewer than 20 staff
members. Conversely, some of the Latin American
electricity regulators are very large. Twelve national
regulators had over 100-men staff and two had over
250-men staff — and several of these (including both
Argentina and Brazil) had provincial level regulators
as well as national ones.

This new evidence leads to focusing more on how to
cover the fixed staffing costs of regulation, particularly
in countries with low levels of electricity connection.
(This is much less of an issue for telecommmunications
where mobile connection rates are typically 25-35 per
cent, even in India and sub-Saharan Africa, implying
usage rates of over 50 per cent).

In addition, Pollitt and Stern (2009) point out that no
international agency currently seems to collect data
on staff or professional staff numbers on a regular or
systematic basis. There are many good reasons why
this should be done. It may well be a task that UNCTAD
would be well placed to carry out. As such, it would
provide the base data for establishing what educational,
training and exchange programmes were necessary to
help developing countries establish a sufficient human
resource base for effective infrastructure regulation.

Finally, one would expect UNCTAD to have a major
role in facilitating the development of specialist human
resources for effective infrastructure regulation,
particularly in small and low income countries.

Citing Tremolet and Shah (2005), Eberhard (2007)
reports that, in a recent global survey of regulators,
the most frequently reported constraint was the lack
of specialized skills in regulation. Thirty per cent of
survey respondents cited insufficient training as a
significant constraint and 61 per cent reported serious
deficiencies in the regulatory training that had been
received. The conclusions of the Tremolet and Shah
(2005) survey cited by Eberhard were that “quality
human resources are scarcer than money” and
quotes regulators as saying “we lack good people.””
(Eberhard (2007):7)

Financial Resource Availability

The discussion above has focused on human resources.
Financial resources should be much less of an issue.
This is (a) because the financial costs of regulation rarely
if ever amount to more than 1 per cent of consumer
revenues; and (b) because it does not require either tax
revenue or foreign exchange to cover these costs.

The key issue is whether or not infrastructure regulators
are funded out of either a licence fee or levy from
sales revenues, or government revenues. The latter is
far inferior and almost always causes complaints of
insufficient funding.#®

Funding from government revenues is, however,
primarily a mechanism by which Governments that are
wary about regulatory independence can retain control
over the regulator and exert pressure on it. Cubbin and
Stern (2005) show that poor quality governance as
represented by central government funding rather than
licence fee/levy funding is significantly associated with
lower investment in electricity generation. This finding,
i.e. that government funding of regulatory agencies
results in inferior infrastructure industry outcomes, has
been substantiated in other econometric analyses as
well as in several case studies.

4. The Main Types of Infrastructure Regulator

This chapter discusses the main types of infrastructure
regulatory agency, their characteristics and the
circumstances for which they are most appropriate.

Regulators essentially differ in the degree of
independence or autonomy that they have. However,
this raises the question as to independence from what
or whom. Most of the discussion of this issue primarily
relates to independence from the Government (or at
least from government ministries). There is, though, a
prior issue, namely independence from the incumbent
infrastructure supply company.

This is now much less of an issue than it used to be.
However, it has not become trivial. In India until 1997,
the incumbent fixed-line long-distance telephone
company was also the regulator, particularly regarding
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new entrants into telecommunications. Similarly in the
United Kingdom, until privatization in 1990, electricity
companies wishing to enter the generation market
had to get regulatory permission from the incumbent
vertically integrated transmission and generation
company. Not surprisingly, no company actually
succeeded in obtaining that permission to enter the
market.

This paper assumes that regulation has been fully
separated from infrastructure company operations (as
required by the First EU Electricity and Gas Directives
of 1996) and focus on the degree of autonomy from
Government and government ministries.

It is not obligatory to carry out infrastructure regulation
via a regulatory agency, even for countries that
operate commercialized infrastructure industries. It
is possible to try and do without explicit regulation
altogether and rely just on competition law and the
threat of regulatory intervention — as New Zealand and
Germany did until recently, but both of these countries
now have explicit sectoral regulators for electricity/
energy and for telecommunications.

It is also possible to regulate by contract, e.g. via
a concession contract with regulatory aspects
specified in the contract and disputes, modifications,
etc., handled by the standard commercial courts.*®
However, this is now becoming increasingly unusual
— particularly for telecommunications and electricity
— and this has also not been a successful option,
as shown by the poor record in Latin America and
the Caribbean of concession contracts without pre-
existing regulatory agencies.

Leaving these options aside, the main alternative
regulators for infrastructure industry are:

* a minister/ministry,

* a ministry plus a non-ministry advisory body,
e an independent regulatory agency;

* an agency and contract, and

* a competition agency or similar.

Under regulation by ministry, the minister (e.g. of
industry) takes and announces regulatory decisions
(usually after discussion and agreement with the
Minister of Finance, Prime Minister, President, etc).
This option is typically associated with State-owned
monopoly incumbents. It does not provide any of
the key attributes of regulation to support private
investment. This model has considerably declined
in importance over the last 10-15 years (at least in
telecommunications and electricity/energy) given the
decline in the number of countries providing these
services via State-owned industries. However, it
remains more frequent, even in the EU, for railways

and postal services where private investment is less
prevalent.

Some countries have separate requlatory departments/
divisions within ministries. However, even for those,
regulatory independence is still only notional and
private investors (especially foreign investors) place
little or no weight on it when making investment
decisions. For telecommunications and electricity/
energy, it remains an option that is still used in some
African and Asian countries, particularly where state
direction of these industries remains dominant.

Under regulation by ministry plus advisory body,
the minister (e.g. the Minister of Industry) takes and
announces regulatory decisions/after discussion and
agreement with colleagues following advice from
external regulatory agency. This is often advocated
and used as transitional step to independent decision-
making regulator. However, it is very difficult for a new
advisory agency to establish its regulatory reputation
and credibility. It is also essential for advice to be
published, but this is rarely done.

Most advisory regulators have not been upgraded into
autonomous decision-making regulators, although
the Jamaican Office of Utility Regulation is one that
has done this very successfully. Noticeably, this was
an advisory agency whose annual advice on the
regulatory determination of the telecommmunications
concessionwas published. Other successfulexamples
of upgrading from advisory to decision-making
regulators are the Central European countries that
have joined the EU over the last decade. In their case,
it seems that meeting EU membership requirements
were crucial for them to make the transition. However,
in general, the advisory regulator option does not
offer a stable long-term solution for Governments that
wish to introduce private investment into infrastructure
other than at the margin.

Regulation by independent regulatory agency is
still the standard model for commercialized utilities.
Independent telecommunications and/or electricity/
energy regulators have been established within the
last 10-15 years in over 200 countries, including most
Latin American countries, Central and East Europe
and the Russian Federation, many Indian states,
Pakistan, South Africa, and Uganda, Zambia, and
other African countries. However, the model is much
less widely used for other infrastructure industries.

It takes at least three to five years for regulatory
agencies to establish a sufficient reputation to
induce larger inflows of private investment at a
lower cost of capital.>° Consequently, many recently
established regulators still have to establish their role
and reputation. Overall, the reform model based on
independent regulators seems to work well in North
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America, the EU and similar countries. There have,
however, been many problems in developing countries,
even middle-income Latin American countries, which
will be discussed in more detail below. In addition,
it has been more successful in telecommunications
than electricity, and far less successful in water and
transport industries.

Note that there are independent regulators of (majority
or totally) State-owned infrastructure industries
and that regulation can improve their performance.
However, this is far more likely when the State-owned
company is more commercialized.

Regulation by an agency and contract (the hybrid
model of regulation) seems to be growing in
importance, particularly in Africa. It also seems more
relevant for electricity/energy and water than for
telecommunications (viz. the long-standing French
water concession model). In this model, the regulatory
agency's decisions are often set down or limited by
clauses in the privatization or concession contract for
the first few years (e.g. five to seven years).

This model is most useful if the regulatory office is
newly established, if it has few staff or if it has major
political tasks, e.g. in raising prices to economic
cost levels. However, the contract may need outside
backing (e.g. international arbitration, regulatory
risk or similar guarantees). In addition, the model
only works provided that the underlying contract is
commercially sustainable. In those circumstances,
this approach can reduce regulatory risks and help
provide early gains to consumers. However, there
remains the problem of how and when to make the
transition to a more discretionary system. This can
be a major problem, as shown in the Delhi electricity
distribution reforms. Examples where this approach
has been used with success are in Romanian and
Ugandan electricity distribution.

Regulation by concession contract and independent
concession contract agency is a longer-term version
of the transitional hybrid model of regulation above. It
raises some of the same issues but, in addition, there
is also the problem of keeping full alignment between
regulatory methodologies, decisions, etc., and those
in the original contract. The two can easily drift apart,
which can then cause significant difficulties.

The final model is regulation by a competition agency.
This has been used with some success for federal level
infrastructure regulation in Australia, but for energy,
this has now been separated out into the Australian
Energy Regulator. In some other Organization for
Economic Cooperation and Development (OECD)
countries, infrastructure regulators are specialist parts
of competition agencies, but they still operate as ex
ante regulators, as was the case in Australian energy,

rather than relying on ex post competition policy
remedies (as Germany and New Zealand did). Relying
just on ex post competition policy has not proved to
be a sustainable regulatory model.

For developing countries, relying on a competition
agency is rarely likely to be an option, as there are a
lot fewer States with competition agencies than with
infrastructure regulators. In any event, this model is one
where the difference relative to independent regulation is
primarily one of style rather than of substance.

The standard model for regulation in developing
countries remains the independent regulatory agency
model, although the hybrid (regulator plus contract)
model has become more important in recent years,
particularly for younger and small regulators, as in
several sub-Saharan African countries. The hybrid
regulatory model seems to have much to offer,
particularly in countries with limited institutional
capacity and/or human resource problems, or where
prices need to rise considerably to cover economic
costs.

The rise of the hybrid model among developed
countries is in significant part a response to the
difficulties that many developing countries have had
in trying to implement the full independent regulatory
agency model. These include:

* The weakness or absence of effective civil society
organizations and effective consumer voice leaves
a big hole in the regulatory process, which means
that regulatory capture by companies is more
likely. (See the 2003 Prayas Report on State-level
electricity regulation for a good example.);

The difficulties in establishing effective regulation
in countries with low-quality law enforcement (from
either slow or unreliable courts) and in countries
with high levels of institutionalized corruption;

The difficulties in ensuring regulatory commitment
by successive Governments, particularly if changes
in Government also represent effective changes in
political regime.5!

This has been a relatively minor problem in
telecommunications (especially mobile telephony),
but more important in electricity and very important
in water and transport;

In many developing countries, particularly in small
countries, there is only a limited number of well-
qualified specialist staff. To some extent, this can
be alleviated by the use of regional cooperation
agreements (as in Southern Africa, the Caribbean,
and Central and Eastern Europe);

Inability and unwillingness in many developing
country Governments to “let go” and give real
decision-making power to regulatory agencies,
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particularly when there are major crises;

* Significant difficulties in achieving transparency of
regulation (particularly in Asia), even though such
transparency is crucial for establishing the reputation
and credibility of infrastructure regulators;

Difficulties in  containing regulatory discretion
and avoiding idiosyncratic behaviour of newly-
established regulators, particularly where ministries
and policymaking resources and experience are
relatively weak (as in CEE countries in the 1990s
and in many African countries);

Difficulty to enforce in some countries contracts and
international arbitration decisions, particularly when
foreign investors are involved.

The list above sets out some of the main difficulties
that have arisen. However, there are many success
stories in the development of effective infrastructure
regulation, most obviously in telecommunications, but
also in electricity/energy. In addition, these and similar
problems have all been experienced in the past in
almost all rich developed countries, including the
United States and the United Kingdom.

Introducing effective and credible infrastructure
regulatory frameworks is difficult in political and
legal as well as in economic terms. It also requires
considerable amounts of very specialized human
resources and a lot of learning time.

The main issue for developing countries is how to
develop regulatory frameworks that foster a virtuous
circle of continuing improvement and learning.

5. Concluding Comments and
Recommendations for Further Work

Concluding Comments

It should be clear from the arguments of the paper
that there is no “blueprint” for best practices (or even
good practices) infrastructure regulation. Effective
infrastructure regulatory frameworks vary not only
by industry, but by country. For any country, they are
best established by building on existing and past
arrangements in that country for that sector (formal
and informal), or at least in similar sectors. To that can
be added mechanisms from other countries, provided
that they are adapted as necessary to fit the specific
circumstances and requirements of that country and
sector.

It should be remembered that some of the worst
examples of poorly functioning regulation have
occurred where countries have tried — or been
pushed — to adopt regulatory frameworks based on
examples from elsewhere. Examples of this include
Philippines infrastructure regulation (largely based on

United States models that have worked badly in the
circumstances of the Philippines) and the post-1990
reforms of the Ukraine electricity industry (which were
largely —and ambitiously —based on the 1980s’ United
Kingdom electricity reforms and privatization).52

The key point, particularly for countries with limited
regulatory capacity, is to find good regulatory fits, and
that means finding matching solutions for problems
that are effective in the specific local context. For
countries starting with interim or transitional regulatory
frameworks, there are many hurdles to overcome.
There are many potential solutions, but most of the
solutions have their own limitations and difficulties.®®
Among the main difficulties that arise are:
* moving successfully from initial transitional
arrangements (e.g. on subsidies and regulatory risk
guarantees) to a sustainable long-term basis;

achieving “strong” rather than ineffective “weak”
advisory regulators;

ensuring consistency between regulatory legislation
and contract provisions and procedures;

enabling contracting out processes and expert
panels to promote and complement rather than act
as a substitute for building up regulatory capacity;
and

managing the expectations of consumers, investors
and Governments.

There are a number of good examples of the long-
term development of effective infrastructure regulatory
frameworks and agencies in developing countries. It
is of course possible, and highly desirable to learn
from these examples, but it is not possible to transfer
such models directly, and it is even less sensible to try
and transfer OECD country models directly. Examples
of good practice worth further consideration include
(in alphabetical order):

* Botswana Telecoms: a high quality regulator in a
very small country;

* Chilean Water: arare developing country example of
successful water commercialization and regulation;

e Jamaica: the Office of Utilities Regulation,
which (particularly for telecommunications) is a
rare example of an advisory regulator that has
successfully graduated into an effective decision
making regulator; and

* Ugandan Electricity: an interesting example of the
use of the hybrid regulatory model.

Some of the main reasons for their success are set
out in box Ill.4.
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Recommendations for Future Work e dissemination of different approaches to the
substance of regulation and how it varies by
industry, by market and industry structure, by legal
framework, etc.; and

The major areas where further work would be required
are:

e advice in the design and operation of infrastructure
regulation and institutions and interface between

improving human capacity-building, and

regulatory/institutional issues, development and developing  regulatory training  programmes,
trade information exchanges and twinning arrangements

e impact of foreign direct investment into infrastructure with regulators and infrastructure suppliers in other
industries and regulation; countries.

Box I11.4. Key Points in the Success to Date of the Infrastructure Industry in Botswana, Chile, Jamaica and Uganda

a) Botswana telecoms

e Strong and consistent support from the Government and the courts for property rights and their enforcement;

e  Astrong and sustained commitment to telecom commercialization and liberalization by the Botswanan Government;

* A high quality regulatory law;

e Strong and effective leadership at the Botswana Telecommunications Authority and a commitment to best practice;
and

e The involvement with and support from TRASA (The Telecommunication Regulators’ Association of Southern Africa);

(b) Chilean water

e Strong and consistent support from successive Governments and the courts for property rights and their enforce-
ment;

e Aculture of non-political professionalism in both the water regulatory agency and the water companies;

e The creation of effective commercialized regional water companies;

*  Aspread of water services to all groups and areas matched by strong enforcement of bill payment; and

e The use of subsidies carefully targeted on low income households;

(c) Jamaican telecoms

e Strong political leadership and central government support both for the development of a strong, commercialized
telecom sector and for the OUR;

e A good quality Telecommunications Act implemented with the assistance effective technical and financial support
from aid donors;

e Strong leadership and continuity from OUR directors-general and senior staff, and a high level of professionalism;

e Effective use of the GATS agreement to help push forward reform, fixed-line liberalization and competition; and

e The involvement of and support from the Organization of Caribbean Utility Regulators;

(d) Ugandan electricity

* The recognition of the need and sustained support for the commercialization of and the use of private investment in
the Ugandan electricity industry;

e The careful use of a combination of concession contracts with economic regulation for Ugandan electricity distribu-
tion;

* Awell-led, competent and independent electricity regulatory agency operating under a well-designed law, allowing a
reasonable degree of regulatory flexibility where necessary;

* The use of the regulatory framework and the electricity distribution concession, along with the Ugandan Rural Electri-
fication Fund, to increase electrification rates; and

e The use of World Bank Partial (regulatory) Risk Guarantees to support the concession contract and the regulator for
the first seven years of the distribution concession.
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ANNEX 111
INFRASTRUCTURE INDUSTRY OUTCOMES

Regulatory decisions help affect industry performance on the following infrastructure industry outcomes:
1. Output and consumption

(@) Household and business access levels
(b)  Consumption levels and growth rates per head and per unit of GDP
(c) Levels of unsatisfied demand

2. Efficiency

(@)  Productivity levels and growth rates
(b)  Cost levels and changes
(c) Capacity availability and utilization, losses (technical and commercial)

3. Quality of supply

(@)  Continuity of supply

(b)  Quality of supply and customer service
4. Financial performance

(@)  Financial surpluses and losses, achieved rates of return
(b)  Measures of indebtedness and interest burden

5. Capacity, investment and maintenance

(@) Capacity levels and margins
(b)  Levels of investment and share of private and foreign investment
(c) Levels of maintenance expenditure

6. Prices

(@)  Relationship of prices to full economic costs (including a reasonable rate of return on assets)
(b)  Explicitness, transparency and efficiency of subsidies and cross-subsidies
(c)  Tariff design that promotes technical and economic efficiency

7. Competition

(@)  Well-functioning bid and auction markets e.g. for new capacity
(b)  Well functioning supply competition markets

8. Social Indicators

(@)  Affordability of supply — particularly for low income consumers
(b)  Impacts on economic development
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ANNEX IlI.2
INFRASTRUCTURE RESPONSIBILITIES

The following is a non-exhaustive list of regulatory responsibilities assigned to infrastructure industry regulators.>*
The relative importance of these issues and how they are handled varies a lot between infrastructure industries
(e.g. monopoly network issues are much more important in electricity, railways and water, while competition
issues are much more important in telecommunications). They also vary considerably by country (e.g. according
to the degree of development and sophistication of market and institutional arrangements):

* Defining and publishing regulatory methodologies as well as keeping them updated;
* Monitoring costs, including defining benchmarks (and benchmark comparison procedures) for costs;

* Setting a cost of capital that reflects the risks and rewards necessary for the particular infrastructure industry
(or industry segment) in the particular country;

* Setting and monitoring benchmarks for efficiency and operational improvements;

* Establishing effective procedural rules that allow for genuine participation by all relevant parties and which also
provide appropriate appeals rights;

* Maintaining privatization/concession agreements, investment decisions and price reviews, unless there are
strong and justifiable reasons for modifying them;

* Preventing growing divergences between costs and prices for regulated consumers;
» Advising Governments on regulatory and regulated industry issues;

* Including stated government policies into regulatory decisions — provided that Governments act in accordance
with stated policies (e.g. promised subsidies are actually paid); and

* Public statements on matters affecting the regulation of the industry, e.g. to the legislature, to regulatory and
policy specialists and to the wider public.

Further details on these and how they vary by country and industry will need to be developed by UNCTAD in
subsequent papers and discussions.
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IV. THE REGULATORY AND INSTITUTIONAL
DIMENSION OF INFRASTRUCTURE SERVICES®®

lan Alexander®t

Introduction

A key message around the world for the last two
decades has been the reform of infrastructure and
transport sectors. Governments of various hues have
adopted reform measures for a range of reasons.
These include the fact that unreformed sectors are:

e Inefficient in terms of cost — either because of
poor productivity, inefficient mix of labour and
capital (possibly owing to political pressures on
employment levels or because of a lack of access
to capital) tc;

Often perceived to provide a poor quality of service —
partly because of the inefficiency and partly because
prices are relatively low and the service is seen as
a “right” provided by the state rather than a service
being paid for by consumers; and

Unresponsive to consumer needs — again, partly
because of the poor quality of service issue and
perceptions of a right rather than a service but also
because the companies are operating in a more
technical rather than commercial way. Consequently
service options and the investment necessary to
deliver these are unlikely to be forthcoming.

Further, the provision of appropriate services,
especially for the capital intensive infrastructure and
transport sectors, places a strain on government
budgets which means that capital constraints limit
what can actually be delivered. The capital constraints
arise because Governments have competing
demands, from education, health etc, on their limited
resources.

Unreformed sectors can become a drain on the
economy and adversely affects consumers. Further,
the coping costs that industry has to bear to ensure
that access to appropriate service levels, such as
continuous non-fluctuating power supplies, makes
industry uncompetitive. Consequently the push for
reform has been linked to addressing these concerns
and allowing the infrastructure and transport sectors
to facilitate growth rather than hindering it. The
remainder of this paper discusses what is meant by
reform and provides examples of key concepts.

1. Reform

What is actually meant by reform? There are four key

elements of reform:

* Ownership — specifically the roles of the public and
private sectors;

e Structure — the choices about the way in which an
industry is organized on a vertical and horizontal
basis;

e Governance — the roles that various government
departments and agencies take; and

* Pricing — the basis on which prices for consuming
the service are set.

Each is addressed in turn.

1.1. Ownership

There are two key aspects to the choice about
ownership:

e the corporatization and commercialistaion of the
public sector operator; and

* the possible role for the private sector.

Of these, the first aspect is a clear pre-requisite for
reform. Any SOE providing infrastructure and transport
services ought to be corporatized. This means that it
should be a separate legal entity to the Government
— a stand-alone company which exists in its own right
separate to the line ministry. This first step should then
be accompanied by a move to make the operations
commercially viable, i.e. the company should be able
to charge prices that cover costs and which allow the
company to be sustainable for the future.®”

Having moved the public sector operator towards a
sustainable basis of operations should private sector
involvement then be sought? This depends on several
factors, including whether:

* The reforms will be honoured by future Governments
or whether there is a risk that the steps to make
the sector commercial will in the future be diluted,
so leading again to the inefficient operations that
necessitated reform;

Access to private external finance is required, say to
support a major expansion of service provision (and
whether there are constraints on the public sector
enterprises from borrowing directly from the private
sector); and/or

Existing management are expected to respond to
incentives to provide improved services in the future.

If there are concerns about any of the above issues
then some form of private sector participation is
likely to be necessary to make the reforms effective.
Examples of private involvement and the trends over
the past couple of decades are provided in annex IV.1.

While private involvement is important it should be
accepted that:

e The reality in many developing and transitional
economies is that the likely degree of private
involvement in the short- to medium-term may be
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limited and consequently making public sector
enterprises work better is a factor that has to be
considered; and

Even in countries that have championed reforms
like the United Kingdom, Australia and New Zealand
there are still services provided by state owned
enterprises. For example, water services in Scotland
and Northern Ireland are provided by state owned
companies while the rail network operator is a form
of state owned enterprise.>® Other countries with
significant state ownership include Ireland, South
Africa, the United States of America, etc.

So, while the private sector can, and should, play an
important role in infrastructure and transport service
provision there is likely to be a role for the public
sector at least for the foreseeable future.

1.2. Structure

Choices about the structure of an industry are key
to creating an environment in which competition can
be facilitated. Competition is important since it is
expected to deliver the lowest long-term sustainable
cost, best responsiveness to customers and the
greatest innovation in service provision. Much has
been learned in the last 20 years about the way in
which industry structure should be approached and
includes decisions about:

e the vertical structure of an industry — how much
separation should exist between the various
stages of an industry supply chain (for example, in
electricity can generation, transmission, distribution
and retail/supply or, in the water industry, can water
supply, treatment, distribution and retail/supply be
seen as separate)?; and

* the horizontal structure of an industry — how many
companies should be providing services within any
one element of the supply chain and should they
have overlapping service areas etc?

Atthe heart of this set of questions is the issue of natural
monopoly. Until fairly recently most infrastructure and
transport industries were seen as natural monopolies
and so often provided by a single company (whether
nationally or locally). That view is now changing
and greater competition has been introduced into
several of the sectors while further consideration of
competition in the remaining sectors is underway in
some places.

What is a natural monopoly? Technically it is the
situation where the marginal cost of production
falls as output increases (effectively the impact of
economies of scale) but where the minimum efficient
size is greater than the demand in the economy
(either locally or nationally). So, the lowest cost in
an economy occurs when there is just one company

providing the service. This, however, creates the
risk that the company will exploit its position hence
the solution of state ownership. Of course, natural
monopolies can exist for other reasons. For instance,
barriers may be created that are either legal or social/
environmental which make an industry into a natural
monopoly, but these are self-imposed ones.®® The
existence of natural monopolies can also be affected
by technological change making periodic reappraisal
important.

The thinking over the past couple of decades has
focused on gaining a better understanding of where
a natural monopoly actually exists and where within
an industry greater competition can be encouraged.
When we discuss competition there are effectively
three forms of competition envisaged (there is a fourth
but this is a form of regulation, it is included below for
completeness):

e head-to-head competition - when multiple
companies can offer the same consumer the same
service or product — also known as product market
competition;
contestability —this is the situation where competition
does not exist but it could exist and this makes
the company providing the service act as though
there is competition — also known as hit-and-run
competition;
competition for the market —while it is not possible to
have direct head-to-head competition it is possible
to have periodic competition for the right to provide
the service, i.e. time limited franchises for service
provision are being competed for; and
e benchmarking — this is the use of cost information
from similar companies to set prices for the service
provider (this is a standard regulatory tool).

Significant amounts of head-to-head competition
have been seen in the electricity (generation and
retail), gas (retail) and telecommunications industries
while competition for the market has been used in
many of the other segments of the infrastructure and
transport sectors.

The choice of industry structure has important
implications for the need for economic conduct
regulation (the regulation of prices, quality, access
etc). For example:

e The greater the degree of competition that is
introduced the less the need for conduct regulation;
and

* When competition for the market exists it may be
possible for the regulator to just take a role with
respect to process, i.e. was the competition for the
market adequately “competitive”.
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Linked to the latter point, however, is the problem of
a key trade-off. If the private sector is being asked to
invest into a service then it will need sufficient time to
recover the investment, normally longer than five years
is needed. Yet, if a longer term involvement happens
it is necessary to have some form of regulation since
prices are bound to need to respond to changing
circumstances. Consequently some form of conduct
regulation is necessary, although the precise form can
differ — options are discussed in a later section of this

paper.
1.3. Governance

While it is important to focus on the industry structure
and other aspects of reform there are important
governance aspects which need to be addressed at
the same time. This includes the need to establish:

* an appropriate legal framework (which can include
aspects of private participation); and

e institutional arrangements suited for the newly
reformed structure.

Focusing on the latter point captures some of
the “conflicts” that Government can face. In an
unreformed sector a single government department
can be responsible for four different aspects of a
sector, namely:

* ownership;
* operation;
* policy; and
* regulation.
This multiplicity of activity is something that can hinder
reform and consequently institutional arrangements
are needed to minimize the conflicts, even when

private participation has happened. A reformed sector
could look like:

e the line ministry responsible for the sector is just
responsible for policy;

* a separate ministry or executive is responsible for
the shareholding;

* a separate corporate entity provides the service;
and

e a separate agency is responsible for the economic
regulation.

This sort of institutional set-up removes the direct
conflicts of interest and should establish a framework
that allows stable sector operation.

1.4. Pricing

A final area of reform is that of pricing. Prices play an
important role with respect to:

e signaling the level of consumption that should
occur; and

* consequently driving the level of investment.

Investment will, however, occur only if prices are
sufficiently high to cover the costs associated with
them. Further, if prices are set too low (or high) then
consumption will be either too great (or too low)
meaning that allocative inefficiency is taking place
and the incorrect level of resources in the economy
are being utilized for the provision of that service.

Setting prices at a cost reflective level should lead to
the economically right outcome — allocative efficiency
should be achieved. Further, the signals that this
sends should lead to dynamic efficiency. But what is
meant by cost reflectivity? While in principle the idea
that prices should reflect costs is a simple one, the
real issue is how should those costs be established?

Many infrastructure and transport companies meet
their operating costs but do not necessarily cover:

* Depreciation on existing assets; and
* Return on existing assets.

Depreciationis acharge forthe consumption of an asset,
if a service is provided today then future consumers
access to services are constrained. Consequently it
is appropriate for consumers to pay depreciation as a
reflection of the service they are receiving.

More controversial can be the inclusion of a return
on assets, i.e. profits. From an economic perspective
normal profits are a cost, they represent the opportunity
cost of funds invested into the business — whether it
is debt or equity or a mixture of both. As such it is
again important that an estimate of normal profits be
included in the prices charged for services.

Key to both the depreciation and profits charges are
the issue of how assets are valued. This is a far from
straight-forward issue and consequently one where
often there is no right or wrong answer. In many
countries the primary concern is ensuring that new
investment is adequately remunerated and some
form of payment for existing assets established. While
this is not fully cost reflective it will lead to a financially
sustainable company in the long-run.

As noted earlier, reform does not mean that subsidies
should not be paid. Clearly helping the disadvantaged
elements of a society is a key concern for Government
and infrastructure and transport services can be an
important part of this. What reform normally leads
to is a clearer understanding of where subsidies are
needed and a more transparent situation. Subsidies
should be considered with respect to access to the
service and consumption, although the latter may be
more controversial.
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2. Regulation

Economic conduct regulation is a vital element of the
reform agenda and focuses both on:

 The institutional arrangements for regulation; and

e The substance of price, access etc

arrangements.

quality,

2.1. Institutional issues

From the early 1990s onwards there has been a
push for the establishment of independent regulatory
agencies where independence is taken to mean:

* No formal link with a line ministry;
* A separate source of funds; and

* An ability to hire staff on non-civil service terms and
conditions.

This creates a situation where the conflict of interest
arising from the Government being the policy maker,
owner and regulator noted above is addressed. It
has been proposed, and employed, in situations
where both private sector and public sector operators
exist (not necessarily at the same time). However,
establishing effective independence can be difficult
— a theme addressed elsewhere in the UNCTAD
conference. As such, innovative alternatives (or
complements) are being considered (see below).

Other key institutional issues need to be addressed.
These include the relationship between the economic
sector regulator and:

e competition agencies — an overlap can exist for both
mergers and acquisitions type issues as well as
traditional competition issues when competition has
been introduced, say in retail services; and

* environmental agencies — key costs for the
infrastructure and transport services arisen from
environmental decisions, such as the level of
treatment required for sewage or climate change
adaptation and mitigation.

There may not be a single right answer for the
institutional arrangements between various agencies
but it is important to:

* ensure transparency;

* minimize overlaps of jurisdiction; and

e ensure that an agency has the final decision making
powers.

2.2. Substance

The substance of regulation relates to key conduct
issues, i.e. what prices can be charged, what level
of quality of service has to be provided and on what
terms and conditions is access to a network provided?

There are various ways in which these issues can
be addressed and the detall goes beyond what
is possible in this note. However, it is important to
establish a framework that:

* have clear and measurable objectives;
e create incentives for cost minimization;

e ensure that necessary investment is undertaken;
and

* focus on effective monitoring.

The choice/design of a specific regime will depend on
the precise objectives and circumstances that exist
at the time of a decision. However, having chosen
a specific regime that does not mean that future
decisions have to continue with that regime. If the
conditions have changed and a change in regime can
be justified then it should be changed.

2.3. Innovative Solutions

Regulatory capacity and credibility is a problem
throughout the world. Various solutions are being
sought, all of which try to address the underlying
problem of wanting a regulatory regime that gives
certainty to investors while ensuring that sufficient
flexibility exists to address issues as they arise. This
section considers four ways in which this problem has
been addressed.

e Expert panel — in addition to having a standing
regulatory agency a small expert panel is used to
determine, or support the determination of key
regulatory decisions. Examples include Bucharest
water and the Indonesian water sector. This can
effectively become an appeals process alongside a
traditional regulatory agency.

e Contract — a contract is established which sets
out the regulatory decisions so meaning that all a
regulator has to do is monitor the implementation of
the contract. This only works for discrete investments
where it is possible to be precise about the future —
say with an Independent Power Producer or some
form of bulk water treatment through a BOT.

® Reduced discretion rules — building on the idea
of regulation by contract but not with a writing
of precise decisions into the contract processes
for determining the decisions. If these processes
are sufficiently tight then companies will have a
high degree of certainty about what decisions will
be taken, so they will be very predictable. While
no actual set of reduced discretion rules have
been used, there are examples being developed
in countries like New Zealand through their Input
Methodologies.
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 Outsourcing — this approach takes the expert panel
one step further and removes the need for the
regulatory agency. An expert panel/consultancy firm
undertakes the role of the regulatory agency with
respect to making determinations. Less extreme
versions may outsource just some of the regulatory
activities, or specific questions, to third parties.

These various approaches provide possible solutions
to some of the regulatory problems identified in this

note and in others during the conference.

Conclusion

This note has briefly summarized some of the key
reform and restructuring issues that countries have to
face. It is an overview and a starting point, each of
which needs to be addressed in more detail. The note
also touches on some of the innovative solutions to
regulation that are being developed around the world.
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ANNEX IV.1
EXPERIENCE OF PRIVATE SECTOR PARTICIPATION

Recent trends in private sector participation, based on the World Bank PPI database, are set out below.

Figure IV.1. Total investment commitments in low and middle income countries: 1990 to 2007
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Figure IV.2. Number of projects reaching financial closure in low and middle income countries: 1990 to 2007
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Figure IV.3. Geographic spread of transactions

m Not in ample = No projects - m Increasing colour intensity represents higher project numbers

Figure IV.4. Sectoral spread and form of involvement (%)
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\. INFRASTRUCTURE: THE REGULATORY AND
INSTITUTIONAL DIMENSIONS

Ashley Brown®°

1. Characteristics and Institutional Framework
of Infrastructure Services

Infrastructure services are generally thought to be
those that are basic to the economic and social
well being of society including energy, particularly
electricity and combustible fuels, water and sanitation,
telecommunications, and transportation. Because
those industries are so closely tied to societal well
being, they are often viewed as something more than
simply economic activities similar to other lines of
business. Rather, in addition to being a business, they
are viewed as being charged with the “public interest.”
In addition, much of infrastructure has, for much of its
history, been characterized, either in whole, or in part,
by monopoly characteristics. As a result, of both its
social and economic characteristics, Governments
have always sought to exercise significant control over
these basic industries. That control has traditionally
been exercised by either outright ownership or
through the exercise of regulatory oversight, and, in
some cases, by both.

