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In the past two decades we have witnessed an international
thrust towards the liberalization of formerly heavily regulated
markets. The energy markets in general, and electricity markets
in particular, represent no exception. In 1991, Norway was the
first country in Northern Europe to liberalize its electricity mar-
ket. Gradually, other Nordic countries joined this liberalization
process and are now part of a common Nordic electricity mar-
ket. The energy market revolution also led to considerable regu-
latory and organizational changes to avoid the possibility of
owners of the transmission networks exploiting their natural
monopoly. Detailed instructions about transmission costs were
given to ensure strict public regulations and that users were
treated equally. In Norway, the state was also forced to separate
production and network into different companies called
Statkraft and Statnett, respectively.

It is possible to use different approaches to explain the liber-
alization process in the northern European electricity markets.
Some may choose to emphasize the technological development
that allowed long-distance transmission and central coordina-
tion of a large network in an efficient manner, both technologi-
cally and contractually. Others may emphasize the realization
that the natural monopoly characteristics of electricity transmis-
sion and distribution did not necessitate public ownership of
electricity generation. This resulted in a policy of vertical
disintegration between generation and transmission/distribu-
tion. Finally, one may point to the increasingly pro-competitive
pressure represented by the European internal market and
European competition policy in all markets, not only electricity
generation.

An important part of the liberalization process has been to
define the role to be played by the state as a regulator and as an
owner of major assets in a deregulated market. In the UK, liber-
alization went hand in hand with privatization (Vickers and
Yarrow 1988).

With respect to Norway, public ownership is still an impor-
tant feature of the liberalized energy markets. The state and mu-
nicipally owned companies continue to operate but are subject
to competition from privately controlled companies. Yet, private
and public companies are treated differently under the conces-
sionary rules. Private companies can obtain a concession to ac-
quire and dispose off waterfalls only for a limited period, i.e. up
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to a maximum of 60 years. At the end of that period, the state
has the right of reversion. This means that if the right is exer-
cised, the acquirer is obliged to return the waterfall and all
installations to the state without compensation. This rule, how-
ever, does not apply to acquisitions or concessions given to
municipalities, counties, or state-owned undertakings.1 Such
undertakings have the right to unlimited concessions. Over time,
this has led to an increase in public ownership of water rights.
The state, counties, or municipalities are now the major owners
of waterfalls used or have a potential use for hydropower pro-
duction in Norway.

The differential treatment between public and private compa-
nies was the reason why the ESA (EFTA Surveillance Authority)
in 2002 questioned the Norwegian concessionary regime. None-
theless, Norwegian authorities were increasingly concerned with
the concessionary rules, irrespective of the ESA questioning.
They realized that the differential concessionary treatment had
some negative efficiency effects. First, precluding private com-
panies from competing for the acquisition of waterfalls based on
differences in perceived value creation, effectively locked up
public ownership to the resource. Second, Norwegian authori-
ties also realized that time limits on private concessions resulted
in some negative incentive effects with respect to maintenance
and reinvestment at the hydropower production facilities
towards the end of the concession period.

In this paper, it is definitely not our intention to discuss to
what extent the ESA may or may not have a point in its reasoned
opinion. One may add that Norwegian authorities have con-
tested the ESA position, arguing that national management and
control of natural resources fall outside the scope of the ESA
agreement. The purpose of this paper is, firstly, to present the
Norwegian regime for the management of water rights in a his-
torical context. We also think that this represents an interesting
case in the evolution of water rights and supplements the stories
told by Scott and Coustalin (1995) and Rose (1990). Secondly,
we want to discuss the government’s options to implement an
ownership neutral concessionary regime. This will be done
against the backdrop of continuing policy goals such as the regu-
lation of external effects and efficient taxation of resource rent.

1 As defined by the Norwegian Act, it includes limited liability companies where the
public ownership (state, municipalities, or counties) exceeds two-third of share holdings.
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A part of this discussion will be the challenges of any regulatory
reform and transition represents with respect to windfall gains
and losses.

���������
�����
������
��
�
���������	
�����������

Prior to presenting a historical perspective on the evolution of
Norwegian water rights in the last century, it is convenient to
define the actual meaning of water rights. Scott and Coustalin
(1995) argue that even though water rights differ from rights to
land or the like in a number of ways, the right nevertheless is a
property right. They widely define a water right as the right to
use or enjoy the flowing water in a stream. The basis for the right
may be riparian or ancient use. Riparian ownership emerges
from a person’s ownership of land on the banks of the stream,
whereas ancient water use rights are based on a person’s histori-
cal and actual utilization of the stream.

Norwegian water rights have historically been private and
based on riparian ownership. However, even before Norway ob-
tained a specific watercourse law in 1887, there had been certain
rules regulating the ownership and use of water resources. These
were based on King Christian V’s law from 1687, which was
again presumably based on common law and an ‘ancient use’
principle of water rights management: ‘all water courses shall
run as they have always run’ as it was written in the old Gulating
law code.2 The watercourse law (‘Vassdragsloven’) implemented
in 1887 instituted riparian ownership. The landowner also had
ownership to the water running over his property, yet with the
restrictions that followed from common law.

For a long time, waterfalls have been very important to the
Norwegian economy. Historically, the importance was primarily
connected to the transport of people and timber, in addition to
fishing. The economic development during the 19th century,
with the establishment of timber mills on a large scale, gave the
waterfalls increased importance. Furthermore, Norwegian engi-
neers were pioneers in the development of industrial plants that
based resources on hydropower. In 1885, the Laugstol paper
mill was based on hydropower, only three years after electricity
was delivered to common households. By the end of the 1800s,
hydropower resources had brought Norway’s industry to a very

2 The Gulating law is the earliest known Nordic code of statutes. It dates back to ap-
proximately 950 AD, but was probably not written down until late in the 11th century.
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favourable position. In 1885, 30-small privately owned power
stations delivered light to factories and private homes (Vogt
1971). The production of energy became the basis for the pulp
and paper industry, chemical industry (such as calcium carbide
and fertilizers), and metallurgical industry (such as aluminium,
magnesium, and silica).

Industrial versus ancient uses brought the same conflict be-
tween the ‘ancient use’ principle for watercourse management
and new (and presumably more valuable) uses that we also wit-
nessed in other countries during the industrial revolution. Rose
(1990) states that with the vastly intensified competition for
water power resources in the late 18th and early 19th centuries,
and with the application of waterpower to novel and thriving in-
dustrial uses, it became more difficult to defend the presump-
tion that established uses were more valuable than others.
According to Rose (1990), William Blackstone – whose views on
water rights were quite influential in Norway and elsewhere for a
time – argued that some rule of capture, as proved by ‘occu-
pancy’ and prior capital expenditure was the way to establish
one’s right to the fall of the river and to solve the conflict be-
tween alternative uses (Rose 1990, pp. 273–274).

Thus, the first point we want to make is that by the Water-
course Act, 1887, the Blackstonian principle of ‘occupancy’ had
also made its way into Norwegian law. Through the Act, indus-
trial interests were afforded rights to use the waterfalls together
with other private and common interests in the waterfalls. Based
on the ‘development and needs’ of society, the law incorporated
rules that gave the industry relatively wide entitlements to ex-
propriation when the intent was watercourse regulation with an
industrial purpose.

From 1905 to 1929, power-intensive industries together with
shipping became the two most important sectors of the economy
(Hansen and Selstad 1999). By 1920, 64% of the population
lived in housing with electricity—among the highest percentage
in the world. General supply was a local responsibility (munici-
palities, counties, and joint projects between communities).
Projects for power-intensive industries generally became the re-
sponsibility of the industry itself, as an integrated part of factory
projects.

Speculative investors, Norwegians, and agents acting on be-
half of foreign companies saw the value of Norway’s hydropower
resources from an early stage. They targeted hydropower



�����
�
��������
���
�	���
 ������

$���	��������
���	���
��
 ���������
���
����	����� �*2,�
2344

resources in the period from 1890 to the Second World War. This
was the background for a legislative act in 1888 to stop these
speculative investments. This act was named the Citizens’ Rights
Law (‘Statsborgerrettsloven’). Before the law was enacted, for-
eign as well as Norwegian investors could obtain rights to fixed
property such as land, mines, wood, and waterfalls, without any
restrictions. The law introduced concessionary rules for foreign
investors’ acquisitions of fixed property (except mines), persons
and companies. Swedish companies and persons were exempt
from these rules since Norway was in a union with Sweden at the
time (until 1905).

However, the practice of the law was liberal. In addition, it
was easy to circumvent, since Norwegians could act on behalf of
a consortium of foreign investors. In 1906, a report was pre-
sented with figures showing that foreign investors had acquired
rights to waterfalls representing total energy of more than dou-
ble the amount of that used in the Norwegian industry. Further-
more, it became known that foreign investors were also in the
market to acquire some additional important waterfalls.

These events triggered a law that was passed in the Norwegian
Storting3 in 1906, which intended to put an immediate stop to
the negotiations on the acquisitions. This law received the popu-
lar name ‘the panic law’.4 The background for the law must,
however, be understood in a broader context. First, it was a gen-
eral concern that assets important to the Norwegian economy
could become foreign owned. Norway had won its independence
from Sweden a year before in 1905. Second, it was also a con-
cern that the prices these waterfalls were sold at did not repre-
sent their fair and economical value. Finally, there was also a
fear that a few parties could obtain control over these
hydropower assets, leading to monopolization. This fear did not
only apply to foreign investors.

The law gave the concessionary authority the opportunity to
deny an investor a concession to buy a waterfall. The authorities
reasoned that if they had the right to deny concessions then they
also had the right to award concessions under certain condi-
tions. Conditions used in practice included a concessionary li-
cence of a limited duration (75 years). When the licence expired,
the waterfall, with any hydropower installations such as dams,

3 The Norwegian Parliament
4 Law of 7 April 1906.
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power stations, machinery and buildings, should be transferred
to the ownership of the state without compensation to the licen-
see upon expiration of the licence. This right of reversion was the
so-called ‘hjemfall’ condition. Other conditions imposed in-
cluded the use of Norwegian citizens in the workforce and com-
pany localization in Norway.

The first version of the act to regulate the rights to acquire
waterfall resources was only intended to regulate foreign invest-
ment. In the revision of the law in 1909, the regulations also in-
cluded Norwegians. At that point, ‘hjemfall’ was specifically
included in the statutes of the law. This law formed the basis for
the Industrial Concession Act and the Watercourse Regulations
Act, 1917, and has remained in place without major changes to
this date. The laws included provisions on pre-emption rights,
licences of limited duration, and the right of reversion to the
state when a licence expired, usually after 60 years. Pre-emption
meant that the state had a right to enter into the purchase agree-
ment instead of the purchaser, but with the same rights and ob-
ligations as set out in the contract. If the state did not use the
right, it would subsequently go to the county, and then to the
municipality.

‘Hjemfall’ and pre-emption rights were the instruments used
to secure control of an important resource through ownership.
Pre-emption rights and the rights of reversion to the state ap-
plied only in the case of private ownership. Thus, the ‘hjemfall’
rule does not apply to acquisitions or concessions given to mu-
nicipalities, counties, or state-owned undertakings.5 The public
owners have time-unlimited concessions.

Consequently, the second point we want to make here is that
‘hjemfall’ actually represents an institutionalization of the old
Roman law. Scott and Coustalin (1995) noted some important
features of the Roman water law. First, all ‘perennial’ rivers
(other than freshets) were publicly owned and administered by
the state. Second, running water itself belonged to no one but to
everyone, and that the only interest a person could acquire in it
was a temporary usufructuary right, which lasted only as long as
the specific use continued (Scott and Coustalin 1995, p. 837).
Furthermore, Scott and Coustalin noted that Blackstone
reached back to Roman law, where flowing water had been

5 As defined by the Norwegian Act, including limited liability companies where the public
ownership (state, municipalities, or counties) exceeds two-third of holdings of shares.
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res communes, owned by all and no one, subject to personal law
respecting the first comer. They quote Blackstone, who wrote in
1789 in his Commentaries on the Laws of England, volume 14.

All these streams so long as they remain in possession
every man has a right to enjoy without disturbance, but if
once they escape from his custody and he voluntarily
abandons the use of them, they return to the common stock
and any man else has an equal right to seize and enjoy
them afterwards (Scott and Coustalin 1995, p. 855).

What is the core of ‘hjemfall’? Precisely, it is that if the existing
owner decides to sell his water rights, the authorities decide that
he may do so, but on the condition that the resources are re-
turned to the community after a certain period. When the owner
decides to sell, he also gives up his usufructuary rights. The new
owner may dispose off the resource for a certain period—a pe-
riod that is long enough for the previous owner to realize a sig-
nificant portion of the value of the resource on a discounted
basis through the sale. After that period, however, the resource
can be disposed off in the best way for society. Consequently, in
many ways ‘hjemfall’ represents the first institutionalization of
this part of Roman law that we are aware of in western societies.

