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Introduction

Privatization, competition and regulation have become key themes for the infrastructure and utility policies of the multilateral and bilateral development agencies over the past 10 to 15 years – predicated on the successes of the UK and other pioneering reform countries like Argentina and Chile.  Yet, reform is moving slowly and in many cases is following more ‘traditional’ US style regulation than the incentive and competition focused ‘UK model’.  Why is this?

One of the many reasons is a set of common concerns that are raised in developing and transitional economies (DTEs) when the ‘UK model’ type regime is proposed for utility or infrastructure service providers.  This paper considers some of these common concerns and considers the underlying issues as well as some practical examples of the implications of choosing to follow one approach rather than another.

This paper focuses primarily on the regulatory aspects of the ‘UK model’.  Competition elements in developing and transitional economies are covered elsewhere.  The paper is structured as follows.  After addressing some of the broader contextual issues about reform, three specific issues are addressed:

· the need for information;

· the focus of regulation in developing and transition economies, investment or efficiency; and

· the need for regulatory capacity.

Before addressing the concerns of DTEs one important point should be made.  There is no single ‘UK model’ and it is misleading to state that a specific reform is the embodiment of the ‘UK model’.  Rather, there is an approach incorporating privatization, competition and incentive based regulation with the various elements used to varying degrees.  Two examples illustrate the variety captured within the ‘UK model’.  

1. electricity reform in the UK was very different depending on which country is considered – Scotland has a different model to England & Wales and the approach in Northern Ireland is different again – Helm (2003) provides an overview of the reforms in each of these countries.

2. water reform has taken a very different route in Scotland when compared to England & Wales.  The latter involved wholescale privatization while the former incorporates a much more incremental role for the private sector – see Sawkins and Dickie (2000) for a review of what is happening in Scotland.

Why stress this point?  Many proponents of reform working in DTEs present a simple, stark picture of reform which may not be appropriate given the political and social circumstances faced in that country or the state of the sector being reformed.  It would be better if the underlying philosophy were to be presented and then tailored to fit those circumstances.

Getting the context right – cherry-picking reforms?

As mentioned earlier, the ‘UK model’ is a combination of reforms covering ownership of the assets, the introduction of competition and, where appropriate, an incentive based regulatory regime.  This set of reforms need to take place in the broader context of the institutional and political framework of the country – for example, the UK was able to establish regulatory agencies headed by individuals enjoying broad support from stakeholders while giving the Secretary of State great freedom over selection of the person to be regulator owing to the existing institutional framework.  In DTEs where that same institutional framework does not exist many hours are spent agonizing over the appropriate wording of clauses in their legislation to ensure that an appropriate regulator or commission member is chosen.
  These institutional, political and legal issues cover a very wide range of aspects of the framework within which business and politics take place within a country and without a full understanding of these conditions it is difficult to make any but superficial recommendations as to how reform should occur.

Many DTEs have attempted to undertake some of the reforms without buying into the whole package – possibly for valid reasons – but have then been surprised that the same type of result has not been achieved.

Take one example of this.  There have been significant attempts to apply incentive regulation to state owned enterprises – either as part of a move towards private sector participation or as a stand-alone reform.  Yet, without the right corporate and political governance environment for incentives to have an impact it is not surprising that most of these attempts at incentive regulation have proven far from successful.


A few cases of successful incentivisation of state owned utility and infrastructure enterprises do exist – the Chilean water sector and Eskom, the vertically integrated electricity company in South Africa are both often quoted as examples.
  There are, however, many more failed cases – the water sector in Columbia being but one example.

One recent example nicely illustrates this link between ownership of the entity being regulated and the applicability of incentive regulation.  Over the last year or so work has been underway in Pakistan for the planned privatization of the Karachi Electricity Supply Company (KESC), a vertically integrated electricity utility serving the city of Karachi.  The regulatory agency, the National Electric Power Regulatory Authority (NEPRA) undertook a price review in the summer of 2002 as part of the pre-privatization work.  It awarded a price determination that contained the following provisions:

· if KESC is privatized then a seven year price-cap (with an asymmetric profit-sharing system) is applied; and

· if KESC remains in state ownership then specific targets for losses etc are applied under a one year price control.

NEPRA clearly stated that the incentive regime only made sense if KESC had been privatized.