For a variety of reasons, state ownership has been
common in infrastructure in many parts of the world.
The reasons for this have varied, but they include
ideology, the need to making certain that public
policy objectives are achieved in core areas of the
economy, monopoly characteristics, and, particularly
in developing countries, and the inability of parties
other than the state to attract capital sufficient to build
out infrastructure. In addition, the fact that so much
of infrastructure had monopoly characteristics led
many policy makers to view infrastructure as quite
different from those business sectors where private,
usually competitive commercial activity seemed
appropriate. Because so much of infrastructure was
state owned, there was not a widespread perception
of need for separate regulatory institutions. The
prevailing, although not universal wisdom was that
state ownership eliminated any need to control
profit maximization because state owned institutions
would be held politically accountable, and that
appropriate economic incentives were unnecessary
for non-profit institutions. While control over state
owned infrastructure varied from direct governmental
oversight to quasi independent, commercially oriented
governance, independent regulatory oversight beyond
that was largely absent.®"

The predominance of state ownership in infrastructure
began to change inthe 1980s and 90s. The reasons for
these changes varied a bit from country to country, but

generally resulted from Governments trying to relieve
heavy debt burdens, inability to manage effectively,
labor problems, ideological views, pressure from multi-
lateral and unilateral lenders and aid organizations,
the need and desire to access broader capital
markets, a need to shift governmental resources to
pressing social needs, efforts to install more effective
management and greater productivity in operations,
and, perhaps, the notion that privatization will reduce
politicization in infrastructure policy and decision-
making. In addition, and not unimportantly, it was
widely perceived that certain infrastructure services,
heretofore regarded as natural monopolies, were, in
fact, no longer natural monopolies and were ripe for
conversion to fully or partially competitive markets.
Most notable as an industry ripe for competition,
was telecommunications, where the technology,
especially wireless and internet, made reliance on
a single, land-based, monopoly anachronistic and
unsustainable. In other infrastructure industries,
aspects of monopoly were no longer necessary.
Other examples of this might include generation in
electricity, the commodity itself in natural gas, and
perhaps rolling stick in railroads. Thus, as a matter of
policy, the existence of, or potential for, competitive
markets, made privatization and the introduction of
competition a logical step. While one can debate
whether privatization, in and of itself, accomplished
all of the objectives listed above, or was appropriate
for the circumstances, there is no doubt that many
countries privatized, or, at least, allowed for the entry
of private capital, into infrastructure sectors that had,
heretofore, been the exclusive domain of the state.®?

The trend toward privatization, and/or allowing the
entry of private capital, must be understood in the
context of the nature of infrastructure services. Most, if
not all, of these industries have been viewed over time
as natural monopolies at one point or another. While
some of them have clearly emerged from monopoly
status,®® most of them either remain monopolies
or have essential bottleneck facilities that retain
monopoly characteristics while other parts of the
sector may have become competitive. An example of
this is in electricity where the wires part of the business
(i.e. transmission and distribution) is widely viewed as
monopolistic while generation and supply are viewed
as competitive, or, at least, potentially competitive.
Because of the two key elements, the essential nature
of the service provided, and the lack of competitive
options for consumers, privatization does not equate
to open markets. A system of regulation is required.
While state ownership of infrastructure may function
without an independent regulatory overlay because
of the political accountability of the stewards of the
service and assets, private providers of essential
services, particularly monopolies, lack such political
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constraints.®* Profit maximization may well breed
efficiency in a competitive market, but in a monopoly
context, profit maximization is highly problematic from
a variety of perspectives. Accordingly, a regulatory
regime must be put into place to assure that there
is no abuse of monopoly power, that incentives
are put in place for private service providers that
reasonably align the otherwise conflicting interests
of both consumers and investors. There are, as the
discussion that follows makes clear, a variety of
options that countries confront as they construct their
infrastructure regulatory regime.®®

It is also quite important to put infrastructure regulation
in full context. Generally speaking, economists
prefer to allow markets to operate unconstrained by
intervention from the state. That, it is often argued,
will produce the most efficient result for society. To do
so, however, requires that the markets suffer from no
significant flaws, such as lack of competition, serious
asymmetries of information, or major bottlenecks.
There is also the additional question of how important
the economic activity is to society to be considered
in regard to whether state intervention into the market
is warranted. In regard to essential infrastructure on
which societies rely, however, the importance of the
products being sold is affected with the public interests
and market failures will inevitably require the state to
intervene to compensate for those failures. That does
not mean that markets should not be permitted to
operate, but only that it is important for those markets
to operate without any significant failures.®¢ Once it is
determined that there is a significant market failure in
an essential infrastructure market, then the questions
are how that regulation is best carried out, at what cost,
how to tailor it to be in proportion to the nature of the
market failing, and toward what purpose. In addition,
there is the question of how these decisions are taken,
who takes them, and how they are implemented.

Before delving into regulatory issues, it is important to
set the context in which reforms have been initiated in
infrastructure services.

2. Context for Restructuring Infrastructure
Services Sectors

Private investment is sought out in infrastructure
in developing countries, as noted, for a variety of
reasons. They generally fall into four categories, or
combinations of those categories. The first category is
the result of factors internal to the infrastructure sectors
affected, such as an inability to effectively manage
assets because of labor difficulties, corruption, or
human resource limitations. The second category
is where attracting private capital is motivated by
economic or resource factors completely external
to the infrastructure sector, such as dealing with an

economic crisis, or simply seeking relief from crushing
levels of debt, reaching the state’s limits in terms of
borrowing the amounts of money required to keep
up with increasing demands for services, or perhaps
even a need to divert resources to other pressing
social needs. Third is where the motivation is simply
pressure from creditors or foreign aid donors who
make privatization a pre-condition for making loans or
extending. Finally, there are cases where governments
simply take an ideological position to forego state
ownership and promote private investment in the
belief that such moves serve the best interests of
the country. The motivation is quite important as
a measure of gauging a country’s commitment to
providing an appropriate environment for attracting
and retaining private investment. Perhaps, even more
importantly, it heavily influences the method in which
privatization is carried out.

While it seems intuitive that the more a Government is
committed to the success of attracting private capital
to a nation’s infrastructure, the more likely it is that the
political will exists to make the effort successful. While
it may be intuitively true that privatization compelled
from outside the country is less likely to succeed in the
long run than if there is strong domestic support for
the effort, there is no clear evidence that privatization
failed simply because of resentment of outside
pressures, such as from the International Monetary
Fund (IMF) or the World Bank.6” On the other hand,
political commitment to privatization or attracting
private capital is no assurance of success either. The
problem is because Governments have an inherent
conflict of interest in privatizing. The conflict is between
selling state owned assets for the maximum price and
creating circumstances for the long term optimization
of the sector. Absent effective management, those
two, perfectly legitimate, objectives, are at odds
with one another. It is also important to note that
Governments privatizing infrastructure services for
the first time, have another obstacle with which to
contend, namely risk adversity among prospective
investors who find no precedents for assessing the
risks posed by the offers being made. To overcome
these concerns, Governments often try to “sweeten”
the initial concessions being offered in order to gain
investor confidence. There is some history that these
deals turn out to be too “sweet” to be sustainable over
the long run.®®Three examples, drawn from Brazil,
Argentina, and Zambia, illustrate these problems.

Before discussing the three examples, it is important
to set the context beyond privatization. Privatization is
just one component of restructuring an infrastructure
sector. Indeed, it is not even an indispensable
element of restructuring.®® Perhaps more important in
restructuring is to design and make the rules for the




PART TWO: KEY REGULATORY AND INSTITUTIONAL ISSUES IN INFRASTRUCTURE SERVICES 73

new market model, and to formulate the regulatory
regime. The failure to complete, or, at least to embark,
on those two efforts is an almost certain guarantee
of creating enormous difficulties in privatization.” It
seems intuitively obvious that both the host country
and the private investors putting their capital at
risk would be well served by knowing at least the
contours of the regulatory and market environment
before large sums of capital are committed. As will
be demonstrated by the Argentine and Brazilian
examples, the difference between setting that context
before trying to deploy private capital and leaving it for
a later date is enormous.

The Brazilian and Argentine examples are
excellent studies in contrasting ways of carrying
out privatization.”" Prior to privatization in the early
1990s, the Argentine power sector had suffered from
significant under investment, and was somewhat
physically deteriorated and low in efficiency and
productivity. It was widely believed that the strategic
injection of capital and installation of new management
would vyield very significant productivity gains in
generation, transmission, and distribution. In Brazil,
the pre-privatization condition was quite different.
While many, although not all, distribution entities,
suffered from lack of investment, the transmission
and generation sectors were generally regarded as
well maintained and reasonably efficient.”? It is also
worth noting that the generation sector in Brazil at the
time privatization was begun, was about 90-95 per
cent hydro, while Argentina was roughly 50 per cent
hydro and 50 per cent thermal.

In Argentina, privatization was viewed in the context of
a total restructuring of the sector. Prior to undertaking
privatization, the Argentine authorities determined
that they wanted to create a viably competitive
generation sector, to establish price cap regulation
for the distribution companies which provided
powerful incentives for increasing productivity, and
to develop a transmission network that enabled that
vision. In connection with that vision, they intended
to sell off the state assets in the sector to private
investors, most of them foreign. In order to establish
the optimal circumstances, considerable efforts were
expended in order to learn from mistakes elsewhere
in creating viably competitive electricity markets
in order to avoid repeating them. Competition in
generation was essential because they envisioned
minimalist regulation, primarily anti-trust regulations,
for generation. Needless to say, they wanted to attract
significant revenuers from selling the state’s property.
That desire, however, was tempered by their intention
to assure that the electric market was sustainable
and enduring. In short, profit maximization from the
sale of assets was not the objective. The desire to

capture revenues for the state was tempered by the
wish to for an optimal market, post-privatization. As a
result, the three basic components of reform, market
design, establishment of independent regulation,
and privatization were carried out somewhat
contemporaneously during the early 1990s.72

Brazil, during the period 1995 to 1999, in notable
contrast to its southern neighbor, turned over
privatization efforts in the power sector not to
energy officials, but, rather, to BNDES, the national
Government’s development bank. The first task to be
undertaken was the privatization of the distribution
companies. There were two reasons for this decision.
The first was purely financial. Most of the distributors
were owned by state Governments which were deeply
indebted to the national Government. By turning over
those assets to BNDES for privatization, the revenues
received could serve double duty, repayment of state
debt to the national Government, and to enable the
national Governmentto ease some of its very significant
debt burden. BNDES then spent considerable effort
talking to potential foreign and domestic private
investors to see how they could package the
distribution company sales in ways that would be
most attractive to them.”* Rather than replicating the
earlier Argentine effort to contemporaneously design
a new market and to implement a regulatory system,
those decisions were deferred. At least part of the
reason for deferring those decisions was that fear of
competition or anxiety about regulation would reduce
the amount of money investors were willing to spend
to buy the distribution assets. There was a side effort
to engage key figures in the power sector in strategic
discussions about market design and regulation, but
that effort, unlike what happened in Argentina where
all of the activity related to restructuring the sector was
integrated, took place in almost complete isolation
from the privatization efforts. Indeed, even though
promises were made to privatize generation at some
unspecified time in the future, serious efforts to carry
that out never fully evolved.”® The result was that the
Government did, in fact, sell distribution assets for
prices far in excess of the established minimum price,
but that the seeds of sector failure were planted.”®

Whereas the Argentine market functioned quite well
until the entire economy collapsed several years
later (2000-2002), the Brazilian market plunged into
service reliability problems and then severe shortage.
The service reliability problems, manifested in the
blackout of 1999, resulted from incentives provided in
one of the earliest privatization, that of Rio Light. The
price caps regime not only had no X factor to assure
a sharing of productivity gains between consumers
and investors, but was accompanied by a complete
absence of regulation of the quality of service until
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Box V.1. Rio de Janeiro Blackout: Following Incentives

The blackout, which lasted more than a week, was, technically speaking, the result of equipment failure in the midst of a
sustained heat wave. The equipment had deteriorated, but the staff of Rio Light had been skilled in keeping it in operation.
At the time of the blackout, however, most of those experienced workers had been let go, and the new, lower paid, less
experienced, team in place, lacked the skill and knowledge to keep the old equipment functioning or get in back on line
in reasonable time. The private owners of Rio Light had made no investment at all in improvement of the equipment they
knew to be defective. The company said that they were still studying the situation to see what investments needed to be
made in what priority. Many observers, however, believed that the company was simply “following the money,” namely fol-
lowing the incentives to cut costs to benefit the bottom line, rather than increasing productivity.

Agéncia Nacional de Energia Elétrica (ANEEL)
subsequently came into existence.”” The result was
that the company was not rewarded for increasing
productivity, but rather for merely cutting costs, a
rather simple task that was accomplished by not
investing in infrastructure, already deteriorated at the
time of privatization, and then laying off or moving into
early retirement, the skilled and experienced workers
who knew how to make the system to work. The two
week blackout of Rio de Janeiro, Brazil's second
biggest city, in 1999, occurred just as ANEEL began
its operation.”® The Chairman and his secretary had
been in place barely a week when they were notified of
the blackout. To make matters even more complicated,
when ANEEL did take action, the companies
contended that it had no jurisdiction because their
concession pre-dated the law creating ANEEL, and
because their concession said nothing about quality
of service standards. The regulatory agency, not
surprisingly, had a rough birth. Its credibility was
not enhanced by the shortage which occurred just
a few years later, the causes of which were multiple,
but significant among them was the complete failure
to design a market scheme within which there were
incentives for building thermal generation. Thus, one
dimensional focus on privatization proved costly.”®

In Zambia, there were two state owned electric
companies. The larger one was ZESCO, the
vertically integrated, state owned utility. The other
was a distribution company, Copper Belt Energy,
that was owned by the nationalized copper mining
operation and served the heavy load centers in the
country’s Copper belt region. In search of revenues
for the treasury, during 1991-1996, Zambia decided
to privatize Copper Belt Energy. In order to make the
sale more attractive, the Government hit upon the idea
of having ZESCO assume the supply risk for Copper
Belt Energy’s customers rather than assign that risk
to the entity serving the customer - as is typical with
electric utilities. Further skewing the incentives, the
concession indicated that in circumstance where
the customer paid less than his full bill, Copper
Belt Energy had first call on the money paid before
ZESCO was to be compensated. The arrangement,
much like that of privatizing distributors in Brazil, was

perfectly suited for attracting significant amounts of
money to bidding for the concession, but when the
copper mines fell behind on their electric payments,
Copper Belt Energy was largely held harmless, while
ZESCO, the state owned company responsible for
serving the bulk of the country’s electric consumers,
was pushed into an deeper financial abyss. The ERB,
Zambia's energy regulator was with the dilemma of a
company that was largely precluded from recovering
its costs, yet which was obligated to serve most of
the country’s demand for electricity. Once again, one
dimensional privatization rendered the regulatory task
extraordinarily difficult.

The point to derive from these experiences is that
regulators are inherently creatures of the environment
within which they must operate. When the privatization
occurs in a balanced, nuanced way, keeping in mind
the multiple objectives of such an effort, regulators
will be able to operate in a smoother, more stable
environment, than when they are handed the residual
damage from deeply flawed privatization efforts. It
is also worth noting that there are other contextual
issues regarding privatization that further define the
regulatory challenge. Governments, in order to build
political support for privatizing state assets sometimes
overstate the expectations for productivity and service
quality gains. Sometimes, as in the case of Argentina,
significant gains are attainable.®®

In cases such as Brazil, that is not at all clear. In
fact, there is something of a debate among experts
about whether it is best to build up assets prior to
privatization in order to attract a higher purchase
price, or, rather, to sell the asset “as is” and let the
investor value it appropriately, and then go about
making improvements as it sees fit. Finally, there is
the question of clearly defining what is expected
of the private investor (e.g. expansion of service,
quality of service, safety, etc), so that the investor,
Government, consumers, and regulators all have
similar expectations. As is obvious, it is critical that
the incentives provided to the investors be consistent
with the attainment of those expectations, as well as
congruent with the policy objectives of the state and
its regulators.
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Box V.2. Universal Access to Services

The effort to provide universal access to service is an important example of how privatization may provide incentives or
disincentives for the attainment of universal access. An excellent example occurred in the Brazilian State of Bahia in the
mid 1990’s, when the state electric distribution company, COELBA, was privatized. There were serious issues as to how
to extend service into the vast, relatively under served, interior of the state. The Governor was given three choices in that
regard as they related to privatization. The first was establishing dates certain for universal service as part of a statewide
monopoly concession, a requirement that would allow prospective investors to internalize those costs into their bids. The
second option was to grant a concession only where service then existed and then put unserved areas out to separate bid,
thereby injecting a bit of competition into the equation. The third option was to provide a state wide monopoly concession
with no service extension requirements, unless funds were made available to the company by third parties, such as the
state. The Governor chose the third option for the obvious reason, that it would attract the biggest prices from bidders.
Nevertheless, just a few months after Iberdrola, a private Spanish utility, acquired the concession with no obligation, ab-
sent state funding, to expand service availability, the company found itself heavily criticized for not providing a service, the
concession explicitly did not require.

While the example relates to universal service in the context of privatization, the provision of universal service is an extraor-
dinarily important part of infrastructure regulation in developing economies, with or without privatization. Market penetration
rates for electric service in developing countries, particularly in rural areas, can be very low. In some sub-Saharan African
countries the rate is in single digits. The attainment of universal service is both a policy and regulatory issue. The options for
achieving it range from, as in the Bahian example, internalizing it into privatization, creating governmental subsidies from
the state treasury within rates to attain it, devising cross subsidies to finance it, and variations of each. Each approach has
disadvantages. Internalizing it into privatization might be efficient, but is, as the example points out, it may not be appealing
to governments or politicians who are looking to maximize revenues from the sale of assets. Governmental subsidies are
reasonable in the economic sense that they allow for a wide spreading of the costs, but have the downside putting even
greater pressure on governments to spend money from treasuries that are already bare and often deeply in debt. Cross
subsidies have the advantage that they are relatively easy to put into effect and that they are “hidden taxes” that impose
less political costs to the government. They are problematic, however, in the sense that they often become too burden-
some, as in India, where rural subsidies are widely regarded as poorly targeted, extremely costly, and distorting of price
signals to customers. They are often politically contentious, as in Namibia, where efforts to impose cross subsidies from
urban to rural customers ran into protests from the country’s cities.

There are also efforts to universalize electric service through micro grids. In Cambodia, for example, many villages have
local entrepreneurs who provide local service of electricity to villagers, but who are not connected to a national grid. There
are numerous efforts in many countries to utilize renewable resources, such as solar, wind, bio-mass, or small hydro, to
create micro-grid service. Universalization of service is a major issue in developing economies, and regulators in those
countries are likely to be called upon to play a major role in accomplishing it.

3. Regulation: Juridical, Institutional, and both, they are the two dominant models in use today.

Substantive Aspects®?

Regulatory regimes in both design and operation
must be understood in at least three dimensions, the
legal construct, the processes, as well as institutional
and governance framework, and arrangements, and
its substance, in terms of rules and pricing. Stated
in somewhat different terms, these are the questions
of Who? How? and What? of regulation. There are a
number of models in each of these dimensions, as are
explained below.

3.1. Juridical Models

There are essentially two quite different juridical
models for regulation. They are generally known as
“‘regulation by rule”® and “regulation by contract.”
While each of these models has a variety of variations,
including some hybrid models combining elements of

Regulation by rule, which originated in the United
States, and which is still in use there, as well as other
jurisdictions, is a regime wherein the regulators is
delegated enumerated powers from the Government,
and is empowered to exercise them unilaterally (i.e.
without the formal consent of the regulated entities). In
contrast, under regulation by contract, which is used
in a majority of jurisdictions with formal infrastructure
regulation, concessions are granted to licensed
entities to do business under specified circumstances
and conditions, and those rules remain in effect, like
any contract, until such time as they expire by their
terms, of the parties to the arrangement mutually
agree to alter the terms. The degree of difference
between the two juridical contexts may be slight, or
may be quite significant depending on the explicitness
of the terms of the concession documents.
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Box V.3. Granting Concessions: A Governmental or Regulatory Function

There is a debate over who should grant concessions. Some argue that the regulator should not grant concessions be-
cause it would then have a stake in how subsequent performance by the licensees is assessed. Furthering that argument
is the idea that if the concession is granted as part of a privatization scheme, the government, as custodian of the asset,
should determine to whom it should be assigned and under what terms and conditions. Proponents of the government
being the concession granting entity also argue that the terms and conditions of a concession to an infrastructure provider
are broad statements of public policy which only a government, and not a specialized regulator, can perform. Those who
believe that the regulator should grant concessions contend that the process would be less politicized and less subject
to manipulations, that regulator will have to enforce the concession, so it makes sense for them to grant it also, and finally
that the regulator is better equipped professionally to handle the concession granting process.

The basis of concession regulation is that a concession
is granted to a licensee, often a private company,
but perhaps a state owned enterprise, to engage in
a particular business activity.®® The concession sets
out the terms under which the concessionaire will do
business. Typically, although not always, concessions
might include such terms and conditions as the
price paid for the concession, pricing methodology,
provisions setting out when and how tariffs might
be changed, monopoly or non-monopoly status,
service expectations, degree of regulatory discretion
to which the company is subject, definition of territory
to be served, length of concession, capital investment
expectations, potential liabilities and other risk
exposures, and a host of other requirements. From
a legal perspective the concession is a contract
between the Government and the regulated company,
the terms and conditions of which can only be altered
by mutual consent. Concessions are usually granted
by the Government and enforced by the regulator,
but, in some jurisdictions, the regulator does both.
It is important to note, however, that the degree of
explicitness in concessions is critically important,
because the terms and conditions are legally binding
and limit subsequent regulatory discretion.8* For
that reason, investors often prefer contract based
regulation because they are in a better position to
know what regulatory risks they are likely to encounter.
Left to their own devices, presumably, many regulators
would prefer to have more discretion that that afforded
by contract regulation. For Governments, the selection
of which method is deployed is often the result of
ascertaining which method will allow privatization to
proceed most smoothly, and, perhaps, most profitably.
It may also be the result of the country’s legal system.8°

Regulation by rule also includes the granting of
concessions to companies, but the terms of those
concessions are often little more than a mere license
to do business. The substantive conditions under
which a concessionaire must do business, such as
pricing, service rules, subjectivity to competition,
liability and other risk exposures tariff changes, etc.
are left to the discretion of legislative and regulatory

authorities, who possess the power to change any
or all of the rules at their discretion, without having to
obtain the consent of the regulated entity. Typically,
however, that discretion is limited in a number of
significant ways. Those limitations typically include
prohibitions on the arbitrary taking of property,
requirements that pre-exiting contracts be honored
and contractual; rights of parties be respected,
including but not limited to arbitrary diminution of the
value of property, requirements that all rule changes
be applied prospectively and not retrospectively,
prohibition against unreasonable barriers to recovery
of costs prudently incurred in providing acceptable
levels of service, prohibitions against changing rules
without some form of consultation with those affected,
as well as other statutory or constitutional limits of the
exercise of state regulatory power.8 Thus, while the
regulatory risks for a concessionaire may seem far
greater than they might be under contract regulation,
depending on the limits imposed on the exercise
of regulatory discretion, that may of may not be the
case. Itis important to note that the limits of regulatory
discretion in a regulation by rule regime may be heavily
dependent on the existence of a strong legal system
which includes competent, independent judicial
oversight or review. In the absence of such a strong
legal system, nominal constraints on the exercise of
regulatory discretion may be more illusory than real. For
that reason in particular, investors often find contract
regulation preferable to discretionary regulation in
less developed countries. That being said, however,
it may also be that the seeming certainty of contract
regulation may be less than meets the eye. It is useful
to consider a couple of examples to illustrate the issue.

Perhaps the best example of instability in the
supposedly certain regime of contract regulation was
found, ironically, in the United Kingdom, hardly an
immature or uncertain legal or political environment.
The rules in England and Wales for the distribution
companies (regional electricity companies (RECs))
after their privatization, was that they were subject to
RPI — X price cap regulation, the details of which will
be further explored later in this paper. That meant, in
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practical terms, that the tariffs would be set for a period
of five years, subject only to annual adjustments to
reflect both inflation and the attainment of an assumed
level of productivity gain. Those rates were premised
on assumptions about costs and opportunities for
productivity that turned out to be significantly off the
mark. The result was that when new investors began
exploring the possible acquisition of various RECs the
rates of return being earned were disclosed. Those
rates were quite high and led to considerable consumer
backlash. All of this played out against the backdrop
of elections as well as allegation of “excessive” profits
being earned by the RECs proved to be a considerable
embarrassment for the Government.®’The problem
was that the regulatory contract in place explicitly
prohibited any tariff changes, other than the automatic
RPI-X annual adjustment, during the five year life of
the tariffs in effect. The question for the regulator was
to fully honour the concession contract terms and risk
the political unraveling of the pricing methodology
and perhaps even more of the enacted reforms, or to
break the contract and rescue the overall paradigm.
Given that choice, the contract was broken and high
earning RECs were compelled to reduce their tariffs to
more “acceptable” levels. For contract regulation to
be fully sustainable, it needs to “right” at the outset.
In the case of distribution tariffs, the initial tariffs were
not guided by a full understanding of the underlying
costs and potential gains in productivity. That failure to
be correct at the start, almost inevitable given human
frailties, has enormous potential, as the example
demonstrates of making contract regulation less
certain than the theory would make it appear.

Another example of uncertainty with supposedly
certain contract regulation occurred in Brazil at the
expiration of the initial terms for distribution tariffs
in Brazil.®® The problem in Brazil emanated not, as
in England, from a less than full appreciation of the
costs, but, rather from another common contract
problem, namely an incomplete document that fails
to set out all of the relevant terms. At the time of initial
distribution company privatization, the concessions
being offered to bidders set out, among other things,
a tariff methodology for the initial tariff period, but were
silent as to what would happen at the expiration of
that period. 8 They were also silent in regard to the
regulatory regime within which the concessionaires
would be doing business. Thus, when the initial tariff
period expired, ANEEL, the regulatory agency, lacked
any legal or policy guidance as to how to set tariffs
for the next period of time. Particularly vexing for the
regulators was the fact that concessions did not even
give any basis for the ascertaining the rate base,
which would serve as the cost foundation for tariffs.
The companies, not surprisingly, contended that the
rate base should be based on the purchase price they

paid for the assets. They contended that that was what
the Government had promised them at the outset. The
problem was that nothing in the concession, or, for that
matter, in Brazilian law, supported that contention, and
the regulatory agency itself, did not exist at the time, so
it was clearly not a party to any such understanding.
Moreover, regulators had alternatives for establishing
a cost basis, such as reconstruction costs, original
construction costs minus depreciation, or application
of some benchmark set of costs. When ANEEL did
not use the purchase price, the private owners of the
distribution companies protested to the Government
that the regulatory compact had been broken. While
there were divided views in the Government ultimately
no action was taken to undermine what the regulators
had done.

Ultimately, on reconsideration, and with considerable
consultation with both the Government and The
World Bank, ANEEL put in place a benchmark
based foundation for establishing costs, which,
along with a series of other, somewhat unrelated
reforms implemented by the Government, salved
the complaints of the distributors. The problem
however, of the incomplete contract, points out the
fact that the initial terms of a concession not only
need to be based on full information, but must also
be complete and comprehensive if it is to achieve the
level of sustainability and certainty for which many risk
adverse investors look.

Regulation by rule, almost by definition has within it
a number of serious regulatory risks. The mere fact
that Government or regulators can change rules
without the consent of the regulated might make
many investors fearful, despite the limitations on
that discretionary authority noted above. The fact
that such changes can occur at either a regulatory
or political level, of course, does little to quell those
anxieties. The fact that regulation by rule is primarily
used in the United States, with its strong, independent
judiciary, and well established legal system, does little
to provide confidence to investors in jurisdictions with
weaker legal systems and less independent judicial
institutions. On the other hand, the flexibility afforded
regulators and legislators in a regulation by rule
regime can allow for changes such as occurred in the
English system without posing a threat to the entire
fabric of the regulatory arrangements. Investors, for
example, who are inflexible in the face of economic or
other crises that demand deviations from regulatory
norms in a regulation by contract regime, can, in
many instances, lead to more problems for investors
than rule changes unilaterally made by regulators in
the face of very trying circumstances.

While drawing a clear dichotomy between “regulation
by rule” and “contract regulation” is useful as an
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Box V.4. A Government’s Dilemma: To Interfere or Not Interfere

It is not entirely clear what action the Government could have taken without clearly intruding onto the independence of the
regulator. The Government faced a serious dilemma in terms of signals to investors. On one hand, it did not want them
complaining about unfavorable rate treatment that other private investors would be discouraged from investing in the
power sector. On the other hand any political interference with supposedly independent regulation would also be likely
to discourage investors by demonstrating the government'’s ability to politically manipulate tariffs. While political interven-
tion in this circumstance might be beneficial to private investors, with the new left wing Government about to take power,
investors might simply see the risk of political intervention over the long term as substantially increasing regulatory risks.

analytical or pedagogical tool, as made clear by the
tariff disputes in Brazil and by the fact that concessions
do actually exist in the United States, the reality is that
almost no system is conceptually “pure.” Contract
regulation is only as constricting as the concession
language requires it to be. In Zambia, for example,
nominally a “contract regulation” regime, some of
the original temporary concessions in electricity were
little more than a vesting of the right to do business
for those entities to whom they were granted. That
lack of substance in concession documents, left a
great deal of discretion in the hands of the regulator.
Indeed, it somewhat resembled the juridical model for
regulation in the United States, despite the fact that it
was nominally a contract model. Thus, while few, if any
countries, other than the United States and perhaps
Canada, are explicitly “regulation by rule” jurisdictions,
in many “contract regulation” jurisdictions, the
concession documents are sufficiently vague as to
create a de facto hybrid regime that is partly “rule”
and partly “contract”. Finally, it is common in many
“contract” regimes to incorporate certain rules, quality
of service or safety standards, for example, into the
concessions, so if the regulator changes those rules,
it also, in effect, changes the concession.

3.2. Regulatory Governance: Institutions and
Processes

Institutional arrangements and  decision-making
processes, alone, do not guarantee a fully successful
regulatory system, but defects in each can assure
a seriously flawed system. Whatever the structures
and processes are, they need to be fully credible,
legitimate, and transparent to be successful and
gain widespread acceptance. Credibility means that
investors, both prospective and actual, must have
confidence that commitments will be honored and that
they will be dealt with fairly. Legitimacy requires that
consumers are satisfied that the regulatory system
will protect them from abuse, including unreasonably
high prices and unacceptable levels of service quality.
Finally, the system must operate in a fully transparent
way that allows all interested parties to see an open,
honest, fully informed, intellectually respectable

decision-making process that affords interested
parties a meaningful opportunity to participate.®®

Institutions

There is a range of institutional arrangements for
regulatory agencies, ranging from none at all, to
fully independent, free standing agencies, with a
variety of options between those two poles. The two
basic models, however, are those of the independent
regulators and the public service concession
model.®! They provide the best context for discussing
institutional arrangements.

The independent regulatory model is largely derived
from the Anglo-American experience, although
it is probably now the most widespread model
in use. The regulators have significant financial,
administrative, and decision-making independence.
While their powers are limited to those delegated to
the by legislators, or by terms of concessions,®? within
that area of competence, they have considerable
discretion. Typically, although not always, the regulatory
agency is headed not by an individual, but, rather by
a multi-member Board which makes its decisions
based on majority rule. The Board members (often
called Commissioners) are typically appointed®® for
fixed, and staggered terms®* to protect them against
political interference, and cannot be removed from
office without showing full cause of doing s0.%° The
agencies are generally, although not always, funded
by fees assessed against regulated companies and
then passed on to consumers, in order to provide
independent funding free of ordinary governmental
appropriations. In most such agencies have the power
to make decisions in their area of delegated powers
without having to obtain consent from any other
governmental agency.®®

The theory of independent regulatory agencies is that
they are insulated from short term political pressures
and can, therefore, take both a longer term view in
decision-making, but can also make tough decisions
without fear of political repercussions. They are also
charged with maintaining the relevant professional
expertise to make decisions on a highly professional
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Box V.5. Resource Adequacy for Regulatory Agencies

Many regulatory agencies suffer from being under-resourced. This has been problematic from the standpoint of attracting
and retaining competent staff, but it has also led to inability to engage consulting expertise, and acquire needed equip-
ment, particularly in information technology. There are many examples of these problems. In Guatemala, for example, the
electricity regulator’s budget was such that about 25% of the total was consumed by the salaries of three commissioners
alone, not because they were over paid, but because the budget was so small. In Brazil, ANEEL’s budget, nominally under
the law, .5% of sector revenues, has not been able to actually receive all of the funds legally allotted to it, because the gov-
ernment has routinely retained as much as 60% of the funds to use for other government priorities. In Zambia, the energy
regulator was not, in its early years, able to collect the .49% of electric revenues to which it was legally entitled, from Zesco,
the country’s largest utility, which simply failed to pay its assessments. Zambia's ERB was also in charge of providing for
rural solar systems through a special funding mechanism. Unfortunately, for many years, the funds collected were retained
by the Treasury for other government priorities. Many other regulatory agencies have been forced to rely largely on donors
and lenders to support their work efforts either because sustainable funding was not provided for, or because the funds
were diverted to other purposes by the Government. Thus, stability in funding regulatory agencies is not an insignificant

issue in many developing countries.

basis. Tomaintain thattechnical competence, agencies
have often experienced difficulties in recruiting and
retaining competent staff members. The problem can
be quite severe because agencies often are required
to adhere to civil service compensation rules, which
are, particularly at senior levels, significantly below the
salaries and benefits paid by regulated companies
with whom the agencies have to compete for talent.
The result has been attrition rates for senior staff at
ANEEL, in Brazil, for example, as high as 20-25 per
cent per year. The Russian electricity regulator has
suffered from similar attrition rates as well. Some
countries, Zambia, for example, and Brazil, in recent
years at some agencies, have been able to pay staff
at levels that are competitive with regulated company
compensation packages. The issue of retaining staff
is not only a question of maintaining competence,
but also one of ethical and credibility dimensions. If
the regulatory agency staff are planning career paths
that mean they acquire expertise and experience in
their early years at the regulatory agency and then
move to more highly rewarded positions at regulated
companies, then staff's motivation in decision-making
can easily be called into question, perhaps leading to
cynicism among the public in regard to the agency’s
credibility, and, in the case of a staff member trying
to curry favor with a regulated company, raising very
serious ethical issues as well.?”

In regard to independent regulatory agencies, there
are two very common controversies, one concerning
its mission versus that of line ministries in the same
sector (e.g. telecommunications regulator versus
Communications Ministry), and the, other, as to how
to hold the agency accountable. In regard to the
first controversy, it would appear to be an inevitable
result of shifts in bureaucratic responsibilities. Line
ministries, which, prior to the creation of regulatory

agencies, had full authority in the sector, including
proprietor of the state assets in the sector, policy
maker, regulator, and administrator of government
programs, have lost some of those powers. Certainly,
regulatory powers, as well as policy making matters
subsidiary to regulation, have been shifted to the
regulator. In some countries, the change was done
without controversy, particularly where Ministers
were instrumental in making the changes. In others,
there have been bureaucratic controversies and
maneuvering.