It is interesting to note that when ‘hjemfall’ was discussed a
century ago, the Department of Justice did not find it advisable
to recommend true ‘hjemfall’, i.e. that the right was returned to
the original owner after the concession period. The background
for this recommendation was that water had features of a com-
mon resource, and that the public should be able to dispose off
and control the use of that resource.

Moreover, when the laws instituting ‘hjemfall’ were designed,
there was a heated discussion regarding how far the private wa-
ter rights established by the watercourse act reached: was it an
unconditional property right, or should the law be understood
so that it was more like a right to use the stream, that is an
usufructuary right? The issues discussed were, in particular, to
what extent it should be necessary to obtain a concession to ac-
quire a waterfall, for whom it would be necessary, and to what
extent the state could set conditions as part of such concessions.

That it should be necessary with a concession was defended
on the grounds that it was not a breach of the property right. The
property right was first of all a right to use the property, and
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second a right to sell it. It was probably unconstitutional to limit
existing owners’ rights to use their own waterfalls, but it was not
considered unconstitutional to decide on different conditions
related to the sale of the waterfalls by existing owners.

����
����	���
����
 �!��
�		"

The main problem caused by the right of reversion to the state,
after the concession period, is related to the differential treat-
ment between private and public companies. Recall that Norwe-
gian public undertakings enjoy concessions for an unlimited
period of time, whereas private undertakings are granted con-
cessions for a maximum of 60 years whereupon the state has a
right of reversion. This skews the ownership structure in the sec-
tor towards public ownership. Ceteris paribus, the value of
hydropower production facilities, will be higher in the hands of a
public company than in a private company since the public com-
pany receives a time-unlimited concession whereas the private
company receives a concession with a 60-year time frame. This
creates an asymmetry for future changes in ownership, where
private buyers are discriminated against. Thus, the trend of the
ownership structure in the sector will be towards public owner-
ship. One should expect some long-term negative efficiency
effects associated with locking in public ownership and
locking out of industrial actors possessing alternative and new
competencies.

Furthermore, in the case of mergers or major changes in own-
ership structure, the value of the production facilities will be re-
duced since the right of reversion will be triggered if the public
share in the merged company falls below two-thirds. This might
affect the availability of new venture capital in the sector. This
might again affect Norwegian companies’ opportunities to par-
ticipate in the ongoing structural changes we see in this sector in
Europe. When industrial actors are locked out, the results may
be the low innovative ability, lack of flexibility, and strategic
capacity.

Because of the differential treatment, the Norwegian conces-
sionary regime was questioned by the ESA6 in 2002. According
to the ESA, the very existence of the difference in treatment

6 ESA is the Surveillance Authority of EFTA which ensures that Iceland, Lichtenstein,
and Norway respect their obligation under the EEA-agreement (Agreement on the
European Economic Area).
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between Norwegian public undertakings that enjoy concessions
for an unlimited period and private undertakings, which are
only granted concessions for a maximum of 60 years whereupon
the state has a right of reversion, only favours undertakings of
Norwegian nationality. According to the ESA, this rule is con-
trary to the freedom of establishment provided by Article 31 of
the EEA Agreement. The ESA was also of the opinion that a
concessionary regime where private undertakings may only run
a concession for a limited period of time, may deter investors
from acquiring shares in those undertakings, contrary to the
provisions for the free movement of capital as stated in Article 40 of
the EEA agreement.

The third problem is associated with the incentive problems
caused by the right of reversion towards the end of the conces-
sion period. It is obvious that the incentives for reinvestment
and maintenance will be affected when the concession is time
bound. The disincentives for investment related to specific assets
will be stronger by the day as the end of the concession period
approaches. It should be noted that the authorities have intro-
duced an instrument that alleviates this problem to some extent.
This instrument is called forestalled ‘hjemfall’. In cases where
the disincentive problem is imminent, and there is less than 25
years left of the concession period, the state may exercise its
‘hjemfall’ right immediately and lease or sell the waterfall with
its production facilities to the incumbent for a new period of up
to a maximum of 50 years. The compensation for this is subject
to negotiations between the state and the concession holder.

In November 2002, the Norwegian government presented its
preferred solution to these problems: to keep ‘hjemfall’ and
make all the concessions time limited, including concessions
owned by public companies. The proposed period for their con-
cessions was 75 years from the date the new rules were imple-
mented. After that, the rights would revert to the state. Existing
private concessions would revert to the state as prescribed by the
original conditions. Furthermore, it was proposed that the pub-
lic pre-emption right should be removed. Forestalled ‘hjemfall’
was still to be used as an instrument in relation to investment
incentives towards the end of the concession period.

There was no compensation offered to public companies be-
ing hit by these proposals. Needless to say, the proposals were
not met with enthusiasm by the strong political forces in rural
Norway. Consequently, in early 2003 the government established a
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commission to consider all the alternative proposals related to
‘hjemfall’ that had been presented in the aftermath of the origi-
nal government proposal. Thus, the future of ‘hjemfall’ remains
uncertain.

In the rest of the paper, we attempt to outline the main
premises and implications in such a discussion of policy options.
The discussion relates to Norwegian water rights but should also
be relevant to other countries in their considerations in this area.

���������
��������
�

���
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The Norwegian government faces two main challenges with re-
spect to Norwegian water resources. The first is to identify and
create an efficient, ownership-neutral regime for management of
domestic water resources. The second is the transition from one
regime to another, that is to cope with the windfall gains and
losses that a reform will inevitably imply in some ways. The dis-
cussion of policy options to respond to these challenges must,
however, be conducted against the background of some impor-
tant premises.

The first premise is that the state, counties, or municipalities
are actually now the major owners of waterfalls in use, or have a
potential use in hydropower production (NOU 1998). In 1998,
municipalities and counties owned around 55% of the Norwe-
gian hydropower production capacity, while the state-owned
company Statkraft owned 30%. At that point, private companies
owned around 15% of the production capacity, where two-
thirds of this was subject to ‘hjemfall’ to the state. Of this, Norsk
Hydro (of which the state controls approximately 44%) owned
two-thirds. Of the remaining one-third concession free, privately
owned waterfalls, Hafslund7 owned 30%.

Secondly, over the past 15 years Norway has implemented
what may be the most liberalized market for electricity supply
among IEA (International Energy Agency) member countries.
The Energy Act, 1991 was designed to restructure Norway’s
electricity supply industry by separating generation and trans-
mission, and allowing customers at all levels to select their sup-
pliers. The state power company was reorganized into two
state-owned companies to separate transmission and generation
functions. Each is a form of state enterprise but is more inde-
pendent of government than the state power authority was. Both

7 The municipality of Oslo is a majority owner.
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have an obligation to operate on commercial terms, though the
state provides debt guarantees. The principles that guided these
changes were the government’s desire to introduce a clear dis-
tinction between its policy setter role and responsibility for su-
pervision and regulation of the parts of the electricity sector
characterized as natural monopolies, from those functions that
can be organized through a market.

The foundation for the last two premises is that, although
much has changed since the ‘hjemfall’ was instituted, the state still
has important policy goals to pursue related to this vital resource.

Scott and Coustalin (1995) point out that the exercise of wa-
ter rights may have external effects on owners of similar rights
downstream. As a consequence, the owner of water rights is vul-
nerable to challenges by upstream users of the stream. The pres-
ence of externalities is why private water rights are often
administered and controlled by the government.8 In Norway,
externalities in use, conflicts between different uses and envi-
ronmental interests have over time led to the development of a
number of legislative tools. For instance, a developer must have
a licence pursuant to the Watercourse Regulation Act to carry
out measures or divert water in a watercourse. Moreover, ac-
cording to the Industrial Concession Act, 1917, the acquisition
of waterfalls by persons other than the state is subject to a con-
cession with mandatory reversion of waterfalls to the state after
60 years. Furthermore, there are rules pertaining to different
kinds of works in rivers (flood control, embankments, etc.).
Norwegian natural resource management decisions made on the
basis of these tools can be divided into two categories: decisions
relating to the acquisition and ownership of waterfalls, and deci-
sions relating to the actual use of the waterfall.

Furthermore, we will argue that the state has the legitimate
right to tax the rent that the use of the resource might realize. The
rent may also be taxed on other grounds. Hydropower has to be
produced where water is present. Consequently, in principle the
rent can be taxed without any loss of efficiency. Taxing the rent
can reduce the tax burden in other sectors, where taxes have a
deadweight loss. The second, and most important, underpinning
for resource rent taxation is that resources belong to the state.
Even though individuals have usufructuary rights to the
resource, the water running over the ground has been collected

8 Alternatively, this can be left to enforcement in the courts.
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from a much larger area. It can therefore be argued that the in-
vestments needed for the production of hydropower should only
receive a ‘normal’ remuneration to capital and other resources,
while the social value of the lease should go to the resource
owner—the community. This must, however, be done in a way
that does not introduce distortions into the companies’ deci-
sions. Otherwise, total resource value will be reduced.

The tax rate applied to Norwegian hydropower production is
currently 27%, and comes on top of ordinary corporate income
tax at the rate of 28%. The tax system implemented for the Nor-
wegian power-generating sector is based on these principles pro-
posed by Boadway and Bruce (1984), Fane (1987), and Bond
and Devereux (1995). The principles of the tax system include
losses carried forward at a threshold rate and ordinary depreca-
tion deductible against the rent tax in addition to an uplift, cal-
culated as the value of assets times the threshold rate. In
principle, the uplift should shield the normal rate of return from
taxation. The sector is also subject to other taxes. The ‘natural
resource tax’ was implemented to secure the income stability of
the municipalities where the waterfalls were located, amounting
to 0.013 kroner per kWh of power generated. This tax is deduct-
ible against the income tax. The power production companies
are also subject to property taxes. The basis for this tax is the
market value of the production facilities, and the tax rate is in
the interval of 0.2% to 0.7%. Finally, a company may be re-
quired to pay a licence fee pursuant to the Industrial Concession
Act and a watercourse regulation fee pursuant to the Water-
course Regulation Act for hydroelectric development projects.

$�	��%
�������

The most obvious premise when discussing alternatives to the
present implementation of the ‘hjemfall’ rule is that the differen-
tial treatment of private and public companies must end. This
can be achieved through two alternative regimes: ‘hjemfall’ ap-
plied as a general condition for both private and public owners
or the removal of ‘hjemfall’ entirely. We will discuss these two
alternative policy options. Secondly, since water is and will be an
important natural resource in Norway, we will take it for granted
that the Norwegian state in the future will also need efficient
tools to regulate the use of this resource, and to tax the natural
resource rent accruing from its use, for instance for power
production purposes.
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In the first regime, the state (the public) retains ownership of the
waterfall resources. The literature defines ownership through
two important aspects: residual control and right of decisions,
and allocation of residual net profit (Milgrom and Roberts
1992). The state can retain ownership of the resource directly or
indirectly. Direct ownership implies that a company where the
state has a majority control also owns the underlying waterfall
rights. Indirect ownership means that the state owns the under-
lying resource, but can lease it to private or state-owned compa-
nies for a limited period. In a market-based sector like the
Norwegian hydropower production, direct ownership is not a
realistic alternative to either regulation or resource rent taxation,
because the state-owned company or companies is one of the
many companies in the market.

Public water rights may be allocated to private or public com-
panies for a limited time with certain restrictions on the use. The
waterfall rights reverts to the state after the end of the conces-
sionary period. The rights can be reallocated to the same or an-
other company for the same use, or be reserved for other uses
such as recreation purposes.

Through indirect ownership, an important regulatory deci-
sion takes place at the end of the concession period when the
waterfall right can be reallocated. At that point, the state can
decide the future use of the waterfall; for instance whether it will
be reallocated in its current use, or be put to another use that is
considered to be of a higher value. Indirect ownership must,
however, be combined with regulatory and legislative tools as
the authorities also need to pursue the interests of society with
respect to the use of the resource during the concession period.

The reallocation of the leases can be either discretionary or
market-based. In the first case, the state negotiates prices and
conditions with the lessee. This represents the practice today. In
the alternative case, the leases are reallocated using cash bonus
auctions for example. The winning bidder gets the lease and pays
a bonus determined through the auction to the state. The state
can still determine conditions ex ante. In this case, the realloca-
tion method also represents a tool for resource rent taxation.
Thus, imposing a resource rent tax on the lessees ex post when
profits materializing during the concession period might be less
important. In fact, Mead (1994) argues that the only neutral
rent collecting system is a cash bonus bidding system. The social



����	
	��
��
��
��	����
�
����
��	
�
����� 	�

$���	��������
���	���
��
 ���������
���
����	����� �*2,�
2344

value of a lease is, in principle, equal to the most efficient firm’s
valuation of it, and the auction will reveal this firm’s valuation of
the lease. McMillan (1995) points out that if there are enough
bidders to generate significant bidding competition and bidders
are reasonably confident of the precision of their value esti-
mates, then bids are quite close to values.