Information – when is enough, enough?

It is not uncommon to hear regulatory agencies profess a desire to utilize some form of incentive based system but then state that there is insufficient information available to implement such a system.  Some of the evidence on these concerns in India is available from determinations made by various state regulatory bodies.

Is the lack of reliable information a binding constraint on the possibility of using incentives based systems?  The answer to this would appear to be no.  This is for several reasons.

1.
A significant amount of the information that is needed for an incentive regime is also needed for a rate of return type regime, so the regulatory agency will not have a significantly easier job if applying a lower powered regime.

2.
One of the best ways to improve the availability of information is to provide companies with incentives to demonstrate at what cost they can deliver services.  A continuation of a ‘traditional’ approach may do nothing to improve the data available to the regulator and so lead to a need for more intrusive regulation to try and determine data values.

3.
Where there are important cost elements that are hard to forecast and outside the control of the company it should be possible to design a regime that allows for those elements to be treated on a cost pass-through basis.  Over time as the availability of data improves the amount that is treated as a cost pass-through can be lowered.  A consideration of the application of this type of approach to India is provided in Alexander and Harris (2001).

4.
Presumably the concern about not having sufficient data is that the regulator will create a regime that either allows the company to earn abnormal profits or face a real risk of bankruptcy.  If this is the case there are possible solutions including rebasing systems such as that proposed by Mayer (2001) for the water industry in England & Wales which retain incentives for individual companies to try not outperform their peers while controlling the sector’s level of returns.

This sort of reasoning is found within the KESC determination discussed earlier and is now forming the basis for several incentive based systems being developed in India – including Andhra Pradesh, Karnataka and Orissa.  Also, the experience of states like Orissa show that having annual reviews have not actually lead to better information becoming available – this is discussed further under regulatory capacity later in this paper.

One problem that does need to be considered is how to handle cost elements that are within the control of the company but are initially hard to forecast.  This does pose a potential problem for the design of an incentive based scheme.  This issue would obviously need to be tackled on a case-by-case basis but probably some form of pragmatic response will be necessary.  For example, accepting that these cost elements should be included in the incentive regime but allowing them as cost pass-through items for the first control period may be all that is achievable.  Over time, either at the first or second price reviews after the initial control is put in place, they can be moved into the controllable pot of costs and incentivized.  This is clearly not perfect and may mean that incentives are only being created for a small number of cost items.  However, provided the key items are captured this may not be too much of an issue.  For example, in many countries commercial and technical losses are the dominant problem facing the electricity industry and so incentivising the reduction of these losses, as is the case with KESC, will yield far more significant results than trying to incentivise all the other ‘controllable’ operating cost elements.  This also appears to have been part of the rationale for focusing on loss reduction in the privatization of the electricity distribution system in Delhi.

Regulatory focus – investment or efficiency?

Incentive regimes are perceived to place a primary focus on an improved operation of existing assets (improving the efficiency of operations) rather than the extension of the network.  Accordingly, several authors have argued that given the importance of network expansion in DTEs it is more appropriate to employ a rate of return type system.
  

Are incentive based systems too focused on efficiency and unable to support investment in the way that rate of return systems can?  The answer to this question clearly lies in the detail of the regime that it is proposed.

Incentive based systems can support investment.  Consider the case of the water industry in England & Wales.  From privatization to 2004 around 50 billion pounds of investment is expected to have been undertaken, this should be compared to the equity sale price of five billion pounds at privatization.  This significant investment programme has been supported under an incentive system.

An appropriately designed incentive regime should actually support investment.  Ex ante estimates of the investment are incorporated at the price determination and then not until the next price review is there an attempt to reset the value based on what was actually invested.  Of course, this approach does not protect against cost over-runs or the need to finance additional investment until the next price review, but systems can be designed to give appropriate protection here – again the England & Wales water case provides a good example, the ship-wreck clauses and the logging-up system are both parts of a potential answer.

Further, it is possible to strengthen the incentives for planned investment.  Discussions in several sectors in the UK have looked at ways of providing stronger investment incentives, these include:

· lengthening the period until the ex post figures are incorporated into the regulatory asset base from five to 10 years – this would ensure that investment undertaken in the last year of a control period would still have five years of incentive; and

· making the incentive period a rolling system so that investment undertaken in any year of a price control would always face the same length of incentive – so it could be a five year rolling system.