Two disputes, in Colombia and Zambia, are particularly
instructive. In Colombia, the Government created
Comision de Regulacion de Energia y Gas (CREG) to
be the regulator in both gas and electricity. In doing so,
it apparently struck some sort of political compromise
by mandating that CREG’s Board be composed of four
independent members and three Ministers, which, in
and of itself not only raised questions about agency
independence, but also created something of an
impasse at the Board level. What became particularly
problematic was when the four independent Board
members began to set policy regarding international
trade in natural gas, a responsibility claimed by the
Energy Ministry. The result was a confused set of affairs
in regard to the natural gas market, and, ultimately, led
to changes in personnel at CREG. In Zambia, when
the telecommunications regulator was created, there
was an odd provision in the law that permitted the
Minister to remove Commissioners at the regulatory
agency and make regulatory decisions until such time
as a sufficient number of Commissioners were back in
place, which had, among other powers, the authority
to grant licenses to new entrants in the industry. The
Minister proceeded, for reasons not fully explained,
to remove Commissioners from office at a time when
applications were pending for licenses to engage in the
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cellular telephone business, grant the licenses himself,
and then reappoint the Commissioners to office. In
both of these cases, the laws allowed for sufficient
ambiguity, or open manipulation, so as to fully blur
the distinction between what regulators do and what
Ministries do. Beyond mere bureaucratic turf wars,
the role of regulators is not always easily understood
because regulatory agencies perform functions that
had not, prior to their creation, been seen as discreet
tasks. Moreover, the idea of independent agencies
that are part of the state but not, per se, part of the
Government, gives rise to confusion and concern. As
a result, the powers of the regulator are almost always
a subject of controversy.

The second, almost universal, controversy is defining
the meaning and limits of independence. Inthe words of
a prominent, former member of the Brazilian Chamber
of Deputies, “Independence, why, from whom, and
for what?"®® summarize the controversy. Because
regulators typically exercise executive, legislative,
and judicial, powers. As such, they do not fit neatly
into any single branch of Government, thus, they are
more difficult to hold accountable than other agencies
of the state. Two countries, the United Republic of
Tanzania and Peru, tried to settle the accountability
issue by requiring performance contracts between
the Government and the regulators.®® Attempts to
impose such contracts, as in Brazil, have so far failed
because they could potentially compromise agency
independence. Nonetheless, regulatory agencies
are frequently subject to parliamentary inquiries and
enactments, legal actions challenging agency actions,
and often intense public scrutiny. While some of these
actions result from substantive disagreements, others
stem from misunderstanding and confusion about the
role of the regulator. While it is tempting to suggest that
such controversies will subside, once the regulatory
agencies have had sufficient time to establish
themselves, it is important to point out that even in the
United States, with its more than 100 years of history
of independent regulation, these issues continue
to be debated. Indeed, the question of who should
set which policies is always a source of contention
between regulators and legislators, as is the scope of
judicial review of regulatory decisions. While it is clear
that regulator must comply with the laws under which
they operate, there is another question about whether
legislators and courts ought to defer to the technical
expertise of regulatory agencies, or forge ahead
with decision they may be empowered to make, but
perhaps less well informed upon.

Part of the reason for the controversy about
independent regulators stems from fears that a truly
independent agency cannot be held accountable.
The question is often posed: “Who regulates the

regulator?” To assure accountability, regulators
are, as noted above, subject to governmental or
parliamentary inquiries, is certainly a frequent target of
public criticism and debate, are subject to having their
powers altered by the Government,'®and are, as will
be discussed below, subject to having their decisions
reviewed by an appellate process. In addition, some
have suggested that before regulators take major
policy decisions that are within their powers, they
should be subject to a form of “cost-benefit” analysis
before being permitted to go forward. The idea has
some currency in the Europe and the United States,
although there is less discussion of it in developing
countries. Proponents of the idea argue that it would
assure that regulators act proportionately (i.e. regulate
proportionately to the actual need for intervention in
the market), would temper what some perceive as
a propensity by regulators to regulate rather than
let markets operate with minimal interventions, and
would assure that overall cost of regulation to society
be no more than needed. Opponents of requiring
that such a study be undertaken contend that it
would politicize regulation, that it would inject broad
ideological debates into the relatively discreet forum in
infrastructure debate, and that regulators themselves,
are always conducting such analyses in a transparent
and participatory fashion. Opponents also argue
that requiring such reviews would reduce flexibility to
respond to dynamic circumstances, and could, rather
than reduce the costs of regulations, actually add to
them.

Standing in contrast to the independent regulator
model, is the public service concession model,
largely drawn from the French experience in water
and sanitation'®!, although variations of it can be
found in British rail and subway regulation, as well as
in some public-private partnership arrangements.'©2
The system was derived from the fact that French
municipalities are barred by law from privatizing water
and sanitation facilities they own. As a result, authorities
lease the assets they own to concessionaires to
whom they delegate the public service obligation. '3
The details are fully captured in the concession
contract. In effect, it is regulation by contract without
a regulator, because there is no regulatory body to
oversee the arrangement. The contract can take
two different forms, a concession contract where
the operator has both operational and investment
responsibilities, or alternatively, an affermage contract
where the operator has operational but no investment
responsibility. The concession document serves two
purposes, one assigning operational (and perhaps
investment) rights, and secondly to impose regulatory
obligations.'®*In assigning operational responsibilities
and imposing regulatory obligation, the Government is
acting as the de facto regulator. In fact, the third major
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characteristic of the public concession model, is that
there is no regulatory agency at all. There is merely
a legally binding contract that is legally enforceable
by the courts. The arrangements may also be
governed by an extraneous body of law, which in
France, include the right to obtain tariff adjustments
for adverse governmental actions (fait du prince),
hardship (imprevison), and unanticipated constraints
(sujetions imprevues). In France, the Conseil d’Etat
has also assumed a bit of the regulatory role by taking
on the responsibility of resolving disputes between
the regulated company and its customers (i.e.
municipalities), and by pronouncing on some tariff
provisions.'9s

The Independent Regulator and Public Concession
have some fundamental differences in philosophy,
although the differences may not, in practical terms,
be so huge in practice. Two of those differences merit
specific mention.

The Independent Regulator model tries to “depoliticize”
economic regulation, by removing line government
agencies, such as ministries, from the business of
regulating. In contrast, the Public Concession model
appears to start with the presumption that the notion
that the notion of an independent regulator is naive
and impractical. Government, it might be contended,
simply cannot and should not be removed from the
business of specifying public service obligations.
Instead, the PC model precisely spells out in some
detail the obligations of the Government and the
concessionaire and adds to that a dispute resolution
mechanism that affords both parties some level of
assurance that commitments will be carried out.

The second key difference in the two models is that the
Public Concession model assumes that, while public
service obligations might be delegated to a manager,
Government cannot escape ultimate responsibility for
it. The IR model makes no such assumption. It merely
lays out public service obligations, but is decidedly
agnostic on whether the ultimate responsibility is with
the Government or can be vested in a private company
with appropriate incentives to carry out public service
obligations. That being said, one critical role of the
regulator in the IR model is to make sure that private
companies rendering public service do, in fact meet
there obligations. The methods for assuring that they
do so include carefully designing company incentives
so that they are aligned with the public interest, by
making and enforcing rules regarding quality of
service and other critical matters and other such
matters , and by providing a forum for consideration
of consumer complaints.1°¢

Transitional Regulatory Arrangements

Although the Independent Regulator and Public
Concession models are widely accepted as mature
models of regulation,’®” it is often argued that it is
unrealistic to expectthat it can be adopted immediately
in all countries and at all times. Transitional regulatory
systems (with and without commitments for further
reform) are likely to be needed for three reasons.'°®
First, a country may be unable to implement the
independent regulator model because it lacks
capacity or commitment, or both. Second, the full
independent regulator model may simply be too risky
a first step in creating a new regulatory system (that
is, itis a “big jump”). Third, some aspects of the ideal
model may be incompatible with established and
accepted legal or cultural norms in a country. When
one or more of these conditions exist, they are often
manifested through the following:

e unwillingness or inability to move toward
commercialization with cost-reflective prices to
small consumers,

e unwillingness or inability to transfer regulatory
decision-making powers,

* weak and slowly operating law courts and regulatory
appeals,

e uncertainty about the nature and strength of
regulatory commitments,

e limited regulatory capability, and

* popular concerns that consumer interests are being
ignored relative to investors’ profitability.

In addition, all these weaknesses tend to worsen when
there is a macroeconomic crisis.®

Capacity-Building and Performance

The ability to build regulatory capacity is an essen-
tial element to making regulation effective. The World
Bank, regional development banks, and various do-
nor countries have devoted resources, or made con-
ditionalities for loans or grants, that developing coun-
tries retain the services of consulting experts to work
with and to train regulators. Specific training programs
have evolved, such as the one at the University of
Florida’'s Public Utilities Research Center (PURC) pro-
gram, to do intensive regulatory staff capacity build-
ing. Regional regulatory associations, such as Brazil's
association of public services regulators (Brazilian
Association of Regulatory Agencies, which includes
both state and federal regulators), the African Forum
of Utility Regulators (AFUR) in Africa, Energy Regula-
tors Regional Association (ERRA) in Eastern Europe,
and South Asian Forum for Infrastructure Regulation
(SAFIR) in South Asia have evolved to provide both
training and meaningful networking opportunities for
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regulators.’© Some universities in developing coun-
tries, such as the University of Cape Town in South Af-
rica, Universidade Salvador (UNIFACS) in Brazil, and
others have established regulatory studies programs
to try to build an intellectual infrastructure to support
regulation within countries that have embryonic regu-
latory systems. In addition, United States Agency for
International Development (USAID) has established
formal partnerships between regulatory agencies in
developing countries and state and federal regulatory
agencies in the United States There are, of course,
frequent meetings of regulators in various regions of
the world and there are some world forums devoted
to exchanges among regulators, mostly on a sector
specific basis (e.g. telecommunications, water, and

energy).

All of these programs are useful, but is fair to say
that, with a few exceptions, most of them are not
fully sustainable on their own. Moreover, there is a
common critique that neither multi-lateral lenders
nor donor agencies have devoted sufficient effort to
do the job effectively. It is important, therefore, for
countries with functioning regulatory systems, or even
contemplating them, to fully support the requisite
intellectual infrastructure that will not only assist in the
building human resource capacity, but will also enrich
the debate, as well as the parties to the debate, on
regulatory matters, provide a intellectual discipline to
regulatory arguments and decision-making, and to
make arbitrariness or even dishonesty in regulatory
matters more transparent. An appropriate intellectual
environment will also act as an antidote to “regulatory
capture.” “Capture” defines a situation where the
only key actors in the regulatory arena, the regulators
and the regulated, become so intertwined that they
begin to think alike, a stultifying situation. Antidotes to
“capture” include the involvement of more parties into
the arena, the injection of new ideas into debates, and
the offering of perspectives from “outside of the box.”
Thus it would be advantageous for Governments as
well as donors and lenders to support the creation and
maintenance of such organizations and programs.
The same is also true, of course, in maintaining
strong contacts between and among regulators in
various jurisdictions encountering similar issues
and problems. Agencies rarely have the financial
resources to engage in these activities themselves,
so external support is essential.

While there are, as noted, regional organizations and
networks of regulators, it may also be possible for
regulators to coordinate in more formal ways as well.
Within NARUC, the association of state regulators
in the United States, for example, regulators from
multiple jurisdictions, work together to develop a
joint manual on regulatory accounting, common

practices on service quality information, common
filing and reporting requirements, and other matters.
That avoids the need for each agency to “reinvent the
wheel,” and can reduce the work burden on individual
regulatory agencies ands personnel. That type of
formal cooperation might be very useful for regulators
in developing countries. It might also lead to more
meaningful interaction between regulators than is
customary in the formal or network interactions to be
had at the conferences they might attend. Another
means of interaction that has begun in southern Africa
is a peer review process where a team of regulators
from other countries, visit a regulatory agency and
evaluate their performance, processes, structure, and
issues. While the process is too new to be able to fully
assess its effectiveness, the concept holds promise.

Similarly, another approach recommended is to
periodically retain the services of outside consultants
(from both inside and outside the country) to provide
an independent assessment of regulatory systems.
The idea would be to assess not only performance
of regulatory agencies, but of the entire regulatory

system, including the relevant laws, processes,
resources, governmental actions, institutional
arrangements, substantive provisions such as

ratemaking and tariffs, market rules, and other issues.
Such assessments have been carried out in Brazil,
Jamaica, and the Russian Federation, and are being
contemplated elsewhere. !

In assessing regulatory performance, it is important
to, as noted, look not only at what the regulators
themselves have done, but what the system enables
them to do or not to do (e.g. laws, legal power,
political interference), as well as how they conduct
their business. It is important to keep reviews in the
perspective of how regulators did with what they
were given, and how they might do better if they were
enabled to do so. It is critically important to keep in
mind what regulators control and what they cannot
control. Similarly, in evaluating substantive results, it
is important to know that while bad regulatory actions
or inaction can have negative consequences, good
regulatory actions do not guarantee positive results.
Argentina, as noted above, is a classic example of a
reasonably well functioning regulatory system being
unable to prevent bad outcomes in the regulated
sector that resulted from macro-economic collapse.

Processes

The processes that are followed to make regulatory
decisions are critically important for a variety of
reasons. The first is that the process is vital to
making regulation legitimate and credible. The
more transparent the process, the less likely it is
that investors and consumers will come to take a
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cynical view of regulators and their work. Secondly,
a thorough open process will increase the likelihood
that regulatory decisions will be fully informed. Finally,
a fully transparent decision-making process should
provide a disciplinary framework that increases
the probability that intellectual rigor, technical
competence, and integrity will be characteristic of the
decisions made.

It is also important to note the types of decisions
that regulators are called upon to make. The specific
processes may vary depending on whether the
agency is being asked to exercise its legislative,
executive, or judicial functions. Legislative decisions
would include all matters that are generally applicable
to society on a prospective basis, and include making
rules (e.g. quality of service, market structure), setting
tariffs, and establishing policies within the agency’s
scope of authority. Executive functions include
enforcement of rules and decisions, administrative
tasks, public outreach and education, and personnel
decisions of various types. Judicial powers would
include adjudicating disputes between parties on
matters within the agency’s jurisdiction and handling
consumer complaints. It is important that agencies
(or the law) establish the rules for processing each
of these types of decisions in advance of having to
make decisions, so all affected parties have a full
opportunity to participate and advocate for their
interests before the agency.

The general criteria for such a process were laid out,
by Brown, Stern and Tenenbaum (2006) follows:''2

1. Except for defined emergency circumstances, no
decision should be taken by a regulatory agency
until the following have occurred:

a. proper legal notice has been given notifying
all parties that a matter is under formal
consideration;

b. the public notice should identify the matter
being considered, the initiator of the action
being contemplated''3, and a full schedule for
the consideration of the matters;

c. all parties who wish to do so have been
afforded a meaningful opportunity to provide
input to the agency;

2.In cases of emergencies, actions may be taken,
but interested parties should be afforded a fair
opportunity to participate ex post_in any review of
the matter. The criteria for defining an emergency
should be stated in law.

3. No decision should be taken by a regulatory agency
without it being set down in a publicly available written
document. The document should include:

a. aclear statement of the decision;

b. adescription and analysis of all evidence taken
into consideration;

c. asummary of the views offered by participants
to the proceeding;

d. afull discussion of the underlying rationale for
the decision.

4. All regulatory agencies should have clearly defined,
published procedures under which they take,
announce and publish regulatory decisions and
their justification. Multi-member regulatory agencies
normally taker their decisions either:

(i) by majority voting
If a multi-member regulatory agency decides
to use a formal voting process for making
decisions, the result of the vote should be

made publicly available at or soon after the
date of the decision.

When a formal voting process is used, the
following procedures should be followed:

a. all decisions should be taken at a meeting
at which or following which the votes of all
members should be made public;

b. board members voting “no” should have
the option to file formal opinions expressing
the rationale for their vote;

c. board members who concur in the result,
but do so for different reasons set forth
in the decision, should have the option to
file concurring opinions expressing the
rationale for their decision.

(ii) by consensual, non-voting methods

If the regulatory agency decides to use a
consensus approach for decision-making, the
following procedures should be followed:

a. Arecord of the discussion should be made,
reflecting the range of opinions expressed,
supporting and dissenting;

b. A summary of the discussion should be
made publicly available along with or
soon after the publication of the regulatory
decision and its justification;

c. Board members should have the right to
state their views concerning the decision
publicly and on an attributable basis.

5. All documents in the possession of a regulatory
agency, particularly those being relied upon in
making decisions should be presumed to be
available for public inspection, unless the regulator
rules otherwise (e.g., on the grounds of commercial
confidentiality).!4
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a.  Nodocumentshouldbetreated as confidential
unless the regulator finds that the document
(or some part of it) falls specifically into a
category that the law or binding articulated
policy deems legitimately confidential (e.g.
personnel matters, verifiable trade secrets,
draft decisions not yet finalized or documents
related to pending litigation). Confidentiality
issues, it must be noted, only involves the
question of how the regulator treats the
document. Claims of confidentiality do not
constitute grounds for a party to withhold a
document from the regulator.

b.  The primary law (or, failing that, the regulatory
agency) should publish in advance its criteria
for judging whether documents (or some
parts) will be treated by them as confidential
and also establish systems for handling and
storing confidential material.

6. The procedure the agency will follow in making
decisions should be set out in clearly defined rules
and made publicly available.

There must be ample opportunity for all affected
parties who wish to participate meaningfully (i.e. in a
time and form that will reach the regulators in such
fashion that they could take it into account before
rendering a decision) in regulatory proceedings to do
so. Regulatory agencies, should take all reasonable
steps to facilitate and encourage public participation.

The degree to which regulators carry out their work
consistent with these principles varies widely from
one jurisdiction to another, but, ironically, whereas
the independent regulatory model is sometimes
described as "Anglo-American”, the two virtual poles
on processes are the United States and United
Kingdom. The United States model follows a highly
judicialized, decision-making process. All evidence
submitted to the regulators for their consideration in
making a decision is put into a formal, fully public,'s
record. All information in possession of any party is
subject to discovery rights by other, often adverse
parties prior to public hearings. All witnesses offering
information are subject to cross examination by
representatives of other parties which decide, as
is their right, to formally participate in regulatory
proceedings, have the right to declare themselves
as formal parties and fully participate. Moreover, the
regulators, themselves, are constrained to base their
decisions entirely upon information that is in the formal
record before them.''® In addition to the trial-like,
adversary hearings that are a fixture of United States
style regulation, there are also open hearings where
all members of the public, regardless of whether
they formally intervened in a matters, are afforded

the right to provide their input to the regulators. The
United Kingdom model,""” is considerably less formal
than in the United States Regulatory proceedings are
public, in the sense that anyone can provide written
or other input to the regulators, but public hearings
are less common, judicial formats are not used, and
public hearings, while possible, are not required. In
addition, regulators are not nearly constrained in the
United Kingdom as they are in the United States in
terms of where they derive their information and with
whom they are permitted to converse. The result is
that the United Kingdom system is easier and has
fewer transactions costs that the U.S, system, but is
not nearly as transparent as the American system.

The process in developing countries is, for the most
part, similar to the United States in the sense that
public participation is generally sought out, and in
that there is a bias toward greater transparency. On
the other hand, few, if any countries replicate the
judicialized decision-making model of the United
States, with its very heavy transaction costs. Some
regulatory agencies, such as ANEEL in Brazil,
make very effective use of the internet and achieve
a high level of transparency through a combination
of its website and frequent public hearings. One
common shortcoming of regulatory processes in
developing countries is the lack of systematic and
sustained input from consumer groups. While both
the United States and United Kingdom have specific
provisions for consumer representation’® most
developing countries lack the resources to provide
adequate consumer representation.’'® That lack
of representation can pose a credibility problem for
the regulatory process. In terms of the regulated
companies, the ability to meaningfully access the
regulatory process does not appear to be lacking.
Ultimately, the decision-making process needs to
be compatible with locally acceptable norms, and,
where international investment, is being sought, with
commonly accepted international norms as well.

The final process consideration is the nature of
appellate review of agency decisions. In the Brown,
Stern, Tenenbaum  (2006),'>° recommend the
appellate process as follows:

e All appeals from a regulatory agency decision
should be directed to a single, independent
appellate forum, the decision of which would, in the
absence of a constitutional issue, be final.

* The appellate forum should either be a specifically
designated court or a specialized appellate tribunal
with the authority to review the decisions of one or
more infrastructure regulatory agency(ies). In either
case, the forum should possess relevant expertise
in regulatory matters.




PART TWO: KEY REGULATORY AND INSTITUTIONAL ISSUES IN INFRASTRUCTURE SERVICES 85

* The regulatory agency must provide parties with an
opportunity to seek rehearing or de novo review by
the agency itself, or, if called for by law, by some other
duly designated body (e.g., a competition agency).
The time deadlines for filing an appeal should be
suspended during the rehearing application and/or
process.

Any party who believes he/she is adversely affected
by an agency decision should have the right to take
an appeal from that decision within a reasonable
period of time after that decision has been taken
(e.g. 30 days). That right, however, should only
belong to a party who formally participated in the
agency proceedings on the matter in question, and
who raised that issue in the regulatory proceeding
(including any rehearing process).

No interested party should be able to put forward
new issues or new evidence on appeal which was
not first raised in the proceedings at the regulatory
agency (including any rehearing).

Regulatory agency decisions should be affirmed
on appeal unless the agency acted unlawfully or
exceeded its lawful authority, failed to follow the
required process(es) in making its decision, or
made decisions that were clearly flawed in the light
of evidence presented at the appeal.

The decision of the regulatory agency should remain
in effect for the duration of the appeal, unless the
agency or the appeals tribunal decides otherwise.
Such a delay should not be granted without a
demonstration of irreparable harm to the appellant
and a likelihood that the appeal will succeed.

If the appellate forum reverses or changes the
decision of the regulatory agency, the preferable
course is for the matter to be sent back to the
regulatory agency to conclude a remedy consistent
with the decision of the appellate forum.

The appellate process, at a minimum, is largely
designed to accomplish three things, assure that the
regulator adheres to and does not exceed its legal
authority and powers'", to protect against arbitrary
exercise of its powers, 22 and to assure that all required
legal processes were followed. Sometimes, as noted
below, the scope of appellate bodies is broader than
those three criteria. There are basically three types
of appellate processes, judicial or quasi-judicial,
governmental, and arbitration. They are sometimes
exclusively one of those forms, but in some cases
they are not mutually exclusive. In addition, there is
the question of the scope and criteria for appellate
review.

In regard to the scope and criteria for review, there
are a number of options, ranging from a full scale
de novo proceeding,'?® to a limited review that

accords some deference to the regulatory agency
and looks only to see if the agency acted unlawfully
or exceeded its lawful authority, failed to follow the
required process(es) in making its decision, or
made decisions that were clearly flawed in the light
of evidence presented at the appeal. The criteria are
important because where the appellate criteria are
broad (e.g. de novo), then the appellate process is,
in effect, a second layer of regulation. One could view
that as increasing transaction costs and uncertainty,
or might, alternatively, see that as a safeguard against
unreasonable regulatory decisions. The more limited
review criteria, conversely, probably provide for a
greater level of certainty, while providing parties with
protections against the potentiality of unfairness,
or legal or factual error by the regulator. Generally
speaking, regulators themselves, prefer the more
limited review, not only for the obvious reason that it
is more protective of regulatory discretion, but, more
importantly, because it provides for more certainty,
discourages “frivolous” appeals, allows for regulation
to evolve in a more steady and stable framework
based on experience and precedent,'?* and that it
accords greater deference to the expertise that resides
at the agency. Investors and other parties are of mixed
opinions about the scope of appeal, usually varying
dependent on views of the regulators, on the judicial
system, and on the general political environment.

The judicial or quasi-judicial model for appeals is
the most common model.'® It has the advantage of
being an established form of adjudicating matters and
the rules are generally known. Courts are, in theory,
of course, independent and non-political. It also has
the advantage, in many but not all countries, of being
a known and respected institution whose decisions
have an established aura of credibility or acceptance.
Courts also tend to be relatively transparent, or at
least, in comparison with more political institutions.
The general problem with the judicial model is that
it relies on lawyers with general and not regulatory
or sector specific knowledge. As a result, as has
happened in the United States, they tend to impose
a level of rigidity to the decision-making process that
may not always be beneficial. On a less general basis,
of course, in many countries courts may be slow,
inefficient, not independent, political, and, in some
cases, perhaps even corrupt. Thus, whether courts
are the best appellate bodies may depend on some
country specific factors.

The second alternative form of appeal is to the
Government. This is always the case where the
regulator, as in Mozambique, possesses only advisory
powers. This form of appeal, of course, has the benefit
of political accountability, but has the disadvantage
of directly injecting political considerations into
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the regulatory decision-making. While the public
concession model assumes politics pervades such
decisions, the independent regulation model tries to
depoliticize regulation, to the extent possible, and,
therefore, sending appeals to the Government would
seem to run contrary to that objective. Where some of
the regulated assets are still state owned, of course,
a government hearing appeals will have an inherent
conflict of interest as both the proprietor of regulated
assets and the appellate adjudicator of disputes
impacting those same assets. In some cases such as
the United Kingdom and Argentina, appeals go first to
the Government and then to the courts. 26

The arbitration model of appeals is one that has been
proposed in places where there is a desire to remove
regulatory decisions even further from politics,
and where there are concerns that the judiciary is
ill equipped, either for competence of behavioral
reasons. The proposal is generally to establish an
arbitration body, often international, to hear appeals
from regulatory decisions. One can easily understand
why an investor would find comfort is such a process,
particularly in the context of uncertain politics and
judicial inadequacies. The problem , however, is that,
unlike commercial disputes between two business
entities (whether state owned or private), regulation
involves the exercise of political sovereignty, not
merely commercial activity, so that it is almost
impossible politically for a Government to cede some
of it sovereign powers to an international or any other
non-state tribunal. Even if it were to do, there would
also be the very real difficulties of enforcing any
decisions that would be made. For that reason the
arbitration model is rarely, if ever, deployed.

3.3. Market Structure and Ratemaking

There are two essential elements to the economics
of regulation, market structure and ratemaking
methodology. Market structure provides the overall
framework of rules governing the behavior of market
participants and the degree to which that behavior is
subject to the discipline of rules and/or competition.
Thus, it is reasonable to look at market structure issues
first and then examine ratemaking methodology.

Market Structure

The traditional market structure of infrastructure
industries, as already noted, is vertically integrated
monopolies. That structure has already broken down
in telecommunications, driven largely by wireless
technology that permitted bypass of bottleneck,
landline wire networks. In electricity, while transmission
and distribution remain monopolies, generation
has become, to varying degrees from one country
to another, either competitive, or at least subject to

market mechanisms in lieu of full regulation. In natural
gas, commodity sales of gas, and to a lesser degree,
storage and pipeline aspects of the business, have
been open to competition in various forms. Transport,
has in some respects, been open to market pressure
independent of regulation. Perhaps only in water and
sanitation, have monopolies remained largely intact.
The issue for policy makers and regulators, in most
cases is determining whether to promote market
forces, and, if so, how to dos so. In many cases, it
is not policy makers in the lead, but rather, a case of
them having to adjust to new circumstances that have
led to the evolution of competition even without policy
makers intending for that to happen. That was almost
certainly the case with telecommunications, and, to
some degree in electricity and transport in several
countries. Typically, such new circumstances are the
result of technology change, uneconomic charges
built into monopoly tariffs (e.g. cross subsidies),
inefficiencies in the operations of incumbent utilities,
or some other “chink in the armor” of monopolies,
such as the ability of large customers to move their
businesses to other locations where infrastructure
services are less expensive.

In many countries, however, it is the prevailing policy
to promote competition where viable. There are many
reasonsforthis. Theyinclude the notionthat competitive
markets will increase productivity and efficiency more
than regulation, that competitive markets tend to be
more transparent and less easy to manipulate than
regulation, and that market forces will generate more
development and growth than regulated markets.
One can debate the accuracy of those views, but they
are commonly held, and developing countries find
themselves under considerable pressure from lender
and donors, to open up their markets, including those
in infrastructure, to the extent that it is feasible. The
accuracy of the notions has been challenged by recent
regulatory failures and therefore put new emphasis on
the role of Government and regulation.

Regardless of the origin of competitive markets in
infrastructure, policies, either pro-active or reactive,
have to be put into place to deal with new market
realities. The options for poorer countries in that
regard, are, for a variety of reasons, fewer than
they are for wealthy countries, except, perhaps in
telecommunications, where the cellular revolution and
the internet have created options for less developed
countries that, heretofore, not existed. That developed
in part because the bottleneck, landlines, was
successfully bypassed by wireless communications.
That has yet to happen on that kind of scale in other
infrastructure industries.’?” Developing countries
tend to have less dense populations, consumption
levels usually do not reach levels where innovative
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Box V.6. Southern Africa Power Pool: Opportunities and Challenges in Interconnected International Markets

In Southern Africa, the SAPP (Southern Africa Power Pool) has evolved into a significant factor in the region’s electricity
markets, but its full evolution into a fully competitive bulk power market is clearly stymied by concerns related to ESKOM,
South Africa’s electric utility. Eskom’s size dwarfs that of all other companies in the region. This raises concerns regarding
energy security, potential for monopolistic control and pricing implications. Those concerns have not been mitigated by
the problems with reliability of supply within South Africa, which led to fears of energy being less available in the region,
as ESKOM pulled back to serve its country’s own domestic needs. To put the issue fully in context, it is worth noting that
ESKOM’s generating capacity exceeds that of all of the rest of the entire continent of Africa..

markets are attractive to customers, and where
consumers possess the incentive and/or capabilities
to take full advantage of what might be offered in a
fully competitive market. Nevertheless, regulators
and infrastructure policy makers need to provide a
framework that allows for innovations and which puts
investors on notice of how the markets may evolve. In
that regard, it is probably best to use electricity as an
example.

While fully competitive electricity markets, with multiple
suppliers competing to serve end use consumers,
with multiple generators competing to dispatch on a
real time basis with real time locational prices for the
burden each generator imposes on the grid, and with
customers bidding in demand reduction to compete
with supply, economic realities in parts of North
America and Europe, does not seem to be in the offing
in sub-Saharan Africa, for example, but some forms
of competition certainly are possible. Competition
to provide off-grid service in rural areas (e.g. using
renewable solar, wind, biomass, and/or small hydro
generation) and competitive bidding to secure new
generation are certainly options which can be, and are
bring, deployed. Similarly, although fully competitive
markets may not be fully viable in many developing
countries today because the economies of scale and
scope are missing from small economies, there are
significant efforts underway in West Africa, Southern
and parts of East Africa, Central Asia, as well as in
Central America, to build interconnections for both
reliability purposes and for the longer term possibility
of more robustly competitive electricity markets.
Regulatory and development policies that promote
the development of these interconnections are
evolving, although they are immensely complicated
by issues of national sovereignty and security, market
power concerns.

Many countries are trying to attract new generation
investment and are seeking to use competitive bidding
to do so. One of the problems prospective bidders
have is the solvency of the potential purchasers for
the output of the plants they build. Countries such as
Nigeria, forexample, are offering sovereign guarantees
to new generators to assure investors that contractual

obligations to pay will be fully backed up if purchasers
default in their payments. Brazil, when it implemented
reforms after the supply crisis of 2001, effectively
pooled all the distributors into a single buyer modality
to proved generators with the comfort of knowing that
they were not exposed to the risk of non-payment in
the event of an insolvent purchaser. Another problem
of prospective bidders is the demand for long-term
contracts, especially in illiquid markets. Regulators
are often called upon to approve such contracts,'2®
putting them in the awkward position of committing
ratepayer money to long term arrangements that may
or may not turn out to be economic over time.'2°

Another aspect of electricity markets in developing
countries is the “free customer.” Large industrial
customers, such as mines or energy intensive
industries such as aluminum producers are often
given the freedom to procure their own energy supply
independent of the local distributor. '3° There are
several reasons for this. From the customer’s point
of view, there is a real benefit to making their own
contractual arrangements for energy supply and not
be fully reliant on the vicissitudes of local utilities,
whose service may not be reliable, and whose tariffs
may be loaded up with taxes and cross-subsidies. For
the local utility, the obligation to serve load where one
or two customers constitute a large percent of overall
demand, is a risky business. They will be required to
invest significant amounts of money, which they may
be hard pressed to raise, to serve customers whose
demand curves is often quite volatile, especially if
large customers are selling their products into volatile
global markets. Demand might be quite high one year
and decline steeply the next. Nonetheless, the utility
has to build sufficient capacity to serve that customer
at the time of its peak demand. From the standpoint
of economic development, allowing large customers
to procure their own supply of energy is often very
attractive to prospective investors in mines or large
industrial plants because it allows them to tailor
energy supply arrangements specifically for their own
needs without undue regard to many other external
matters. Finally, for policy makers, large customers
can provide a reliable revenue source that will attract
investment in generation that might not otherwise
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be made. Indeed, in terms of revenue streams that
assure sufficient supply of electricity, apart from local
distribution companies, whose financial condition in
developing countries is often insolvent or close to it,
large industrial customers are the only alternative,
absent sovereign guarantees, to attract investment.

Finally, in regard to market circumstances, it is
important to note some critical characteristics of
market circumstances in electricity in developing
countries. The firstis that most residential consumption
is very low intensity, especially among the poor. It
usually consists of lighting, radio or television, and
perhaps some kind of refrigeration, and little else.
Market penetration in electricity is very low in some
countries, especially in sub-Saharan Africa, where,
in a few countries, the percent of households with
access to electric power is at single or low double
digit percentage rate.'3' There are high levels of “non-
technical” losses, a euphemism used to describe
non-payment or theft, some of which is due to
inability to pay, but much of which is due to inability or
unwillingness to collect.'32 Finally, in most developing
counties, where there is so much low intensity use of
electricity, programs to promote efficiency tend to be
few and, where they do exist, tend to be inadequately
funded.

In summary, the market context for infrastructure in
developing countries can be quite challenging from
a variety of perspectives. Developing regulatory
regimes in such circumstances is not a trivial problem.

Ratemaking

As noted in the previous section, attracting capital
to basic infrastructure is dependent on developing
revenue streams capable adequate to compensate
for the investment. That flow of money is, of course,
the result of customer payments. How those payment
obligations are formulated is through the ratemaking
process. For the “free customers”, described in the
previous section, markets largely determine the prices
paid for basic infrastructure. That is also the case in
such areas as cell phones, when there is a sufficient
level of competition allow the free market to determine
the price. For customers subject to markets with
monopoly constraints, however, it is the regulators
who set the prices through the methodologies they
follow.

For basic infrastructure services, there are three basic
methodologies that can be used, rate of return, price
caps, and revenue caps. While the method of price
caps is the method predominantly used in developing
countries, it is useful to examine all three, because
each highlights areas of concern for regulators.

There are some commonalities to each methodology
that should be noted. They all depend on clear
accounting rules that define how revenues and
expenses should be categorized. They are all
premised on some notion of costs, although how
exactly those costs are actually determined may
vary. All of them also establish an overall revenue
requirement that company needs to conduct its
business in a sustainable fashion and then allocates
the responsibility to pay to customers proportionate
to what its costs to serve them.'®® The tariffs
actually formulated can take a variety of different
formulations.’** Each methodology determines what
a company’s overall revenue requirements are and
then endeavors to establish tariffs that provide the
company with a reasonable opportunity, assuming
reasonably efficient performance.’™® In addition,
tariffs under all three methodologies often contain
a variety of taxes and cross subsidies that are, in
defect, “hidden taxes.”'®¢ All of the methodologies
require some degree of periodic regulatory review,
the initiation of which can be automatic (i.e. by terms
of law or concession), by the company, by customer
complaint, or by the regulators themselves.