Thus, in practice, the bid will depend on several factors in ad-
dition to the expected value of the reserves. To what extent these
two conditions are fulfilled and the winning bid actually reveals
the resource rent will determine the authorities’ willingness to
‘put all their eggs in one basket’, that is whether cash-bonus auc-
tions should be used as the only tool to collect resource rent.
With a lease period of 60 years, the authorities might be some-
what reluctant to place all the weight on the cash-bonus auction
as a resource-rent taxation tool. A shorter lease period, (for in-
stance 15 years, as we frequently see for spectrum leases in tel-
ecommunications, for example), might result in higher precision
value estimates but might on the other hand alleviate the rein-
vestment incentive problem.

Consequently, it is only if the concession period is relatively
short and the reallocation method is based on a cash-bonus auc-
tion, that the authorities can be more relaxed with respect to
imposing an ex post resource rent tax, given that conditions for
sufficient competition are in place (Table 1).

Whether the concession period is short or long, or the reallo-
cation method is market-based or discretionary, the problem of
reinvestment incentives towards the end of the concession period
persists so long as there is a positive probability that the lease
will be lost. As previously mentioned, the current approach is
forestalled ‘hjemfall’ and has relatively long concession periods. Long
concession periods will of course reduce the problem but not
solve it entirely. In case where the lessee presents investments
that will not be carried through because the remaining lease
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period is too short but would have been profitable if the lease
period had been longer, the authorities may agree to negotiate
terms for a renewal of the lease for a new term. The basic prob-
lem is that the current lessee may use this option strategically as
a means to gain long-term control over the resource on a discre-
tionary basis.

Another imperfect approach is to base the compensation on,
for example, the book value or reinvestment value of assets. Differ-
ent authors have proposed alternative approaches. Vickers and
Yarrow (1988) discuss the case where the previous lessee must
negotiate the price for existing specific assets with the new lessee
that won the bidding competition. Not surprisingly, if the previ-
ous lessee expects that the price will be relatively low, this will
provide disincentives for investment towards the end of the con-
cession period. Harstad and Crew (1999) present an approach
where the auction simultaneously determines the price p the
winning bidder has to pay for the lease, and the compensation
t(p) from the winning bidder to the incumbent for the transac-
tion-specific assets. The challenge facing the regulator is, of
course, to specify the transfer pricing function so that invest-
ment incentives are preserved. Laffont and Tirole (1993) discuss
how the auction can be designed to improve investment incen-
tives. They point out that in cases where transferable assets (for
example machinery) are significant, the auction should be de-
signed so that it gives an advantage to the incumbent lessee.

The second problem with this regime as a solution to achieve
concessionary neutrality between public and private companies
relates to the transition between regimes. A transition to this re-
gime creates windfall losses to all public companies that own
time-unlimited waterfall concessions. The state-owned company
Statkraft SF will also see a windfall loss, but this loss is from one
hand to the other of the same owner. More serious is the effect of
transferring wealth from the municipalities and the counties to
the state if the rights revert to the state, as proposed. Moreover,
heavy windfall losses will create serious opposition to the pro-
posal from strong political actors. An alternative approach could
be that the rights revert to the municipalities in which the water-
falls lie. However, this may create some other problems, since a
waterfall often covers several municipalities. Furthermore, a
municipality might have interests in the waterfall resources that
is in conflict with the socio-economic or public interest. For ex-
ample, locally, we have often witnessed a strong interest in
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waterfall uses that create new jobs and activity, whereas the
overall public interest has been towards preservation. Thus, this
solution would have to include mechanisms that ensured that
general public interests were taken into consideration in a
proper manner. Yet another alternative would be to offer the
windfall losers some form of compensation that would make
them indifferent between the existing and the new rules.

On the other hand, windfall gains will accrue for the munici-
palities where the waterfall rights are located. According to the
current rules, these municipalities have the right to one-third of
the value of the waterfalls that revert to the state when the con-
cession period expires. This applies even if the reversion is fore-
stalled. Assuming these rules are retained, ‘hjemfall’ for all
rights, even publicly owned rights, will result in a transfer of
wealth from the current public owners to the municipalities
where the waterfalls are located.

����	
��	
��������	
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In the second regime, the state grants concessions to buy water-
falls without setting requirements with respect to time limitation
and right of reversion at the end of the concession period. In-
stead of ownership being the major resource management tool,
the state will have to depend on laws, regulations, and negotia-
tions to manage the common resource and externality aspects of
the Norwegian water resources.

This regime implies a departure from the current regime’s in-
evitable thrust toward public ownership and instead implies a
drive towards privatization. As mentioned above, the Norwegian
state, counties, and municipalities are now major owners of wa-
terfall rights through partly or fully owned companies. If these
rights, or the companies owning these rights, were sold to a pri-
vate company, this can be done under the premise that the rights
will belong to the private company without any time limit. We
will call this the privatization regime, even though many water-
falls will still be owned by public companies.

One lesson taught by the NRE (New Resource Economics) is
that privatizing water resources and using markets to allocate
water between competing uses, places, and times will increase
efficiency. This, however, applies to uses that can be priced in
the marketplace. Consequently, efficient regulatory tools will be
important in this regime. In the previous regime, the state could
decide on alternative uses of the resource when the lease
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expired. For privatized resources, alternative uses with a higher
value for society, but not priced in the market, can still be
achieved. However, the process is more cumbersome since it in-
volves negotiations, or a tedious process through the courts.
Bauer (1998) presented experiences from Chile, which indi-
cated that the transaction costs were high and that a weak regu-
latory authority and private bargaining failed to resolve conflicts
between alternative uses for the river.

Bowen, Moncur, and Pollock (1991) were concerned with the
possibility of windfall profits being reaped by private owners
through the creation of private ownership claims to a resource
previously in the public domain. When waterfall rights owned by
the state, or through state-owned companies or companies con-
trolled by the counties or municipalities, are sold to private
companies, prices and conditions will, at the outset, be market-
based. The price will reflect the expected resource rent. How-
ever, as pointed out by Bowen, Moncur, and Pollock (1991),
rent capture is dependent on well-defined property rights and
markets. Consequently, the state would need an efficient instru-
ment that taxes resource rent in a less ad hoc manner over time.

On the other side, this regime removes the problems with re-
investment incentives since the waterfall rights are unlimited in
time. Some regulatory risk will nevertheless persist.

With respect to windfall gains and losses, privatizing the re-
sources through time-unlimited waterfall rights will of course
create windfall gains to those agents that own time-limited wa-
terfall rights today, such as private companies. The closer to the
end of the concession period, the larger the gain will be. Public
companies should be indifferent, apart from the efficiency gains
brought forward by ownership neutrality. In the previous sec-
tion, we mentioned that under the current rules, municipalities
where the waterfall rights are located have the right to one-third
of the value of the waterfalls that revert to the state when the
concession period expires. When ‘hjemfall’ is removed, this right
will also be lost, resulting in a windfall loss.

&���	�����

Norwegian water rights constitute an interesting case in the
management of an important natural resource. Hjemfall was an
important instrument in securing control of a vital resource
through ownership almost 100 years ago. Today, the legislation
concerning property rights to water is still based on the fact that
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this is an important national resource with crucial local ties. The
implications of this are a set of restrictions on lasting ownership
on these resources. However, these regulations do have a flip
side. The implications of ‘hjemfall’ discussed in this article are
that it
� locks up public ownership to water resources;
� leads to a direction of state monopoly;
� makes water power resources a less attractive commercial

investment option;
� gives negative incentive effects for maintenance towards the

end of the concession period.

In this paper, we have presented the reasons and historical
conditions for these regulations. We have presented the argu-
ments as to why it is necessary to reconsider the existing frame-
work. In particular, it is important to adjust the regulations so
that ownership neutrality is achieved.

It is, however, also mandatory to ask if ‘hjemfall’ still is a nec-
essary instrument. We have presented two stylized alternatives to
the current regime: one where the state’s right of reversion is
kept for all waterfall rights, public as well as private, and the
other where the right of reversion is removed. The last regime
implies privatization of waterfall rights in the sense that the pub-
lic, represented by the state, no longer maintained ownership of
the underlying resource. Whether a private company or a com-
pany owned by a municipality exploits the resource for power
generation purposes makes no difference with respect to the
regulatory flexibility.

So, which regime should be chosen to achieve ownership neu-
trality? According to the Government Commissioned Report
(NOU 1994), considerations that work in favour of public own-
ership can also be taken care of through different regulatory and
legislative tools. However, experiences from other countries in-
dicate that regulating the use of private waterfall rights is quite
demanding on the regulatory and judiciary authority. Moreover,
one must also consider to what extent regulatory flexibility
might be lost in the future, for example through supranational
agreements. In that case, ownership represents a tool that might
be important with respect to realizing uses of the resource pur-
suant to public goals.

It is of course difficult to give the ‘correct’ answer as to which
regime represents the correct solution given the different
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regulatory goals and the challenges any transition presents. Table 2
summarizes some of the pros and cons of the alternative regimes.

For instance, it may very well be that the problems with rein-
vestment disincentives in the long run may be neglected. More-
over, different solutions can be chosen to neutralize the windfall
gains and losses that will occur in the respective regimes. How-
ever, Table 2 does illustrate that creating an ownership neutral
regime is not an easy task, either with respect to design or how to
deal with parties with vested interests in the current regime. The
preferred alternative will have to be selected based on which of
the two alternatives offers the necessary regulatory flexibility
with respect to the management of this vital resource, today and
in the future.
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The definition of competition, its advantages, and its various
forms are well known. At one end of the spectrum is perfect
competition, which prevails when a large number of sellers, buy-
ers, identical goods, free entry, free exit, free access to informa-
tion, and free access to available technology exist in a market.
Firms are price-takers in such markets and no individual firm
can influence the market price. At the other end of the spectrum
is the monopoly model and its variants – duopolies and
oligopolies – where firms are price-setters; there are substantial
entry and exit barriers; and there exists some degree of product
differentiation.

Most infrastructure sectors are characterized by a high ratio
of fixed to total costs, steeply declining average and marginal
costs, and increasing returns to scale. This implies that building
duplicate infrastructure facilities, typically in the bulk transpor-
tation and distribution segments, is costly; thereby leading to in-
frastructure services being provided by one, or few, service
providers. However, this gives rise to an inherently monopolistic
industry structure; therefore regulation of prices, output, and
other related services are deemed necessary to prevent monopo-
listic exploitation. In many countries, therefore, utility regula-
tion of monopoly service providers has been justified on these
grounds. Service providers are both government monopolies (as
in most South Asian countries) and private monopolies (as in
the US). There was an implicit belief that because monopolies
can reap the benefit of economies of scale, a monopolistic
arrangement for delivery of infrastructure services, with ad-
equate regulation to protect consumers from its potential abuse,
would benefit society the most.

Utility regulation, however, is not a static process because the
concept of what constitutes a natural monopoly is constantly
changing. Technological changes have made it possible to intro-
duce competition in various segments of infrastructure. For ex-
ample, telecommunication services used to be integrated
services. The same monopoly service provider used to offer local
network services, long-distance services, or even value-added
services. Due to technological breakthroughs, it is now possible
to unbundle these services and introduce more than one player
in each of these segments, leading to more competition and its
attendant benefits. In the case of electricity generation, trans-
mission, distribution, and supply were earlier provided as
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bundled services, with minimal competition. Again, due to tech-
nological innovations, it is now possible to have combined-cycle,
gas-turbine-based small power plants that can compete with
other power plants based on conventional fuels. Thus, in the
generation segment at least, to a large extent, it is possible to
reap the benefits of competition: the UK1 experience during
1989/90 demonstrated that it can now
� restructure the state-owned electricity industry,
� separate generation from transmission,
� allocate generation capacity among various companies, and
� create spot markets for wholesale electricity to enable genera-

tion competitive.2

Similarly, reform in the US gas sector in the 1990s demon-
strates that unbundling of gas transportation, storage, and provi-
sion of equal treatment to third party users, ultimately, led to
new entrants in markets that in turn made it possible to create a
liquid spot market with prices determined by market forces.

In addition to technological changes, certain policy decisions
also led to the unbundling of various services and promoted
competition. This was especially true in the early interconnec-
tion decisions prior to which regulated monopolies extended
their activities through tied selling into requiring customers to
buy products and services that did not have characteristics of a
‘natural monopoly’ such as telephones, electric meters, and hot
water boilers.