Further, if the concern is about the inability to adequately forecast the needed investment at the time of privatization or the price review, there are also solutions to this.  Logging-up, used to some extent in the water industry in England & Wales and used for all investment in the water and electricity sectors in Abu Dhabi provide for capturing investments at the next price review.  If there is a concern about financing investment during this time period (possibly arising because of regulatory credibility concerns) then a cost pass-through type approach could be adopted for this additional investment.  This type of approach has been discussed in the airport sector in Australia.
  So, it would seem possible to create a system that provides incentives for efficient delivery of planned investment without blocking unanticipated additional investment.

This is not to say that even with a well designed system problems could not occur.  In the electricity sector in Moldova even though there appeared to be a well specified incentive system for the investment the regulator has proposed striking 30% of the investment from the asset base.  Further, until good output measures of the impact of investment are established there will need to be an undue focus on inputs rather than outputs.  This will limit the incentives for management to only undertake appropriate investment but will at least leave incentives to minimize the cost of those planned investments.

What would the alternative be?  Under a rate of return system there does appear to be protection for the investor to earn a return on the amount of investment undertaken.  However, two caveats should always be considered:

· many rate of return systems accept the risk of the Averch-Johnson problem and so utilize a ‘used and useful or prudency’ rule to place some control on the amount of investment; and

· the above issue is exacerbated through the consideration of annual returns.  Not necessary under traditional US rate of return regulation but often employed in the variant seen in DTEs, the need to file annual returns increases the risk of regulatory intervention and so uncertainty about whether the investment will be remunerated.

Overall, incentive based systems should be able to provide an environment within which planned investments can be undertaken in an efficient way with certainty about how they will be treated (at least during the life of the price control) and unanticipated investments can be supported.  At worst this should be no worse than the environment available under a rate of return type system and at best it should be more supportive of investment by private operators.

Regulatory capacity – too little of a good thing?

A final issue that is often raised with respect to implementing an incentive based regime is that the regulatory capacity required to determine the price control is not available.

Clearly it is true that regulatory capacity in DTEs is limited and that this is a general concern.  However, the annualized form of rate of return regulation that is employed in many DTEs actually seems to place an even greater burden on regulators than an incentive based system.  Although any individual rate of return review may take less time than an incentive regime review would, only one incentive review should be required each three to five years unlike the annual rate of return review.  Further, it is likely that the quality of incentive based reviews will be greater than that of annual reviews owing to the time being available to consider important issues and to prepare analysis etc.

Some support for this proposition can be drawn from recent work by Domah et al (2002) considering the staffing and costs of regulatory agencies in developed and developing countries where the models reported showed that performance based regimes tended to lead to fewer staff.
  

This work can be supported by anecdotal evidence from India where the State Electricity Regulatory Commissions seem to spend an inordinate amount of time on their annual price reviews and, as such, have far less time than necessary to spend on other key reform issues such as market development, quality of service regulation etc.  Also, as mentioned above, if the annual determinations by commissions such as that in Orissa are considered it is clear that little or no real gain has been made in the information available for making determinations.  As such, the annual process has not helped solve the information problem and has, in all probability, hindered a real solution to the information problem from being found.

Summary

As was stressed in the introduction to this note, the ‘UK model’ incorporates a series of reforms that need to occur within the right legal, political and institutional framework for the full effect to be gained.  One element that has attracted significant attention in DTEs is that of incentive based regulation.

It would appear to be a common misconception that incentive based systems cannot be utilized in DTEs.  In many cases the reasons put forward as to why incentive regulation cannot work are based on an expectation of a perfect system needing to be employed or a stylized view of how the alternative, rate of return regime, will be implemented.  Simple solutions to some of the problems are available and are being successfully utilized in DTEs.

Obviously there are problems with establishing incentive based regimes, but the benefits that are gained from creating an incentive based system are such that solutions to these problems should be sought.  

It is also important to ensure that at least the basic environment for incentives to be meaningful exists.  Trying to apply an incentive scheme to a state owned enterprise is in most cases probably doomed to failure and could quite possibly damage the credibility of the regulatory agency.
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