Rate of return regulation (ROR) is probably the
methodology that has been in longest use. It is still
the predominant form of electric and water regulation
in the United States Its basic formulation is: (Capital
Investment — Depreciation) x ROR + Expenses.
Regulated companies recover their capital investment
in the form of annualized depreciation payments over
the life of the capital asset. Each year they are also
allowed to recover an authorized rate of return for
the remaining asset base (i.e. that portion yet to be
depreciated). In addition, companies are authorized to
recover their operating expenses. Itis important to note
that operating costs are recovered on a cost There are
important caveats on what costs, capital or operating,
companies can recover from their customers, namely
that those costs be prudently incurred,'®” and that their
recovery is not precluded by law.'38 The rate of return
that is established by the regulators is based on the
cost of debt plus an allowed return on equity based on
a variety of factors including company performance
and investor expectations. Typically, regulators will
require companies to have a capital structure that is
appropriately balanced between debt and equity.'3°
All of these determinations are made in the course, of
rate cases, which are fact intensive examinations of
the companies’ finances and performance.

Price caps (PC) developed as an alternative to rate
of return. Critics of the latter argued that rate of return
regulation provides incentives to utilities to over-invest
in capital assets since the return on capital assets,
and not productivity gains, offer the only opportunity
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to earn a profit,’*° and that ROR rewarded poor
performing companies by pegging ROR to investor
expectations. ! Another criticism of ROR that PC was
designed to alleviate, is that the transaction costs, in
terms of rate cases, are quite heavy and the regulatory
burden should be reduced.'? The formula for PC
is: Cost Basis adjusted by (RPI-X). The cost basis
may actual costs, in which case, the PC depends of
periodic rate cases (whenever the concession or law,
whichever is applicable, requires the formula to be
reviewed), or it may be a benchmark or hypothetical
set of costs.'3 The costs are then used to formulate
tariffs that go into effect for a period of years.'#* The
rates are frozen for the stated period, subject only to
annual adjustments to effect inflation or some other
index (RPI). In most cases, the RPI is adjusted by the
X factor, an expected increase in productivity. The X
factor is meant to divide productivity gains between
the company and its customers. Every year a certain
amount of productivity gain is assumed and returned
to customers. If the company fails to achieve those
gains, then it loses that portion of the RPI adjustment,
but, if it attains productivity gains in excess of the
X factor, it keeps the money.'* PC, unlike ROR,
which analyzes all costs, and to the extent that they
are deemed prudent, allows them to be recovered,
internalizes all costs into the formula and they are
not adjusted to reflect variations in different cost
components. Some costs, the control of which is
beyond the control of the company, are allowed to be
recovered through a separate mechanism. Typically
those costs might reflect currency fluctuations, fuel
costs, increased taxes, or changes in environmental
or safety regulation. PC is the most commonly used
tariff methodology in developing countries because
it works well where it is difficult to ascertain precise
cost levels, and because many investors believe it to
be less subject to regulatory or political “tampering.”
Because of its subjectivity, its requiring that regulators
be correct at the outset,'® and relative inflexibility,
it is not without its risks to both consumers and
investors. The other risk, as was shown in the Brazilian
privatization discussion above, is that regulators will
fail to scrutinize service quality. Doing so is essential
if one is to distinguish between cost cutting and
productivity gains.

The final methodology but the one least utilized, 4"
is beginning to gain some traction because of
environmental and energy efficiency concerns. It is
revenue cap regulation (RC). It resembles price cap
except that, rather than capping the price per unit of
consumption, it caps the overall revenue a company
may collect. For example, in both ROR and PC
regulation, the more energy a company sells, the more
money it makes. The result is that companies have no
incentive to assist their customers to consume energy

or water more efficiently. In fact, the more customers
conserve or consume inefficiently, the more sales
and profits the regulated companies make. Thus,
while energy and water efficiency and conservation
are in the public interest for both environmental
and overall efficiency reasons, the incentives for
regulated companies in water energy are designed
to discourage companies from helping customers
to conserve. RC regulation is designed to align the
interest of the regulated companies with the public
interest in end use efficiency. By capping revenues
and not prices per unit of consumption, regulated
companies become financially indifferent to their
overall sales volume and can find it just as profitable
to promote conservation and efficiency as it is to sell
energy or water.’#8 The focus is on what the customer
uses energy or water for, as opposed to buying the
commodity itself.'4® To the extent that a company’s
sales are reduced and revenue requirements are not
met, the company’s rates are adjusted to permit them
to attain the revenue needs. The potential problem
with RC is that it is not always easy to ascertain if the
revenue requirements were not attained because of
efficiency gains, or because of other factors. As a
result, critics of RC argue that many costs are being
socialized, even those that ought not be socialized,
like weak management performance, economic
downturns, or abnormal weather patterns. In the
context of developing countries, it is also sometimes
contended that the potential efficiency gains from end
users are insufficient to warrant the transaction costs
of adopting the RC methodology. On the other hand,
of course, it can well be argued that poorer countries
are the ones who can least afford to be wasteful in
their consumption of energy.

The question of which methodology is optimal for
deployment in any country is dependent on a variety
of questions. Rate of return regulation, for example, is
probably the most rigorous in its examination of facts
such as cost structure. That requires considerable
discipline and thoroughness in the regulatory
approach, and might be advisable for new regulators.
On the other hand, if the accounting or accounting
standards have been lax, it may well be impossible
to achieve an acceptable level of precision. That may
well lead to erroneous results and stimulate fears of
arbitrariness among investors or prospective investors.
Price caps tend to be a little less rigorous (although in
theory they need not be so) and offer investors the
perception of greater stability over time. As noted,
however, that stability may be more apparent than
real, and if the calculations are too wide of the mark,
they could lead to more instability than anticipated.
Revenue caps promote efficiency and conservation,
but involve a level of regulatory uncertainty in terms of
how adjustments are made that make many investors
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and consumers a bit skeptical. Nonetheless, the
exercise of selecting the appropriate methodology is
an excellent one to ferret out issues early and to allow
for a full airing of all relevant factors.

Conclusion

Developing appropriate institutions, processes,
and resources to adequately regulate the provision
of infrastructure services is a critical task. We now
have a vast amount of experience to draw upon to
analyze what has worked and what has not worked,
to understand the scope of opportunities and the
potential pitfalls. It would be very useful for a reputable
international body to establish some basic criteria for
assessing infrastructure regulation, to set appropriate
standards and norms in regulation, and to assist
countries in developing the capacity to fully implement
effective regulation. The task is an important one, and
as touched upon in the body of this report, a multi-
dimensional one. If regulation is to be successfully
deployed and implemented, it cannot be done “on
the cheap,” so the effort will require the dedication
of sufficient resources to accomplish the task. There
are also some broad lessons that have been learned
from those jurisdictions that have attempted to reform
critical infrastructure services. These lessons would
include the following:

e |t is vital to manage the inherent conflict of interest
that Government has in privatizing state assets
between maximizing the sale price and long range
sector optimization.

* Privatization is best accomplished after the
establishment of the market rules and the regulatory
regime.

* Pricing for infrastructure services should be
reflective of costs, but also provide incentives for
efficiency in supply of service and the use of the
service provided.

 Transparency and public participation is essential
for the credibility and effectiveness if the regulatory
process.

* The independence of regulatory agencies to make
decisions in their areas of jurisdiction significantly
enhances the transparency and credibility of the
process.

* Aregulatory regime, to be sustainable and credible
over time, has to find the appropriate balance
between predictability and flexibility.

* Market intervention by regulators should be
designed to compensate for market failures and
to replicate what a competitive market would have
produced had there been no market failure.

* Whereviable, regulators should promote competition
and competitive mechanisms as a means for
achieving economically efficient outcomes.

* Where regulated companies are required to serve
certain social objectives (e.g. universal service,
service quality standards), those objectives should
be clearly articulated and understood.

While these lessons are not comprehensive in
their scope, they are certainly sufficient to provide
guidance for countries embarking on reformation of

basic infrastructure sectors of their economy.
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VI. BUILDING LEGAL FRAMEWORK TO SUPPORT
PUBLIC-PRIVATE PARTNERSHIPS AT
REGIONAL, NATIONAL AND MUNICIPAL
LEVELS™®

Sanford Berg™’

Promoting Public-Private Partnerships requires the
creation of trust among a number of stakeholders.
Private investors will emphasize: “Trust but verify.”
Political leaders will focus on the “long term
opportunities” in the sector. The private sector has
been successful in expanding telecommunications
networks—partly because potential demanders are
vocal in their desire for new services and because
prices are not anchored by past practices. Electricity
has a mixed record, as investors have bought
assets and made greenfield investments in many
nations. Water is probably the most difficult sector
for private investment, given public attitudes towards
privatization. 2

In some situations, management contracts have
served as mechanisms for introducing change. Other
forms of private participation are also feasible. For
example, investment funds could come from the
issuance of bonds—which represents a promising
source of capital. However, no private investor will
view an infrastructure firm as an attractive investment
without an up-to-date asset registry, audited income
statements and balance sheets, and years of data on
operating performance. Currently, those requirements
are lacking for many firms. So the best source of
external funds is closed unless, and until, nations
mandate the collection and publication of financial
and operating statistics.

Strategies for promoting public-private partnerships
start with improved institutional frameworks, involving

internal governance (appropriate incentives), external
oversight (“independent” regulation), and political
commitment (sound policy framework). Based on
their studies of water utilities in a number of Latin
American countries, Savedoff and Spiller (1999) once
strongly recommended (1) corporatization of utilities
(treating them as enterprises and not as government
agencies), (2) disaggregation of utilities and the
promotion of competition, (3) regulatory frameworks
that limited government discretion, and (4) privatization
(emphasizing domestic ownership). Whether all
those strategies are feasible today is questionable.
This chapter will place much greater emphasis on
the role of information and benchmarking. Even for
a consolidated system, there is no reason not to
report data by region. For example, Uganda has a
single state-owned (aggregated) enterprise, but the
National Water and Sewerage Corporation publishes
benchmarking information on each municipality
and utilizes yardstick comparisons to establish
performance targets and to reward managers
(Mughisa, Berg, and Muhairwe (2007).

In addition, information can establish a foundation
for resolving differences of opinion about actual and
potential performance (in terms of network expansion,
prices, and returns). The promotion of public-private
partnerships requires that conflicts be identified and
resolved in a timely fashion. If the arrangements are
not acceptable to both political leaders and to private
investors (or if disagreements are merely swept under
the rug), the situation will not be sustainable.

Itis possible to identify four potential sources of conflict
in the design and implementation of infrastructure
policies: factual (cognitive) conflicts (based on
technical disagreements regarding the analysis and
interpretation of performance data), interest conflicts

Figure VI.1. Conflict resolution matrix
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(where different groups—utilities, customers, un-
served citizens, regions, and unions—benefit or lose,
depending on the decision), values conflicts (involving
ideological differences or differential preferences for
sector outcomes), and authority conflicts (reflecting
jurisdictional disputes over who has the last word).
Identifying and resolving these conflicts is central to
the development of public-private partnerships. If joint
initiatives are perceived as socializing the losses and
privatizing the profits, then stakeholders are unlikely to
support the arrangements. Stakeholders must have a
clear understanding of facts, procedures, objectives,
and responsibilities.

One can argue that resolving the four conflicts involves
two types of work: technical and adaptive. Figure VI.1
indicates how the four types of conflict are addressed
by different types of activities.

The following points underscore how better
information can play a role in promoting public-private
partnerships that improve infrastructure performance:

1. Research: What Are the Facts?

It is said that everyone is entitled to their own opinions,
but not their own facts. Data collection is essential if
one is to document relative utility performance, reward
those who are on the efficiency frontier, and identify
those who are far inside the frontier. Investors focus
on the likelihood that funds will be used productively,
providing returns to capital. International donors
should apply similar standards to avoid wasting
scarce capital and to provide incentives for utilities
to move towards best practice. However, without
facts, investors and donors are in no position to
supply funds for infrastructure initiatives. Furthermore,
national development banks have other uses for funds
as well—in education, hospitals, and roads. Without
evidence of good performance in infrastructure, other
claims on scarce government resources are likely to
be more compelling.

e Public Information: Making information available
(public)  improves  performance. Customers’
awareness of baselines and trends improves their
understanding of what is feasible and can put
citizen pressure on utility regulators and managers.
Service delayed is service denied.

* Managerial Information: Small companies and
entities need support to obtain and to use data
for benchmarking purposes. Such data is first and
foremost a managerial requirement—managers
can only manage what they measure. Records
document what has happened in the past which
provides a baseline for future developments.

* Performance Benchmarking: Benchmarking is
part of tariff review; it can be used as a yardstick

for comparing the performance of similar utilities.
In addition, it helps potential investors and donors
analyze the financial sustainability of service
providers.

e Data Timeliness and Accuracy: Data quality is
central to any benchmarking process: decision-
makers need to be included in the process to promote
both accountability and sound business practices.

2. Research and Negotiation: How Should
Benefits and Costs Be Allocated?

Even though stakeholders have different interests,
all segments of society share a concern for the
sustainability of the sector over time.

 Data Definitions and Business Plans: Information
helps both the operator and the regulator — working
as a team is recommended: this process need
not be adversarial. Clear definitions and a logical
structure for data collection and verification are key
factors for successful programs. Transparency is
fundamental for achieving citizen confidence in the
system.

* Performance Improvements and Incentives:
Infrastructure presents win-win possibilities  for
various stakeholders. As better information becomes
a by-product of operations, the process leads to
improved performance. Analysis of performance
indicators helps managers save resources by
identifying possible problems in the production
process: efforts can be directed in a more focused
manner. Reward superior cost-containment with
higher returns.

e Comprehensive Performance Evaluation:
Benchmarking infrastructure sectors at a country
level yields rankings that provide policy-makers
with a factual basis for analyzing, evaluating,
and rewarding service providers’ performance.
Benchmarking needs to become comprehensive;
it should cover social information as well as firm
financial and operational data. Social information
goes beyond production processes to include
coverage, access for the poor, water resource
sustainability, and related issues.

3. Adaptive Work: What Is Important? (Values)

People in government ministries, utilities, regulatory
agencies, NGOs, and with other affiliations place
different emphasis on the pace and pattern of
network expansion and improved quality of service;
however, there is no doubt that it is important to
maintain dialogues within nations so stakeholders can
understand the concerns of one another.

e Establishing  Priorities:  |dentification  and
prioritization of goals in a benchmarking process
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is crucial: if improvements in sector performance
cannot be documented, the system loses legitimacy
in the eyes of citizens. Furthermore, targets need to
be realistic and specific, so decision-makers can be
held accountable for sector performance.

Believing Is Seeing: Our preconceptions shape
(and even determine) our perceptions. Getting
fundamental values out in the open can help
stakeholders see areas for collaboration and
consensus. Being grounded in the reality of business
plans, best practice, and financial constraints can
help stakeholders understand what must be given
up to achieve particular objectives.

e Cumulative Improvements: Benchmarking is a
valuable tool for the operator; it is an incremental
process involving steps that  strengthen
organizational capabilities. Once basic information
has been processed, the experience yields
improvements in procedures as managers better
understand information flows and performance
outcomes in segments of the utility. Clear and timely
information helps managers identify emerging
problems—reducing delayed responses.

* Urban/Rural Initiatives: For managers, urban
systems have the cost advantages of density; for
elected officials, large cities have political clout, as
public protests are easier to organize. Small towns
and rural areas are often neglected. Benchmarking
should include rural areas to bring awareness to
policy-makers regarding resource allocation within
the sector.

4. Adaptive Work: Who Has Jurisdiction?

Currently, the jurisdictional overlaps and gaps are
significant in many regions. Capacity to collect and
analyze data is weak. Authority conflicts distract
agencies and managers from doing their jobs:
harming sector performance.

e Data Frameworks: Companies need
comprehensive information systems in order
to improve data quality and provide timely

information. Such systems need not involve highly
advanced information technologies that integrate
Geographical Information Systems with real-time
measurement of system performance. Rather,
careful reporting of basic data to a centralized data
library provides a good starting point.

e Information Is Power: Those currently controlling
access to information must be convinced of the
benefits of a centralized (and accessible) database
that helps avoid duplication. A changed organiza-
tional culture is as important as developing techni-
cal capabilities. The latter can be accomplished via
training programs; however, these are necessary,

but not sufficient, for performance improvements.

e Clarify  Jurisdictional Responsibilities: The
starting point is having clearly defined authority.
In addition, political leaders, managers, and other
stakeholders must commit themselves to enhancing
infrastructure performance.

An important use of benchmarking comparisons
involves linking managerial incentives more directly to
performance. This step is important for state-owned
enterprises, since incentives are central to improved
performance. Some scholars (e.g., Shuttleworth,
2005; Cubbin, 2005) are skeptical of applying
efficiency scores due to the sensitivity of results
to model specification, sample size, and outliers.
However, caution does not preclude the thoughtful
application of appropriate models.

Benchmarking serves as a catalyst for (1) collecting
data to mitigate information asymmetries (for
regulation), (2) identifying sector trends and
performance outliers (for documenting the impacts of
investments and policies), and (3) designing incentive-
based managerial compensation plans (as part of the
internal reforms required for cost containment and
quality improvements). It is likely that far more waste
has occurred due to poor management practices
(and weak incentives) in developing countries than
to the misapplication of infrastructure benchmarking
techniques.  Nevertheless,  benchmarking s
no panacea: some groups like the status quo.
Information contributes towards the identification
of those benefiting from the “low level equilibrium.”
Those beneficiaries fight change.

Based on the observations presented here, legal
frameworks for promoting public-private partnerships
should:

® Facilitate fact-finding: require data reporting by
operators (promoting transparency and reducing
information asymmetries);

* Ensure institutional capacity: provide authorities
with the resources to attract and retain professional
staff who can effectively interact with all stakeholders;

e |dentify and prioritize performance objectives:
ensure that those setting policy are clear about
their goals and that they are held accountable for
promises made regarding related initiatives.

e Define the roles and responsibilities of different
agencies: promote clarity and accountability in the
institutional division of labor.

Attention to these four features enables the legal
framework for regulating infrastructure to reduce
conflict, thus contributing to a more stable and
predictable policy environment.
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VIl. BUILDING LEGAL FRAMEWORKS T0
SUPPORT PUBLIC-PRIVATE PARTNERSHIPS
AT REGIONAL, NATIONAL AND MUNICIPAL
LEVELS"

Nutavoot Pongsiri’®*

Introduction

Facing budgetary constraints and recognizing their
inability to provide infrastructure services efficiently,
Governments in many countries have been rapidly
adopting neo-liberal approaches and a market-
based economy. This has led to radical changes in
the characteristics and the respective roles of the
state and the private sector. Coping with the new
market economy requires Governments to reduce
the size of the public sector and give a greater role
to a more dynamic private sector under public-private
partnership schemes.

Public-private partnerships (PPPs) are arrangements
between Government and private sector entities
for the purpose of providing public infrastructure,
community facilites and related services. These
partnership arrangements can provide a broad
umbrella to shelter and protect the public interest
while bringing investment potential and added
value from the private sector. Although the concept
of PPPs is becoming increasingly common as a
means of delivering infrastructure services, the level
of private sector involvement is not yet sufficient
in developing countries. More importantly, a well-
defined regulatory framework for partnerships is more
an idea than a reality at present. What most public
and private organizations have found instead is that
the implementation of a regulatory framework in their
partnerships has apparently created a number of
prevailing issues that are in need of clarification.

The purpose of this paper is to discuss essential
features of regulatory and legal frameworks required
to support public and private sectors to deliver
infrastructure services at a multi- level setting. More
thoughtwillbe giventoidentifyingissuesandchallenges
facing national and municipal Governments, including
bilateral or multilateral financial agencies in the area of
infrastructure provision and finance.

1. Essential Features of Regulatory and
Legal Frameworks to Support Private
Participation in Infrastructure Services

The infrastructures mainly needed by the developing
countries to support their economic activities are
those related to transportation, energy, water, and
most recently, telecommunications. However, high
capital investment costs and lack of technology can

impede infrastructure development. Many developing
countries cannot afford such development without
affecting other economic activities. Considerable
attention has been paid to enforce regulations
for promotion of private involvement in public
infrastructure services, with a view to encouraging
private firms to participate and thereby mobilize
private capital into public work projects. Improvement
of programme performance, cost efficiencies, better
service provisions, and appropriate allocation of risks
and accountabilities have also been identified as
factors opening avenues for public-private partnership
in designing, constructing, operating, maintaining
and financing infrastructure development through
management and lease contracts, concessions and
divestitures. There are some enabling factors of
regulation that are essential for private investment in
infrastructure services. These include the setting of a
regulatory framework and institutions at the outset;
sound regulations to protect private sector investment;
contractual safeguards against potentially disputable
matters; and governance and accountability
frameworks.

1.1. Institutional and Regulatory Setting

Regulation is a key element to maintain a competitive
market discipline on public infrastructure services.
While many Governments in developing countries
have already signed their first demonstration PPP
contracts, most have not yet designed the legal and
regulatory framework for monitoring the performance
of private contractors and for ensuring contractual
compliance. Experience in these countries confirms
the importance of putting a sound regulatory
framework in place before implementing public-private
partnership programmes (IP3, 2000). A regulatory
system should be established as soon as possible
to define clear rules for financial performance, to
render practical experience to the staff responsible
for their implementation, and to provide assurance to
the private sector that the regulatory system includes
protectionfrom expropriation, arbitration of commercial
disputes, and respect for contract agreements. In
turn, the regulatory system will increase benefits to the
Government by achieving better and more informed
decision making, improved performance, and by
raising efficiency and accountability (The World Bank,
1994).

1.2. Investment Protection

Investor security is critically important. Regulation
is also useful in protecting the interests of private
investors by preventing direct or indirect expropriation
of investment capital. For example, regulation in
public-private partnerships can act as a buffer against
political interference from governmental bodies in
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pricing decisions. This buffer function is particularly
important, as government objectives for political or
social reasons may act as a disincentive to investment
and, indeed, may not even be in the consumer interest
(The World Bank, 1994). In developing countries with
limited histories of private participation, investors with
doubts about the safety of investments will either
require very high returns or not invest. The only way for
these countries to be successful in attracting private
capital is to establish a regulatory regime that reduces
this risk and protects private sector investment.

1.3. Contractual Safeguard

The financial and other resources of private and state
enterprises are always limited. Projects developed
as public-private partnerships are mostly based on
risk sharing and a security package of interrelated
contracts between the two parties (IP3, 2000).
Consequently, many developing and emerging market
economies require effective models on how best to
design and establish legal frameworks for contract
compliance and performance monitoring for public-
private partnerships. On the one hand, the private
sector needs a great deal of certainty and protection
against unforeseeable changes, as the costs of
poorly designed, drafted and negotiated agreements
are tremendous and can jeopardize entire public-
private partnership programmes. The establishment
of a transparent and sound regulatory framework is a
necessary precursor to private sector participation in a
PPP. On the other hand, Governments need regulation
to ensure that essential partnerships operate efficiently
and optimize the resources available to them in line
with broader policy objectives, ranging from social
policy to a policy for environmental protection (The
World Bank, 1994). However, over regulation and
contractual safeguards can restrain economic growth
and hinder the private sector's ability to remain
competitive in the market (Lundqgvist, 1988).

1.4. Governance and Accountability Framework

Private investors will be kept away and will seek
a more hospitable place to invest if regulation is
unlimited in scope, unclear in operation, inclined
toward micro-management, and lacking good
governance. The regulatory regime must be limited,
transparent, fair and consistent, and the Government
must always keep its promises. Private investors are
cautious not only of expropriation but also of many
small regulatory actions that together constitute
incremental expropriation, taking away the private
partner’s option of legitimate recovery of costs and
of profits proportional to the risks undertaken. Private
investors must be convinced that the Government, as
a prudent partner, will commit to good governance to
protect private investments and will not use regulation

as a direct or indirect mechanism for “administration
expropriation.” Even if public-private partnerships
appear to reduce costs, they cannot be defined as
a success, if their regulation results in the need for
more government oversight and expensive monitoring
(Sparer, 1999).

PPPs also involve sharing or transferring a measure
of responsibility and control for operations. This
may cause shifts in accountability arrangements,
creating new responsibility hierarchies and reporting
requirements for public sector managers. While
Governments have been largely preoccupied
with political accountability through the electoral
process, PPPs open new channels of accountability.
In arrangements where the Government still retains
ultimate or partial accountability, government partners
must ensure the respective accountability of their
partners through the use of sound formal agreements
(Pongsiri, 2002).

There are also new accountability demands on the
private participants in a partnership, as they are
required to disclose information about partnership
related activities, including expenditures to their
partners and the public. Problems that arise as a
result of shifts in accountabilities can be avoided, if
appropriate arrangements are put in place toward clear
governing regulations. According to the government’s
viewpoint, a well-defined regulatory framework is
essential, if the private partners ideologically and
financially oppose seeing themselves as having
additional accountabilities to the public interest
(Hassan, 1996; Colton et. al., 1997).

2. Regulatory and Legal Considerations at a
Multi-Level PPP Setting

PPP infrastructure development can take place at a
regional level on a large scale, such as a cross country
tunnel construction or on a small scale such as city
waste water treatment. PPPs bring multiple benefits
to the stakeholders involved. However, there are
operational, political and financial risks that are borne
by national and local Governments and the private
companies involved in PPPs. Therefore, bilateral or
multilateral agencies, national Governments, and
local authorities need to ensure that a regulatory and
legal framework shall be made available to permit,
facilitate and secure private investment in public work
projects. There are some issues and challenges at a
multi-level PPP setting that need to be addressed at
the outset to provide sustainable participation by the
private sector.

2.1. Overlapping Regulation and Unclear Roles
at Municipal PPPs

Municipal PPPs are a commercial transaction between
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a municipality and a private party whereby the private
organization performs a municipal function for or on
behalf of the municipality. The private sector, acquiring
managerial work or using municipal property for its
own commercial purposes, assumes substantial
financial, technical and operational risk, and receives
a financial benefit in respect of the project. Several
PPP projects have clearly demonstrated how effective
combinations of private and public financing and
enterprise can significantly strengthen municipal
service provision and improve the well-being of
people in urban, rural cities and towns. Some other
benefits to a municipality are transfers of technology,
employment benefits, and capacity building.

Municipal authorities are important in the creation or
enhancement of this enabling environment for PPPs in
cities and towns. In many countries these authorities
have significant governmental autonomy under Private
Participation in Public Infrastructure Development
Acts or similar regulations. They can enter into PPP
contracts without needing consent from the central
Government, as long as the costs of the contract
can be covered by the municipal budget. Effective
decentralization is therefore a precondition for PPP
development at the municipal level. This means
that local authorities must have their own resources
and taxation authority, and the ability to formulate,
negotiate, award, implement, supervise, and monitor
PPP projects.

Although municipal officials in general do not have the
power to influence positive changes in the country’s
investment climate, they still need adequate clarity
on their roles and authority levels, not just to sign
contracts, but also to undertake all the other tasks
related to maintaining the partnership. These would
include financial, legal, and other areas of public
administration. However, in some countries, there
is confusion and inconsistencies in the regulatory
frameworks of national Government that inhibit
municipal government actions to attract capital
investment. One of the biggest challenges facing
municipalities is the legacy of complex and interlinked
regulation that often involves inherent confusion and
duplication. For example, in South Africa, municipal
infrastructure development projects are governed
by the Municipal Systems Act (MSA) whereas
municipal PPPs are regulated by the Municipal
Finance Management Act (MFMA). Both the MSA
and the MFMA require project feasibility studies to be
undertaken before a municipality can proceed with a
PPP (Levinsohm and Reardon, 2007). Although the
studies required by each Act are similar, there are
discrepancies that can cause confusion. A municipality
is faced with the challenge of having to satisfy the
requirements of both Acts, which is often perceived to

be a difficult task. Consequently, some municipalities
and the private sector tend to avoid using PPPs as
a model for infrastructure development in the local
government sphere because of the cumbersome,
complicated, time consuming and inter-related
regulatory frameworks required to implement a PPP. In
order to accelerate service delivery, municipalities and
the private sector decide to shift to other alternative
models such as conventional procurement and
turnkey methods which do not constitute a formal PPP.

In  Thailand, the frameworks underpinning the
PPP activities are derived from the Act on Private
Participation in State Undertaking B.E. 2535 (1992).
However, the institutional regulatory framework
for infrastructure provision and management is a
fragmented hierarchy where many different bodies
across several sectors have assumed the various
responsibilities of regulation (Valentine, 2008). Certain
PPP projects at a municipal level are covered by
their own regulations because the 1992 Act does
not prescribe the methodology for project valuation
or procurement methods. It also does not provide a
methodology to share the risks and burdens with the
private sector when projects are not commercially
viable. The regulation thus becomes less effective and
lends itself to frequent clarification and interpretation
on several aspects (Susangarn, 2007).

Many countries have adopted special arbitration
mechanisms at a municipal level to solve technical,
contractual and labour disputes. The arbitration
panels can include members of the public and
the private sectors with supporting guidelines for
conflict resolution. This would minimize difficulties
and tensions that sometimes arise. If there are no
special arbitration mechanisms, municipal authorities
themselves need to perform the roles of various
regulatory authorities, including judicial bodies,
when disputes arise. In some contracts involving
international partners, there can be special clauses
for court jurisdiction which can be outside of the
host country. This is sometimes favoured by foreign
investors, who are unfamiliar with or distrusting of local
judicial objectivity and processes. As such, municipal
officials need to understand the implications of these
clauses in potential contracts and agreements.

2.2. Comprehensive and Consistent Regulatory
Framework at National PPPs

At national level, there must be legal, regulatory and
administrative processes that uphold and respect
foreign investors. A comprehensive and consistent
framework of PPP regulation is very important as it
provides a reference point for the main actors in the
partnership. There is also a real need for consistency
in national PPP policies over the long term regardless
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of changes that may occur in political regime.

In Thailand, all PPP projects are governed under
the Act on Private Participation in State Undertaking
B.E. 2535 (1992). The Act was intended to provide
appropriate scrutiny process for large PPP projects to
ensure that the projects are viable and contracts are
carried out through proper procedure. It was designed
at the time of enactment to prevent corruption in
granting the rights to private investors for operation
or use of state properties, rather than to delineate
the necessary components of sound regulatory
and institutional framework for PPP projects. As a
result, the 1992 Act has provided the governmental
authorities with inadequate contents and an unclear
governing framework (Susangarn, 2007). There is
a need for an Amendment to provide a broader
definition of the PPP concept and a more streamlined
process for implementation of PPP projects.

A central feature of PPPs is the contractual
arrangement. These contracts are often highly
technical, cumbersome, and have significant legal,
financial and technical implications. The regulatory
framework enforced by the central Government thus
requires a comprehensive guideline for procurement,
regulation of prices, conditions of arbitration,
including the handling of labour disputes. Other
related contractual issues that may have an impact
on the contracting private parties at national level are
exchange rates, ability to transfer profits, taxation,
labour laws and insurance. In some countries, the level
of decentralization provides the municipal officials
adequate authority over the PPP without sufficient
understanding. Confusion on authority, functions
and decision making within the local Government
and among several relevant national government
agencies can make the design, procurement and
implementation of PPP projects difficult.

It is necessary for the central Government to enforce
a clear regulation on when and how municipal or
local Governments need consultation with existing
regulatory authorities at national level, and how the
central Government should take part in contractual
matters such as the issues related to pricing and
dispute resolution. A good example is South Africa,
which has a national framework of laws, regulation
and administrative processes guiding municipal
Governments on the use of PPPs (i.e. South African
National Treasury’s PPP Manual2004), or Germany
that has a Unit for the coordination of PPP design
and management in the country. The primary goal of
the PPP Coordination Unit is to establish a regulatory
framework for public authorities (at the national and
municipal level) related to the application of a range of
PPP instruments to implement national and municipal
development strategies; deliver support for PPP

projects market development; and provide consulting
services to local authorities.

With the national PPP regulation and Coordination
Unit in place, there is still a need for the central
Government to support capacity development
for local authorities to manage the PPP process
and have a better understanding of the nature of
PPP agreements. Governments in South Africa
and Germany as well as many others countries
maintain websites that clearly demonstrate national
frameworks to guide PPP development. Other
initiatives include central and municipal Government
created associations and institutions in and outside
of the state to discuss, evaluate and in some cases
promote a more active participation of the private
sector. It is most advantageous to combine the PPP
experience at the central Government with municipal
Government knowledge of the needs and priorities of
its constituency. When borrowing is involved, central
Government should be consulted as subsequent
future liabilities concern the whole nation.

2.3. Investment Protection to Assist PPP
Implementation at Regional PPPs

At regional level, development of private sector in-
volvement in infrastructure is crucial to the sustained
economic growth and reduction of poverty. While there
are potentially important economic and social bene-
fits, PPPs mostly involve significant levels of capital in-
vestment with payback periods covering many years
or decades. The financial risks are a major concern to
potential private partners. Developed countries rarely
find it necessary to provide government guarantees for
infrastructure projects. This is also the case for several
developing countries that have undertaken regulatory
reforms. For example, there is considerable private in-
vestment without government guarantees in Argenti-
na’'s power industry, which has been restructured and
privatized, as well as in Chile’s telecommunications,
power, and gas sectors (Thobani, 1999). However,
recent reviews of impediments to successful PPPs in
developing countries indicate that there is still a real
need for financial guarantees to ensure credibility and
financial sustainability for the partners (Matsukawa et.
al, 2003). Private companies often seek high levels of
financing from bilateral or multilateral financial agen-
cies such as international financial institutions (IFI) or
regional development banks and anticipate an ad-
equate guarantee from those credible organizations.
In the Asia and Pacific region, the Asian Development
Bank (ADB) has been strengthening its role in mobiliz-
ing private resources for infrastructure development in
countries where infrastructure demands are immense
and the public sector by itself cannot bridge the fi-
nancing and efficiency gaps.
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Figure VII.1. ADB’s Partial Credit Guarantee (ADB, 2009a)

Figure VII.2. ADB’s Political Risk Guarantee (ADB, 2009h)
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Lessons learnt from past privatization transactions
between public and private sectors revealed that
infrastructure projects in developing countries are
usually flawed or inevitably required to be renegotiated
over the entire life cycle of the project. This is because
some sovereign risks and project risks are enormous
and government guarantees cannot be relied upon by
the private sector. To overcome this unsound practice,
the ADB has provided the Partial Credit Guarantee
(PCG) covering both commercial and project risks
and the Political Risk Guarantee (PRG) to cover
specifically defined sovereign or political risks.

Due to different country credibility and commercial
risks, the lenders may not be willing to provide an
uncovered loan for the PPP project. The Partial Credit
Guarantee (PCG) scheme provided by the ADB as
shown in figure VII.1 can bridge the gap between
the needs of the borrower and the constraints of the
commercial lenders by covering some key project
risks (ADB, 2009a). One of the PPP projects under
PCG is the Power Sector Restructuring Programme in
the Philippines. With the PCG, the Power Sector Assets
and Liabilities Management (PSALM) Corporation was
able to borrow at significantly more favourable terms
to meet the cash flow requirements during the initial
stage of privatization.