Competition and utility regulation are dynamic and inter-
twined concepts, and in both cases, one needs well-defined rules
(laws and policies) and institutions for them to work. In the case
of competition rules, the primary purpose is to maintain, en-
courage, or protect the process of competition by preventing re-
strictive business practices that are anti-competitive. Typically,
competition rules tend to be economy-wide and apply to a large
number of firms. In the case of utility regulation, rules tend to be

1 In 1998, important changes took place in the regulatory regime in the UK: the pri-
mary duty of the sector regulator changed from promotion of competition to protection
of consumers. This step did put a burden on the regulators to choose market solutions
only if there was a net benefit to consumers.
2 Introducing meaningful competition is not without costs, especially in the power sec-
tor, and the challenges of doing so are increasingly becoming clearer. Moreover, even
though unbundling and introducing competition may be feasible, some markets may be
just too small to reap the benefits of competition (Besant and Tenenbaum 2000).
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more sector-specific, govern matters such as tariffs, service
standards, or obligations to supply, and apply to a smaller
number of firms.3

Given the close dynamics between competition and utility
regulation, increasingly policy-makers in South Asia are facing
the question of whether some or all activities of traditionally mo-
nopolistic utility industries can be subjected to economy-wide
competition rules, rather than sector-specific regulation, and
how to manage the interface between competition and utility
regulation. The paper begins with first outlining three typical
institutional approaches towards managing competition and
utility regulation (Approaches to utility and competition regulation).
Sections on Utility regulation in South Asia and Competition regu-
lation in South Asia discuss the evolution of utility regulatory and
competition regulatory rules and institutions adopted by South
Asian countries, while the section on Overlap between competition
and utility regulatory frameworks discusses the potential overlap
between the two. Role of utility regulator in promoting competition
examines how well they have performed their ‘promoting com-
petition’ function, particularly in India and Sri Lanka.

����������
��
���	��%
���
�����������
����	�����

World over, infrastructure regulation is typically managed
through two distinct sets of interventions: utility regulation and
competition regulation. As discussed in the previous section,
market power of infrastructure service providers stemming from
declining average costs is the rationale behind utility regulation.
In contrast, competition regulation protects the competitive
process, and is more general and less intrusive in nature com-
pared to utility regulation. Three distinct institutional ap-
proaches adopted in dealing with utility regulation and
competition regulation are
� Approach 1 Utility regulators – either industry specific or

multi-sectoral – deal with competition issues, and the compe-
tition authority has little or no role.

� Approach 2 Competition authorities have oversight over all
competition issues, including infrastructure sectors, and util-
ity regulators have little or no role.

� Approach 3 Hybrid approach: either approach 1 or ap-
proach 2, with a distinct relationship between utility regula-
tors and competition rules and bodies.

3 See Smith and Gray (1998) for a more detailed exposition.
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Under this approach, utility regulators deal with all issues in the
specific industry or sector, and the competition authority has no
role whatsoever. Pending the development of an economy-wide
competition regime, utility regulators can administer industry-
specific rules as well as broader competition rules in their own
sectors. In Bolivia, this approach (Smith and Gray 1998) was
adopted in its early stage of regulatory development: specialist
utility regulators administered both utility-specific rules and
broader competition rules in their respective sectors. In other
countries, statutes or jurisprudence often settle jurisdictional is-
sues. For example, judicial decisions in the US or Canada often
exclude ‘scrutiny’ under competition laws of conduct approved
by the regulator (Smith and Gray 1998). While there are advan-
tages to internalize both utility regulation and competition regu-
lation functions within one entity, there is a risk that a coherent
approach towards competition may not develop and that differ-
ences in the way competition is handled in different sectors
could induce distortions.4

�����	����

Under this approach, the competition authority manages both
the competition regulation and utility regulation functions. For
example, in Australia, the ACCC (Australian Competition and
Consumer Commission) assumed the main role for both com-
petition and regulation in the telecommunication sector in 1997
(Asher 1999). Initially, in New Zealand regulation of the
telecommunication sector was entrusted with the Commerce
Commission, the economy-wide competition regulator, rather
than a sector-specific utility regulator (Smith and Gray 1998).

The advantage of entrusting the competition authority with
both functions is that, similar to approach 1, there is only one
entity that manages both utility regulation and competition
functions. And unlike approach 1, the risk that a coherent com-
petition policy may not develop is also less likely. However, the
disadvantage of this approach is that appropriate utility regula-
tion decision-making entails specialist technical knowledge, and
entrusting that to a competition agency that administers neces-
sarily general competition rules could preclude the creation of

4 One way of ensuring a cohesive competition policy is to replicate the competition act
provisions in the regulatory policy/act so as to ensure that the same principles apply in
all the sectors.
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sector-specific utility regulatory rules and bodies. For example,
in the case of New Zealand (Smith and Gray 1998), substantial
disagreement over how specific pricing principles for intercon-
nection should be developed led to extensive litigation and
appeals over several years. Learning from New Zealand’s experi-
ence, Australia (Smith and Gray 1998) recognized the need to
develop sector-specific utility regulatory rules on interconnec-
tion and price controls, but to prevent the proliferation of utility
regulatory bodies, entrusted its national competition agency the
responsibility of administering these sector-specific rules over
airports and other utilities within the purview of the national
government.

�����	����

A hybrid approach could include creating specific competition
and utility regulation rules, and assigning specialist competition
and utility institutions to administer and enforce these rules.
The key to making this approach work is to develop appropriate
mechanisms to ensure coordination between the two institutions
in order to prevent possible overlaps. For example, in the UK,
regular coordination meetings are held between the competition
and utility regulators. And in Zambia, a member of the ZCC
(Zambia Competition Commission) also acts as an ex-officio
member in regulatory boards of other sectors (CUTS 2003).

Which of the three institutional approaches is optimal for pro-
motion of competition? This depends on various factors ranging
from stages of economic development of a country to the cred-
ibility of policy-making, regulatory institutions, and competi-
tion authorities. Depending on the circumstances, a country
could also adopt one approach and later evolve to another with
changing circumstances.

'��	��%
����	�����
��
(����
����

Until the 1990s, most South Asian governments in addition to
owning, financing, and operating, also regulated their infra-
structure sectors.5 The outcome was far from satisfactory,

5 For instance, in the telecom sector, the archaic Telegraph Act, 1885 and the Wireless
Telegraphy Act, 1933 regulated the telecom sectors in India and Bangladesh. The De-
partment of Telecommunication in India and the Bangladesh Telegraph and Telephone
Board in Bangladesh used to be service providers as well as regulators. In Sri Lanka,
before the enactment of the Telecommunications Act No 25 of 1991, the line ministry
in charge of telecom used to regulate the sector. Until a few years ago, India’s electricity
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resulting in high operational inefficiency and poor quality of
service, lack of transparency in the decision-making, high barri-
ers to entry and inadequate flow of capitals, financial misman-
agement, and lack of protection of consumer interests with
non-competitive choices for consumers.

In line with the global trends, many countries in South Asia in
the 1990s began opening up their infrastructure sectors for pri-
vate investment with the liberalization of the telecommunication
sector in India, Sri Lanka, and others. However, regulatory re-
forms by way of positioning independent regulators came much
later in these countries. There was a lack of understanding that
regulatory frameworks, on the basis of which competition and
private sector participation was sought, had to be established
first, if not concurrently with the sector opening. Benefits of
regulatory innovations were not fully recognized by policy-mak-
ers, and consequently, sufficient efforts to develop adequate
regulatory frameworks were lacking.

Eventually, new regulatory institutions were established in
South Asia.6 These new institutions differ from their previous
administrative counterparts: their decision-making process is
more transparent compared to the closely guarded, ‘need to
know’ basis, decision process of usual administrative govern-
ment departments that result in opaqueness, and lack of public
accountability and scrutiny. Because these institutions are re-
quired to balance the interests of different stakeholders, they
were formulated as autonomous bodies (Appendix A depicts at-
tributes of independence across regulatory bodies in the South

sector was governed by outdated acts such as the Indian Electricity Act, 1910 and the
Electricity (Supply) Act, 1948, while in Bangladesh, the Electricity Act, 1910, the
Dhaka Power Supply Authority Act, 1990, and the Bangladesh Petroleum Act, 1974
used to govern the energy sector. Similarly, in India’s port sector, the Indian Ports Act,
1908; the Major Port Trusts Act, 1963; the Merchant Shipping Act, 1958; and the Dock
Workers (safety, health and welfare) Act, 1986 formed the legal and regulatory basis for
the sector.
6 Historically, in many developing countries, utility services were entrusted to public
monopolies and utility pricing was perceived to be the prerogative of the political ex-
ecutives. At the same time, many governments felt equally compelled to restrict mono-
polistic tendencies in private industry and that explains the enactment of legislation to
regulate restrict trade practices. While laws to restrict monopolies and promote compe-
tition came into existence much earlier, legislation that creates quasi-judicial utility
regulatory authorities distinct from the political executives is of recent origin, following
a series of measures launched in many countries since the late 1980s and early 1990s.

Footnote 5 continued
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Asian region) armed with features as required under ‘maximal
definition’ of independence and accountability. Their functions
ordinarily include mandatory ones such as tariff setting and es-
tablishing and monitoring quality standards, recommending
functions such as licences, and playing an advisory role on sector
development. The scope of these functions varies across coun-
tries and sectors depending on the stage of sector development
and regulatory tasks.

By 2003, 30 independent regulatory bodies in Bangladesh,
Bhutan, India, Nepal, Pakistan, and Sri Lanka were established.
They regulate the telecommunication sector in all these coun-
tries, the electricity sector in all countries except Bhutan and
Nepal, the water sector only in Sri Lanka, the oil and gas sector
in Bangladesh and Pakistan, and the port sector only in India.

The approach to arms-length regulation in South Asia is by
and large sector-specific. With the exception of Sri Lanka, most
countries have positioned their regulators on a sectoral basis. In
Sri Lanka, the PUC (Public Utility Commission) of Sri Lanka
Act, 2002 positioned an MSR (multi-sector regulator) for elec-
tricity, water, and transport. It was recognized in Sri Lanka that
regulatory skills common across these sectors are in short sup-
ply, and with MSR, chances of regulatory capture by either the
industry or government would be difficult, and that an MSR
would be more cost-effective.7

&����������
����	�����
��
(����
����

In the early 1990s, many South Asian countries moved from a
command and control approach to a market-driven economy
structure. While market liberalization and globalization have the
potential to improve the economic welfare of consumers, they
can pose a challenge if and when they fail to protect consumer

7 An MSR (multi-sector regulator) is also favoured if there is a convergence of technolo-
gies (for example in telecommunication, broadcasting, and information technology ar-
eas). This rationale is taking hold in India’s telecommunication sector, and the Indian
government is in the process of finalizing its Communication Convergence Bill for po-
sitioning an MSR covering telecommunication and broadcasting industry. But unlike in
the energy sectors of Bangladesh and Sri Lanka, at the central level in India, in all prob-
ability there will be two regulators: one for the electricity sector, and the other for the oil
and gas sector. At India’s state level, an MSR may not emerge, as other sectors like
water are yet to be recognized as suitable for bringing it under the purview of independ-
ent regulation in the near future (Garg, Kabra, and Kacker 2003). In Pakistan too,
there is an independent regulator in electricity as well as in gas sector.
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interests. Second, governments have found that without a com-
prehensive competition framework, there is a tendency to regu-
late markets in an ad hoc manner. Third, some markets may not
exhibit anti-competitive behaviour at present, but have the po-
tential to do so, and in the absence of a competition framework
could affect price levels by virtue of anti-competitive practices.8

Poor consumers, who are often at the receiving end of the mar-
ket failures, are affected the most (Mehta, Qureshi, and Bansal
2003).

While there is an emerging need to enhance competition in
local and national markets in South Asia, some countries in the
region have begun either revising or formulating their competi-
tion law/policy framework, which has implications for their in-
frastructure sectors. Appendix B lists features of selected
competition bodies that guarantee their independence. Coun-
tries such as Bangladesh, Bhutan, Nepal, and Maldives are now
recognizing the need for establishing a competition framework
(OECD 2004). In contrast, India, Pakistan, and Sri Lanka have
competitive frameworks in place but are being revised as a result
of the pro-market shift. We now examine the development of
competition frameworks in India and Sri Lanka, which have a
relatively richer history of competition regulatory evolution.

��������	��	����	��

As early as 1969, India established an umbrella anti-trust
agency—the MRTP (Monopolies and Restrictive Trade Prac-
tices) Commission. However, the Commission was not success-
ful in attaining its objective of ensuring a competitive
environment in the economy, as it became interventionist.
Moreover, the provisions of the Act did not extend/apply to
state/public enterprises. In 1991, the government attempted to
remove this anomaly by deleting certain provisions relating to
pre-entry restrictions regarding prior approval of the central
government for establishing a new undertaking, expanding
an existing undertaking, amalgamations, and mergers. The

8 On occasions, strong political will could substitute for the lack of a competition frame-
work. For example, in Bhutan, Hindustan Lever, the Indian subsidiary of a multina-
tional corporation, was forced to widen its network of wholesale dealership even in the
absence of competition law with the active intervention of Bhutan’s Ministry of Trade
and Industry (Mehta, Qureshi, and Bansal 2003). However, policy-makers are in a bet-
ter position to address anti-competitive practices when the requisite rules and institu-
tions for safeguarding the competitive process are in place.



