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Session Overview

» Public Utilities - Characteristics
» The Regulation Problem

» Raison d’etre for Regulation

» Objectives of Regulation

» Regulatory Approaches

» Types of Regulation

» Regulatory Processes




» “The single most widely accepted rule for
the governance of the regulated industries
/s regulate them in such a way as to
produce the same results as would be
produced by effective competition, if it
were feasible.” — Dr. Alfred Kahn, The
Economics of Regulation. Principles and
Institutions (1970)




Public Utility - Characteristics

» Natural monopolies

- Historically, for reasons of technology, economic
development etc. utilities such as electricity, telecom,

natural gas, cable T.V., water supply etc. were considered
natural monopolies.

» A natural monopoly is when technology and capital
costs imply that one firm can provide a good or

service at less expense than two or more firms.
- Economies of Scale

- Economies of Scope

- Government ownership

> Network utilities




Competition in Infrastructure

» Competition in the market vs Competition for
the market

» How does it work for Infrastructure?
- Concession agreements
> Licensing
- Competitive Bidding
» Regulatory oversight of competitive segments
for
- Abuse of market power
- Adherence to performance standards
- Consumer grievance redressal




What is Regulation?

» A diverse set of instruments by which
government or organisations to which the
government has delegated powers, set
requirements on enterprise and citizens

» Regulations include laws, formal &
informal orders & rules issued by
regulatory bodies

» Action that simulates market outcomes in
the absence of a market




Economic Regulation

» Interventions to address problems of market
failure
- Monopoly abuse
- Dominant firms

- Equity & other non-market objectives like universal
service

» Interventions to simulate competitive
outcomes in non-competitive markets




PURPOSE OF REGULATION

Regulation is a proxy or surrogate for
public ownership or competition

Public
Ownership




Regulatory Aims

» Protect consumers from abuse by firms
with substantial market power

» Support investment by protecting investors
from arbitrary action by public sector

» Promote economic efficiency




Need and purpose of regulation

» Monopolies must be subject to regulation
» Electricity business is a natural monopoly
- capital intensity

- Minimum required economic scale

- Fluctuating demand

- Essential product for community

- Involves direct connection to consumers




CAUGHT IN THE MIDDLE

» Regulation is a balancing act between
ratepayers and investors.

e
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The Regulatory Transition - 1

» World over - till 1990s - public utilities
were government owned and consequently
government reqgulated or self regulated

» In the US - private or investor owned
utilities were regulated by an independent
regulator as

- Customers needed to be protected from
monopoly abuse by IOUs
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The Regulatory Transition - 2

» From 1990s - utility restructuring started
to take place

- |ldeological reasons
- Reasons of technology

» Functional unbundling of the sector
» Private sector participation/ privatisation
» Transition to independent regulation

» Protecting stakeholders from monopoly
abuse
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Regulatory Transition

Performance
Government Rate of Return based

Regulation Regulation

Regulation




Transition in Regulation

» Old Style Regulation: Regulatory functions
were vested with the Government

» New Style Regulation: Regulatory functions
vested with special regulatory agencies
- Consultation

- Transparency
- Fair prices
- Appropriate quality of service

- Customer protection - grievance redressal
mechanisms
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Regulatory Framework

» Separation of following functions
Policy making
- Policy Directives
Regulation
- Dispute Resolution
- Appellate Tribunals

- Courts
- Competition Commission

Ownership/ Management
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Objectives and Goals of Regulation

» Fostering a financially viable and sustainable
industry

» Attracting capital (private capital in many
countries)

» Improving the efficiency of utility service

» Creating an environment beneficial for the
consumers

» Expanding the supply network for universal
access (electricity, telephone/ communication
etc.)
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Characteristics of Effective
Regulation

>

Independence (from utility & excessive political
interference)

Accountability for their actions

Transparency and Public Participation
Predictability

Clarity of roles - should be defined in the law
Completeness and Clarity of Rules

Proportionality - regulatory intervention should be
proportional to the challenges they are addressing

Must have requisite powers for enforcement
Appropriate Institutional Characteristics

Integrity
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Regulatory Practices: Pitfalls to
Avoid

» Political Regulatory Capture
» Commercial regulatory capture
» Insufficient Accountability

» “Drowning” in consumer complaint
resolution

» Fragmentation of regulatory functions
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Checks & Balances in Regulatory
Design

» Basic question of who regulates the regulator
- Appellate Tribunals/ Courts (India)

- Competition Commission/ Parliament Select
Committees (UK)

o Anti-Trust / Courts (US)
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Regulatory Decisions

» Not a policy decision

» Not an administrative decision

» Has elements of judicial function

» Balances stakeholders interests

» Time-bound period to make decisions
» Can be appealed Court/ Tribunals
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Types of Regulation



Types of regulation

 Different types of * Focus on economic
regulation regulation
- econc?mic — objectives
— technical « what is the public
 safety in nuclear interest
units
. waterflow in ~ approaches
hydro plants * how it is done
— environment — structure
* emissions * how it is organized
standards

 Riparian issues




Types of Regulation

» Economic regulation:
- Rate of Return regulation (ROR)
> Price cap regulation (PBR)

> Sliding Scale Regulation - shares risk and rewards
between shareholders and consumers.

> Yardstick regulation - Set price equal to average
cost of comparable utilities. - Problem hard to
find comparable utilities e.g. local electricity
distribution companies.
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Regulatory Processes



Regulatory Process - e.g Tariff
setting

Filing of Proposals for Tariff revision

Notification in the News Papers

Receipt of objections

Public hearings by the " :
Commission Petition for review
Petition for Judicial

Notification of Tariffs LEVIEW



Stakeholder Participation

» Crucial to regulatory reform

Regulatory design mandates stakeholder
participation

Procedure laid down in Act and Commission
regulations

>

4
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Engaging the Public

» Consultation
> Soliciting inputs
* Public Hearings
- Consultation papers
- Stakeholder meetings
» Consumer Education
- Media
> NGOs
- Local Governments
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Regulatory Challenges

» Utility prices are political - there are no
votes in increasing prices

» Investors are aware of political pressures
and seek a credible commitment to rules
that ensure an opportunity to earn
reasonable returns

» Long-term nature and large magnitude
of required capital require credible
commitment, otherwise the cost of
capital will be high

2 Information asymmetries




Some Basic Model Designs Questions

(1)

» Should the regulatory entity have
jurisdiction over one industry, one sector
or several sectors?

» How much discretion/authority to give to
the regulator?

» What are possible paths towards setting up
a regulatory commission?

» What will be role of the line minister in
comparison to that of the regulator?




Some Basic Model Design Questions

(2)

» Why “independent regulatory agency’™?
» What should be the start up strategy?

» Should there be a single regulator or a
commission? Or what should be decision-
making structure?

» What should be the interface between sector
regulators and the competition commission?

» How do you select regulators?
» How do you fund the regulatory commission?




REGULATORY EXPECTATIONS

» General obligation to serve in exchange for
monopoly status

» Service will be safe, adequate, and reliable

» Reasonable opportunity to earn a return on
investment (Not a guaranteed return)

» Recovery of reasonable costs and investments
» Investments will be prudent and used/useful
» Rates will be just and reasonable

» No undue discrimination in rates or service




Thank you