The Political Risk Guarantee (PRG) scheme as
illustrated in figure VII.2 is well suited to cases in
which commercial lenders are prepared to take
on the commercial risks of a project, but require
assistance from the ADB in mitigating sovereign
or political risks (ADB, 2009b). These include any
combination of breach of contract such as unilateral
cancellation by a host Government or default on a
specific payment obligation such as under a power
purchase or fuel supply agreement (Pongsiri, 2003);
confiscation, expropriation and nationalization;
currency inconvertibility; and political  violence.
The prime example of PPP projects under PRG
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arrangement is construction of the combined cycle
power station at Phu My in Viet Nam. This was the
first PRG in which the ADB acted as guarantor of the
borrower, Mekong Energy Company Limited (MECQO),
against breach of contract, confiscation, expropriation
and nationalization; currency inconvertibility and non-
transferability and political violence.

With the PCG and PRG in place, the host Government and
the project lenders can take comfort in ADB’s guarantee
and also have the ADB'’s involvement to ensure and
support the technical and financial viability of the project.

Conclusion

Partnership enhances the strengths of both the
public and private sectors in pursuing public
infrastructure service delivery. However, the public
sector in developing countries still maintains an
obligation to act in the public interest in the delivery
of public goods, whilst private firms also expect more
governmental binding agreements and regulations to
prevent administration expropriation and to secure
long-run maximization of profits. As a result, PPPs are
still subject to extensive and complicated bodies of
legal doctrine and to legal enforcement mechanisms.

Most developing countries still need to have the
regulatory and surveillance machinery in place at
multi-level settings to ensure effectiveness, fairness
and openness of their PPP schemes. They have
embraced the PPP concept at the national level as a
key strategy in overcoming some of the infrastructure
backlog at municipal levels. For some countries,
decentralization of PPP implementation may lead to
confusion and inconsistencies in the frameworks of
national Government that inhibit municipal authority
action and private sector interest. From the perspective
of international investors, countries perceived to have
inconsistent regulatory and legal frameworks are
considered unattractive to capital investment. The
regulatory framework needs to be consistent and




100 THE REGULATORY AND INSTITUTIONAL DIMENSION OF INFRASTRUCTURE SERVICES - VOL. |

harmonized in order to reduce confusion resulting
from interpretation of sub-national Governments that
can affect PPP transactions.

In case of political instability and government
credibility at risk, the only way a PPP will be financially
feasible is with external guarantees. These can come
from the international financial institutions and bilateral
or multilateral agencies interested in supporting PPP
projects in order to promote regional growth and
achieve the reduction of unemployment and poverty.
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VIIl. THE INTERFACES BETWEEN COMPETITION
AUTHORITIES, COMPETITION REGULATIONS
AND OTHER REGULATORY FRAMEWORKS
AND INSTITUTIONS IN INFRASTRUCTURE

Tresna Soemardi'®>

Introduction

The economic crisis in 1997/1998 led to a paradigm
shift in Indonesia’s national economic policies: from
those with a dominant role of central Government as
the motor of economic development, to those with
a fair market economic system with greater role of
business actors. In such a context, the Government’s
role shifted from an economic player and regulator
to a mere regulator. Through clear and articulate
distribution of roles between business actors as
economic players and the Government as the
regulator, it was expected that the economy would
develop swiftly.

The regulator is expected to be able to develop
a business climate that always encourages fair
competition, which in turn would result in competitive
business actors in each economic sector.

In the infrastructure sector mores specifically, the
Minister of State for National Development Planning
(Head of National Development Planning Agency)
presented, at the time of the crisis, the strategic
initiatives for Indonesia’s development acceleration
set forth in three policies relating to: i) the general
policy environment (that gives assurance through
a guaranty system on uncertainty); ii) entry policies
(consisting of reduction in regulatory constraints
and facilitation of fair business competition), and iii)
pricing policies (about pricing that can be accounted
for procedurally and institutionally).

Due to its limited budget, the Government is no longer
able to fully finance the development of infrastructures
such as highways, bridges, drinking water networks,
oil and natural gas processing, as well as port affairs.
This creates the need for an alternative financing
mechanism to be applied through Government-Private
Investor Cooperation or Kerjasama Pemerintah-
Swasta (KPS). Such a policy choice is also influenced
by the trend whereby infrastructures are no longer
considered as public goods, but as economic goods
instead. Therefore, the KPS method is the most
advantageous method of cooperation.

The policy stipulates that almost all business entities
may cooperate with the Government, whether they
be private firms, State-Owned Enterprises, Regional-
Owned Enterprises, or cooperatives. The involvement
of private investors can be applied through two

approaches, i.e. concession by means of public bid
and license by means of licensing bid in cases where
infrastructures and services are impossible or difficult
to unbundle.

1. Competition for the Market

Government procurement shall be conducted by
means of an open and transparent bidding process
which incorporates practices that seek to both deter
and detect fraudulent and anti-competitive conduct.
The procurement process shall be conducted through
several phases, including preparation of procurement;
execution of procurement; determination of the
winner; and formulation of agreements. The types of
infrastructure projects where there may be cooperation
with private investors cover several strategic sectors
such as:

* transportation (ports of sea, river, or lake, airports,

railways, and railway stations);

roads (toll roads and toll bridges);

irrigation (undistilled water carrying canals);

drinking water (undistilled water taking installation,

transmission network, distribution network, drinking

water processing installation);

wastewater (wastewater processing installation,

collecting network and main network) as well as

facilities for garbage (transportation and garbage

dump);

* telecommunication (telecommunication network);

electric power (plants, transmission, and distribution

of electric power); and

e oil and natural gas (processing, storage,
transportation, transmission, or distribution of oil
and natural gas).

Cooperation in all of the above sectors shall take place
in accordance with the sector laws and regulations.

In maintaining a reasonable price, the Government
takes two different approaches, i.e. a simplified
procedure in tariff fixing and the reinforcement/
establishment of a regulatory board. A simplified
procedure in tariff fixing is conducted by means
of rationalization and depolitization of pricing for
infrastructure sectors. Pricing is based on fair
business competition (including price regulation
for monopolized infrastructure sector), certainty for
private sector related to tariff policy for various sectors
is encouraged, tariff recovery is promoted through an
comprehensive tariff plan, and awareness is raised
among the public so that they would understand
the real costs for services and what occurs at peak
as well as off-peak conditions (e.g. electric power).
A regulatory board is also reinforced/established
to monitor the process of fair tariff fixing, thereby
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allowing for the transfer of certain functions of the
ministry. Examples include the establishment of the
Toll Road Regulatory Board (BPJT) and the Indonesian
Telecommunication Regulatory Board (BRTI). These
regulatory boards are responsible for monitoring and
assuring that certain tariffs fulfill the aspiration of the
public as well as of investors.

Regulation can also take place at practical level,
through a technical department with duties to
administer public service functions. In this case, the
regulatory duties and functions are usually conducted
by an office of the Directorate General. However, for
several sectors such as telecommunication, drinking
water, toll roads, and oil and natural gas, the functions
of a regulator if separated from the function of the
Government. In general, such separation is intended
to improve the regulator’'s performance and improve
the quality of service to the service using community.
When this is the case, separation of the scope of duties
and functions among policy makers, regulators, and
service operators is expressly stipulated.

2. Competition Policy and Sectoral Policies

As an agency that enforces the mandate of Law No.
5/1999, KPPU is obligated to ensure the creation of
a fair and favorable competition climate for business
in Indonesia. To that end, KPPU, in the period
from 2000 to2005 laid down five main programs,
i.e. law enforcement development, competition
policy development, communication development,
institutional development, and information system
development. In the period from 2006 to 2011, those
five programs will remain, but the emphasis is more on
two important functions of KPPU, namely to enforce
the law of competition and to give recommendations
to the Government related to policies that potentially
contradict Law No. 5/1999. The function of law
enforcement is intended to eliminate various
constraints oncompetitioninthe formofunfairbusiness
conducts. The process of giving recommendations
and suggestions to the Government would encourage
the process of regulatory reform towards effective
competition policies throughout the economy. So
far, both in the law enforcement process and in the
analysis of Government's policy, policies have been
frequently found to be the sources of various unfair
competition practices in several sectors. Based on
this finding, competition policies will become one of
KPPU’s main priorities in the future. Through reform
regulatory programs, efforts will be made to ensure
that the principles of fair competition are internalized
in every policy of the Government.

In connection with these efforts, KPPU has played
a key role in undertaking regulatory assessments
of various policies issued by the Government or

regulatory agencies in the perspective of business
competition. The results of these assessment are
then submitted to the Government or the regulatory
agency concerned through the process of policy
advocacy and harmonization. It is in this case that
most of KPPU’s programs are synergized with the
Government’s programs.

In the last several years, regulatory assessments have
focused on the sectors that have a public service
component such as telecommunication, energy,
health, and transportation. These priority sectors
are determined in order to optimize KPPU'’s role in
stimulating the emergence of efficient economy which
in turn will promote public welfare.

Based on KPPU'’s observations, policies which are not
in harmony with Law No. 5 of 1999 are categorized
in three groups: policies that that result in business
actors who have dominant positions, policies that
may facilitate cartels among business actors that are
explicitly in contradiction to Law No. 5 of 1999, and
policies that restrict competition in the market.

As aresult of the first category of policies, Government
policies tend to create entry barriers to competitive
business actors. As a result, some business entities
will abuse their dominant positions. One example of the
policies leading to a cartel among business actors is
the partnership program in chicken breeding industry
that resulted in agreements with an anti-competitive
effect. Likewise, the DSM Terang Program of the
Ministry of Energy and Mineral Resources facilitated
the development of exclusive agreements among
business actors. The effects of such agreements are
anti-competitive behavior of business actors who
create entry barriers and restrictions to partners who
are not in the agreements. Finally, Government’s
intervention in the market can restrict competition
in the market as in the case of trading systems or
regulations that limit the number of players involved.
Seen from the perspective of competition, this is a
setback in that it prevents the operation of market
mechanisms that can provide many benefits to the
society. A market with free competition is believed to
be highly advantageous and Government has a role in
its realization. In certain cases, however, competition
can be successful outside of any Government
intervention.

Through those two main activities, it is expected that
KPPU can provide contributiontothe nationaleconomic
development, by minimizing restraints on competition
in the form of restraints on businesses’ innovation
as well as on the effectiveness of the business world
itself, whether in the form of private or government
restraints. KPPU'’s efforts to encourage the reform of
policies in public service sectors, infrastructures, and
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in the review of the agricultural commodity trading
system will be in line with the Government’s program
to enhance the role of the private sector in the national
economy. Moreover, the harmonization process of
competition policies conducted by KPPU is expected
to be able to strengthen the functions of regulation
and monitoring conducted by both the Government
and sectoral regulatory boards.

A fair business competition climate will assure the
achievement of efficiency and effectiveness in the
economy. It is also through fair business competition
that there will be equal business opportunities among
big, medium, and small business actors. Finally,
fair business competition will enhance domestic
industrial competitiveness, thereby enabling firms to
compete in domestic as well as international markets.
Therefore, it can be concluded that the enforcement
of competition law and the implementation of effective
competition policies will guard the implementation of
proper market economy, which should enhance the
welfare of the Indonesian people.

3. Issues of Business Competition Agency
in Sectoral Regulation; A Case Example in
Telecommunication

The telecommunication regulator in Indonesia (the
Indonesian Telecommunication Regulatory Board
(BRTI)) was established through a Decree of the
Minister of Transportation No. 31/2003 which was
signed on July 11, 2003. The Law No. 36/1999
marked the to an open market for telecommunication.
The reasons for sector-specific regulation in such a
market are several. Firstly, investment requirements
can be so big that there is only one business actor that
can provide telecommunication services with a cost
lower than those provided by two or more business
actors. Secondly, there are network externalities in
this sector because the value of networks increases
with the increasing number of users, so that a network
with many users is more valuable than several small
and unconnected networks. Thirdly, a cross subsidy
among the provided services could be needed to
ensure that users of certain basic telecommunication
services can communicate at affordable prices.
For example, local connection can be maintained
relatively cheap compared to direct-dial long-distance
call (SLJJ) and international direct-dial call (SLI).
Lastly, sector-specific regulation may be relevant for
sovereignty, safety, or national interest purposes and
the provision of services should be safeguarded by
the Government.

The shifting from a monopolistic system to a
competitive one can take various forms, in which the
Government’s role in the sector changes. The first
option is to make the Government a direct provider

of telecommunication services. The second is for
Government to reduce its ownership in the incumbent
company and give the opportunity to other parties to
jointly own the shares, where the company remains
the holder of monopolistic rights. The third option is
for Government to open the market to competition
to reduce monopolistic rights or even eliminate them
so that there will be more than one business actor
in the telecommunication sector. In this case, the
Government retains ownership of a part of shares
in the company. In the third option, the Government
begins to reinforce its role as the regulator and reduce
its role as an operator. The fourth option is that the
Government eliminates its ownership totally and lets
private parties compete in the telecommunication
market. In this context, the Government functions
solely as the regulator. The change in the role of
Government requires monitoring or intervention by a
competition agency or the Government.

The intervention includes among others:

e Elimination of various entry barriers in various
segments of telecommunication services, such
as the obligation for vertical separation of cross-
ownership;

Fair interconnection among operators, both among
dominant players and new business actors;

* Non-discrimination, particularly in the use of
limited resources such as spectrum and telephone
numbers.

* Choice given to customers to change operators,
thereby creating an equal level playing field among
operators and minimizing switching costs.

Surveillance and assessment of mergers and
acquisitions likely to have an anti-competitive effect.

In order to ensure the creation of fair competition
in the sector, the competition agency enters into a
formal cooperation in the form of memorandum of
understanding with the Ministry of Communication and
Informatics as well as with the sectoral board under
it, i.e. the Indonesian Telecommunication Regulatory
Board (BRTI). Cooperation is realized through various
joint activities and meetings to discuss the issue of
competition in telecommunications, exchange of
data and information for law enforcement, and the
planned formulation of manual for fair competition in
telecommunication sector.

The manual is intended to give guidance that can be
a reference for primary stakeholders including the
Government, the regulator, the business community
(telecommunications services providers) as well
as legal community, and the society in general, in
anticipating and understanding every policy and
enforcement of business competition principles
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in the sector stipulated by the Government, the
regulator and/or competent institutions. The
manual is also expected to provide explanations
to telecommunication providers on the application
of Law Number 5 of 1999 concerning Prohibition
against Monopolistic Practices and Unfair Business
Competition in  telecommunication sector, as
mandated by the provision of Article 10 of Law
Number 36 of 1999 concerning Telecommunication.

The manual specifically explains the implementation
of three basic principles of competition in the
telecommunications sector, i.e. non-discrimination,
non-restrictive  agreements, and  non-abusive
practices.

4. Enforcement of Business Competition Law
in Infrastructure Sector

With regard to the enforcement of law on business
competition, the majority of competition cases related
to the infrastructure sector are violations against Article
22 of Law No. 5 of 1999 concerning tender conspiracy.
The objects of conspiracy are various, among
others are the development of roads and bridges,
improvement of roads, utility network facilities, supply
of fresh water, development of the Government's
means and infrastructures, up to the development of
flood control projects. There are several competition
cases related to the development of infrastructures
in the field of pharmaceuticals/hospital affairs and
education, but they are limited to the construction of
hospital and school buildings. The competition cases
related to the development of roads and bridges are
the most common cases. However, almost all cases
are violations against Article 22 of Law No. 5 of 1999.

Besides the development and improvement of roads
and bridges, other competition cases are related to
electrical power or development of electrical networks.
Up to 2009, KPPU had handled 5 (five) competition
cases related to electric sector, all of which were
violations against Article 22 of Law No. 5 of 1999
concerning tender conspiracy. The violation was
conducted by various business actors, among others
state-owned enterprises, associations, private parties,
and tender committees. Over time, the violations have
not been limited to conspiracy in tender, but also
take the form of pricing cartels and discriminatory
practices.

The cases related to infrastructure handled by KPPU
throughout 2000 — 2009 consisted of: 13 (thirteen)
cases in development of building and public means
and infrastructures, three cases in flood and wave
control development, six (six) cases in electric power,
eight cases in fresh water development and supply, 14
(fourteen) cases related to development/improvement
of roads and bridges, and one (1) case related to the
supply of infrastructures in general.

Therefore, since 2000 up to 2009, KPPU handled
207 competition cases. At least 45 of them (22
per cent) were the competition cases related to
infrastructures. Meanwhile, in January and February
2010, KPPU is handling 13 (thirteen) cases related
to the infrastructure sector. The majority of cases are
related to the procurement of goods and services in
the development of office buildings and development/
improvement of roads and bridges. Some of them
are airports, seaports, dams, and irrigation networks.
Throughout the year of 2010, the cases handled by
KPPU will probably be dominated by those related to
development/improvement of roads and bridges.
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IX. COJURISDICTIONAL ASPECTS BETIVEEN
SECTOR REGULATORS AND COMPETITION
AUTHORITIES

James Hodge'°

As more and more countries contemplate putting in
place Antitrust laws, they need to address the real
and difficult issue of the jurisdictional boundaries
between the new competition authorities and existing
or future sector regulators. This becomes a feature
of the institutional design primarily because of the
introduction of competition into regulated sectors
and the need to manage that competition. Which
jurisdictional model is chosen and how practical
jurisdictional issues are actually resolved are important
considerations.

1. Context

It is commonly argued that sector regulators and
competition authorities are very different institutions,
not only in terms of mandate but also in terms of
institutional design and culture.

e Competition authorities: The primary mandate of a
competition authority is typically to consider ex-ante
whether merger activity will result in a substantial
lessening of competition and to act ex-post against
anti-competitive  behaviour including horizontal
and vertical agreements as well as the abuse
of a dominant position. A competition authority
will also have authority across the economy and
therefore not necessarily have a depth of (technical
and economic) knowledge of a particular sector.
This broad coverage is manageable because
the philosophy is that competitive forces in most
sectors are generally sufficient to achieve economic
efficiency and there is only the need to intervene
intermittently in markets whenever they find that
a company’s behaviour (or a merger) threatens
the operation of these forces. This is sometimes
referred to as ex-post regulation'®”. In addition,
when competition authorities do intervene they tend
to focus on structural remedies, i.e. those remedies
that don't require them to engage in on-going
monitoring and enforcement. Fines for the violation
of these rules are also typically large to discourage
such behaviour where it is not easily monitored.

Sector regulators: In contrast, sector regulators
are typically empowered to engage in ex-ante
regulation of the specified sectors where there exists
a monopoly supplier or near-monopoly situation.
In effect the legislature has already decided that a
firm in a particular sector has considerable market
power and that this firm will engage in conduct that
will reduce economic efficiency. The sector regulator
therefore serves as a substitute for market forces,

in that it involves stipulating a fairly complete set of
prices and accompanying commitments regarding
supply and quality of service. Such ex-ante regulation
specifically entails price and entry regulation, but
also the implementation of ex-ante behavioural
restraints designed to obviate the need for ex-post
oversight. Sector regulators tasks therefore include
issuing licences, imposing appropriate behavioural
conditions on licensees, establishing technical
and quality standards, setting and approving tariff
changes and resolving disputes concerning the
violation of licence or tariff conditions. They are
not adverse to behavioural remedies because of
the institutional design that makes them capable
of ongoing monitoring and enforcement. Fines for
the violation of licence conditions are typically small
because they are quickly identified and rectified.

However, the mandate of sector regulators across
many countries (and specific regulated sectors) is
now typically extended to supporting new entry under
the pretext of ultimately replacing the constraint of
regulation on the behaviour of the monopoly firm
with that of competition. Therefore whilst these are
very different institutions with quite different modus
operandi, they now quite often share a common
objective around the introduction and protection of
competition into aregulated sector. Of primary concern
is usually the potential for incumbent regulated firms
to hinder entry and expansion through abusing
their overwhelmingly dominant position. However,
the impact on the nascent competition arising
from consolidation amongst entrants and collusive
practices also loam large for both institutions.

2. Cojurisdictional Models

A sector regulator has a mandate restricted to the
sector itself whilst the competition authority typically
has a mandate for the entire economy. The debate
about the appropriate jurisdictional model can
therefore be adequately summed up as deciding
what the reach of the competition authority will be into
regulated sectors rather than the other way around.

There are a number of regulatory tasks that sector
regulators engage in that the competition authorities
have neither the institutional competency nor
empowering legislation to engage on. For these
tasks, there is a clear exclusive allocation to the sector
regulators and broad agreement amongst analysts for
this allocation.

e Technical regulation would seem to naturally
fall under the purview of the sector regulators.
The competition authority structure and culture
is ill-suited to the on-going and often engineering
intensive regulation of standards (where the
competition authorities currently do not employ
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people with these types of technical skills).

* Licensing of entry requires on-going processes
for considering and granting license applications.
This task for the most part is quite different to the
core work of the competition authorities which is to
evaluate cases brought before it and make findings
on the merits.

Price determination in the sense of on-going price
regulation is a role that the sector regulators have
been set up to perform and one that they are better
placed to do than the competition authorities's8.

Monitoring and enforcement of ex-ante
behavioural regulation: Inthe same mannerinwhich
the competition authorities are not institutionally
designed to engage in price regulation, so too are
they not designed for on-going monitoring and
enforcement activities.

However, for the regulatory tasks that encroaches
on the institutional competency and empowering
legislation of the competition authorities there needs
to be serious consideration of the jurisdictional model
adopted. These include merger control, abuse of
dominance and horizontal and vertical agreements.
Three types of models are evident across jurisdictions.

e No jurisdiction for the competition authority:
An approach adopted by a number of jurisdictions
is that the competition authority has no authority
to act in respect of firms in regulated sectors. As
competition is introduced into the regulated sector,
the sector regulator starts to monitor the competition
and behaviour of firms to protect against an abuse
of dominance or collusion.

* Distinct jurisdiction for the competition authority
over issues in their mandate: A quite distinct model
is a clear separation of the roles with competition
authorities holding sole jurisdiction over competition
law matters including the adjudication of mergers
on competition grounds and the enforcement of ex-
post competition law restraints on anti-competitive
behaviour. Sector regulators would have sole
jurisdiction for price regulation, licensing, and the
imposition and enforcement of ex-ante behavioural
regulation as contained in licence conditions,
legislation or regulations (incl. the determination of
market definition and market power that forms the
basis for such regulation). They may also have the
power to adjudicate a merger on regulatory rules
other than competition grounds where such non-
competition grounds exist (such as cross-media
ownership rules for example). It is necessary under
this model to provide clear rules for the division of
regulatory competency in order to avoid forum-
shopping, double jeopardy and issues falling
through the cracks.

* Hybrid models of shared jurisdiction: Delegating
the competition act to the sector regulator. It
would seem the only other broad alternative
model is to permit an overlap in the key area of
ex-post regulation of competition matters — i.e.
permitting the sector regulators some jurisdiction
over competition law matters in a shared or sole
manner. Such a model is practiced in the United
Kingdom which enables the sector regulator to hear
competition disputes and even conduct the merger
analysis. In the United Kingdom case, the model is
one where only one of the two institutions take the
case forward but the two institutions jointly decide
which institution takes it forward. However, it can be
designed in a manner in which the sector regulator
always takes the case forward. Either way, the key
design aspect to this model is that forum shopping
is avoided and consistency is achieved through the
implementation of a single act and a single course
of appeal.

Important considerations in selecting a particular
jurisdictional model and designing it include the
prevention of forum shopping, double hexapody and
matters falling between the cracks.

e Prevention of forum shopping: Probably as
important as correctly assigning different regulatory
tasks to the relevant regulator is the creation of
a degree of certainty over jurisdiction in order
to prevent forum-shopping. This occurs where
complainants or respondents seek out the forum
most likely to be sympathetic to their cause, or
alternatively less or more likely to impose fines and/
or remedies depending on their particular interest.
Whilst forum-shopping can occur where there is
jurisdictional uncertainty, it can also occur where
there is joint competency but different regulators
have different procedures, economic tests or
approaches.

® Prevention of matters falling through the cracks:
It is also important that there is certainty such that
matters are dealt with seriously by at least one
institution and that particular matters do not fall
between the cracks such that neither regulator has
jurisdiction or neither take the matter seriously in
light of believing the other will.

* Avoidance of double jeopardy: It is also important
to avoid double jeopardy whereby a respondent is
punished twice for the same offence. The important
consideration here is that they cannot be punished
twice which differs from being investigated twice.
Specifically, it would seem that prior punishment
for the offence can be factored into any future
decision on punishment and so duplication of an
investigation over the same behaviour is in itself not
problematic. In addition, it might be that the same
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anti-competitive offence is dealt with differently by
the different regulators and double jeopardy does
not arise. For instance, a competition authority might
impose a fine for a specific anti-competitive conduct
and the sector regulator may investigate the same
conduct and conclude that an ex-ante behavioural
regulation is appropriate (i.e. not imposing a fine).

In addition, whichever model is selected it is also
useful for the different regulators to interact with each
other in their respective roles such that the accuracy
of decisions by both regulators improves. This could
occur through a) the competition authorities benefiting
from the specialist sectoral knowledge of the sector
regulators, b) the sector regulators benefiting from the
competitive analysis techniques of the competition
authorities in designing the entry of competition
and appropriate ex-ante behavioural rules, and c)
providing consistency in terms of market definition
and market power determinations.

3. Political and Practical Aspects

Whilst there may be relative clarity in respect of the
theoretical aspects of co-jurisdiction, the practical
process of designing and implementing co-jurisdiction
involves a number of political and practical difficulties
that may confront the process.

Successful co-jurisdiction ultimately requires political
agreement at a cabinet level because it involves
competing jurisdiction and philosophies across
ministries.

e Competing philosophies: A scope for conflict

between ministries emerges as a result of the
competing philosophies that frequently exist

between competition authorities and sector
regulators.  Arguably in most jurisdictions
competition law is primarily or exclusively

concerned with economic efficiency. It is rare to find
competition authorities being provided with scope
to include broader public interest considerations in
their decision-making. In contrast, sector regulators
typically oversee infrastructure services that are also
important social services provided by Government,
including communication, transport, energy and
water. As a social service, sector regulators usually
have a strong mandate to include broader public
interest — in particular universal service — in their
decision-making. The implication is that competition
authorities and sector regulators may come to quite
different decisions when presented with the same
facts. Sector regulators are likely to have less faith in
market forces delivering on these social mandates
than competition authorities. The decision on
the extent of jurisdiction of the competition law is
therefore also one of the overarching philosophy
adopted by Government. Extending the jurisdiction

of the competition authorities may by implication
represent a move towards a default policy in favour
of market forces.

* Competing jurisdiction: Typically sector-specific
legislation and the oversight of regulators as agents
of Government will be the responsibility of a ministry
dedicated to that sector. Communications ministries
will oversee communications legislation and the
communications regulator. Competition authorities,
as economy-wide initiatives, would typically fall
within the responsibility of a ministry of economic
affairs or trade and industry. Cooperation across
ministries is required in order to align legislation.
This is especially the case where sector regulation
already exists before the introduction of competition
law. There is also scope for conflict as sector
ministries fail to appreciate the potential interference
of competition authorities in sectors they oversee,
especially if there are very different philosophies
between the two. This goodwill between ministries
is also necessary to operationalize aspects of
the co-jurisdiction, in particular to avoid forum
shopping and exchange information between the
two regulators.

Successful  co-jurisdiction also requires careful
attention to the operational details of such co-
jurisdiction if some of the potential pitfalls such as
forum shopping are to be avoided. Such pitfalls may
not be present where exclusive jurisdiction is exercised
by the sector regulator as there is no need for the two
regulators to cooperate and there is no scope for
regulated entities to play the forum shopping game.
Some of the practical aspects that typically emerge
in debating the scope of co-jurisdiction may include
questions such as:

» Should the competition authorities be able to find
that existing regulations fall foul of the competition
law? For instance, could regulated prices be
deemed excessive or condoned price discrimination
be deemed problematic?

* Should the competition authorities take up cases
where the sector regulator is currently engaged in
rule-making on that particular issue?

* How and when should the respective regulators
work together on an issue? Is there are legal basis
for sharing confidential information received from
firms?

In a co-jurisdiction regime there will always be grey
areas where it is not clear that the particular behaviour
does in fact fall under a regulatory rule or not, and
what the appropriate forum may be for resolving a
dispute. At the very least there may be an incentive
for the complainant or respondent to assert a grey
area in order to forum-shop or delay proceedings. In
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such cases it is necessary to have a forum whereby
a formal decision is made as to who will take up the
dispute. Precisely because these are grey areas,
the formal resolution requires a clear rule base as
to the procedure for how such a decision is reached
and the range of factors to consider in making such
a decision. This may be a ministerial decision or an
operational memorandum of understanding between
the two regulators.

Conclusion

The two global trends of introducing economy-
wide antitrust legislation and nurturing entrants into

regulated public utilities creates a need to directly
address the issue surrounding the jurisdiction of the
competition law to regulated sectors. A number of
different models exist from which to select, revolving
essentially around the extension of the jurisdiction
of the competition authority. In selecting amongst
the different jurisdictional models, countries need to
understand the implications of each model in terms of
competing philosophies and scope for inter-ministerial
conflict. Further, operationalizing a co-jurisdictional
model also requires a focus to overcoming the real
practical difficulties of facilitating interaction between
the two regulators.
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X. CHARACTERIZING THE EFFICIENCY AND
EFFECTIVENESS OF REGULATORY INSTITUTIONS

Sandford Berg'>®

Introduction

One task facing analysts and policy-makers involves
evaluating the impacts of particular features of
regulatory institutions. Here, particular attention is
given to methodologies for evaluating regulatory
agencies, since regulatory governance is one of the
key factors influencing sector outcomes.'®® There is
strong evidence that regulatory institutions matter,
as studies find positive links. For Example, Gutierrez
(2003) shows that better regulatory systems (as
characterized in an index) affect cost containment and
telecommunications network deployment.'6!

A key issue is how to characterize a good regulatory
regime. Many studies have utilized elements of
regulatory processes or sources of agency legitimacy
(decrees or legislation) as indictors of regulatory
effectiveness. However, one could argue that the high
performance of a sector is perhaps the best indicator
of sound regulation. Of course, limited funding for the
agency, lack of legal authority to obtain benchmarking
data, or political interference could also explain poor
sector performance—even if regulatory processes
are otherwise sound. Also, poor management or
union constraints could harm cost containment. So
we cannot judge the regulator solely on the basis of
sector performance—the entire regulatory system
needs to be accounted for. Nevertheless, an undue
emphasis on process should be avoided as well.

A number of methodologies have been utilized in
characterizing regulatory systems. Seven are summa-
rized below to illustrate the range of approaches and
to direct attention to the fact that (independent) exter-
nal groups are already evaluating agencies that imple-
ment national infrastructure policies. Extensive rank-
ings of agencies have been prepared for states in both
Brazil and India focusing on regulatory processes, for
example. Another group surveyed high level decision-
makers to obtain perceptions of about regulatory and
policy risk associated with Asia Pacific telecommuni-
cations. A number of groups have proposed regulato-
ry assessment instruments that provide comparisons
of legal systems and associated clarity of regulatory
authority, regulatory autonomy, capacity-building, tar-
iff design, financial sustainability of the agency, and
regulatory strategies towards key stakeholders.'62 We
can expect to see these methodologies utilized by in-
ternational organizations and investors as they evalu-
ate prospects in developed and developing countries.
Features of these approaches are described below.

1. WRI Good Governance Indicators:
Transparency, Participation, Accountability
and Capacity'¢3

This initiative, funded by the World Resources Institute,
establishes a set of sixteen policy indicators and
fifteen regulatory indicators, focusing on social and
environmental implications of processes. A complete
listing is provided later in this report. There are four
to eight elements driving each indicator. For example,
the “Effective functioning of the legislative committee”
indicator is evaluated in terms of eight elements:
(1) disclosure of interests, (2) active committee, (3)
reasoned reports, (4) proactive committee, (5) public
consultations, (6) transparency of submissions to
committee, (7) transparency of committee reports, and
(8) reporting by executive. The emphasis on process is
understandable, but the level of detail required for data
collection seems excessive. Developed to evaluate
Indian electricity regulatory commissions (and then
extended to several nations), the framework provides
a thorough set of indicators. However, assessing
decisions and sector performance would seem to be
crucial if one were to gauge the actual effectiveness
of regulation. The WRI approach by itself could be
viewed as elevating form over substance.

2. Regulatory Governance: Autonomy,
Decision-Making, Decision Tools,
Accountability—Assessment and
Measurement of Brazilian Regulators’64

With support from the World Bank and PPIAF, a team
of Brazilian researchers developed an assessment
tool that was then applied to twenty-one regulatory
agencies in that nation. Agencies were ranked based
on agency design and regulatory processes. The tool
evaluated four main categories (where the number
of questions is shown in parentheses: |. Autonomy
(26); Il. Decision-making (22); Ill. Decision tools (27);
and IV. Accountability/Control (21). There are a total
of 96 questions, but indicators are also based on
subsets: a regulatory governance index (83), a more
parsimonious index (43) and a de facto index (28). The
entire set is very comprehensive. For example, IV-21
in the Accountability category asks the time it takes
for the agency to make a decision: the interviewer
seeks maximum, minimum, mean, and mode (within
four categories): up to one month, one to six, six to
twelve, more than twelve months. Similarly, Autonomy
asks about ministerial interference (I-5 and 1-7), the
jobs directors held prior to appointments (I-21) and
their post-term jobs (I-24). In the Decision-making
area, the survey asks who makes ten different types
of decisions (II-2), where different weights are given
to the seven authorities listed. Thus, the survey is very
comprehensive, providing a vast amount of information
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on processes. This assessment tool resembles the
WRI approach. Determining the weights to be given
the myriad of factors is a difficult task.

3. World Governance Assessment — Surveying
Local Stakeholders'6s

The World Governance Assessment (WGA) started at
the United Nations University in 1999 and has been
operating as a project at the Overseas Development
Institute in London since 2004: sixteen countries
are evaluated in their large study, focusing on six
principles in six areas. A book, reports results from a
questionnaire that utilizes 41 questions and is divided
into 7 parts. The project involves a country reporter
who interviews leaders from ten stakeholder groups:
Government, Parliament Civil Service, Business Media,
Religious Organizations, the Legal and judicial field,
Institutions of higher education, Non-governmental
Organizations, and International Organizations. As
such, the compilations represent comprehensive
evaluations of the policy process. There is no focus
on performance: the research “examines rules rather
than results.” The six principles, reflecting universal
values inspired by the Universal Declaration of
Human Rights, are (1) participation, (2) fairness, (3)
decency, (4) accountability, (5) transparency, and (6)
efficiency. The Team created proxy indicators for these
concepts. Field tested twice, the instrument continues
to evolve. Thus, the framework is particularly useful for
characterizing the divergent perspectives of different
stakeholder groups, focusing on political morality
rather than economic efficiency.