)6�	��
����
�
���
�
�
��	-�	��

$���	��������
���	���
��
 ���������
���
����	����� �*2,�
4?30/

government, thereafter, realized that given the existing liberal
environment of the economy, there was a need to revise the com-
petition framework. Consequently, a high-level committee on
competition policy and law (Raghavan 2000) made a series of
recommendations, which, among others, included
� enactment of a new competition law,
� the establishment of a CCI (Competition Commission of

India),
� pre-notification for mergers only beyond a threshold limit,
� adjudication of anti-competitive practices by the commis-

sion, and
� repeal of the MRTP Act.

In 2002, based on the above recommendations, the govern-
ment enacted a new Competition Act which aims ‘...to prevent
practices having adverse effects on competition, promote and
sustain competition in markets, protect interests of consumers,
and ensure freedom of trade carried on by other participants in
markets in India’. It prohibits anti-competitive agreements, ex-
amines abuse of dominant positions, and regulates combina-
tions. The Act is applicable to all sectors in the economy including
infrastructure sectors (such as energy, telecommunication,
ports, and water and sanitation). Under the Act, anti-competi-
tive agreements are defined as those agreements that, in the case
of production, supply, provision of services, have an adverse ef-
fect on competition or that result in exclusive supply and distri-
bution agreements on different stages of production chain. The
abuse of a dominant position occurs if there is an imposition of
discriminatory conditions on the purchase or sale of goods.
Other provisions include predatory pricing, denial of market
access, and restrictions on scientific or technical development to
the prejudice of consumers. To administer the provisions of the
new Competition Act, the government positioned a Competi-
tion Commission. Under the Act, the Commission is duty
bound to eliminate practices that have an adverse effect on com-
petition, promote and sustain competition, protect the interests
of consumers, and ensure freedom of trade carried out in India.

Indian policy-makers have not adopted the approach of ex-
plicitly entrusting utility regulators with the function of ‘pro-
moting competition’ (Approach 1). This is probably because
utility regulators were established much later than the already
existing anti-trust bodies. They have not adopted the approach
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of entrusting the competition authority with administering both
the competition and utility regulation functions (Approach 2),
but instead, preferred the establishment of specialist utility
regulators and are attempting to build sufficient expertise within
the utility regulators to handle issues of access regulation on a
sector-by-sector basis. India has therefore adopted a hybrid ap-
proach (Approach 3) whereby there are separate and distinct
competition and utility regulation rules and bodies. However,
the roles and functions of utility regulators and competition au-
thorities are far from being well defined, creating the possibility
of significant overlap. This is discussed in more detail in Overlap
between competition and utility regulatory frameworks.

�����	��	��	����	��

Unlike India and Pakistan, which established their competition
laws in the 1970s, in Sri Lanka, these came much later. The FTC
(Fair Trading Commission) Act, 1987 established a FTC for the
control of monopolies, mergers, and anti-competitive practices
and for the formulation of a national price policy. Earlier, the
Consumer Protection Act, 1979 was also enacted to regulate in-
ternal trade and to establish fair trading practices through the
DIT (Department of Internal Trade). In essence, while the FTC
provides an oversight for anti-competitive behaviour and price
manipulation, the DIT regulates day-to-day transactions be-
tween traders and consumers. Price control powers of the FTC
were later restricted through the enactment of the Industrial
Promotions Act, 1990. There is also noticeable duplication of
powers between these two bodies. For instance, DIT deals with
practices such as exclusive dealing and price discrimination,
while FTC allows traders to engage in these activities if these
serve a national interest (Knight-John 2002).

There is an attempt in Sri Lanka to enact a new Consumer
Protection Authority Bill, 2001 for creating an effective com-
petitive regime, and for positioning a CAFTA (Consumer Af-
fairs and Fair Trading Authority) by merging the FTC (being
the competition authority) and DIT (also being the consumer
protection authority). The proposed CAFTA will comprise an
authority and a council for appeal. It will have the authority and
powers for investigations, implementation, and imposition of
penalty. The CAFTA is proposed to cover both public and pri-
vate businesses, locally or foreign-owned, in shore or off shore,
including both articles and services inclusive of professional and
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technical services (UNCTAD 2002). The proposed Act is yet to
be passed.

Under the existing laws, an industry is said to have a monopo-
listic character, if it falls beyond a ‘prescribed’ market share. As
applicable to industries, it varies from 40%–50%—an arbitrary
threshold fixed by the government. While exercising its power on
issues such as monopolies, mergers, and anti-competitive prac-
tices, the FTC has to use ‘public interest’ considerations when
dealing with
� maintenance and promotion of effective competition

between suppliers of goods and services;
� promotion of the interests of consumers with respect to

prices, quality, and variety of goods and services;
� promotion through competition, reduction of costs, develop-

ment and use of new techniques and products;
� facilitation of entry of new competitors into existing markets;

and
� maintenance and promotion of balanced distribution of

industrial activity and employment, and competitive export
activity in export markets (Knight-John 2002).

Section 12 of the FTC Act says that the FTC will intervene, if
an item in question is listed as a prescribed article.9 Telecommu-
nication is ‘prescribed’ as a monopoly industry under the Act, as
some telecom players have more than the prescribed market
share (e.g. 50%): SLTL (Sri Lanka Telecom Ltd),10 being a mo-
nopoly service provider in telecom sector, has a market share
more than the prescribed 50%. Thus, it is the duty of the FTC to
ensure that the SLTL, being the dominant operator, does not
abuse its market power ‘by methods such as discriminatory rout-
ing of traffic, imposition of unreasonable terms of interconnec-
tion, and discriminatory tariff ’ (UNCTAD 2002).

9 For example, when ACL Cables acquired Kelani Cables leading to a 70% market
share, FTC (Fair Trading Commission) did not intervene, as cables were not a gazetted
item (CUTS 2002).
10 SLTL (Sri Lanka Telecom Ltd) is the pioneer in telecommunications in Sri Lanka
and is the successor to the former government-owned telecommunications department.
It leads the telecommunication industry with 87% of the fixed line network. In 1996,
SLTL was incorporated as a public limited company. The government now owns
49.5%, and NTT (Nippon Telegraph and Telephone Corporation) owns 35.2% of the
market share.
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In other infrastructure sectors such as electricity, water, trans-
port, etc., the FTC has no role, since under the new PUC Act,
2002, the government has positioned an MSR that assumes the
role of the economy-wide competition authority (such as the
FTC) in dealing with these sectors. By replicating the usual
‘competition provisions’ in the new PUC Act of Sri Lanka has
consciously adopted the approach of entrusting its multi-
sectoral utility regulator (other than in telecommunications) the
functions of promoting competition (Approach 1).

)���	��
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There exists an overlap of power and jurisdiction between com-
petition and utility regulatory rules and bodies. In the absence of
a clear-cut demarcation of roles and responsibilities of these two
bodies, tensions have indeed arisen in managing economic regu-
lation. For instance, in Tanzania, the competition authority filed
a case against the TCC (Tanzania Communication Commis-
sion) for allowing dominance of two cellular phone companies
(such as Mobile and Tritel). The TCC had to explain its con-
duct, and later on allowed another cellular phone operator
(Vodafone) to operate (Adhikari and Knight-John 2003). We
now examine the scope of such overlapping issues in countries
such as India and Sri Lanka.

����	��	����	��

Under the 2002 Indian competition law, there is considerable
overlap in the scope of competition authorities vis-à-vis the
scope of utility regulators.11 For example, in any network indus-
try, non-discriminatory network access is an important issue,
and generally falls into the domain of the utility regulator. How-
ever, in the event of introducing competition in a vertically inte-
grated industry, denial of access on reasonable terms may
constitute an unlawful ‘refusal to deal’, and could thus fall
within the jurisdiction of economy-wide competition rules,
leading to an overlap between the competition authority and

11 It should be noted that there can be some multiplicity in various pieces of competi-
tion legislation in India. For example, the Indian Consumer Protection Act defines ‘re-
strictive trade practice’ as one that restricts competition and empowers consumers to
file cases in special consumer courts for speedy action. The Consumer Protection Act
could therefore lead to overlapping jurisdictions and conflicting interpretations vis-à-vis
the Competition Act.
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utility regulator.12, 13 Second, competition rules are applicable if
an enterprise by abusing its dominant position imposes, directly
or indirectly, unfair or discriminatory prices of goods and serv-
ices.14 Pricing in most utility regulation falls within the jurisdic-
tion of the utility regulator, and in some cases, charging high
prices may be pro-competitive, rather than anti-competitive.
Thus, there could be a potential scope for overlap or conflict
between competition rules and industry-specific pricing rules.

In the electricity sector, utility regulation has not removed the
scope of overlapping functions. In the new Electricity Act, 2003,
the electricity regulator ‘may issue such directions as considered
appropriate to a licencee or a generating company if such a
licencee or generating company enters into an agreement, or
abuses its dominant position, or enters into a combination
which is likely to cause or causes adverse effect on competition
of the electricity industry’.15 This clearly points to potential con-
flicts between the Electricity Act and the Competition Act, as it
is now possible that on the same issue, the competition commis-
sion and a utility regulatory could come out with different posi-
tions, without a clear-cut way of resolving their respective
positions.16, 17 Similarly, in the proposed Petroleum Regulatory
Board Bill, 2002, the Regulatory Board is required to protect the
interest of consumers by ‘fostering fair trade and competition
among the entities’ (Section 12[a]). Different regulators can in-
terpret ‘fair’ differently.

In India, the potential conflict areas between the competition
and utility rules and bodies could include situations such as

12 Section 3(4)(d) of the Indian Competition Act, 2002.
13 In the US and New Zealand, competition law has been used to test whether access
regimes in some cases would be allowed (Smith and Gray 1998).
14 Section 4(2)(a)(ii) of the Indian Competition Act, 2002
15 Section 60 of the Electricity Act, 2003.
16 The recent task force chaired by NK Singh of 2004 on power sector investments and
reforms recognizes the need to address the overlap between the Electricity Act, 2003
and Competition Act, 2002. It recommends: ‘… study on potential incidence of market
power and the mitigation mechanisms that would have to assess the interplay between
the Electricity Act, 2003 and the Competition Act, 2002 while dealing with this issue.
The recommendations of the study should cover (a) role of the appropriate commission
and Competition Authority; (b) nature of ex-ante and ex-post control of competitive
conditions by the regulators; (c) segments of the electricity sector to be covered by the
authorities; (d) enforcements mechanisms and penalties; (f) information requirements’
(Ministry of Power, Government of India 2004).
17 Section 19 of the Indian Competition Act, 2002.
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� if a direction is issued to a licencee which tends to abuse a domi-
nant position or enters into anti-competitive practices, and both
the regulators differ in their perception on the subject;

� if a utility regulator issues a tariff determination containing
terms and conditions for encouraging competition, effi-
ciency, safeguard consumer interests, which the competition
regulator does not agree with;

� if a utility regulator approves merging of utilities in licensed ar-
eas, and the competition regulator does not agree; and finally,

� if a utility regulator regulates supply, distribution, and con-
sumption so as to secure equitable distribution and promote
competition, while the competition regulator disagrees.

Thus, institutional approaches have to be carefully crafted in
order to deal with the potential for overlapping rules of the two
agencies.

The scope for overlap should be minimized as early as possi-
ble. The UK experience is illustrative in ensuring consistency
between utility regulatory and competitive frameworks (Sundar
and Sarkar 2000). The Competition Law, 1998 of the UK pro-
vides for concurrent jurisdictions for the utility regulators in sec-
tors such as electricity, telecommunication, gas, water, and the
DGFT (Director General of Fair Trading) was created under the
law. The general principle is that either the utility regulator or
DGFT will have the jurisdiction for dealing with a case or com-
plaint depending on who is best placed to handle the specific
case, and that authority would handle the investigation, and
have the decision-making and enforcement powers, even though
the other body should be consulted as required. In addition,
there is a Concurrency Working Party headed by the DGFT and
represented by the utility regulators in order to ensure that more
than one authority does not investigate a single case or com-
plaint. This forum is also used to coordinate the use of concur-
rent powers, and to ensure consistency of approach in their
casework. Appeals against the regulatory decisions lie with the
Competition Commission18 of the UK.

18 The Competition Commission in the UK is an independent public body established
under the Competition Act, 1998, which replaced the Monopolies and Merger Com-
mission in April 1999. The Commission conducts in-depth inquiries into mergers,
markets, and regulation of major regulated industries.
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The latest PUC Act, 2002 of Sri Lanka has vested the power of
ensuring competition with the sector regulator in infrastructure
sectors other than telecommunication. Section 22 of the Act
says that the ‘Commission shall in relation to each public utili-
ties industry, regulate and inquire into anti-competitive prac-
tices, monopolies, acquisitions and abuses of a dominant
position, merger situations and may carry on investigations,
either on its own motion or on a complaint or request made to it
by any person with respect to
� the existence or suspected existence of any anti-competitive

practices;
� the acquisitions, existence or suspected existence of abuse of

a dominant position that may affect domestic trade or eco-
nomic development in one or more markets in which a regu-
lated entity operates; and

� the creation or suspected creation of merger situation’.