Another application of stakeholder surveys involves
the evaluation of Asia Pacific telecommunications
regulatory agencies. The Telecom Regulatory Envi-
ronment (TRE) Survey covers eight Asian economics
(India, Pakistan, Bangladesh, Sri Lanka, Maldives,
Thailand, Indonesia, and the Philippines). Surveys are
given to senior level decision-makers who have a high
level of knowledge about the regulatory and policy
environment in their nations (e.g. CEOs and CFQOs).
Agencies are then given scores based on these
stakeholder perceptions about seven dimensions of
regulatory reform affecting conditions in mobile, fixed,
and broadband (each assessed separately): market
entry, access to scarce resources (such as spectrumy,
interconnection, tariff regulations, anti-competitive
practices, universal service obligations, and quality
of services. LIRNEasia (a non-profit research organi-
zation that conducts the surveys) reports that the or-
ganization obtained 416 responses from senior level
stakeholders for the 2008 expanded questionnaire.¢®
The responses (based on a Likert scale of 1 to 5, with
5 being highly satisfactory) enable analysts to track
perceived regulatory risk in this sector over time and

across countries. The information should be useful to
those considering making investments in these coun-
tries. Similar information-gathering processes are
likely to arise in other regions and other sectors, as
market participants seek comprehensive, quantitative
indicators of the regulatory environment.

4. Actors, Arenas and Policies'”

An Inter-American Development Bank (IADB) project
examines the political economy of factors affecting
sector productivity. While the study applies to any
sector, the framework offers valuable perspectives
on performance. This approach to evaluating the
performance of economic institutions focuses on
“stories” that emerge from different perspectives.
The research team proposes to gather information
from participants representing key socioeconomic
interests, using structured. Their multi-dimensional
matrix includes (1) Political Actors (key socioeconomic
interests), (2) Mechanisms utilized by socioeconomic
actors in their political demands (including campaign
contributions and media campaigns), (3) Venues:
arenas of the policymaking process, (including
political institutions), and (4) Policy domains (policy
areas—time frames, institutions, and historical
context). The framework will be utilized by the IADB for
a project on “The Political Economy of Productivity.”
The focus is on developing an understanding of the
political economy environment which affects both
regulatory processes and sector performance.

5. Institutional Assessment: Sector
Laws, Policies, Administration and
Performance'¢8

AWorld Bank-funded study of the water sector by Saleth
and Dinar contains a comprehensive questionnaire to
be administered to country experts, specialists, and
policymakers. The questions are general enough to
be applied to other infrastructure sectors. The purpose
of the instrument was to obtain a cross section of
information on national characteristics. The questions
ask about Water Law, Water Policy, and Water
Administration. The resulting indicators are then used
to link institutions to actual sector performance. Here,
performance is taken to be multidimensional: physical
performance (supply and demand), operational
performance (ease of making sector allocations and
production efficiency), and financial performance
(cost recovery and pricing efficiency). The approach
underscores the importance of moving beyond issues
of accountability, transparency, and inter-agency
conflict resolution to outcomes. Policies are based
on the law, and the administration/implementation
of those policies determines sector performance.
The framework yielded a database that was used
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in subsequent empirical research. The approach
illustrates the value of evaluating an entire regulatory
system rather than focusing only on processes
utilized by a sector regulator. It also demonstrates
that qualitative information can be incorporated into
econometric studies. Thus, it provides a useful basis
for subsequent policy analyses.

6. Drivers of Change: Sector Governance and
Political Economy°

The United Kingdom Department for International
Development funded the Overseas Development
Institute to develop a framework for evaluating how
donor groups can evaluate (and improve) governance
in the water sector. The methodology applies to
other infrastructure sectors as well. The project
adopted an interdisciplinary approach to governance:
emphasizing the changing role of Government, the
impacts of institutional complexity, and relationships
among different levels of Government, key actors, and
civil society. The Drivers of Change approach asks
six questions. Besides considering process issues,
the framework identifies sector drivers of change. It
also acknowledges the importance of incentives in
determining sector outcomes: (1) Who determines
who gets what, where, and how? (2) What are the
incentives that influence these actors? (3) What are the
external factors that interact with these incentives? (4)
How do these change over time? Key issues include
government effectiveness, financial management,
transparency, engagement of civil society, and pro-
poor policies. Thus, the framework emphasizes the
“big picture.”

7. Infrastructure Regulatory Systems?7°

This World Bank book by Brown, Stern, and Tenen-
baum (BST) is the “gold standard” for assessing the
effectiveness of infrastructure regulatory systems. The
volume provides a comprehensive listing of critical
standards, carefully defines terms, and provides nu-
merous links to the literature. Three types of evalua-
tions are included in the volume’s appendices. The
increasing level of detail provides insights into insti-
tutional design, the regulatory process, market struc-
ture, and other features of the electricity industry.
The questions could be adapted to address issues
in other infrastructure sectors as well. The purpose of
the assessment tool is to extract background informa-
tion and to highlight areas of concern. The approach
incorporates regulatory governance/process indica-
tors into the survey; however, the surveys include a
number of questions about market structure as well.
Furthermore, the volume emphasizes the importance
regulatory decisions. Rules and incentives affect actu-
al infrastructure performance. The emphasis on both

substance and process gives the framework a bal-
ance that is lacking in some other survey instruments.
It is good to know the role of citizen participation or
the clarity of regulatory responsibilities. However, if
the analysis gives minimal attention to actual sector
performance, the implications for reform are limited.

In addition, more comprehensive studies can
investigate links between components of the index
and sector performance.’”' The authors develop a
regulatory experience index that reflects the gradual
impact of effective regulatory governance over
time. Based on their econometric modeling effort,
the authors conclude that the index has a strong
positive impact on electricity distribution company
performance. We can expect more comprehensive
studies in the future, given the growing availability of
time series data on regulatory governance and sector
performance.

Conclusions

As we have seen, some approaches emphasize gov-
ernance based on the design of regulatory institutions,
some focus on the process (especially on transpar-
ency and citizen participation), and others highlight
how incentives link to sector performance. Figure 1
from Berg (2000) identifies factors affecting infrastruc-
ture performance and citizen perceptions—especially
(a) the legitimacy of regulatory institutions from the
standpoint of investors, multilateral banks, and do-
nors, and (b) the credibility of the agency in the eye of
citizens (both those receiving service and those as yet
un-served).'” The article outlined how organizational
resources, the legal mandate, and core agency values
affected decisions that determine structure, behavior
and performance in regulated industries. The figure
illustrates the factors influencing sector performance.
Actual performance, in conjunction with national pri-
orities (promised performance) affects the legitimacy
and credibility of the regulatory system. Note the many
factors other than regulatory governance (agency de-
sign and processes) that affect sector performance.

The framework depicted in the figure facilitates the
identification of links between industry conditions
(including economies of scale and scope), market
structure (including vertical integration), institutional
constraints,  regulatory  policies, and sector
performance. Quantitative analyses of trends are
facilitated when decisions can be placed in their
legal and institutional context. Given the range
of methodologies available to policy analysts,
we can expect national regulatory systems to be
benchmarked more systematically as the financial
community, international donor agencies, and citizen
groups expand their work in this area.’”® The number
of surveys and quantitative studies seems to grow
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exponentially. The Brown, Stern, and Tenenbaum (BST)
framework is particularly useful for characterizing the
elements of the regulatory system that are more easily
quantifiable: the skeleton of the system. Stories (or
narratives) are also needed to gauge the muscle that
overlays the skeleton and of the health of the body’s
organs. Thus, each of the methodologies outlined
above sheds light on processes (and often, on
performance).

Sustainable sector outcomes generally reflect the
“Five Cs” of a sound regulatory system. These are
strategies for engaging the public and policymakers:

e Coherence: Establish the tariffs according to
the required output and levels of service quality;
seek mechanisms for promoting access by low-
income consumers. Reality-based business plans
are crucial for long term financial sustainability of
infrastructure service providers.

e Creativity: Support incentives for cost-containment
and new technologies for sector providers. Social
tariffs and subsidies are required to facilitate
universal access to low-income consumers. The
non-served groups also need to be reached with
innovative solutions as operators expand access to
services.

e Communication: Serve as a catalyst for bringing
together different infrastructure stakeholders.
Proactive regulators can reduce social conflicts
in these sectors. Agencies have to consider
all stakeholders and their key concerns when
making decisions. For example, consumers are
the first (not the last) to be consulted in network
expansion decisions. Regulators need to be able to
communicate strategically, without being perceived
as stepping into the political arena.

e Collaboration: Promote interactions with related
agencies and organizations; for example, for water
this would include water resource managers, social
service organizations, public health agencies, and
environmental groups. Furthermore, collaborations
with agencies in other countries can strengthen
regulatory capacity, as lessons and data are shared.

e Credibility: Seek transparency and consistency in
the regulatory process, since cash flow will be driven
by future decisions. The new agency’s credibility
depends heavily on data collection and analysis.
Regulators need to document past trends, define
baselines, and identify reasonable targets—based
on current best practice.

These principles are neither new nor original, but
when they are ignored by those developing and
implementing policy, the results can be damaging.

For example, predictability and transparency are two
elements lacking in many regulatory jurisdictions.
Regulators need to be consistent in both process
and in the substance of decisions. Transparency
implies clear rules and functions that give operators
confidence in the professionalism of those providing
oversight. The public is seldom fully aware of current
infrastructure policies and rules. Best practice
regulatory institutions need to take a more active role
in educating the public and in communicating sector
developments to all stakeholders. It is said that “the
fewer the facts, the stronger the opinion.” One way
to reduce the divisive role of rhetoric is to introduce
information about the costs and benefits of different
policy options. If the regulatory process is transparent,
stakeholders (including political leaders) will better
understand  regulatory  decisions.  Furthermore,
regulatory incentives can have different impacts on
public and private utilities.'”*

Brown, Stern, and Tenenbaum (2006) emphasize
three meta-principles: Credibility, Legitimacy, and
Transparency. In addition, the authors implicitly
recognize Efficiency as a fourth meta-principle. After
all, if policy can create a positive-sum game, then
it is easier to get buy-in from stakeholders. After all,
increased efficiency in the sector means that more
resources can be devoted to poverty alleviation
without creating new fiscal burdens. While far more
politicians have run on a platform of fairness than
on efficiency, the latter deserves to be highlighted in
evaluations of regulatory performance.

Ultimately, the credibility and legitimacy of a
government agency depend on the acceptance
and understanding of the regulatory process
by the consumers and other stakeholders. The
population that is expecting to receive services is
directly affected by tariffs and quality of service. The
impact of infrastructure reform depends on national
circumstances, income distribution and growth, and
the legal system. Legitimacy, and some degree of
social acceptance, will only be achieved on a record
of accomplishments. Staff expertise, learning from
regulatory experiences elsewhere, and the use of
regulatory instruments like benchmarking are the
basis for the future infrastructure improvements and

poverty reduction in emerging markets.
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XI. REFORM OF UTILITIES REGULATION IN
JAMAICA: 1997-2010, A SYNOPSIS

Andsord Hewitt?”°

Introduction

This report seeks to provide a brief summary of the
progress of reform in Jamaica’s utilities sector after
more than a decade of independent regulation by
a multi-sector regulator. It also outlines the legal
and institutional framework for utilities regulation in
Jamaica and focuses on the modus operandi of the
Office of Utilities Regulation (OUR) in discharging
its responsibilities. The importance of capacity
building and multi-lateral and bilateral collaboration
is also discussed. Further it explores the reasons for
Jamaica’s choice of the multi-sector model. The report
also provides brief synopses of regulatory initiatives
in telecommunications and electricity as examples of
the progress of reform, highlighting achievements and
important areas of focus for the present and future. It
concludes by underscoring some of the shortcomings
the OUR has identified in its operations and the
initiatives that are being taken to overcome them.

1. Reform of Jamaica’s Utilities

In theory, reform of public utilities tends to follow a
linear path involving public ownership, privatization,
regulation and competition. The progress of reform
in a country’s utilities sectors is therefore typically
measured by focusing on the extent and presence of
these indicators. By these measures, Jamaica boasts
mixed performance in terms of three of its major
utilities — telecommunication, electricity and water and
sewerage.

In telecommunication or to be more current (the
information and communication sector), on the face

of it, reform has run its full course. It started with
privatization in the last half of the 1980s followed
by the introduction of competition and provision for
independent regulation at the end of the 1990s and
continues with current efforts to foster convergence
and to facilitate market driven regulation.

Progress has also been made in the electricity sector,
though admittedly less spectacular. Independent
regulation was introduced in 1997 even while the
sector was dominated by a state owned monopoly.
Privatization took place in 2001 with provision for the
introduction of competition limited to the generation
side of the market as of March 2003. The sector is
subject to incentive based regulation and there is
currently a push to ensure that there is diversity and
competition in the provision of generation capacity.

The water and sewerage sector is still dominated
by state ownership and is still largely a monopoly.
Even here, however, some reform has taken place.
The National Water Commission (the public owned
monopoly) is subject to independent regulation and is
required to charge cost based rates, improve service
to customers and show increasing levels of efficiency.
Since 2002 the Government has also encouraged the
provision of water and sewerage services by private
providers who are issued with licences to serve
specific areas. Some seven (7) such providers are
already established and providing service at rates
approved by the regulator.

The matrix below provides a synopsis of the status of
reform of Jamaica’s major utilities.

2. Legal and Institutional Arrangements for
Regulating Jamaica’s Utilities

The legal framework for utilities regulation comprises
a mix of instruments. The Office of Utilities Regulation

Table XI.1. Status of Regulatory Reform in Jamaica Utilities Sector

m Legal Instrument Market Structure Regulator Rate Mechanism

Telecom OUR Act 1995 Fully liberalised Price Caps
Telecom Act 2000 FTC
FTC Act 1993
Licences

Electricity OUR Act, 1995 Generation liberalized OUR Price Caps
Allisland mg‘;‘;&;’eme"ts
Electricity Licence 2001

Water OUR Act Largely monopoly OUR Price Cap

Limited private entry

Source : OUR.
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Act 1995 (as amended) constitutes the umbrella
legislation and as such is applicable to prescribed
activities such as telecommunications, electricity and
water and sewerage. This is supported by specific
sectorlegislation, asin the case oftelecommunications
(the Telecommunications Act 2000 as amended) or
instrument such as is the case in electricity (the All
Island Electric Licence 2001). Regulation of the water
sector is largely undertaken under the aegis of the
OUR Act 1995 as amended. The dominant utility in the
sector is also governed by the legislation by which it
was constituted (the National Water Commission Act)
and the regulations pursuant to it.

The OUR is tasked with the major responsibility for
regulation of Jamaica’s utility sector. The OUR has
operated as multi-sector regulatory agency for well over
adecade. The agency has responsibility for regulating
water and sewerage, electricity, telecommmunications,
and transportation by road, land, and ferry. The OUR
became operational in 1997. Its remit is set out in the
Office of Utilities Regulation Act of 1995 (as amended)
and the statutes and regulatory instruments specific
to each regulated sector.

In addition to the OUR, there are other agencies
charged with performing regulatory functions in
Jamaica’s utility sectors. The Fair Trading Commission
(the competition or antitrust authority) for example, has
oversight of competition issues throughout the entire
economy except where its jurisdiction is expressly
ousted. In telecommunications the Fair Trading
Commission (FTC) is given expressed and concurrent
jurisdiction with the OUR. In some instances the OUR
is required to consult with the FTC and in others
it is obliged to refer matters that are of competitive
significance. Significantly the FTC’s jurisdiction is
expressly ousted in the electricity sector.

There is no expressed provision for the application of
the FTC’s authority in the water and sewerage sector
but it presumed that its general remit over competition
matters would apply.

There is also a Spectrum Management Authority which
operates as an agent of the Minister responsible for
telecommunications for the purposes of allocating
licensing and for planning and monitoring of spectrum.
The Consumer Affairs Commission (CAC) also plays a
part in ensuring that consumers of utility services are
able to receive redress for perceived breaches.

Decisions of the OUR on telecommunications may be
appealed to the Telecommunications Appeals Tribunal
(TAT). Similarly there is also an Electricity Appeals
Tribunal that hears appeal on electricity decisions
relating to the monopoly service provider. Both
tribunals are chaired by retired high court justices. The
OUR decisions are also subject to judicial review and

regulated entities have not been reticent in initiating
court actions although to date the OUR has had a
100% success record in such reviews.

3. Modus Operandi of the OUR

3.1. Organization Structure

The OUR is headed by a Director General and Deputy
Directors General who together constitute the Office.
The Office employs a technical and administrative
staff to undertake the work required for the OUR to
discharge its mandate. The technical personnel
undertake the investigative and analytical work relating
to the various utilities and provide the Office with the
advice that it needs to make decisions.

The OUR Act sets out the means and terms on which
the principal officers (Director General and Deputy
Directors General), are to be appointed. The Director
General is appointed by the Governor General on the
recommendation of the Prime Minister. The Deputy
Directors General is appointed by the Prime Minister
on the recommendation of the responsible Minister.
Members of the Office may be appointed for no less
than three years and up to a maximum of seven years
with eligibility for reappointments at the end of each
term.

3.2. Independence

The OUR falls within the category of so called
independent regulatory institutions. Although the
notion of independence is sometimes hard to define,
in the context of the OUR it is perhaps best illustrated
in terms of the extent of autonomy that it enjoys in its
decision making, the source of its funding, the lack of
direct control by the political executive and the extent
of its authority to exercise regulatory control over the
providers of utility services.

Although the OUR is subject to the authority of the
Executive to issue policy directives of a general nature,
it is not part of the executive arm of the Government,
subject to the day to day direction from Ministers. Its
duties and functions are clearly delineated in the OUR
Act and the sector specific legislation or instrument
under which it exercises authority. In this regard,
decisions taken by the OUR in fulfilling its regulatory
duties are not subject to reversal by the political
directorate. In keeping with the principles of natural
justice however, there are provisions for appeal to
both the courts and tribunals.

The extent of the OUR’s independence was affirmed
in a recent judgment by the Judicial Committee of
the United Kingdom Privy Council (Jamaica highest
court of appeal).'”® That matter essentially concerned
an attempt by the then Minister responsible for
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telecommunication, under the guise of giving general
direction, to instruct the OUR to refrain from making
a decision relating to mobile call termination rates.
The OUR resisted the Ministerial Directive and one of
the parties affected by the decision took the matter to
court, asserting that the OUR was obliged to obey a
lawful order by the Minister. At first instance the court
ruled against the OUR and the matter was taken on
appeal to the Jamaica Court of Appeal where the
decision of the lower court was overruled. The matter
then went for determination to the United Kingdom
Privy Council which unanimously ruled in favour of
the OUR'’s position. The authority for the OUR to act
independent of the political directorate has therefore
been upheld by Jamaica’s highest court.

3.3. Funding

The OUR does not receive a subvention from the
consolidated fund (treasury) to meet its budgetary
requirement. Instead, its budget is funded by an
annual levy on the various entities it regulates. The
authority to make this levy is enshrined in law and the
OUR can enforce payments through the courts. The
levy payable by each regulated utility is determined
by the OUR’s estimate of the total annual cost of
regulating each sector , and levied on the basis of
applying weights derived from reported regulatory
revenues.. Significantly the OUR’s budget is subject to
parliamentary scrutiny and as part of its transparency
and accountability mechanism, the annual budget
is also subject to public consultation and review by
stakeholders. The OUR adopts this approach as part
of its effort to ensure that it cannot be legitimately
accused of failing to operate in a transparent manner
or of lack of accountability.

3.4. Transparency

The OUR Act specifically requires the OUR to
conduct its affairs transparently and to provide written
explanation for each decision. A critical medium by
which this is achieved is by the practice of engaging in
public consultations. The OUR as a matter of policy and
practice issues public consultation documents setting
out its preliminary position on issues and soliciting
the inputs of interested parties. It also publishes its
decisions in written forms and by postings on its
website and providing annual reports to parliament (an
obligation under the OUR Act). This approach is vital
because it ensures that the OUR fulfils its transparency
obligation while maintaining the institution’s legitimacy
in the eyes of the Jamaican public. This process of
public consultation also provides the OUR with the
opportunity to elicit valuable advice from different
interest groups. All documents produced by the OUR
as part of its consultation process are published on its
website at www.our.org.jm.

4. Capacity-Building and Multilateral and
Bilateral Cooperation

A great deal of emphasis is placed on training and
capacity building within the OUR. This is particularly
important as the learning curve in utilities regulation
is elongated. Typically approximately 7-10 per cent of
the total budget is devoted to training and capacity
building. New recruits are exposed to an intense mix
of short term local and overseas training in all areas
of utilities regulation. Additionally there is a deliberate
effort to ensure that staff work closely with consultants
who are engaged by the OUR so that there can be
effective knowledge transfer. Indeed, a training
component is generally built into each consultancy
arrangement. There are also in- house sessions for
knowledge transfer where those who have benefited
from training opportunities are required to train other
staff members.

The OUR has also benefited from the presence
of visiting experts within the organization for an
extended periods. During the early years of the
OUR’s operations, a telecommunications regulation
expert from what was then the United Kingdom
Office of Telecommunication (OFTEL) was seconded
to work with the office for a two year period under a
programme of assistance financed by the United
Kingdom development assistance agency (DIFID). A
former employee of the Canadian Radio-Television &
Telecommunication Commission (CRTC) also served
atwo year stint at the OUR. This was facilitated through
a Canadian International Development Agency (CIDA)
funded facility. In addition to these the OUR has
received capacity building assistance from a number
of multilateral agencies notably the World Bank,
United Nation Development Programme (UNDP),
Inter-American Development Bank (IADB) and United
States Trade and Development Agency(USTDA).

There is also close collaboration between the
OUR and a number of regional and international
organization as part of its recognition of the benefit
of sharing experiences and information. It therefore
participates in the various forums of the International
Telecommunications Union (ITU), the World Energy
Forum (WEF), and maintains close contact with
such North  American regulatory association as
the National Association of Regulatory Utilities
Commission (NARUC) as an Associate Member and
the Federal Energy Regulatory Commission (FERC).
Indeed the current Director General of the OUR is
a member of a two NARUC committees, Gas and
International Relations. OUR is also a member of the
Commonwealth  Telecommunications  Organization
(CTO) and an active participant in its multilateral
cooperation venture, Programme for Development
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and Training (PDT). At the regional level the OUR is
a founding member of the Organization of Caribbean
Utilities Regulators (OOCUR) and also participates in
the activities of the Caribbean Telecommunications
Union (CTU).

Participation in the CTO’s PDT programme, the CTU
and OOCUR has provided specific opportunities for co-
operation on training and capacity building particularly
through the hosting of regional programmes, sharing
of information and conduct of peer reviews. A notable
new initiative that is underway is that the OUR has
agreed to host a regional database for OOCUR.

During the course of its operation the Office has also
participated in programmes of exchange and mutual
cooperation through exchange programmes with
external counterparts. It has for example, participated
in exchange programmes with both the Missouri and
the Rhode Island State Public Utilities Commissions.
A twinning arrangement between Jamaica and the
United Republic of Tanzania is also far advanced
and regionally there is a signed agreement between
Jamaica and Guyana for sharing of information and
expertise.

5. Jamaica’s Choice of a Multi-Sector Model

The OUR operates a multi-sector model where a core
staff consisting of: financial analysts, economists,
engineers, consumer analysts, project officers,
lawyers, information technologists, and public
education specialists are deployed in large part,
agnostically across all regulated sectors. The choice
of the multi-sector model by Jamaica reflects a
number of considerations.

Intuitively and in practice, the multi-sector model is
more cost effective in terms of shared resources. At
its most obvious, this is evident in the avoidance of
duplication of fixed costs and or the rationalization of
joint costs such as, office space, machinery, furniture,
administrative and support staff, managerial staff and
cross sector specialists. Clearly these are unavoidable
costs that would be incurred for each regulator that is
established and it can be argued that the existence
of the OUR as a multi-sector agency eliminates the
duplication and single impact as the case may be,
of such costs. This is particularly important for a
developing country such as Jamaica with limited
fiscal resources.

To provide some practical personnel examples, the
OUR since its operation has employed one Director
of Regulation and Policy who directs a team of
professional economists, financial analysts and
engineers to carry out the mandate of the Office
across all the regulated sectors. Notably as well,
since its inception the OUR has been served by no

more than three attorneys at any one time who are
expected to have developed expertise across all the
regulated sectors. Since research suggests that this
is pretty much in line with the typical complement for
a single sector regulator of comparable staff size, the
cost savings are obvious. It is also the case that within
the OUR, other critical functions such as Secretary to
the Office and Manager of Regulatory Affairs are also
shared across sectors resulting in significantly lower
unit cost than would have obtained for a single sector
regulator.

The scope for cross training and cross sector
allocation of staff has also been a boon for the OUR
as this has allowed it to operate with a minimum set
of core professionals. This is possible because it is
anticipated (and this has in fact been the case) that the
regulated sector do not all require the OUR’s attention
with the same level of intensity at any given time. This
has therefore afforded the option to encourage some
level of specialization in respect of a particular sector
but also the freedom to deploy staff according to work
requirement in other sectors. The advantage of this
has been that while it has to be ensured that there is
a large enough staff to treat with peak load regulatory
requirement (or allow for outsourcing) the OUR does
not have to be concerned that a lull in regulatory
activities in one sector will lead to under utilization of
staff.

The multi-sector structure has also proven beneficial
in making the best use of training opportunities. A
number of the training courses offered to regulators
(Public Utilities Resource Centre (PURC), Institute
for Public Private Partnership (IP3), NARUC cuts
across the various regulated utilities. Invariably, sector
specific utilities regulators attending such courses will
experience some downtime, but the OUR’s staff has
no such difficulties.

The multi-sector model also facilitates the leveraging
of experience, research and expertise from one
regulated sector to another. For example, much of the
experience gained in telecommunications has been
applied in the regulation of the other sectors. The
experience gained from the development of incentive-
based regulation in telecommunications is proving
particularly useful in the development of similar
mechanisms for electricity. A similar observation
can be made with respect to the derivation of cost
of capital. The Office had employed consultants to
derive cost of capital for the telecommunications
sector at the beginning of liberalization. Following
on the knowledge transfer from working with the
consultant on this project, the OUR'’s specialists have
gone on to modify the model to repeatedly determine
cost of capitals for application in both the electricity
and water sectors. The principle also applies in
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respect of the advantage to the OUR of applying a
similar methodology across sectors for such activities
as public consultation and education.

The reality of a limited skill pool from which to draw
especially in the context of the highly specialized
requirements of utilities regulation and the
constraints of developing country was and is a critical
consideration in Jamaica’s choice and retention of
the multi-sector model. The OUR’s experience so far
is that it is often difficult to find the specific expertise
required to discharge its mandate. It is logical to
assume that this problem would be compounded by
the presence of disparate sector specific regulators.

The advantage of having diversity in funding is another
area in which the multi-sector model has afforded
the OUR an advantage and provides support for its
retention. At various points in its thirteen-year history,
one regulated entity or another has attempted to hold
the OUR to ransom by withholding the payment of
regulatory fees ostensibly because of disaffection with
a ruling. In the medium to long-term, such actions are
clearly not sustainable as the OUR can resort either
to court actions to recover its costs or in the extreme
to make recommendations for licence cancellation. It
is arguable however that were it the case, that it was
operating as a single sector regulator in an industry
with one or a few large regulated entities, the short
term disruptions to its cash flows occasioned by such
actions would at the least threaten its stability.

The argument has also been proffered and merit
consideration that the so called ‘embeddedness’
of the OUR in terms of the spread of its influence
across ministries and regulated sector makes the
agency far less susceptible to being captured and
been driven by the agenda of any one Minister. Put
another way, it is argued that considerations about the
effect upon other sectors and the implications for the
responsibilities of colleague’s ministers may serve to
restrain the extent to which an individual minister may
be allowed to pursue a personal agenda with respect
to the operation of the regulator.

6. Specific Sector Initiatives

The work carried out by the OUR can be catalogued
under two broad headings, economic regulation
of utilites and consumer protection. Economic
regulation runs the gamut from providing advice on
licensing and drafting regulation, to reviewing and
approving tariffs. Consumer protection is provided
indirectly via good economic regulation but the
OUR is also required to provide explicit consumer
protection particular with regard to safety and quality
of service. This is accomplished through its Consumer
and Public Affairs (CPA) Division which inter alia:

receives and investigates appeals by consumers
against utilities, recommends and prescribes quality
of service rules, establish guaranteed standards
and compensation levels for breaches, prescribes
procedures for addressing complaints and monitors
the performance of utilities with regard to consumer
complaints. Performance monitoring records are
made available to the public as a matter of routine.

6.1. Telecommunications

Since its establishment, The Office has done seminal
work in the regulation of the telecommunications
sector. The OUR provided critical analyses in
telecommunication from 1997-2000 on rate reviews
submitted annually by Cable and Wireless Jamaica
(up to then a monopoly) under a rate of return
regime. Up to that point the Minister responsible
for Telecommunications was vested with the legal
authority to approve tariffs.

In 2000, the telecommunications sector was
liberalized and the OUR'’s authority to regulate
telecommunications was reaffirmed with the passing
of the Telecommunication Act 2000. Since then the
agency has successfully presided over a three-year
phased liberalization process which concluded in
March 2003. Among the major achievements have
been:

* successful management of competitive entry into
a range of telecommunications service markets
including mobile, fixed telephony, provision of
broadband services and the provision of a range of
data services (Tables XI. 2 and XI.3 with indicative
data on the kind of growth and expansion that has
taken place);

implementation of a price cap regime for the
incumbent provider;

attainment of over 100 per cent teledensity in term
of voice call;

the establishment of a regime for interconnection
that has provided the basis for the successfully
entry and expanded access cited above;

expanded broadband build out and access;

Table XI.2. Mobile Subscriber and Penetration Rates
(2005-2009)

2005 1,981,464 74.5
2006 2,274,650 85.1
2007 2,691,104 100.6
2008 2,723,323 101.2
2009** 2,820,442 104.7

Source : OUR/Providers
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Table XI1.3. Mobile & Internet Subscribers

Mobile

Internet
Broadband

Prepaid ‘
2009 2,734,418

Postpaid
86,024

Narrowband ‘

2,427 104,677

Source : OUR/Providers

* lower real charges for telecommunication services
(Figures XI.1 and X1.2'77);

* ongoing roll out of new technology and modern
services

« diversification of international routes with significant
increase in available international fiber capacity.

Having regards to all of the above, the OUR was able
to express the view in its 2010/2011 Corporate Plan
that with: the drive to expand and modernize networks,
introduce new services, adopt emerging technologies,
employment of a variety of innovative marketing
strategies, significant roll out of 3G networks and the
offering of converged services, Jamaica can boast
that it has a cutting edge national telecommunications
infrastructure that should be a catalyst for increased
investment. Even so however there are still a number
of regulatory issues to be addressed.

Notably among these is the objective of ensuring
ubiquitous broadband access as it has been
concluded that this should be the new frontier for
universal service now that the problem of voice
access has been addressed. Closely aligned with this
objective is that the Government of Jamaica is also
embarking on a policy aimed at establishing Jamaica
as a telecommunications hub on the international
digital highway.

There is also a range of competition issues to be
addressed as there are indications that deadlocks
regarding terms of interconnection and disputes
regarding access to certain limited (bottleneck)
facilities may be slowing down the roll out of some
services notably Wireless Broadband. Additionally in
recent years there has been a virtual mushrooming
of suits and counter suits among investors in the
telecommunications sector, a situation that has
created some degree of uncertainty.

Among the initiatives underway to address some of
the problems cited above is the promulgation of a
new policy that takes account of the convergence of
networks and services, promotes time bound decision
making and emphasizes the use of regulatory
instruments that rely more heavily on competition and
market incentives to deliver benefits to the public. This
policy is expected to be approved during this year and
the attendant legislative changes are expected to be

embodied in a new Act, designated the Information
and Communication Technology Act.

6.2. Electricity

The OUR’s regulatory responsibility in the electricity
sector encompasses; approval of retail rates for
the Jamaica Public Service Company (JPS) which
has monopoly over transmission and distribution
and is also a participant in the generation market;
management of the procurement process for new and
replacement capacity, establishing the rules for the
sale of energy and capacity by Independent Power
Providers (IPP’s) to JPS, ensuring efficient dispatch,
monitoring service quality and ensuring compliance
with terms and conditions of licenses.

The OUR has so far presided over the implementation
of three price cap regimes for JPS, the most recent
of which was effected in October 2009. The price
cap arrangements have sought to provide JPS with
incentives to minimize costs to consumers and
to secure real improvement in service standards.
Notable features of the regime that came into effect
in October 2009 were: approval of an average tariff
increase of 3% for electricity, concomitant increases in
a number of efficiency targets in a bid to ensure lower
real costs and better quality of service to customers.
The tariff also made express provision for the JPS to
undertake a loss reduction programme and to make
its facilities more conducive to demand management
by consumers. To this end, specific funding was made
available for the implementation of smart meters as a
step toward the establishment of a smart grid.

It is accepted that the existing statutory framework for
the electricity sector provides very limited room for the
OUR to employ competition as a means of securing
real improvement in terms of lower prices and the
delivery of service to consumers at the transmission
and distribution level. Even so however, there is
considerable scope for cost reduction by ensuring
least cost competitive entry into the generation
market and ensuring that such gains are passed on
to consumers. In this regard the current emphasis for
the OUR in the electricity sector is geared towards
promoting:
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* easy, transparent and fair process for entry to the
generation market;

* combining evolving lower cost technologies with
lower costs fuels;

e transparent and fair dispatch;

* clear separation of costs and arms length dealings
by the integrated generation, transmission and
distribution company.

The OUR considers that careful attention to the above
combined with strict monitoring of the incumbent JPS

under the hybrid price cap model are likely to deliver
increasing benefits for consumers over the medium
to long term.

7. Difficulties, Challenges and Proposed
Resolutions

In an internal diagnostic exercise undertaken in 2009
the OUR concluded that despite its achievements,
there was still a number of factors operating as
hindrances to its effective operation and that these
could pose threats to its sustainability. Some of these

Figure XL.1. International calling rates (J$ per minute)
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issues and the steps that have been taken to address
them are summarized below.

7.1. Weaknesses in Regulatory Framework

While the OUR regulatory framework may have been
quite appropriate at the onset of liberalization the
review indicated that it is now suffering from a number
of weaknesses and is the subject of gaming by a
number of licensees. The absence of a graduated
scale of sanctions to apply to non-conforming entities
was highlighted as a case in point. The upshot of this
was that a number of the utilities were simply ignoring
directives from the OUR or resorting to delaying
tactics.

As part of its efforts to address the above the OUR
is currently seeking an overhaul of the OUR Act to
strengthen its authority and to close loopholes that
have become obvious with experience. The proposed
revision of the OUR Act contains recommendations to
allow the OUR increased authority to issue orders to
regulate entities and to intervene in disputes between
utilities where such a dispute is likely to lead to service
disruptions.

7.2. Absence of Comprehensive Integrated
Database

It was concluded that the absence of a comprehensive
relational database placed considerable limit on the
OUR’s ability to effectively and efficiently discharge its
regulatory mandate, a vital part of which is to monitor
the efficiency and performance of regulated utilities on
atimely basis. The OUR had a fragmented information
system which was conducive to loss of critical
information and inconsistencies in data segments.
In this regard it was determined that an appropriate
relational database engine and related applications
was a critical requirement. That initiative is currently
under way and is expected to be completed well
before the end of this year.

7.3. Uncompetitive Compensation Packages

The diagnostic exercise found that although the OUR
was required to carry out highly specialized tasks
which requires it to retain key staff with technical skills
that are superior to or equal with those that reside
within the utilities that it regulates, compensation
packages were uncompetitive compared with
equivalent agencies in a bench mark survey. This

was the case because the OUR was being treated as
part of the traditional civil service and as such was
subject to public sector compensation strictures.
As a consequence the agency was suffering from
staff attrition and was at risk of further staff losses.
The institution was also experiencing difficulties in
attracting experienced middle level or senior staff and
as a result has had to opt for young professionals.
Such recruits were then exposed to an excellent
training program to improve their competencies but
would leave as soon as certain levels of competencies
were attained.

Consequent on the presentation of the above findings
and persistent submissions, the Government has
indicated that it is favourably disposed to allowing the
OUR greater flexibility in its compensation packages.
Such a policy if followed through should allow some
leeway for addressing the imbalances and afford the
OUR the opportunity to establish and retain a core of
critical regulatory professionals.

Conclusion

The reform of utilities in Jamaica pretty much tracks
developments in other places. As would be expected
the telecommunication sector has been most
dynamic. There is still significant scope for reform in
the electricity sector although the decision to retain
monopoly on transmission and distribution (logical
as it may have been given certain natural constraint)
imposes a limit on options. Even so OUR is finding
that vigilance at ensuring competitive entry at the
generation level and close monitoring surveillance
of the operations of the integrated transmission and
distribution monopoly and insistence on constant
service improvement still hold the potential to deliver
a boon for consumers.

From all appearances the multi-sector model has
worked well for Jamaica bolstered by the agency’s
emphasis on capacity building and collaboration.
Evident gains have also been secured in both the
telecommunications and the electricity sectors.
Even so however the OUR’s own analysis indicates
shortcomings, some of which are outside its control.
The OUR is attending to the matters within its control
and has received assurances from the Executive that

the other deficiencies will be addressed in short order.
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XIl. DEVELOPING REGULATORY CAPACITY IN THE
CARIBBEAN

Rita Persaud-Kong'”®

Introduction

It is well recognized that there is no ‘one size fits all’
approach to developing capacity as Regulators would
have different needs over time and this impacts on
development at the national and regional level.

This paper therefore considers developing utility
regulatory capacity in the Caribbean at national
level, each Regulator's institutional and legal
framework, organizational and human resource
development, governance and at the regional level,
harmonized regulators with regional advisory board
and organization of regulators focusing on research,
training and sharing of information.

1. Developing Capacity

From the numerous definitions given to the term
‘developing capacity’ the more comprehensive
or holistic approach is preferred.’”® Developing
capacity is the total organized effort to ensure that the
Regulator fulfills its mandate efficiently, effectively and
sustainably at the following levels:

e Institutional and Legal Framework, the law which

enables the Regulator to carry out its functions and
achieve its objectives;

Organizational development, the establishment of
management structures, operating and regulatory
processes and procedures both internally and
externally and

* Human resource development, the process of
recruitment, individual education, training and
access to information which would enable them to
effectively perform.

2. Capacity at National Level

The challenge in utility regulation is how to attract
investments, secure a balance of market power
that ensures quality service at reasonable price and
ensure reasonable return to investors.

The issue is consumer fear of potential market
power abuse by investors and investors fear that
Governments would use their regulatory powers to
prevent them from recovering on their investments.

Caribbean countries in addressing these issues have
established Regulators as corporate body by Act of
Parliament (enabling Act).

Muilti-Sector Regulators

In the Caribbean the Multi-sector Regulators are:
* Anguilla Public Utilities Commission (PUC)
established by legislation as a body corporate.
* Bahamas Public Utilities Commission (PUC)
established by legislation as a body corporate.
Barbados Fair Trading Commission (FTC)
established by legislation as a body corporate.
Belize Public Utilities Commission (PUC)
established by legislation as a body corporate.
Jamaica Office of Utilities Regulation (OUR)
established by legislation as a body corporate and

Guyana Public Utilities Commission (PUC)
established by legislation as a body corporate. '8

There is  sector  specific legislation  for
telecommunication/ICT in respect of all the Multi-
sector regulators.

Duopoly and Single Sector Regulators

The Trinidad and Tobago Regulated Industries
Commission (RIC) is established by legislation as a
body corporate for the regulation of Electricity and
Water.

The Telecommunications Authority of Trinidad and
Tobago (TATT) is established by legislation as a body
corporate for the regulation of Telecommunications/
ICT.

The Independent Regulatory Commission (IRC) of
Dominica is established by legislation as a body
corporate for the regulation of Electricity.'®!

Institutional Framework & Regulators Functions

The Regulators must act independently in accordance
with the provisions of the enabling Act. Failure to
comply with the statutory provisions of the enabling
Act and exceeding the powers granted could result
in Judicial Review by the Courts of the Regulator's
action.

Since every action of the Regulator can potentially be
an action for Judicial Review or Appeal, the Regulators
must develop processes, procedures, instruments
and regulations necessary to carry out theirs functions
by interpreting the enabling Acts and Regulations,
by understanding the parameters of their powers,
functions, role and responsibilities, and by conducting
hearings, consultations and making decisions.

Provisions of the Enabling Act

These enabling Acts typically provide for the
Regulator’s Function, Role and Responsibility, Human
Resource Structure and Development, Funding,
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Financial & Accounting policy and reporting, Hearings
and Consultation, Decisions, Determinations, Orders
and Regulations, Monitor, Enforcements, Offences
and Penalties, Appeals and ADR mechanisms.

Function, Role and Responsibility

Typically the functions of the Regulator are Rate
and Tariff setting, Establishing Quality of Service
Standards, Research and Reviews, Conduct Study
of Efficiency, Grant Licences and Authorizations,
Resolve Complaints, Encourage Competition, Monitor
& Enforce Compliance, Conduct Hearings and
Consultation and in the case of Telecommunications
such additional functions relating to Spectrum
Management, Interconnection, Numbering and
Universal Service.

Develop Processes and Procedures

Developing Capacity requires a multi disciplinary
analysis and approach whichlinks several components
in the development of the Processes, Procedures
and Instruments necessary for the Regulator to carry
out its mandate. Regulators in the Caribbean are in
various stages of development and implementation
of such Processes and Procedures in respect of their
functions and responsibilities where some Regulators
are more developed and other Regulators are at an
initial stage of development. For example the OUR of
Jamaica is in existence for ten year and has developed
Processes, Procedures, Instruments, and Regulations
while the IRC of Dominica was established two years
ago and is now developing.

Decision-Making

Most decisions of the Regulator are based on an
understanding of complex issues and even a decision
to do nothing and to take no action is a decision.

The Regulator’s decision in the Caribbean is arrived at
through a process which must give the Stakeholders
a right to be heard whether through a formal hearing
process or through consultation'®? as required by the
enabling Acts.

Governance

Effective capacity building therefore would ensure
good regulatory governance andconversely good
governance in the area of utility regulation is assured
where an appropriate capacity building model is in
place. Good governance is generally considered in
terms of clarity of function, autonomy, transparency,
accountability, predictability and credibility.

Clarity

Since the Regulator’s function, role and responsibility
in the Caribbean are mandated by Statute, clear and
unambiguous enabling Acts and an understanding
in respect thereof are imperative to ensure good
governance. For example in the Appeal case'®®
between the OUR, the Minister, Digicel and Cable and
Wireless where the Minister directed the OUR not to
fix rates for interconnection or retail charges by any
new mobile competitor and the OUR disregarded
the directive and issued a Determination Notice on
Interconnect Price Setting.

In an action by Digicel the Supreme Court of Jamaica
ruled that the OUR acted Ultra Vires its statutory
mandate and that its Determination was void and of
no effect. The OUR then applied for Judicial Review of
the Minister’s Directive and the Supreme Court again
ruled that the Minister acted within his powers and that
the OUR breached the directive by the Minister.

The OUR Appealed and the Court of Appeal of
Jamaica in overruling the Supreme Court held that
the Ministerial direction of policy cannot override the
enabling Acts namely the Office of Utilities Regulation
Act and the Telecommunications Act which specifically
directed the OUR to protect customers, promote fair
competition and to fix rates, charges or price cap in
respect of mobile interconnection and retail charges
in the mobile cellular market.

The Minister’s Direction was therefore Ultra Vires and
of no effect since it sought to preclude the OUR from
carrying out its Statutory duties. The several issues
relating to governance and clarity of the enabling Acts
informed discussions and the sharing of information
and expertise at the OOCUR 2006 Seminar.'8*

Autonomy

The degree of Independence of the Regulator in
the performance of its functions free from political
interference, the source of funding and remuneration
of staff whether dependent on the approval of
Government and the appointment and removal of the
Regulator by Government are all issues which could
affect the independence of the Regulator and could
hinder good governance.

In the Caribbean the enabling Acts have provided for
the Regulator’s:

e Qualification to be in economics,
engineering, law, business human
management and public administration

* Appointment for fixed term of office varying from 3-5
years, fixed reasons for removal

e Funding ranges from regulated fees from utility
providers, government funding, licence and

finance,
resource
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authorization fees, fines and penalties.

Transparency

Regulators in the Caribbean have an obligation by
their enabling Acts to be transparent, to consult,
provide information, to explain and justify processes,
methodologies, procedures and regulatory decisions
to stakeholders.

The hearing process and the consultation process
ensure that stakeholders and all relevant parties are
able to contribute effectively to the regulatory process.

For example the RIC in conducting the electricity
rate review in Trinidad and Tobago demonstrated
its commitment to transparency in the consultation
process as could be seen from the documented
efforts to reach all stakeholders and to hear, consider
and share all the views obtained.®>

Accountability

Areas of accountability are the Appeals and Judicial
Review mechanisms and the submission of annual
report to Parliament. The Regulators in the Caribbean
comply on an annual basis with the statutory provisions
for filing annual reports. The enabling Acts provides for
appeals and Judicial Review in the Caribbean.

Predictability

The stakeholders need to have confidence that the
Regulator would act consistently, that there are no
surprises and that the “rules of the game” would not
suddenly change. In the Caribbean, the Regulator’s
enabling Act, Regulations and established processes
and procedures allow for predictability of the
Regulator’s actions.

Creditability

Additionally the enabling Acts in the Caribbean support
the development of credible regulators by providing
for the prevention of conflict of interest and for keeping
information confidential.

Challenges

Some challenges to developing capacity on the
national level are:

* the scarcity of utility regulation expertise in the
region,

utility regulators salaries and benefits are closely
linked to relatively low state enterprise salaries and
could only attract new graduates, and

since utility regulation is a multi disciplinary task, the
national Regulators spend training budget annually
training staff in every aspect of utility regulation with
the view of retaining these staff.

National Regulators have therefore the legal and
institutional framework including the ability to provide
good governance structures which would attract
investments and encourage competition in the
Caribbean.

National Regulatorsin developing capacity consistently
access training through regional and international
organizations and in particular through their support
of the Organisation of Caribbean Utility Regulators.

3. Capacity at Regional Level

Harmonization86

The dictionary defines harmonization as bringing
things together or into harmony or to make things
compatible.

Benefits of Harmonization

Some of the reasons advanced for harmonization
are competition, transparency, efficiency, regulatory
certainty and balance of the interests of individual
member states with that of the region, information
sharing and commitment for decisive action.

Challenges to Harmonization

Some of the challenges to harmonization are varied
legal and regulatory frameworks, varied stages
of liberalization and development and politically
independent state with independent legal and judicial
systems.

The Eastern Caribbean Telecommunications Authority
(ECTEL) is an example of a harmonized utility
regulatory system

ECTEL and Harmonization

Five countries of the Organization of the Eastern
Caribbean States (OECS) Dominica, Grenada, St. Kitts
& Nevis, St. Lucia and St. Vincent & The Grenadines
(the Contracting States) in 2000 established by
Treaty ECTEL to facilitate the harmonization of the
Telecommunications regulatory regime of these
countries.

The Contracting States undertook to put in their
respective  jurisdiction a  Telecommunications
regulatory body to be known as the National
Telecommunications Regulatory Commission (NTRC)
which would coordinate and liaise with ECTEL.

EachcontractingstatehasenactedTelecommunications
Act and established NTRCs based on the ECTEL
model legislation and the NTRC is under the general
direction and control of the Minister.

ECTEL is the regulatory advisory body to the NTRCs on
almost all matters of Telecommunications regulations
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and ECTEL and the NTRC liaise and work together to
effect harmonized and efficient Telecommunications
regulation for the member states.

ECTEL harmonized regulatory framework is therefore
‘two-tiered’.

At the National Level each of the NTRC must liaise
and consult with the ECTEL Directorate and the NTRC
must act independently on all regulatory matters.

At the Regional Level each of the OECS independent
states have ceded some of its sovereignty to ECTEL.
ECTEL structure comprise of the Council of Ministers
who formulate policy, the Board of Directors who
implement policy and the Secretariat which administer
the Treaty on a day to day basis.

It follows that under the ECTEL model, there is need
for capacity building both at the National Level and
the Regional level.

Caribbean Single Market and Economy (CSME) &
Competition

The revised Treaty of Chaguaramas established the
Caribbean Community (CARICOM) including CSME
and Article 171 also established the Community
Competition Commission.

Four countries Barbados, Jamaica, Guyana and
Trinidad and Tobago have put in place competition
legislation and established National Competition
Commissions.

All these National Competition Commissions have
similar institutional frameworks, functions and powers.

Each of these competition legislation provides for
the Competition Commission to cooperate with their
counterpart in member CARICOM state to investigate
anti-competitive behavior and for appeal to the
Community Competition Commission.

Organisation of Caribbean Ultility Regulators
(OOCUR)

OOCUR was established as a non-profit organization
on 26th July 2002 by an agreement among its
members.

Purpose and Objectives

The purpose and objectives of OOCUR are to
assist in the improvement of utility regulation, to
foster transparent and stable utility regulation
through autonomous and independent regulators in
member countries, to undertake research, training &
development, to facilitate understanding of regulation
issues and sharing of information and experience.

Structure

OOCUR structure comprise of the General Assembly,
all the members who meet annually and formulate
policy, the Executive Council whose members are
elected annually from OOCUR membership and who
implement policy and the Secretariat responsible for
implementation of the annual work plan and day to
day operations.

Membership

OOCUR is funded mainly through membership
contributions.

Full Membership of OOCUR is open to regulatory
bodies with responsibilities in telecommunications,
electricity, natural gas, water and transportation
sectors in the Caribbean.

Associate Membership of OOCUR is open to Non-

Caribbean utility regulators and association of utility

regulators.

Present members are:

 Eastern Caribbean Telecommunications Authority
(ECTEL) (OECS)

e Fair Trading Commission (FTC) (Barbados)

» Office of Utilities Regulation (OUR) (Jamaica)

¢ Independent Regulatory Commission (IRC)
Dominica

¢ Public Utilities Commission (PUC) (Anguilla)

* Public Utilities Commission (PUC) (Bahamas)

* Public Utilities Commission (PUC) (Belize)

 Public Utilities Commission (PUC) (Guyana)

* Regulated Industries Commission (RIC) (Trinidad &
Tobago)

* Virgin Islands Public Services Commission (VIPSC)
(United States Virgin Islands)

* Developing Capacity

OOCUR is a fledging organization and since inception

it has developed a capacity to engage in ‘self-learning
by planting solid roots’.

Conferences

The firstroot is its well established Annual Conferences
where we provide an opportunity for utility regulatory
stakeholders to exchange ideas, share information
and experience on the wide range of regulatory topics
presented and generally to network and to foster
greater understanding of issues and problems facing
Regulators in the Caribbean.




128 THE REGULATORY AND INSTITUTIONAL DIMENSION OF INFRASTRUCTURE SERVICES - VOL. |

Workshops & Seminars

The second root also well established is its Workshops
and Seminars focused mainly on practical training for
professional staff of the utility regulators.8”

Research & Training

The third root is developing the research capability
which is so important in particular to the Regulator’s
price setting function and in the conduct of surveys,
studies, evaluations and benchmarking. Developing
Capacity in utility regulation is a continuing exercise
more so because of the high rate of mobility of trained
staff and the increasing cost for international training.

As a result the OOCUR General Assembly mandated
that a feasibility study be conducted on the
establishment and sustained operation of a proposed
Carribbean Regulatory Research Centre (CRRC).

CRRC is intended to further deepen the collective re-
gional capacity for utility regulation, an indigenous
‘think tank’ which would provide the opportunity for re-
flection and distance in terms of a space in which prac-
titioners, researchers and academics could interface,
share experiences and distil lessons learned for the
future development and training of utility regulation in
the region.'® The CRRC study was completed in 2008
and the establishment of CRRC is in its planning stage.

Challenges
Some of the challenges are:

* Building the membership base to widen the sharing
of information and to increase funding,

* Accessing regional/international aid funding for the
establishing of CRRC and

* Facilitating members to ensure that the ‘status quo’
of being independent is maintained.

Conclusion

Inthe Caribbean, ECTEL has shown that harmonization
is possible and necessary in the development of small
markets. The importance of a framework for developing
capacity of the Regulator whether harmonized or not,
on the national level and the regional level, cannot be
overemphasized. In particular, the framework should
be developed and become a mainstream activity if the
Regulator is to perform efficiently and effectively in a
sustained manner.

Frameworks for developing capacity are in place on
a national and regional level in the Caribbean with
continuing efforts by OOCUR on the regional level to

establish a regulatory research centre.
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Kiil. CAPACITY-BUILDING THROUGH TRAINING
AND REGULATORY NETWORKING

Sandford V. Berg'®®

Introduction

Training promotes professionalism and provides a
technical foundation for sound regulatory decisions.
Networks of regulatory agencies provide forums
for promoting best practice. These associations
facilitate sharing data and best-practice techniques,
developing studies, providing training, distributing
regulatory materials, and organizing meetings.

Regional networks of regulatory agencies have
emerged as important players on the international
scene: “These government networks are key features
of world order in the 21st century. But they are under-
appreciated, under-supported, and under-used to
address the central problems of global governance.”
(Slaughter, 2004: 159) Recent studies have identified
the mix of organizational features characterizing these
new networks: they are voluntary, consensus driven,
generally lacking in formal treaty status, and (often)
focus on technical issues where cross-nation learning
(and tracking) is important.

One of the key features of inter-agency collaboration
is the promotion of training. Education promotes
professionalism. Although there are no easy solutions
to regulatory problems, the application of core
principles and methodologies promotes consistency
in decision-making. By communicating a vision of
sector performance, different stakeholder groups can
appreciate how the regulatory commission is trying to
balance a set of important objectives. Most observers
would conclude that sustainable regulation requires
technical skills, communication, and a clear vision.

In addition, training promotes renewal. Regulation
is a potentially draining profession, drawing upon
a number of disciplines include the law, finance,

accounting,  economics, and  management.
Infrastructure issues are likely to be both political and
technical in nature. Talented people find themselves
fighting fires with obsolete fire-fighting equipment.
Where can newly established agencies find the
resources needed to develop fire-fighting equipment?
Based on the author's experience, agencies can
identify local universities that have the capacity to offer
regulation as a specialty: recruit their students, work
with faculty, and create workshops that can energize
the operations of regulatory organizations.

1. Context

Between 1990 and 2005, more than 200 regulatory
commissions were created around the world (Brown, et
al. 2006, p. xi). Thus, the growth of national regulatory
commissions is well documented. The growth of re-
gional regulatory networks that provide regional public
goods related to infrastructure is less well document-
ed. Regional regulatory networks are comprised of rep-
resentatives from national regulatory bodies who have
agreed to form an association or organization that fa-
cilitates collaborative activities. Since 1990, at least 19
associations have been formed to provide a variety of
products: data for benchmarking, handbooks on regu-
latory best-practice, studies (including lessons regard-
ing impacts of different policies), capacity-building for
professional staff, materials for educating stakehold-
ers, and sponsored meetings. Table XIlI.1 lists some of
these organizations by region. Information on founding
dates is available in Berg-Horrall (2008).

Other types of organizations populate the field of
regional collaborative groups. The networks can
be divided into global, regional, and national in
character; these can be further characterized having
informal (networks and voluntary associations) and
formal (agency-based or ministerial) features (as with
the Eastern Caribbean Telecommunications Authority,
ECTEL). In addition, some formal organizations are
treaty-based or embedded in the United Nations,

Table XIIl.1. Regulatory Organizations and Related Associations
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International Telecommunications Union, European
Union, Organization of American States and other
international institutions.

2. Motivations

A number of motivations behind networking are noted
below. In general, these organizations produce and
share knowledge about infrastructure regulation;
the basis is often physical links and the need for
coordination, policy harmonization within regions,
seed money for institution-building, and global vs.
regional initiatives.

Physical Links and Coordination: The integration and
modernization of a region’s infrastructure (including
energy, telecommunications, water/sanitation, and
transport sectors) are often promoted as essential
for sustainable economic and social development.
Complementing physical networks are the networks
of regulators which facilitate the sharing of information
and experience among organizations facing similar
challenges. Collaboration across national boundaries
can improve regulatory strategies for establishing
credibility and legitimacy for new governmental
agencies responsible for monitoring infrastructure
suppliers and implementing public policy. Prior to the
creation of separate regulatory agencies, these tasks
tended to be performed in a nontransparent way by
government ministries. The same ministries often were
responsible for the state-owned enterprises providing
infrastructure services. Splitting regulatory agencies
off from ministries was supposed to insulate those
implementing policy from daily political pressures.

Policy Harmonization within Regions: The emergence
of some regional regulatory networks has been
stimulated by the need to close jurisdictional gaps
by creating entities capable of coordinating national
and regional actions and/or supplying advice to
ministerial-level entities. Harmonization becomes the
task for regional agencies.

External Seed Money for Institution-Building: For
many associations from emerging nations, outside
funding served as a key catalyst for establishing the
organization—funding the creation of Web pages,
travel for meetings, and organizational support.
Of course, without local recognition of gains, the
organizations would have been doomed to failure.
Clearly, leaders of “infant” and “youthful” regulatory
commissions saw benefits from more formal forums
for information-sharing.

Global vs. Regional Interests: Some global
institutions promote networking. The International
Telecommunications Union (ITU, now with a UN
affiliation) emerged to address specific industry issues
and has branched out into other areas. Telegraph and

transoceanic messaging served as the catalyst for the
ITU’s creation in 1865. New technologies, the shift to
privatization, and market liberalization have brought a
new set of issues to the fore, so a revived ITU serves
as a forum for Governments to reach consensus on
policy harmonization. Some of the regional networks
in telecommunications have their start in the ITU.

Almost all the regions of the world now have regulatory
forums of one type or another. In some regions, many
national regulators are multi-sector—leading to the
creation of entities that promote interactions across all
sectors (AFUR, OOCUR, EAPIRF, and SAFIR). Sector-
specific regulatory networks tend to characterize some
regions. For example, Latin America does not have a
network of all regulators cutting across sectors, nor
does Europe.

3. Outputs of Regulatory Networks

The primary outputs are discussed below:

* Events and meetings serve provide gathering-
points for sharing ideas. Non-contributors can
be excluded and congestion effects can arise
to the extent that having a very large number of
participants reduces candor and/or opportunities to
raise questions. Although meetings can be supplied
on a commercial basis, an event sponsored and
organized by a network of regulators fills a unique
niche in the array of events available to regulatory
professionals.

Data for benchmarking consist of cross sectional
data that are used for comparisons—over time and
across utilities. With information about what other
utilities have been able to achieve with comparable
inputs, the regulator is in a position to better
establish targets, create incentives, and defend
decisions. Access to benchmarking data reduces
the information asymmetries characterizing typical
regulatory situations. Of course, national regulators
can exclude others for accessing the information
(an excludable public good), but that runs counter
to transparency and citizen participation in the
process—reducing the legitimacy of the regulatory
process. Developing templates for reports (and
data definitions) does require collaboration or
acceptance of formats developed by others.

Public pronouncements made by regional regulatory
networks are unlikely to be highly controversial,
given the weakest-link technology. Nevertheless,
such statements represent shared views on
important issues, identify objectives (if not overall
priorities), and provide guidelines for strengthening
regulatory procedures. Public pronouncements are
official statements, notices, or announcements that
are recognized by authorities as providing principles
that affect how regulators address issues
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Materials  for stakeholders enable national
regulatory commissions to educate and influence
those affected by regulatory decisions. Establishing
legitimacy for citizens and credibility for investors
and ministries requires that agencies document
procedures and methodologies. Such material
represents another output that could be provided
by external parties, including consultants funded
by donor countries and multinational organizations.
However, documents that are handed down by
“‘outsiders” may not address the unique legal and
other institutional features facing nations in a region.
The World Bank has been very active in funding the
development of such resources.'®

Capacity-building for professional staff could be
viewed as a good provided in a competitive market
(Rufin, 2004). Capacity-building technologies
exhibit significant sunk costs and scale economies
in the production of relevant materials and classes.
Congestion effects might be of minor importance.
Thus, while pure market mechanisms might
yield relatively efficient outcomes for some types
of classes for professionals, there is a case for
cost-effective delivery of specialized training via
cooperative programs across nations. For example,
the Organization of Caribbean Utility Regulators
(OOCUR) has put on advanced training courses
for regulators in the region in collaboration with
the Public Utility Research Center (PURC). The
Energy Regulators Regional Association (ERRA)
has developed links with (Hungary’s Central
European University (Regional Center for Energy
Policy Research) to assist with training. LIRNE.
NET (Learning Initiatives for Reforms on Network
Economies) involves collaboration among eight
organizations, sharing resources and engaging
in capacity-building. The African Forum for Utility
Regulators (AFUR) has worked with the University
of Cape Town's Graduate School of Business
Management Program in Infrastructure Reform and
Regulation for developing and delivering training.
In South America, the Universidad Argentina de la
Empresa (UADE) offers a post-graduate program in
regulation; UADE collaborates with regulators in the
region; in addition, the Universidad Austral (Buenos
Aires) offers a post-graduate course in regulatory
legislation. ADERASA, in collaboration with UADE,
is developing an E-learing Program in Economic
Regulation, available not only for its own members
but for all stakeholders, including regulators for
other sectors and utility staff (www.campusvirtual.
aderasa.org). Similarly, the Florence School of
Regulation (with EU funding) responded to training
demands within the EU. Thus, universities have
important roles, given their teaching capabilities and
interest in translating principles into practice.'' Also,

consulting firms provide training and certification
programs.

Best practice laws, procedures, and rules that
address institutional and policy issues on a regional
or global level are useful to particular regions and
countries depending mainly on how valuable or
applicable general solutions can fit specific regional
situations. Current responsibilities of regulatory
institutions involve a set of tasks ranging from
awarding licenses or concessions, administering
rules included in licenses such as tariff levels
and adjustments, resolving disputes among the
different stakeholders (especially incumbents and
entrants—in terms of interconnections and access
to bottleneck facilities), monitoring firms’ compliance
with regulatory guidelines, and prosecuting and
penalizing firms for noncompliance. The value of
model laws will depend on how well they can be
tailored to fit national contexts. The relevance and
applicability of a model law determine the value of
the output, butthe use of less compatible information
with particular institutional features could also
contribute valuable information or guidance that
helps to form the basis for action in accordance with
the better-shot aggregation technology.

Regulatory network news represents another
product that is similar to events and training. Recent
developments can be distilled and disseminated
across countries. Professionals gain experience by
contributing summaries of national developments—
helping counterparts in other nations understand the
implications of new rulings. Although information on
new books, videos, and other educational material
can be supplied competitively, regulator networks
can screen, evaluate, synthesize, and promote the
use of different types of material. Such evaluations
are basically public goods—where the information
might be shared informally (excludability possible)
or through open Web sites.

Technical studies regarding impacts of different
policies provide lessons for particular regions or for
all nations. Rufin (2004) identifies research as one
of the valuable regional public goods in his review
of infrastructure issues. Analysts provide technical
studies that can assist regulators in reforming
the design of regulatory institutions, processes,
and incentives. Studies are often funded by (and
sometimes conducted by) donor nations and
international organizations. Studies prepared under
research contracts or consulting projects are often
made available on sponsoring organization Web
sites. Since there is no general recipe for best
practice regulation, studies that incorporate the
national (legal) and other institutional constraints
can lead to insights for regulatory commissions
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facing similar circumstances.

Working together in regions has relatively low costs
and provides opportunities for participation by
those with technical skills. The “life-expectancy” of a
typical commissioner might be less than four years;
professional staff can benefit from capacity-building
and the sharing of experiences. Thus, regional
networks are able to balance clout of regulatory
leaders with the continuity of personnel.

4. Questions for Consideration

Establishing a research agenda is idiosyncratic, and
thus problematic; however, the following questions
might serve as starting points:

» What are the motives of the founding leaders of
regional networks? The self-interest of networking
bureaucrats warrants greater attention. Are those
officials who are most active in regional networking
seeking greater visibility? Given the tendency for
relatively short terms of sector commissioners, do
the working professionals at the agencies provide
initiative and continuity or are the regulatory leaders
the ones most committed to networking, given
their interest in gaining information quickly so they
can be effective during their short tenures? Of
related interest is the role of outsiders (academics,
consulting firms, and operating companies) in the
evolution of these networks.

e What are the optimal funding sources and
mechanisms for regulatory networks? The case for
further funding depends on incremental benefits
exceeding incremental costs. Given the importance
of stable, predictable, and transparent regulatory
systems for infrastructure investment, performance
improvements in just a few nations would justify the
investments in regional data exchanges and sharing
best practice techniques. However, that begs
the question of whether the World Bank, regional
development banks, or national aid agencies are
best suited for funding and monitoring regional
networks. One advantage of having multiple centers
of initiative is that approaches suitable for particular
regions will be developed—ultimately leading to
transfer of best practice across networks.

What are the ultimate objectives of those providing
seed money for these new organizations? The
motivations behind funding organizations raise
some interesting and important issues. While the
networks may be producing valuable outputs, the
intentions of the actors involved in funding and
advising the networks probably go beyond the
efficient supply of services. For example, one likely
objective for the World Bank’s and USAID’s early
support for regulatory networks was improving
the investment climate for private participation in

infrastructure—which certainly can contribute to
growth, but involved tilting multilateral and other
funding away from state-owned enterprises.

* Does embedding these networking organizations
within larger institutions improve their performance?
Having an international umbrella organization
(UN, EU, or OAS) might provide a funding source
and expand the network’s influence. Alternatively,
the associated bureaucracy might lead to less
innovative activities by the organization. Another
model is having sector umbrella organizations
like the International Telecommunications Union,
International Energy Agency, and World Water
Council take initiative for supporting regional or
global regulatory networks. The World Bank’s initial
effort to create an International Forum for Utility
Regulators (IFUR) did not “take off”, perhaps due to
the perceived benefits from regional initiatives. With
USAID funding, NARUC created a Global Regulatory
Network  (http://www.globalregulatorynetwork.org/
links.cfm ) in 2002.

Is there an optimal region (or number) for networking?
It is unlikely that there is a unique (and simple)
partitioning of nations, given cultural heterogeneity
in some regions (West Africa), different political
traditions and stages of development, and degree
of shared interests (or tensions). Nevertheless,
it is worthwhile to consider whether particular
circumstances are especially conducive to
productive networking activities.

What are the impacts of networking? A major area
for future research involves determining whether
the benefits (in improved national regulations
and enhanced sector performance) have justified
the investments in these new institutions to date.
If the payoffs have been high, the World Bank
and the regional development banks should
consider devoting more resources to networking
organizations that strengthen capacity at national
regulatory commissions. [e.g. NARUC evaluated
ERRA (Voll and Skootsky, 2004)].

e What types of training programs have been
most effective? A number of organizations offer
educational opportunities. Evaluating them and
funding agencies for capacity-building raise some
difficult questions that are worth considering.

Good infrastructure regulation has an indirect
demonstration effect within each nation, illustrating
how transparency, citizen participation, and staff
professionalism promote legitimacy and public
confidence. In addition, there is a direct effect on
infrastructure: the promotion of network expansion,
cost containment, and improved service quality. If a few
nations have benefited from the outputs of regulatory
networks, the initial seed money has been worth it.
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There are many histories of the development of infrastructure industries and their regulation. This account draws
heavily on Stern (2003).

See Rodrik (2004) for a very well-focused discussion of the balance between generic purposes and local country
features in the design of economic institutions. This paper adopts that general perspective.

For a good general discussion of State ownership, utility reform and regulation, see Gomez-Ibanez (2007) who
also analyses the reasons for the relative failure of State-owned enterprises reform in developing countries from
the 1960s onwards.

Note that oil and oil products are not in this list, since they can be transported in a number of ways and are not
in any way dependent on a monopoly pipeline network. Postal services, like telecommunications, do not have a
unique central network, but in practice postal service-delivered letters and small parcels do have a customer-end
local delivery monopoly.

Airport runways are classic sunk assets whereas aircraft are not since, if an airline runs into financial difficulties,
the aeroplanes can be sold off, repainted and used by another airline. The opposite is the case for airport runways

Universal service obligations require mandatory provision of the service to all households and businesses (e.g.
mandatory electricity supply if within a certain distance of a distribution network, a five/six days per week postal
collection and delivery service). Universal access obligations require all households and businesses to have an
accessible service within their local area, whether through individual or collective access. For further discussion,
see UNCTAD 2006 Expert Meeting Report TD/B/COM.1/EM.30.3.

Norwegian electricity distribution provides a good example of an efficient (locally) publicly owned system that
operates in a strongly commercialized way and is very consumer-responsive. However, such examples are rare.

For a description of the evolution of United States municipal regulation see Newbery (1999): 23. For a detailed
discussion based on a case study of nineteenth and early twentieth century Chicago town gas see Troesken
(1997).

PPAs are long-term contracts for generation e.g. for 25 years. They are frequently (but by no means always)
associated with IPPs (independent power producers). In a PPA, the generation company sells bulk power on a
contract to one or more offtake purchasers (e.g. the incumbent power company, retail supply companies or large
industrial consumers).

See Levy and Spiller (1994).

This is the logical counterpart of taking a view that regulatory institutions will vary with circumstances — a rejection
of the “one-size-fits-all” approach to institutional design.

This list is reproduced from Brown et al. (2006), which refers to electricity (see Brown et al.:20) An equivalent list
for other infrastructure industries would add or delete headings.

This issue is discussed at length in Brown et al. (2006), particularly in chapter 3. See, in particular, p.54, which
emphasizes the advantages of a single governance benchmark and the consistency of a single benchmark with
multiple forms of infrastructure regulatory institution as well as industry ownership and market structure. This is
the same approach as taken in the Kaufmann et al. country governance indicator measures.

For water and sewerage, Shirley (ed.) (2002) reports a number of carefully structured comparative case
studies while Ehrhardt et al. (2007) provide lessons from more recent studies. See also Foster (2005). Unlike
telecommunications and electricity there are a lot more regulatory and reform failures than successes.

For further details, see Brown et al. (2006), especially chapters 2, 5 and 6. See also Stern (2007).