The PUC can investigate these activities, and has enforce-
ment powers. Thus, the potential for overlap, as was the case in
India, is minimized in Sri Lanka in these sectors.

In contrast, in the telecommunication sector, the scope of the
overlap still exists. For example, under the Telecommunication
Regulatory Commission Act, 1991 (amended in 1996) ‘national
interest criteria’ should be used ‘to maintain and to promote ef-
fective competition between persons engaged in commercial ac-
tivities connected with telecommunication and promote
efficiency on the part of the persons’.19 However, the FTC also
has to take the ‘national interest criteria’ into its decision-
making process, creating a potential conflict with the telecom
regulator which is also mandated to use the same criteria in dis-
charging its functions.

While in practice, the exercise of powers of the FTC and
the TRC so far have not yet overlapped,20 the proposed compe-
tition law in Sri Lanka needs to address this issue as the CAFTA
(likely to replace the FTC and DIT) will have more powers and
will be guided by the ‘public interest’ criteria in the area of
anti-competitive behaviour, price regulation, universal services,

19 Section 4(c) of the Telecommunication Regulatory Commission Act, 1996.
20 This was because the FTC referred all matters regarding telecoms to the TRC, even
without any formal links between these bodies (Adhikari and Knight-John 2003).
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and consumer protection (UNCTAD 2002). However, since the
‘public interest’ criteria will be used by the telecommunication
regulator to promote competition in the sector, there is scope of
overlapping jurisdiction in the proposed competition rules. Like
in the other infrastructure sectors, the telecommunication sector
could adopt Approach 3 with the Competition Act provision
replicated in the telecommunication regulatory legislation.

��	�
�
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����	����
��
���������
�����������

While designing economic regulatory institutions in South
Asia,21 policy-makers felt that these institutions are also best
equipped in terms of resources, powers, and competencies to
‘promote competition’, as they deal with infrastructure indus-
tries on a day-to-day basis, and as the so-called ‘competition
authorities’ in a new market economy setting are yet to gain
credibility in the region.

In South Asia, the role of the utility regulator in promoting
competition has been mandated in a different manner across
countries and sectors. In some cases the utility regulator has a
mandatory role to promote competition, whereas in others, it
has either a recommendatory role or no role. Table 1 summarizes
the South Asian countries and their infrastructure sectors show-
ing the nature of ‘competition function’ assigned to the utility
regulators.

21 The ‘competition function’ is one of the many functions of economic regulators in the
region. For example, the Public Utility Commission Act, 2002 of Sri Lanka says that
the Commission will exercise, perform, and discharge the powers, functions, and duties
conferred on it by this act or any other industry act, in a manner that it considers best
calculated to (1) protect the interest of all consumers, (2) promote competition,
(3) promote efficiency, (4) promote efficient allocation of resources, (5) promote serv-
ice quality, (6) benchmark the utility services against international standards, and
(7) ensure that price controlled utilities become financially viable.
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We now examine how utility regulators in the South Asia re-
gion perform against their ‘promoting competition’ mandate.

����	��	����	��

In India, some regulators are restricted in promoting competi-
tion due to the fact that the licensing authority for introduction
of new services (and thus the introduction of competition) rests
with the government.

In the telecommunication sector, the licensing authority is the
government, and the regulator is required to recommend licens-
ing issues to the government. This is a constraint on the part of
the regulator if the regulator has the mandate of promoting com-
petition. Despite this, the telecommunication regulator has
sought to promote competition in various services by recom-
mending to the government (1) introduction of competition in
national long distance services, (2) entry of cellular mobile serv-
ices in various circles, and (3) opening of ILD (international
long distance) services. It has also rebalanced tariffs for the first
time in 1999 with a view towards introducing competition in the
sector, and also ensured that there is adequate interconnection
among the service providers; that there is public availability of
interconnection arrangements; and that obligations of universal
services are administered in a transparent, non-discriminatory,
and competitively neutral manner. It has also recommended to
the government the procedure for allocation and use of re-
sources including frequencies, and numbers that should be
carried out in an objective, timely, transparent, and non-dis-
criminatory manner. On the basis of regulatory recommenda-
tions, the government has introduced competition in many
telecommunication services with positive effect on prices, qual-
ity, availability, and innovation.

In contrast, in the electricity sector, regulators have faced sub-
stantial barriers to introducing competition because of the lack
of financially viable entities in the market; resistance from in-
cumbents; restrictive provisions of power trading and of direct
third party sales; infrastructure bottlenecks especially in the
transmission network; and finally, distortions in related markets,
particularly capital goods and fuel.

Electricity regulators, however, have begun working on the
competition agenda. The central electricity regulator in its con-
sultation paper on bulk power tariff (CERC 1999) noted that
the regulator will work to facilitate market determination of
prices by removing distortions, which would include demand/
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supply mismatch, few suppliers in bulk supply market, no mer-
chant generators, and no bottlenecks in transmission capacity.
Some of the state electricity regulators have, in their recent tariff
awards, noted the need for restructuring and introducing com-
petition. For example, the regulator in UP has noted that com-
petition and privatization are desirable objectives and that the
public monopolies have led to inefficiencies.22 The Gujarat
regulator has moved one step further by actually recommending
to the Government that separation of generation, distribution,
and transmission of electricity should be seriously considered
for improving efficiency in the functions of the Gujarat Electric-
ity Boards (Sarkar 2000).23

There have been moves to institute ‘benchmark competition’
as evident from the tariff awards issued by regulatory commis-
sions in the region in the recent past. Electricity regulators in
many Indian states are actively adopting performance
benchmarking by indexing various cost elements to industry av-
erages as well as industry best practices. For example, in Uttar
Pradesh, the regulator benchmarked the administrative and
overhead costs of the utility to the national average as a target,
and on that basis reduced the allowable expenditure. It similarly
compared the performance of the generation segment with the
national performance benchmarks and found it severely lower.24

In the electricity sector, even when there appears to be a dem-
onstrated will to introduce independent regulation as well as
recognition of the efficacy of competitive markets, the approach
and consequent attempts in introducing competition, whether
for the market or in the market, have been limited. This is not
surprising, as policy statements and facilitating legislations in
most cases did not specify competition, till very recently, as the
primary objective, or wherever it exists, has not been the regula-
tor’s primary objectives. Until recently, a softer approach to-
wards regulation with inadequate attention to market forces at
best has characterized the state of reform in the electricity sec-
tor. The new Electricity Act, 2003 is expected to address some of
the earlier pitfalls.

22 Uttar Pradesh Electricity Regulatory Commission, 27 July 2000. Tariff order issued
on the UPPCL filing.
23 Gujarat Electricity Regulatory Commission, 10 October 2000. Tariff order issued on
the GEB filing.
24 Ruling on petition No. 1 of 1999/2000, Petition No. 2 of 2000 and Petition No. 8,
27 July 2000. Tariff Order 2000/01.
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Until 1996, Sri Lanka introduced a managed competition ap-
proach in technology-defined telecom sub-sectors. In the late
1980s, the government attempted to privatize SLTL, but vari-
ous stakeholders opposed its long-planned partial privatization,
which involved a foreign strategic partner, NTT (Nippon Tel-
egraph and Telephone Corporation). While various policy pro-
nouncements were made about the number of licences that
would be issued, no formal market-position guarantees were
given to any operators during this phase (Samarajiva 1997).

With the amendment of the TRC Act, 1991 in 1996, an inde-
pendent regulatory commission has been established. Like its
Indian counterpart, it can only make recommendations for issu-
ing licences to the minister, who may disapprove of the recom-
mendation, but with reasons. In 1996, with the licensing of two
fixed-access operators using WLL (wireless local loop) technol-
ogy, competition was directly introduced in the basic services. In
contrast to the previous licences that were issued on an ad hoc
basis, two fixed-access licences were granted through competi-
tive bidding. The new entrants were promised a continuation of
the prevailing duopoly, as well as exemption from price regula-
tion, subject to specified good-performance targets being met
(Samarajiva 2000). In August 1997, the government of Sri
Lanka entered into several agreements with the NTT, and the
consequent licence amendments did not allow the government
to issue further wire line licences until 5 August 2002. It was re-
quired to approve adjustments to rentals, call charges, and con-
nection charges in a manner that would yield a minimum 148%
increase in domestic revenue (not adjusted for inflation) over a
five-year period. This had an adverse reflection on rate
rebalancing by the telecom regulator. Furthermore, intercon-
nection was a major issue as the two-fixed line operators were
unable to enter into an agreement on interconnection with the
SLTL. This resulted in a 1998 interconnection determination by
the regulator. An inadequate interconnection regime, however,
had an adverse effect on the development of the sector
(Samarajiva and Goonewardene 2003). In March 2003, the
regulator issued comprehensive ‘Interconnection Rules’ that
provided a framework to compensate domestic network opera-
tors and refrain them from illegal interconnection. The regulator
has played a major role in facilitating interconnection to the new
entrants, and thus enabled competition in the sector.
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Regulatory efforts towards promoting competition have been
complemented by government’s intervention as well. For exam-
ple, it ended SLTL’s monopoly in external gateway services in
March 2003, when 30 new licences were issued for this service.
Consequently, the government allowed an unlimited number of
external gateway operators and laid the foundations for tele-
linking villages to a broader community.

&���	�����

There are no definite institutional approaches being adopted by
policy-makers in designing utility regulatory and competition
bodies in South Asia. Reform of the region’s infrastructure sec-
tors is recent, and with the exception of the telecommunica-
tions’ sector, competition is yet to come in a big way. Based on
current and expected future trends, there is likely to be an increase
in competitive forces in traditionally monopolistic infrastructure
segments facilitating the need for well-defined competition rules
and institutions. This is expected to be most prevalent in the tel-
ecommunication sector, where the scope of a residual natural
monopoly is the least compared to power, water, and transport.

As regards promoting competition in infrastructure indus-
tries, there is a potential overlap between competition and utility
regulation rules and institutions. A utility regulator’s role in pro-
moting competition is assuming more importance in the near
future.25 However, as the Indian and Sri Lankan examples show,
given the possibility of significant overlap between the roles of
competition authorities and utility regulators, care should be taken
to avoid harmful conflict to resolve the overlap through careful
design and coordination that could otherwise lead to unneces-
sary uncertainty and undermine the credibility of both systems.

��*���	���������

The authors gratefully acknowledge the comments by R Khemani,
Competition Policy Advisor, The World Bank, in finalizing this
paper. The authors would also like to thank two anonymous ref-
eree’s for their constructive comments.

25 This is not to suggest that competition is always worthwhile in infrastructure sectors.
It should be pursued only when there is significant gain outweighing its costs. For
standard network products, there are differing views as to whether markets are always
worthwhile in themselves. For example, in the electricity sector, when a consumer
wants cheap and reliable electricity supply, they care very little as to whether this could
be achieved via market or monopoly.
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The Electricity Act, 2003 has been in force in India for almost a
year since its notification on 10 June 2003. The Act brings about
several changes to the manner in which the electricity industry
in the country has been traditionally structured. The ‘cost-plus’
pricing framework applicable for setting tariffs of the electricity
monopolies in the past is to give way to a more competitive
framework. Wherever feasible, competition is intended as a
means to ensure that adequate supply is available for consumers at
competitive prices. Key changes brought about by the Act include
� mandatory open access to transmission networks for licensees
� open access to networks mandatory for consumers in phases

as determined by regulatory commissions in various states
� delicensing of generation
� permission for captive generation freely along with immedi-

ate open access to networks
� recognition of trading as a distinct licensed activity
� organizational separation of transmission and system opera-

tions from generation and distribution/supply functions
mandatory. Transmission operators prohibited from trading

� parallel networks permitted in distribution of electricity.

The focus of all the above changes is on promotion of compe-
tition in every possible manner in the electricity industry in the
country. The superiority of competition over monopoly is well
established in economic theory. A competitive firm is a price-
taker while the monopolist is a price-maker. The competitive
firm takes the market price as given and adjusts its output until
its marginal cost equals price, because in theory a competitive
firm is so small in the market that it sells all it wants at the mar-
ket price. However for a monopolist, the price will move down
with incremental production and the monopolist has the incen-
tive to raise prices by restricting output to maximize profits. This
can greatly be obviated to a large extent if market power is re-
duced and the monopolist is subjected to competition.

However, ushering competition in infrastructure industries,
particularly in electricity, is a difficult task that demands com-
mitment, wisdom, and hard work on the part of the agents of
change. There are several prerequisites for effecting competition
in infrastructure industries, including multiplicity of buyers and
sellers, liquid marketplaces, and the capability of users and sup-
pliers, to respond to demand and supply conditions. By these
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measures only parts of the electricity industry – generation and
retail supply – are amenable to competition. However, imple-
menting competition even in these segments will call for a review
of the business models in the other parts of the value chain as well.
Competition in generation, for example, depends heavily on the
organization of the transmission business and on system opera-
tions, which may continue to operate in a regulated framework.