Efficiency, and the growth thereof, as regulatory objectives since they very largely determine costs and prices.
The higher the levels of productivity and its growth, the lower the costs. For operating costs, this means (other
things being equal) lower prices to consumers; for capital efficiency, it also means lower financial and/or physical
investment requirements to meet demand and/or to meet service rollout targets.

Unobservable fixed effects are estimated via fixed effects or similar econometric techniques. They should capture
important elements of variations in country governance and its reputation — in practice as well as on paper.

The performance indicators used were residential connection rates per employee, distribution losses, coverage
rate, energy sold per connection, duration and frequency of interruptions, Opex per connection and per megawatt
hour sold (i.e. average tariff), average industrial and average industry tariff and the utilities’ cost recovery rates.
This work is summarized in Guasch and Straub (2006).

More recently, Gasmi and Recuero Virto (2008) explore endogeneity issues in more detail for telecommunications,
taking account of mobile fixed-line interactions. They do not find the positive effects of regulation as in their 2006
paper. It remains to be seen whether these results are replicated in further work.

See Stern and Cubbin (2005) for further discussion.
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Although data were collected and reported, it was not possible to check on how far the definition of “professional”
was comparable across countries. It is likely that the definition of a “professional” employee is very different
between low- and high-income countries.

See Human Development Report 2007-08.

See Eberhard (2007) for a good and full discussion.

Eberhard (2007), p. 7.

See Energy Group Prayas Report (2003) for a discussion of this in the context of Indian state electricity regulators.

Note that here and in what follows, independent regulatory entities are defined to include concession contract
monitoring and enforcement agencies that operate independently of the Governments.

This is because the regulator has established a reputation for fair dealing between consumers, investors and
Governments, which reduces risk perceptions of investors in long-lived, sunk assets.

This is because there are strong temptations to renege on initial agreements if large consumer price rises are
needed to cover economic costs.

For a discussion of regulatory governance experience of the 1990s in the Philippines and other Asian countries,
see Stern and Holder (1999). For a discussion of the first wave of Ukraine electricity reforms in the 1990s, see
Lovei (1998).

See Brown et al (2006) Chapter 4 and, in particular, see table 4.2, p.143.
The list is derived from Brown et al. (2006)
TD/B/C.I/MEM.3/CRP1, 25 February 2009.

lan Alexander is a Director/Partner of Cambridge Economic Policy Associates and can be contacted at ian.
alexander@cepa.co.uk. This paper is based on the presentation made at the UNCTAD meeting in March 2009 in
Geneva, Switzerland.

This obviously does not exclude subsidies but these should be transparent and targeted. Subsidy design is a
separate and important issue.

In the water case there is significant private involvement through BOT type provisions but the basic service
provider is state owned.

The water sector is a good example of this. The broader benefits of appropriate water and sewerage treatment go
well beyond what you can expect the direct consumers to pay for and consequently a competitive approach could
lead to insufficient service provision from the wider economies perspective. This sector high-lights the problems
of externalities and the problems associated with charging for them.

Professor Ashley Brown is the Executive Director of the Harvard Electricity Policy Group at Harvard University.

An interesting exception to this was in Costa Rica, which established an independent regulatory agency to
oversee the state owned electric and telecommunications company in the 1920s. While that company is generally
regarded as a reasonably successful parastatal enterprise, it is impossible to determine with any degree of
certitude what role the regulatory regime played in that perceived success. It is also fair to note that there are
other widely regarded parastatal success stories that occurred where independent regulation was non-existent.
Examples would certainly include CEMIG and COPEL in Brazil, as well as EPM in Colombia.

The use of the term, “privatization,” in this introductory section is meant to apply to a broad array of options that
include, but are not necessarily limited to full privatization of assets. The term also encompasses private-public
partnerships, privatization of management but not assets, leasing arrangements, and perhaps other institutional
arrangements that allow for the deployment of private capital and/or resources.

While it is beyond the scope of this paper, it should be noted that there is considerable debate among economists
as to what constitutes a competitive, or potentially competitive, market. This debate has significance in regard
to what form of regulation, if any, is applicable to the sector and the players within it. Some discussion of the
regulatory implications will follow later in the paper, but the specifics of the debate over what constitutes a
competitive market, for policy making purposes, is a subject of more than a little controversy among economists.

There are many examples of independent regulation being deployed to regulate state owned infrastructure
companies, as well as privately owned ones. Electricity regulators in India, Brazil, Zambia, Mozambique, South
Africa, Ukraine, Russia, Israel, Nigeria, Argentina, the United Republic of Tanzania, Mexico, and the United States,
for example, exercise such powers. The problem with regulating state owned companies, which are, after all, not
for profit, is that it is very difficult to design and implement appropriate incentives for them, since they are less
bottom line motivated and often the beneficiaries of government subsidies that dilute economic and financial
signals sent by the regulators.
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For the interested reader summaries of country-specific mid-level and in-depth regulatory evaluations which
present principal findings and principal recommendations of each evaluation can be found in Evaluating
Infrastructure Regulatory Systems, by Ashley C. Brown, Jon Stern, and Bernard Tenenbaum, with Defne Gencer
(The World Bank, 2006).

In some cases, such as a “natural monopoly,” there is a complete absence of meaningful competition, so
regulation in that circumstance is generally regarded as being necessary.

Where pressure governments to privatize, there is more likely to be passive resistance to the pressure than
outright sabotage of the process. An example occurred in Zambia in the 1990’s where the IMF insisted on a
loan condition requiring that the country’s two major hydro power plants, Kafue Gorge and Kariba, be severed
from Zambia Electricity Supply Corporation Limited (ZESCO), the state owned utility and turned into competitive
enterprises. The Zambians accepted the conditionality, but never actually did what the IMF demanded. Ultimately,
several years later, the futility of that conditionality was acknowledged and removed. Many close observers,
including the author of this paper, regarded the condition as an excess of ideological zeal by the IMF given that
the two plants provided over 95% of the country’s electricity and would thus constitute a duopoly that would not
constitute a competitive market. There was, however, another part of the electric distribution system that was
privatized, but it will be discussed further below.

This pattern is sometimes called the “Dance of the Virgins” between governments trying top privatize for the first
time and investors looking to invest for the first time is a particular country’s infrastructure. This pattern of “sweet”
deals and governments later “rolling back” some of the “goodies” has been repeated many times. The price
cap for regional electricity companies (RECs), discussed elsewhere in the paper is a classic illustration, as is the
Brazilian distribution tariff controversy, also discussed herein. Another notable example was in the Australian state
of Victoria, where the state government substantially altered the tariff regime for distribution.

Norway is an excellent example of a country which restructured its power sector during the 1990s from a monopoly
to a competitive model. Similarly, in many countries, private investors were sought out to build power plants,
but existing plants and wires companies were not privatized. In telecommunications, there are many examples
of countries which allowed private capital into the market (e.g. in cellular communications) without privatizing
existing landline carriers.

In addition to the problems enumerated below in the Brazilian case, there are the prime 1990s examples of the
Dabhol Plant in India and the PLN dealings with Edison Mission Energy in Indonesia. In both cases, Governments,
or their proxies, attempted to bring in private generators with out creating a regulatory or market context to provide
the requisite level of discipline over the transaction. The transactions turned out, not surprisingly, to be very costly
failures.

The comparison here is of the initial privatization and market restructuring. Most observers regarded Argentina
as a model of how to get it right, while the Brazilian effort did not have the expected consequences. The initial
successes and failure are ironic because the Argentine model has, as is noted in a subsequent footnote, largely
collapsed, while the Brazilian model went through significant reforms and has emerged in workable form. The
subsequent failure in Argentina, however, was not at all due to a failure in privatization, regulation, or market
design. Rather, it was the result of macro-economic breakdown. Indeed, Argentina stands as the embodiment of
a critical fact to keep in mind in regard to the role of regulation. While bad regulation will likely assure bad results,
good regulation cannot assure good results. There are too many other variables that can trump even the best
regulation. Clearly, macro-economic disaster is a prime example.

In both countries, most, although not all generation and transmission was owned by entities controlled by the
national government, while most, although not all of the distribution assets were owned by state governments in
Brazil and provincial governments in Argentina. In Brazil, there were a few privately owned entities as well in the
power sector. It is also perhaps worth noting that the process of nationalizing the power sector had only been
completed in the 1970s, so the privatization was occurring within 20 or so years of the state having acquired
control of the sector.

It is also worth noting that similar reforms were being carried out at the same time in the natural gas sector, so
that a competitive natural gas market would come into existence to facilitate the operations of thermal plants in a
competitive generation market.

Among the measures added to make the distribution companies more attractive to private investors were to
not include any X factor to the annual retail price index (RPI) adjustment, to not reference future regulation in
the concession documents, and to offer BNDES financing. The omission of the X factor is particularly important
because X is the minimal productivity gain expectation imposed on the regulated company which is automatically
assumed to occur, the benefits of which are passed back to consumers. Any gain in excess of X go to the
company’s bottom line, while productivity gains below X amount to a loss for the company’ (There is a more
detailed discussion of X factors below in the Ratemaking Section discussion of price cap regulation). The latter
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was particularly interesting because it meant that “privatization” was being largely financed by a state owned
bank and so called “investors” were not being required to inject a great deal of their own capital. Some cynical
observers came to view the so called privatization as an accounting exercise that left the state holding the same
ultimate risks that it had borne as the owner of the assets. It should also be noted that, in regard to the X factor,
some of those who made the decision not to impose one, contended that requiring a company to share some of
it own productivity gains with its customers amounted to confiscation of some of what the company had earned.

Many observers believed that of the five large hydro generating companies, only one in the south of the country
was capable of privatization. The largest, Itaipu, on the border with Paraguay, had to remain state owned under
the terms of international treaty obligations. The second biggest, Chesf, was primarily composed of dams on
the Rio Sao Francisco, most of which were multi purpose for electricity, transport, and most importantly in the
arid Northeast of Brazil, for irrigation. The other two generators presented other significant obstacles to their
privatization. As it turned out, only the southern generator was privatized.

It is also worth noting that, unlike in Argentina where the natural gas market was concurrently restructured, in
Brazil, which had the objective of developing thermal generation to offset the risk of drought in its predominantly
hydro generating fleet, restructuring natural gas was deferred, and never fully implemented. To be fair, at the time
Brazil had far fewer known natural gas reserves than Argentina, and the state owned gas monopoly in Brazil,
Petrobras, carried more political clout in its country than did its Argentine counterpart, YPF.

For a full discussion of X factors please see Footnote 54 as well as discussion of price caps in section on
ratemaking below.

The blackout was not only at Rio Light, but also at the other electric utility in the State of Rio de Janeiro, CERJ. The
latter’s incentives, while not identical to Light in all details, were substantially similar.

It is important to note the postscript to both countries’ experiences. In Argentina, the macro-economic collapse
of 2001-2002 led to the government interfering with energy contracts and largely pre-empting the regulators’
independent powers to set tariffs. The Government’'s motives, of course, were to reduce inflationary pressures
and to maintain affordability of rates for the large number of households suffering severe economic stress. The
steps taken by the Government, however, turned out to be more than emergency measures, but, have become
permanent features of the country’s energy markets. In Brazil, Government also pre-empted to deal with the crisis
by appointing a special committee to manage the crisis. As the crisis eased, however, the electric regulators
slowly regained their authority and the Committee was disbanded. When the new Government came to power,
however, longer term post shortage reforms, beyond mere crisis management had yet to be implemented, so the
new Government, over the course of its first year in office, completely restructured the market. ANEEL was able to
regain most of the decision making powers it had seen pre-empted during the crisis.

In large part, perhaps, the attainability of significant productivity gains is dependent on the degree of deterioration
in assets prior to selling them to a private investor. The worse the pre-privatization condition, the easier efficiency
gains are to achieve. That proved to be the case in Argentina, but in Brazil, where some of the assets being
privatized were in relatively good condition, many consumers perceived no real gains, and, perhaps because of
the crises discussed, many believed, correctly or not, that productivity actually declined as a result of privatization.

The discussion of the models will be oat a fairly general, conceptual level, but Appendix A will set out, in summary
form, case study evaluations of regulatory regimes in various countries that have, within the last decade or two,
implemented new infrastructure regulatory regimes.

“Regulation by rule” is often referred to as “discretionary regulation.” The two terms are synonymous and may be
used interchangeably.

Concessions are often referred to as licenses or franchises. The terms are synonymous and may be used
interchangeably.

In this case, regulatory discretion is meant in the broadest sense. It is not limited to what regulators themselves
do, but also what the government might do in regard to laws applicable to regulation.

In Ukraine, for example, concessions are not necessarily a contract between the state and the regulated entity,
but rather a means by which the government, not the regulators, can impose changes.

Apart from legal constraints that may limit regulatory discretion, political reality also serves to limit the exercise
of regulatory powers. Concessionaires, both public and private, as well as the unions representing their workers,
often exercise considerable political clout and employ effective lobbying techniques to protect their positions and
advance their interests. Thus, those wishing to exercise regulatory discretion may often find themselves politically
constrained even before they reach their legal limits.

While the regulator was independent of the Government and presumably outside of politics, no regulator can be
entirely deaf to politics. That was particularly the case here because the Government was held accountable not
merely for the prices, but for having enacted the entire reform package of which the REC prices were one result.
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The regulator, Professor Stephen Littlechild, a very well respected and prominent economist, was one of the chief
proponents, intellectually at least, of those very reforms, so his sensitivity was quite understandable.

Many distributors were privatized prior to the enactment of the relevant regulatory statutes, including the creation
of ANEEL, the electric regulatory agency. Many suspect that the curious timing was also the result of efforts
to maximize prices from sale of the distributors by not arousing any fears of regulatory risks from prospective
bidders. The chronology of privatizing first and then worrying about regulation and market design, is now widely
regarded as having been a major mistake, not only by policy makers, but also by investors whose due diligence
efforts failed to include a demand to know “up font” what the regulatory system and market design would be.

Interestingly, that methodology did not include, as the English did, an X factor. The theory was that all productivity
gains would inure to the benefit of the investors whose management had achieved it. In fact, it was part of an effort
by the Government to maximize the revenues to be paid for the asset by making the concession as favourable
to the investors as possible. Some of the other flaws in the concession documents may also be explained by the
same motivation. The initial terms for the tariffs in the concession varied from 5 to 7 years, by company.

For a full and complete description of institutional and process arrangements, see: Evaluating Infrastructure
Regulatory Systems, by Ashley C. Brown, Jon Stern, and Bernard Tenenbaum, with Defne Gencer (The World
Bank, 2006).

It is important to note that independent regulatory bodies can be deployed in both of the juridical models
discussed, contract or regulation by rule, but the public concession institutional model can only exist in the
context of contract regulation.

In the United States, the substance of regulation is found primarily in the law, whereas, in the United Kingdom, the
substance is generally found in concession documents.

The appointing authorities vary from country to country. In the United States federal regulatory appointments
are made by the President. In the states, most are appointed by Governors, although they are elected directly
in eleven states. In most Lain American and African countries, the appointments are by the President, although
Cabinets and/or sector Ministers often have a great deal of influence in selecting regulators in that same sector.
In some countries, Parliamentary approval is also required for appointees.

Staggering of terms (e.g. if there are 5 Commissioners each serving 5 year terms, then absent a vacancy, only
one term comes open each year) serves two important purposes. It affords institutional memory for purposes on
continuity and sense of precedence. Secondly, it prevents a change in government from immediately compelling
dramatic changes in regulation, thus making the system more stable and predictable.

Outside of Africa, regulatory Commissioners generally serve on a full time basis. In Africa, for reasons that are not
entirely clear, there is a pattern of Commissioners serving on a part time basis only.

Some so-called independent regulatory agencies lack the power to make decisions and are only empowered to
make recommendations to a Minister or other governmental agency. An example of that is Concelho Nacional
de Electricidade (CNELEC), Mozambique's electricity regulator. It might be characterized as a “strong advisory”
regulator because it makes it decisions on what to recommend independent of any other agency and then makes
it recommendation in a very public way, so that if a decision is taken contrary to the CNELEC recommended
outcome, the Government will likely be called upon to explain its rationale. There are some other regulatory bodies
which might be characterized as “weak advisory” agencies because they are either parts of ministries, or are only
empowered to provide confidential advice to Ministers or the Government.

The ethical rules vary considerably from jurisdiction to jurisdiction. In some countries, Commissioners, and
perhaps staff, are prohibited from moving immediately from the regulatory agency to a regulated company.
Typically, although not universally, there are rules against conflicts of interest, required financial disclosures, and
not surprisingly, rules governing the receipt of gratuities and other favours.

Miguel Rosetto, former member of the Brazilian Chamber of Deputies from Rio Grande do Sul.
The performance contract in Peru is confined to administrative matters and does not pertain to substantive issues.

Generally, changes in regulatory agency powers, or in regard to policies regulators are legally compelled to
follow, are prospective only and have no retroactive effect. That is to assure that lawful regulatory decisions are
not undone in a political process, while at the same time recognizing that the setting of public policy governing
regulation is an inherently political matter.

Interestingly, the French are not using this model for electric regulation, where they have created an independent
regulator to oversee issues of grid access and bulk power market disputes, with a performance contract for EDF,
the huge state owned electric utility.

The public concession model also finds favour with economists and business people who fear that formal
regulatory bodies will inevitably over-regulate.
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There were efforts in the United Republic of Tanzania to replicate the public concession model for the water
company of Dar es Salaam and Tanzania Electric Supply Company Limited (TANESCOQO), the state owned electric
utility. Both arrangements have proven to be less than successful for both the Government and the concessionaires.
Equatorial Guinea also tried a similar model for electricity, but it failed as well. They are contemplating the
possibility of doing so again, as there is some thinking that the arrangement was not inherently flawed and that
the problems simply stemmed from the selection of a weak concessionaire. Lesotho and Uganda are also using
the concession arrangement in regard to electric distribution. Francophone Africa likely has examples of using
this model as well.

These two functions, assigning operational rights and imposing regulatory responsibilities, can be done, as is
common in France, in a single document, or could be set out in separate documents, as is done in Turkey,
Uganda, and Lesotho.

Curiously, it is sometimes contended the independent regulatory model is a common law phenomenon while the
public concession model is a civil law construct. There is, for example, a decision of the Colombian Supreme
Court that suggests that to be the case. That common perception, however, is contradicted by the facts. Many
civil law countries in Europe, Latin America, and Africa have fully functional independent infrastructure regulatory
agencies, while one can find examples of the public concession model being deployed in such common law
countries as Uganda, Lesotho, the United Republic of Tanzania, and even the United Kingdom.

Much of this discussion is drawn from Brown, Stern, Tenenbaum, supra.

It should be noted that the independent regulatory model, in one form or another, is, by far, the predominant
model in place today. That being said, however, many countries deploy the model in ways that resemble aspects
of the public concession model.

“Transitional” regulatory regimes may be defined as a system set up to regulate infrastructure that is something
short of fully independent regulation, but is a step removed from overt governmental control. Examples would
be a regulatory agency which is part of a ministry, or a regulatory agency that is independent of the government,
but possesses only advisory powers. Transitional regimes often result from a government’s uncertainty regarding
commitments to independent regulation, or from lack of confidence in the institutional arrangements or human
resources required to implement a fully functional regulatory regime.

Brown, Stern, Tenenbaum, supra.

There are, of course, counterpart organizations in developed countries such as National Association of Regulatory
Utility Commissioners (NARUC) in the United States and European Energy Regulators (EER) in the European
Union.

See Brown, Stern, Tenenbaum, supra. The book also provides suggestions for Terms of Reference for three
different levels of assessments.

Brown, Stern, Tenenbaum, supra, has an extensive discussion of regulatory processes that are designed to
provide guidance for appropriate standards in each of the types of decision-making discussed herein.

The initiator, in some regulatory models might be a specific party. In other models, the initiator might not be a party
but, rather, the fulfiiment of a legal or contractual requirement by the regulatory agency.

The requirement for public availability of documents need not, and perhaps should not apply to internal documents
drafted by regulatory agency personnel for purposes of making specific decisions, Thus, for example, early drafts
of decisions being circulated internally within the agency for comment, edits. etc., need not be made publicly
available.

There are narrow, statutory exceptions in regard to what must be made public, but those are generally limited
to confidential personnel matters, pending litigation, genuine trade secrets, security matters, and sensitive
information, the premature disclosure of which might affect stock prices in a misleading way. There is, in most but
not all jurisdictions, a general bias that information provided to regulators for their consideration in making decisions
is public. It is also important to note that even if information is deemed to be non-public, that determination goes
to how the information is used by regulators and is never grounds to deny regulators information they need to
make decisions, or to deny access to that information by other parties in regulatory proceedings in which that
information is being considered.

In regard to what they can and cannot consider, regulators are, to a large extent, obliged to use the principles set
forth in the Rules of Evidence applicable in the courts. Ex parte communications, such as informal, off the record,
conversations, between regulators and regulated entities on pending matters in the United States are strictly
forbidden, and, in some cases, may be subject to criminal prosecution.

The United Kingdom model is also the one generally utilized in Australia as well.
The United States and United Kingdom models on consumer involvement differ substantially. In the United States,
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several states have either government agencies whose mission it is to advocate for small consumers, or have
mechanisms for funding NGOs to engage in such activities. In the United Kingdom, each distributor has to
provide for a Consumer Council to hear consumer concerns and complaints

Contrary to small consumer, large users of infrastructure services, such as industrial companies, are frequently
well organized to represent themselves in regulatory proceedings. In many Latin American and African countries,
apart from the regulated entities, themselves, they are the most active participants in regulatory proceedings.

supra.

Adhering to legal authority includes both following the law and adhering to the terms and conditions et out in
relevant concessions.

Arbitrariness would include acting without cause, decisions which are contrary to or unsupported by the evidence,
or actions which are simply unreasonable.

De novo proceedings essentially require a repeat of the proceedings at the appellate level with all issues raised
on appeal open for another review.

Precedents, of course, in a common law systems, can be legally binding, or, at a minimum, establish an effective
framework for decisions. In civil law systems, precedents generally do not bind future decision makers, but they
are sometimes quite influential. As an a side, and in specific regard to regulators, as opposed to appellate
bodies, parties often complain, justifiably or not, that the decisions of today’s regulators do not bind future agency
decision makers. The complaints are often aired regardless of whether the agency operates in a common law or
civil law system.

Quasi judicial appeals refer to appeals taken to bodies that are not necessarily a part f the judicial system, but,
which, nevertheless, are formal legal bodies with judicial-like decision-making powers. One example is the special
appellate tribunal that has been established in Tanzanian regulatory statutes to hear appeals from EWURA and
SUMATRA, the country’s two infrastructure regulators. Another example is found in the United Kingdom, where
appeals from the infrastructure sector regulators go to the Competition Commission, another regulatory agency
with somewhat broader powers than the sector regulators.

In the United Kingdom, as noted previously, the first level of appeal is to the Competition Commission and then
to the government and, finally, to the courts.

Non-connected micro-grids, distributed generation, and perhaps even batteries or other storage technology in
electricity hold some potential for bypassing land line bottlenecks as well, but, as of the time of writing this paper,
such possibilities lack anywhere near the scale that has been reached in the telecoms revolution.

It is a source of some controversy as to exactly how long a buyer has to agree to make payments in order for
the seller to be able to attract sufficient capital to build a generating plant. While a generator might want a life of
plant commitment (i.e. approximately 40 years), buyers and their regulators are understandably loath to commit
themselves for such a long period of time. It is not clear just how long bankers and other financiers will require
guaranteed revenue stream in order to advance the capital. The more liquid a market, the less time is likely to be
demanded, because there will inevitably be other potential buyers. In illiquid markets, particularly single buyer
markets, where alternative buyers are not an option, sellers are likely to demand contacts of longer duration.

While, of course, regulators themselves are not committed to make payments, they have the power to commit
consumers to having to make them.

An example of such an arrangement is the MOZAL Aluminum plant in Mozambique, which purchases its own
electricity supply, mostly from Eskom across the border in South Africa, completely independent of EDM, the state
owned electric utility monopoly. MOZAL's demand for electricity is hugely out of proportion to the country’s overall
demand.

It is important to note that the social externalities associated with many infrastructure services are much more
compelling than they may be in other industries. Access to electricity, for example, is more than an economic issue,
it directly affects health, ability of children to do school assignments, quality of life, especially for homemakers,
and other very important social conditions. Water and sanitation pose similar issues. In Lusaka, Zambia, for
example, one of the poorest sections of the city sits atop a large aquifer. Many residents of that neighbourhood
are unable to pay for water sewage service, but cutting them off risks polluting the aquifer, so the external cost of
disconnection may exceed the internalized cost of allowing them to obtain service without paying. It is a difficult
dilemma.

This phenomenon is not unique to electricity. Water companies experience similar problems. The difficulties in
collection are due to many factors including violence, lack of political will, inability to locate the source of the theft,
and a variety of reasons for not wanting to disconnect service, some of them related to very legitimate externality
concerns. There are a variety of mechanisms being tried to address such concerns, including pre-paid cards (similar
to Sim cards for cell phones), creating peer pressure for payments, prosecutions for theft, and other mechanisms.
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Costs are theoretically assigned to customers by the actual costs incurred to serve them. Because that is
extraordinarily difficult to do on a customer specific basis, it is customarily done on the basis of customer class,
typically including, at a minimum, residential, commercial, and industrial classes.

Tariffs, for example, often have two parts, one to reflect fixed costs, such as capital investment and back office
equipment, and the other reflecting variable costs such has as fuel in electricity, or chemicals for treating water in
the case of water companies. There are also frequently special purpose tariffs, often used, for example, to serve
the need of low income customers.

It is important to note that none of these methodologies guarantee that a company will meet its revenue
requirement. The methodologies, when properly administered, should strike the appropriate balance between not
erecting arbitrary barriers to regulated companies being able to achieve their revenue requirements and providing
appropriate incentives for management to perform competently and efficiently.

The “hidden taxes” can be very significant components of the customer’s bill. In Brazil, for example, they sometime
compose more than 50% of what the customer is obliged to pay. They include not only taxes, but also cross
subsidies to finance such activities as providing subsidies to help pay for the cost of diesel fuel to run generators
in remote towns an villages of the Amazon Basin.

Prudence is usually defined as being reasonable business decisions that are consistent with good industry
practice. Typical prudence disallowances might include cost overruns caused by poor management, supplies
procured at above market prices because of inappropriate purchasing practices, or acquisition or retention of
assets not needed to serve the company’s customers. Utilities often describe prudence reviews as “second
guessing” or “micro-management” by regulators. Regulators, quite naturally view prudence reviews as an
important element of consumer protection.

Typical of costs whose recovery is precluded by law are lobbying and political expenditures, charitable
contributions, and costs incurred which are not necessary to serve customers.

The debt equity ratio required is usually in a range of 60/40 to 40/60, and is premised on trying to establish the
proper balance between the cost of attracting capital and the appropriate exposure to risk.

This criticism is accurate in a technical sense. In practice, however, because of the timing of rate cases, productivity
gains sometimes go directly to the company’s bottom line, as well.

This criticism is correct, to the extent that regulators set higher RORs for less well managed companies in order to
entice investment in companies whose management was viewed in a lesser light by investors. Conversely, lower
returns were required of well run companies because investors had more confidence in the company. The flaw in
the criticism is that poorly run companies were more likely to have a reduced asset base on which to earn a return,
and to have costs that cannot be recovered. because of a higher probability of prudence disallowances.

ROR does, indeed, have significant regulatory costs, but it is not always clear that PC reduces them, or, if it does
S0, at what cost in terms of the flow of needed information.

Benchmark or hypothetical costs are usually based on some notion of a model distribution company cost
structure. They are often used where it is impossible to ascertain the actual costs, usually because of inadequacies
in accounting records, or where, they are part of an incentive scheme to improve productivity. Choosing what
benchmarks or hypothetical costs to employ is a complicated and usually controversial matter.

Five years is typical, but there are examples of shorter and longer periods of time being used.

As noted in the discussion of privatization in Brazil, above, X factors are sometimes not adopted in order to
“sweeten” incentives for investors.

The example cited above in regard to distribution tariffs in the United Kingdom, and the regulator’s failure to fully
understanding the cost structure of the regulated companies, is an example of the risks inherent in a failure to
grasp all relevant information at the outset of the rates.

At present, it is being utilized in electricity in Norway and in some United States states, most notably California.

In California, in fact, the regulations in place may make it more profitable to get customers to conserve and to be
more efficient in their use of energy than they would be if they simply encouraged customer to consume more.

An example in electricity is that customers do not want to buy electricity as a commodity, but want to enjoy what
electricity can provide, such as lighting. If customer can receive the same lighting quality with less electricity
because he/she uses more efficient bulbs, they are just as content, and perhaps more so, because they are
saving money and energy.

Adapted from Berg (2008) which was presented at a Conference sponsored by CIDOB, Barcelona, Spain.

Distinguished Service Professor, Economics/PURC Dir. of Water Studies, (University of Florida). Contact the
author at sberg@ufl.edu
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Urban water has been described by Savedoff and Spiller (1999) as a low level equilibrium: revenues may not cover
operating costs; in addition, investments primarily occur when the national development bank or Water Ministry
or donor agencies make funds available. However, the investments are not maintained, leading to leaks. Service
is poor, leading to non-payment (high number of non-collected bills). Essentially, in many nations, consumers
pretend to pay for the service (where prices are held low) and producers pretend to supply the service (where
quality is low and network expansion is slow). No financially sustainable business plan exists. Public support
erodes, and under-performing water utility managers are not replaced.

This article was first presented at the Multi-Year Expert Meeting on Services, Development and Trade: The
Regulatory and Institutional Dimension, held at UNCTAD, Geneva, Switzerland, 17-19 March 2009.

Centre on Regulation and Competition (CRC) University of Manchester, England. The views expressed herein are
those of the author and do not necessarily reflect the views of the CRC.

Chairman, Commission for the Supervision of Business Competition (KPPU), Indonesia
Head, Competition and Regulatory Economics Practice, Genesis Analytics.

It is also referred to as fire-alarm regulation insofar as an event - such as a merger notification or complaint -
triggers action rather than ongoing monitoring.

This was eloquently put in a recent ruling by the South African Competition Tribunal “the theory and practice of
competition law and economics is dominated by an equally unambiguous maxim that asserts that the task of a
competition regulator does not extend to the determination and fixing of prices. The reluctance of competition
practitioners to assume a price regulating function does not only derive from the truly massive technical difficulties
entailed in determining the ‘right’ or, for that matter, the ‘wrong’ price, but from the founding principle underpinning
the world view of the practice of competition law and economics that holds that price determination is best
left to the interplay of independent actors engaging with each other in the market place.” Case 13/CR/Feb04
“Harmony Gold Mining Limited Durban Roodepoort Deep Limited and Mittal Steel South Africa Limited Macsteel
International Holdings BV.

Distinguished Service Professor, University of Florida, PURC.

Presented at the UNCTAD Multi-year Expert Meeting on Services, Development and Trade: the Regulatory and
Institutional Dimension, Geneva, March 2009. This write-up is based on a PPIAF project and other research
conducted in conjunction with the PURC/World Bank International Training Program on Utility Regulation and
Strategy. For a more comprehensive survey of studies, see Estache, Antonio, Sergio Perelman and Lourdes
Trujillo (2007). “Infrastructure Reform in Developing Economies: Evidence from a Survey of Economic Performance
Measures,” in Performance Measurement and Regulation of Network Ultilities, edited by Coelli T., and Lawrence,
D., Edward Elgar Publishers, Northampton MA. The study contains six pages of references and comprehensive
summaries of over fifty studies.

Gutierrez, Luis H. 2003. “The Effect of Endogenous Regulation on Telecommunications Expansion and Efficiency
in Latin America.” Journal of Regulatory Economics, 23(3):257-86.

New surveys and assessment tools keep emerging. With a budget of over $3 million, the new Africa Infrastructure
Country Diagnostic (www.infrastructureafrica.org) will conduct studies and collect data on infrastructure in East
and Southern Africa—from Egypt to the Republic of South Africa. Also, see Getting Africa on Track to Meet
the MDGs on Water and Sanitation: A Status Overview of Sixteen African Countries, December 2006 (African
Development Bank, EU Water Initiative, Water and Sanitation Program, UNDP). The report includes a quantitative
and qualitative assessment of overall (water) sector and subsector sustainability, including institutional and
financial sustainability for rural/small town WS and sanitation and urban WS and sanitation. For a study focusing
on customers, drawing upon data from around the world, see “The Role of Consumer Organizations in Electricity
Sector Policies and Issues: Results of Global Survey,” NARUC, 2006.

Shantanu Dixit, Navroz K. Dubash, Crescencia Maurer, Smita Nakhooda (2007). The Electricity Governance
Toolkit: Benchmarking Best Practice and Promoting Accountability in the Electricity Sector, June, World Resources
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In a study of electricity distribution firms in the Ukraine, the author (along with two other researchers) found
that privately-owned utilities appeared to inflate their costs of service (given the cost-plus nature of regulation
adopted there) but they also significantly reduced technical and commercial losses (theft) relative to state-owned
enterprises (again in response to incentives to do so). The results suggest that care must be taken when evaluating
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The Regulated Industries Commission Act (1998) of the Laws of Trinidad and Tobago; The Telecommunications
Act (2001) of the Laws of Trinidad and Tobago; The Electricity Act 2006 of the Laws of Dominica.

“Fundamentals of Consultation” by Rita Persaud-Kong, Secretary General OOCUR presented at 3rd Workshop
was held on May 29-31, 2005 Barbados on the topic “Utility Regulatory Communications, Consumer Participation
& the Consultation Process.”
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Civil Appeal Nos. 4 & 5 of 2004 between the Office of Utilities Regulation (OUR), the Minister of Industry, Commerce
and Technology (the Minister, the Attorney General, Mossel (Jamaica) Limited (Digicel) and Cable and Wireless
limited and Centennial Jamaica Limited.

OOCUR'’s Seminar held in Guyana on June 28-29, 2006 on ‘Judicial Review of Utility Regulatory Actions and
Decisions in the Caribbean.”

“Final Determination (Rates and Miscellaneous charges) Regulation of Electricity Transmission and Distribution
June 1, 2006 - May 31, 2011” www.ric.org

“Towards Harmonization of Telecommunications Legislation in the Caribbean” (presented at the 6th OOCUR
Annual Conference in Belize in November 2008) by Rita Persaud-Kong, Attorney- at- Law, Secretary General of
OOCUR.

www.oocur.org for events.
www.oocur.org for the full report.

Distinguished Service Professor, Economics (University of Florida). Contact the author at sberg@ufl.edu. This
paper extracts and extends material from Berg and Horrall (2008). See www.purc.ufl.edu

The World Bank has manuals and handbooks on price controls, infrastructure efficiency measurement, and
other topics. In addition, the World Bank funded the Body of Knowledge on Utility Regulation http://www.
regulationbodyofknowledge.org/

For example, since 1997 (twice per year), the University of Florida’s Public Utility Research Center has delivered
the two-week PURC/World Bank International Training Program on Utility Regulation and Strategy; the program
has reached over 2,000 participants from 139 nations. www.purc.ufl.edu. See Berg (2009).