Several institutions have important roles to play in the trans-
formation of the electricity industry, including the government,
utilities, and the regulatory bodies. Among them, the role of the
regulators is by far the most important. This paper highlights
some of the challenges that the regulatory institutions face for
effectively implementing the new regime envisaged in the Act,
and the capacity-building requirements in the regulatory bodies
for effectively meeting the challenges. In the concluding part of
this paper, we discuss the risk of over-regulation and its impact
on competition in the electricity industry.
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Competitive power markets offer considerable potential for sav-
ings for consumers through lower charges. The Department of
Energy in the US has estimated that a move towards competitive
power markets has saved consumers as much as 13 billion dol-
lars (60 billion rupees, approximately) a year (FERC 2003). In
the opinion of the FERC (Federal Electricity Regulatory Com-
mission), ‘It (competitive markets) has stimulated innovation in
generation and transmission technologies. It has freed customers from
being forced to pay for the “stranded costs” of unwise investments. This
competitive market framework came about as a result of national leg-
islation and a series of Commission initiatives in both the wholesale
gas and electric industries. In particular, these actions were intended
to provide all wholesale power sellers with equal access to the transmis-
sion grid.’

The Electricity Act, 2003 lays down the basic requirements of
unbundling the vertically integrated utility structure, separation
of transmission and system operations from other parts of the
industry, and also an enabling framework for trading of power.
However beyond these basic elements dealing with introduction
of open access and competition, the Act does not provide
any specific guidance on market design, leaving this in the policy
and regulatory domain. Experience in various countries has



�
A
(����
���
)���

"���

$���	��������
���	���
��
 ���������
���
����	����� �*2,�
023B/

demonstrated beyond doubt that inadequacies in market design
and improper sequencing can expose market participants and
stakeholders to enormous uncertainties and risks.

To limit such possibilities, a common view of market design is
essential. Changes in the electricity industry market structure in
the US over the past decade provide useful pointers on the mat-
ter. The evolution of the industry in this period can be traced to
the following milestones.
� 1992 EP Act (Energy Policy Act) required utilities to provide

transmission service to generators.
� 1996 FERC Order 888 and 889 required all utilities to open

transmission grid to generators and functionally unbundle
their operations.

� 1999 FERC Order 2000 established criteria and requirement
for utilities to file regarding participation in RTOs (Regional
Transmission Organizations), as functional unbundling was
clearly inadequate for promoting non-discriminatory trans-
mission access and wholesale markets.

� 2002 Standard Market Design to standardize market rules
for competitive wholesale electricity marketplace and trans-
mission open access.

The reasons for the series of changes over time were several.
Joskow (2003a) believes that restructuring and competition ini-
tiatives got off on the wrong foot partly, because the nature and
magnitude of the technical and institutional challenges associ-
ated with successfully introducing competitive wholesale and
retail markets were underestimated. Several factors – including
lack of storability of electricity, low-price elasticity in the short
run, dynamic nature of the flows of electricity, network conges-
tion, frequent and unanticipated changes in demand, and
presence of a rather rigid legacy arrangements – all make com-
petition in electricity rather difficult. Unless a common set of
principles and rules are applied for all transactions, competition
would be severely hampered by ‘seams’ in the market rules. This
was the genesis of the SMD (Standard Market Design) in the
US. The FERC views SMD as a standard set of principles and
rules that are vital to promote electricity markets and competi-
tion, reduce inefficiencies and attract efficient operators, and
also enable demand response on part of consumers (FERC
2002). Although the specifics of the SMD framework continues
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to be debated, the need for a well-defined template for market
design and development is now universally acknowledged.

There are several similarities between the situations in the US
and in India. Both have federal administrative structures in
common where regulators in states have independent but
complementary jurisdictions with the national regulator. The
electricity grids in both countries operate over several intercon-
nected regions. The market rules must be fundamentally com-
patible across the states/regions, and should also be technically
sound if efficiencies of coordinated system are to be harnessed.
Currently, in India (as in the US where SMD is attempting to fix
the problems), ‘seams’ exist between markets across states and
regions where physical power flow occurs across a line, but
where the rules and procedures for pricing, measuring, tracking,
recording and settling that power, and its associated markets are
different on each side of that line.
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The basic architecture for a transition to competitive electricity
markets had already been developed in theory and applied in
practice in several countries. It involves several key components
described below (Joskow 2003b).
� Vertical separation of competitive segments (e.g. generation,

marketing and retail supply) from regulated segments (distri-
bution, transmission, system operations) either structurally
or functionally.

� Horizontal integration of transmission and network opera-
tions to encompass ‘natural’ wholesale markets and the desig-
nation of a single independent system operator to manage the
operation the network, to schedule generation to meet de-
mand, and to maintain the physical parameters of the net-
work (frequency, voltage, stability).

� The creation of wholesale spot energy and operating reserve
market institutions to support requirements for real-time
balancing, and to facilitate economical trading opportunities
among suppliers and between buyers and sellers.

� Creation of institutions to facilitate access to the transmis-
sion network by buyers and sellers to facilitate economical
production and exchange, including mechanisms efficiently
to allocate scarce transmission capacity.
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� Horizontal restructuring, forward supply commitments, and/
or behavioural rules to mitigate regional and localized market
power in wholesale markets.

� Unbundling retail tariffs to separate retail power supplies and
associated support services to be supplied competitively from
distribution and transmission services that would continue to
be provided by regulated monopolies.

� Requiring eligible retail consumers to purchase their power
supplies from competing retail suppliers, which in turn buy
their power in wholesale markets, or own generating facilities
to support their retail supply commitments.

Within this overall framework, variants are applied in indi-
vidual jurisdictions depending on the legacy organization of the
grid assets, the legal framework applicable, political priorities,
and the institutional capacity in the entities involved. The solu-
tions and the specific framework adopted depend heavily on lo-
cal conditions. Development of the framework is also an
evolutionary process that generally starts with basic arrange-
ments envisaged in law and policy, and progressively graduates
to more complex and sophisticated frameworks. In India, the
provisions of the Act contained in Table 1 broadly define the
basic market construct.

It needs to be mentioned that while the provisions of the Act
provide the broad construct, additional clarity would be neces-
sary for the application of the provisions. On several important
aspects, the Act is either silent or is ambiguous in its language.
For example, while the role of regulators would presumably in-
clude development of wholesale markets, the treatment of varia-
tion in wholesale market costs for distribution licensees is not
clarified in the Act. Section 62 (4) of the Act dealing with tariff
amendment specifies that ‘No tariff or part of any tariff may ordi-
narily be amended, more frequently than once in any financial year,
except in respect of any charges expressly permitted under the terms of
any fuel surcharge formula as may be specified’. This provision
deals with fuel cost variation in procurement of power through a
two-part tariff structure (featuring separate fixed and variable
costs). However this provision could also be interpreted to mean
that wholesale market cost variations would not be permitted as
pass-through in retail tariffs. This potentially exposes the Indian
power sector to a California-type situation where the wholesale
prices were subject to price competition, while retail prices were
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capped, contributing to market failure.1 Such infirmities must
be addressed adequately.

Issues related to development of competitive markets are in-
herently complex and pose severe implementation challenges.
Experience in various countries has invariably demonstrated
that the devil lies in the details of implementation. While the
power markets are expected to produce just and reasonable
prices and offer choices to users, such markets are not likely to
develop without a strong policy framework and adequate co-
ordination between the various entities involved (Hogan 2001).
The federal structure and differing jurisdictions of the central
and state governments and commissions pose a formidable chal-
lenge in fostering integrated grid operations in the country and
allowing the power flows to be consistent with the underlying
economics. A robust policy framework as envisaged in Sections
3–5 of the Act would provide the essential link between the op-
erations of the central and state regulators. The policy frame-
work has to promote the objectives set out in the Act, and
address the issues involved within the overall mandate of the Act
and other applicable legislations.

$�	��%
���
����	����%

�������*

The Electricity Act, 2003 stands for two basic elements of free-
dom: freedom to purchase and freedom to sell. A laudable fea-
ture of the Act is that it has not limited any possibility artificially
by being judgemental on what is economically feasible and what
is not. This, in effect, would result in competitive pressures being
exerted on the incumbents to become efficient or face financial
consequences. The entire set of provisions related to delicensing
of generation, open access, parallel distribution networks, elimi-
nation of cross-subsidy surcharges, dedicated transmission lines,
definition of captive generating station are designed to allow the
freedom to purchase and sell.

However, while the structural provisions of the Act are based
on conceptually sound premises, the instruments of implemen-
tation do not (rightly) feature in the Act. The durability of the
Act is expected to transcend implementation approaches which

1 Subsequent studies indicate that consumers in California are more responsive to pe-
cuniary and non-pecuniary incentives for altering consumption patterns than com-
monly believed (which was the rationale for the imposition of price caps) (Reiss and
White 2003).
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would evolve over time, responding to emerging requirements.
The role of determining the specific direction to be given to the
reform process within the overall framework of the Act primarily
lies with the central government (and to a lesser extent the state
governments) as the policy-maker, and with regulatory bodies
such as the CERC (Central Electricity Regulatory Commission)
and the SERCs (state electricity regulatory commissions).

Section 3 of the Act requires that ‘The Central government shall,
from time to time, prepare the national electricity policy and tariff
policy in consultation with the state governments and the authority
for development of the power system based on optimal utilization of
resources such as coal, natural gas, nuclear substances or materials,
hydro and renewable sources of energy.’ On a cursory reading, it
would appear that the scope of such a policy is restricted to de-
velopment and optimal utilization of generation sources.
However the section is referred to in other parts of the Act, in-
cluding Section 66, which requires the appropriate commission
to be guided by the National Electricity Policy and Tariff Policy
for market development. In the absence of specificity in the law
on market design, it is imperative that the policy framework
must define and articulate the principles and philosophies for
market design. It must provide a transition road map to reduce
the present heterogeneity in philosophies, principles, and regu-
latory treatments across different states in India, while insisting
that appropriate commissions use these philosophies as guiding
principles to develop their market rules. It may be mentioned
here that the purpose of defining a common set of philosophies
would neither rob the flexibility and independence nor dilute
the mandate of the CERC and SERCs derived from the statute.
On the other hand, the purpose of a policy framework – particu-
larly on market design – would be to address consistency at the
following levels.
� Time consistency is the philosophy to be consistent across

time
� Consistency across regulatory jurisdictions / similar market

participants
� Overall consistency with reform objectives

Although an overall policy framework is urgently needed par-
ticularly for evolving a common philosophy of market design
and market rules; for various reasons such a framework is yet to
emerge. This situation must be remedied at the earliest. The
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regulatory commissions have made initial moves on setting the
direction to regulatory practices in the new regime. The CERC
has circulated several discussion papers and draft regulations on
open access, transmission pricing and power trading, culminat-
ing in the recent regulations on these aspects. Several SERCs
have also circulated draft regulations on matters related to sup-
ply code, consumer complaint procedures, office of ombuds-
man, etc. It is likely that many of the SERCs will finalize some of
these in the coming months. However, the question is: are the
core issues being addressed and addressed adequately? Or are
we still scratching the surface and losing precious time?

Let us look into the issues of open access, transmission pric-
ing, and trading. Apart from the CERC, there has hardly been
any move by the state commissions (barring isolated instances).
Yet it is the role of the state commissions that will be the most
important one because the last mile connectivity lies in the juris-
diction of the state commissions. Further, the best of ap-
proaches at the inter-state level can be negated by either lack of
will in the states or through restrictive practices adopted at the
state level. It needs to be recalled that most of the problems and
difficulties in the Indian power system is not at the inter-state
level but in the states. It also needs to be mentioned that though
the inter-state orders till date have addressed the relatively sim-
pler issues, yet the more complex aspects are still pending (Table 2).

Thus it is apparent that the state commissions, which have not
made any moves on the emerging issues as yet, will face a formi-
dable task in tackling the issues in a cohesive manner. The need
of the hour is for regulators to accord the highest priority to
these emerging issues, individually and as a group. Unless this is
done, there is a strong likelihood that events will overtake the
regulators, affecting their credibility and impairing market
development.
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To address the complex emerging requirements, the regulatory
bodies need to draw up concrete action plans keeping in mind
the overall objectives sought to be attained and the most effi-
cient way to attain these objectives. A piecemeal approach could
easily result in over-regulation that could seriously impair the
development of the power markets. At the same time, lack of es-
sential regulation could also result in abuse of market power and
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response by regulators on an ad hoc basis, thus increasing the
risks for the market participants. To execute their role effectively,
regulators must establish, at the outset, the principles of regula-
tion that they would adopt and initiate consequent actions. The
Act is explicit on some of these principles (and the consequent
regulatory roles) including
� enhancement of the financial viability of the electricity sector,
� facilitation of competition through non-discriminatory ac-

cess and neutrality of system operators,
� incentivization of superior performance,
� certainty on pricing and linkage to underlying economics,
� tariff rationalization and progressive removal of cross-

subsidy, and
� protection of consumer interest.
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However, there are several other principles that are important
to implement competitive power markets that are either implicit
or are inadequately addressed in the Act. Such aspects include
� encouragement of data discovery and disclosure of data that

influences power market operations,
� promotion of adequate investments to facilitate competitive

power markets (particularly in transmission and system
operation),

� mechanisms for independent process and data verification,
� adequate framework for dispute resolution, and
� limiting regulation to essential elements only and progressive

deregulation of the sector.

Irrespective of whether the Act addresses the above ad-
equately or not, these principles need to be established and
translated into instruments of market development and regula-
tion. As this paper has pointed out, policy would have an impor-
tant role to bring about a cohesive framework for market
development that is applied across the country. Beyond this, it
would be the responsibility of the regulatory bodies to imple-
ment the framework. The key institutional initiatives that would
be necessary on the part of the regulators would include
� development of a strategic framework for regulation;
� development of an overall regulatory work plan;
� framing of regulations and other regulatory instruments;
� implementation of regulations; and
� review of performance and information dissemination.
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It will be important to define the medium-term strategic imple-
mentation framework on all issues at the outset rather than ad-
dressing the various issues in isolation. This will help establish a
structured regulatory agenda and provide a greater degree of
certainty to all sector participants. The Act recognizes the role of
regulators in policy formulation in certain places (e.g. rural elec-
trification and local distribution). The regulators are also re-
quired to be guided by certain policies like the National Tariff
Policy to be framed by the Government of India. However it is
inconceivable that the coverage of policies will be adequate for
all actions required on the part of the regulators, and working
out the implementation requirements will squarely be in the
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regulatory domain. The Act also leaves certain decisions (like
the phasing of open access) to the judgement of the regulators.
The strategic framework and implementation policies on such
matters would need to be formulated by the regulators in line
with the principles established upfront. Particular areas where
flexibility is required in the regulatory agenda due to uncertainty
on future developments can also be identified. The development
of power markets would be an important part of the strategic
framework.

 ������!��
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The overall regulatory strategy should ideally translate into an
implementation road map. This will provide the critical element of
regulatory certainty that is desired by all stakeholders and is es-
sential to reduce regulatory risks. It will be useful for each of the
regulatory bodies to publish a ‘statement of regulatory intent’ to
ensure that the regulatory objectives, principles, and action in-
tended are well understood by all the key stakeholders. The
overall statement of regulatory intent should become the basis of
more detailed annual plans; development and publication of
which should be a mandatory requirement.
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The strategic and regulatory objectives would need to be trans-
lated into specific regulatory instruments. Regulations framed by
the Commissions, along with the licences are the key regulatory
instruments. Considerable application would be necessary to
ensure that such regulatory instruments are robust and effective,
yet without being intrusive into the operational issues of sector
participants.

Tariff determination for regulated segments of the power sec-
tor is one of the key functions of regulatory commissions in
India. The structure of the tariffs and their linkage to underlying
economics would be the key determinants of efficient market
functioning. The Act permits continuation of existing tariffs
principles for a year after notification (i.e., till 9 June 2004),
beyond which new tariff regulations would need to be framed.

Transmission pricing is an important aspect that exemplifies
the emerging challenges. In the past, all regulatory commissions
in India had adopted ‘postage stamp’ tariff principles, resulting
in socialization of costs. This has sufficed till date since open
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access was neither mandated by law nor was it widely prevalent.
These principles will certainly need a re-look and new regula-
tions will have to be framed. This will be a challenging task for
most regulators, as current institutional capabilities often fall
short of the demands placed by complex tariff methodologies.
Even the CERC, which suffers from relatively lesser institutional
capability issues, prefers to continue with the existing ‘postage
stamp’ tariff principles to limit complexity in pricing and avoid
jurisdiction issues. As a consequence, the issue of pancaking
transmission tariffs – arising out of regional organization of the
grid and transfer of electricity across regulatory jurisdictions
with tariff charges of individual jurisdictions being added up for
deriving the overall tariff – has not been addressed. The reliance
of the CERC on physical transmission rights also does not ap-
pear to have considered the complexities in implementing such
rights in a regime that is likely to witness considerable trading activ-
ity. Experience in several countries, including the US, indicates
that physical rights are difficult to implement unless the energy
flows are well defined and transmission constraints are few.

The recent report of the Task Force on Investment and Reforms
constituted by the Government of India (Ministry of Power
2004) has made several recommendations on transmission pric-
ing, including introduction of connection (entry and exit)
charges, zonal transmission pricing, information disclosure, and
other related issues. However the National Tariff Policy (which
was to be based on the Task Force report) is yet to be issued, and
the implementation of the policy will depend on the manner in
which regulations are framed by the CERC and the SERCs.
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Often it happens that the intended users do not adequately fol-
low the various guidelines framed. The complex and intense
regulatory agenda could result in inadequate monitoring of the
guidelines by the regulators. To make implementation of the
guidelines effective, the regulators need to put in place monitor-
ing processes that incorporate
� periodic review of performance and compliance specifically

against the guidelines issued;
� feedback to the licensees and generators on the findings of

the commission;
� review of the guidelines to streamline or strengthen them.
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The above process is very important for a focused and effec-
tive regulation of the sector. It needs to be mentioned that these
comprehensive reviews of performance against the guidelines
should be over and above any routine monthly reviews that the
commission may undertake.
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An important component of succeeding in building acceptabil-
ity of reforms is effective communication and information dissemi-
nation. While communication and effective public relations
cannot simplify measures per se that are inherently difficult and
often apparently harsh for certain groups of consumers, it can
however reduce uncertainty and create an environment of trust
and confidence. In such an environment, the stakeholders ap-
preciate the causes for harsh measures such as the need to raise
tariffs and thus offer less resistance.

As the sector moves towards broader reforms, it would be
necessary for the regulatory bodies to develop strong and struc-
tured information dissemination and communications pro-
gramme with the following objectives.
� Increasing awareness and knowledge of the initiatives taken

and progress achieved within the reforms programme among
the politicians, civil servants, media and other stakeholders.

� Disseminating information to provide the stakeholders on
the performance of the sector (particularly the utilities).

� Increasing commitment and buy-in from employees of utili-
ties and other key external and internal stakeholders of the
regulators in terms of their awareness and acceptance of the
reforms process, and bridging the gap between organizational
and individual needs.

The instruments of information dissemination could typically
include
� annual performance reports of the sector;
� comparison of actual performance with plans (including the

annual plans framed by the regulators);
� review reports published on a need basis;
� regular data reporting systems (typically through dedicated

regulatory websites).



�
A
(����
���
)���

"���

$���	��������
���	���
��
 ���������
���
����	����� �*2,�
023B/

&������%
���	����

Implementing the regulatory agenda would require strong insti-
tutional capabilities in the regulatory bodies, including creation
of systems and processes and knowledge capital. The need for a
competent staff for accomplishing the tasks ahead also cannot
be understated. Several states have only recently established the
offices of independent sector regulators. The development of
regulatory capabilities across the country has also not been uni-
form. While, on the other hand, certain regulators have adequate
funding and staff and had the support of multilateral agencies,
there are several others that do not have the basic infrastructure
and staffing as yet. The quality of personnel (including the com-
mission members) is far from uniform. This gives rise to severe
doubts about the capabilities of these organizations to meet the
emerging challenges.

To obviate these problems there is a need to
� ensure minimum level of staffing through policies;
� centrally develop model regulations and guidelines for adop-

tion by all state regulators; this will not only improve consist-
ency and reduce costs, but also enable the states that are
lagging behind others in regulatory development;

� ensure adequate funding of the regulatory bodies;
� develop staffing norms and compensation structures to at-

tract the desired talent;
� provide adequate training inputs to the commission and its

staff.

The need for effective and sustained training initiatives can-
not be overstated. Training remains by far the single most im-
portant issue to be dealt in organizational development. It is also
essential for attracting and retaining the best talent. In view of
the complexities involved in implementation of the new frame-
work, it is essential to develop standard training courses for
regulatory bodies from across the country. The following aspects
would need to be considered for the training.
� Training should be a combination of on-the-job and struc-

tured off-site training.
� A separate training institute focusing on regulatory issues

should be established.
� The course content should be developed with professional

expertise for the structured training courses to be delivered
centrally.



&����	�����
)��#
4//?
���
�
�
���	����
	�������	�
�
�������� ��

$���	��������
���	���
��
 ���������
���
����	����� �*2,�
023B/

� The institute should have a combination of a full-time resi-
dent faculty, part-time faculty, and special faculty drawn
from expert bodies and professionals.

� The institute should publish courses on offer well in advance
with the necessary information on the detailed course con-
tent, faculty expected to deliver the courses, and the cadre
the training is intended for.

� Competent faculty drawn from national and international
sources should deliver the initial courses. Thereafter the resi-
dent faculty of the institute should take up core courses
based on the initial courses delivered by the experts. Special
courses may continue to be delivered by experts.

� In the annual plan each regulatory body must specify the
minimum number of hours its personnel (members and staff)
would go through during the year.

� The year-end report should clearly include the actual train-
ing hours received by each of the personnel.

� Most, if not all, consultancy assignments should include
clauses for transfer of technology and skills to commission
personnel.

In the past, it has been the experience that there has been
much reliance on external consultants due to lack of trained
personnel in the commissions (although some regulators have
made training an important prerequisite for granting consulting
assignments). This aspect needs to be addressed and it needs to
be ensured that core functions are carried out by the regulatory
body itself, with external assistance sought only for specific one-
off needs. The terms of employment of the commission and its
staff should be attractive enough to invite personnel of the re-
quired calibre.

Capacity development in the regulatory bodies will inevitably
be a long drawn exercise. Hence, it is essential to make a start as
early as possible.
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The evolution of the industry will bring in its fair share of sur-
prises. For the regulatory bodies that are at the helm of imple-
menting sector reforms, this will essentially mean a heightened
risk perception since they would be exposed to criticism. Regu-
lators, in general, are extremely sensitive to criticism on failure
to protect public interest. The instinct in such circumstances
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would be to regulate the sector entities to prevent adverse situa-
tions. This, in turn, could severely stymie sector operations and
actually increase regulation instead of deregulating the sector.

It is essential to avoid this trap. To do this, the first need is for
regulators to articulate a clear philosophy of regulation that they
subscribe to. The regulatory approach, principles, and instru-
ments for the same would need to be developed consistent with
this regulatory philosophy, and whenever there is a need to de-
velop fresh regulations or undertake an approach that appears to
be increasing the intensity of regulation, the regulators should
conduct necessary consistency checks before proceeding.

It must be mentioned here that the Act, for all its merits, does
not always provide clear direction on the regulatory approach to
be adopted. A case in point is on the regulation of trading, as
illustrated in the following points.
� Sections 79 and 86 of the Act empowers the appropriate

commission to impose trading margins, but does not provide
any direction on the conditions under which such margins
can be imposed.

� Section 62 of the Act permits the appropriate commission to
fix caps on short-term contracts (less than one year duration)
between generating companies and licensees only if there is a
shortage of electricity. The conditions of application of this
provision are not precisely defined in the Act. Regulators
have tended to ignore this provision, treating all contracts
between generating companies and distribution licensees as
price-regulated contracts.

� It is unclear from the provisions of the Act to what extent the
state commissions can require traders to furnish data regard-
ing their cost of procurement while determining retail tariffs.
Several regulators have indicated (informally) that they
would use the provisions to investigate the portfolio costs of
traders.

� The Act does not clarify whether the costs of purchases by
distribution companies from traders would be allowed as a
pass-through.

� Above all, the definition of ‘non-discriminatory’ open access,
which is fundamental to development of trading, is not de-
fined. This has resulted in regulators assigning pre-existing
rights to incumbents. Current evidence from the US and
other jurisdictions point at exactly opposite approaches to
definition of open access.
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Thus, while activities like power trading are a fundamentally
unregulated activity, they could easily be shackled on account of
various provisions of the Act to a point. This would occur where
it is inefficient and limited in volumes to make any real contribu-
tion to the evolution of competitive power markets.

It can well be argued that defining such details should be a
part of policy and regulatory framework and not the law. This
would however require policy-makers and regulators to develop
the sagacity and deep capabilities to address these challenges,
else the entire premise of the Act on competition benefiting the
consumer could fail badly. There cannot be any half measures in
the introduction of competition in the electricity industry. To
quote Joskow (2003c) in conclusion, ‘We must either move for-
ward to bring the restructuring, regulatory and competition re-
form process to a successful conclusion or return to the past. We
cannot stay stuck in the middle without creating much more se-
rious long-term problems for electricity consumers and the
economy.’
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